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Preface

This book has been written for business owners and managers
who want to refine the accounting and financial operations of

their companies. It provides detailed information about how to run
these operations, track cash flows, conduct analyses, analyze key
financial information, create a corporate risk management strategy,
and manage tax liabilities—in short, all of the key accounting and
financial information required to operate a small business.

Chapter 1 reveals the interlocking system of budgets, as well as
how to set up a budgeting procedure and use standard budgeting
formats to ensure that revenues are properly projected and matched
to related costs. This is a very important issue for those cyclical
industries in which expenses may be incurred well in advance of
sales receipts; it is also a highly necessary method for controlling
such key expense areas as payroll and inventory.

Chapter 2 covers the budgeting techniques used for capital
acquisition, such as discounted cash flows and payback analysis.
We also note how to modify the capital budgeting procedure to
account for high-risk expenditures, calculate the cost of capital, and
stratify a set of possible capital acquisitions in terms of which is the
most desirable.

Chapter 3 describes the need for a solid set of controls to ensure
that the business operates in accordance with its budget. We also
note a wide array of basic controls that can be adopted by most
businesses not only to ensure budgetary compliance, but also to
reduce the risk of asset loss.

xiii
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Preface

Chapter 4 turns to the analysis of cash flows. In it we cover the
creation of cash forecasts, the management of cash, and exceptions
to expected cash flows, which can have a serious impact on actual
cash flows. This is a critical area for the small business, which typi-
cally operates with minimal cash reserves.

Chapter 5 describes the various sources of financing that are
available, including internal cash sources, such as zero working
capital, and external ones, such as debt or equity financing, as
well as a number of variations that are useful in specific circum-
stances. Because loans tend to be the chief form of financing, we
also note how to obtain bank loans and key terms found in loan
agreements.

Chapter 6 notes a large number of financial and operating ratios
that are of considerable use in creating a system of performance
measurement for all areas of a small business. We describe how to
calculate and interpret each of the most common ratios.

Chapter 7 covers key areas of financial analysis that are useful
in a small business, including breakeven analysis, capacity utiliza-
tion, risk analysis, and business cycle forecasting. These funda-
mental tools allow one to fine-tune a company’s operations and
anticipate where problems may arise.

Chapter 8 includes coverage of a number of key areas that few
small business owners want to address but that can impact their
business in a negative manner. These issues include the manage-
ment of tax liabilities and the creation of a risk management system
that includes the selective use of insurance.

Chapter 9 covers the four main areas of reporting that are of
concern to the small business owner: reports to the federal govern-
ment, state government, creditors, and for internal management.
We spend most space on internal management reports, because
these can be used with great effectiveness if properly structured to
reveal the most crucial information about ongoing operations and
financial results.

The most effective way to use this book is as a reference source.
We suggest that you first read the book through once, implement-
ing the concepts section by section; it is not casual reading but
rather a manual, intended for a reading-doing-reading-doing

xiv
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approach. Then, when you have trouble or concerns in a particular
area, consult the specific chapter addressing that problem to find
solutions.

Best wishes for improving, implementing, and benefiting from
your decisions—and for making lots of money.

STEVEN M. BRAGG
Centennial, Colorado
July 2005

Preface

xv
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Section I

Preparing to Operate 
the Business

The first section of the book covers those tasks that should be
accomplished prior to the start of a business or as ongoing

analysis after it has been founded. It accomplishes this objective in
three chapters.

Chapter 1 covers the budgeting function. The issues addressed
here, such as the format of a budget, its components, and how it
should be compared to actual results, are critical to the overall
management of a business, and should be firmly in place before the
organization is created. The budgeting function must also be regu-
larly monitored and controlled to ensure that actual results do not
stray from the plan.

Chapter 2 covers investments in large-dollar items, which are
known as capital items. It covers the steps to be followed in order
to investigate the need for a capital item, compare it to other capi-
tal requests, and determine what should be purchased. This is a
key factor not only in the beginning of a business, but also in the
renewal of key assets over time, as they gradually wear out and
require replacement.

p01.qxd  11/28/05  1:37 PM  Page 1



Preparing to Operate the Business

Chapter 3 describes the basic controls that should be installed,
not only to ensure that the probability of fraud is reduced, but also
to verify that the company is not deviating from its planned course.
The full range of controls are presented, including such areas as
billings, payables, fixed assets, and inventory.

SECTION

I
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Chapter 1
Budgeting for Operations

Operating budgets are used for planning, operating, and control
functions. To improve your probability of success, you should

engage in not only long-range but also operational budgeting/plan-
ning. The fulfillment of the planning process requires a complete
set of marketing, product, capital, and financial plans as are de-
scribed in this chapter.

Definition or Purpose of an Operating Budget

An operating budget is a projected and, it is hoped, realistic number
picture of income and cost objectives for a period.

Usually operating budgets are constructed for a year, by months.
Some people construct five-year operating budgets with varying
reporting periods. Such budgets are often constructed monthly for
the first two years, quarterly for the next two years, and annually or
semiannually for the remaining year. However, a one-year budget
that is extended quarterly so that it again projects a full year is prob-
ably adequate for most uses.

As with any plan, the ensuing actual performance can be com-
pared with the operating budget to detect “off-target” perfor-
mances and to direct attention to troubled areas. In this way, the
operating budget serves both as a planning tool and a control
device. All functions of the business should be included when
structuring the operating budget. By including all of the operating

3
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Preparing to Operate the Business

costs, more performance measures and controls are possible. The
costs incurred to increase the level of preparation detail will relate
favorably to realization of cost savings through better control.

Since measurements of performance may be devised according
to an operating budget, there is a natural tendency for people to
“adjust” the budget process. The potential consequences should be
considered: Sales managers may make overly optimistic assess-
ments of the market, thus reducing the reliability of the cash allo-
cations and expenses anticipated for that level of production and
sales. Some manufacturing managers may “pad” a budget to build
in a safety margin or premium. In a tight market or competitive
sales conditions, this pad could make a product look less attractive
than competing products. The concern should be to make the bud-
get as realistic and accurate as possible because a reasonable budget
based on a reasonable plan encourages reasonable performance.

Signs of Budget Ineffectiveness

Some signs that the budget or budget process is less than optimally
effective are:

• Management or supervisory inattention to the budget. Since a budget is,
or can be used as, a measurement tool, accountability and review
are necessary for control. Without review, there can be little cor-
rective action, and thus there is a loss of control. If management
is not using the budget as a control tool, determine whether the
problem is with the budget or with the management.

• A lack of complete participation by all levels of management within the
firm. Budgets dictated from upper management without input
from the accountable people may have negative effects on the
psychology of the employees and lower management. An atti-
tude of “It’s their budget, let’s see them make it!” may develop.

• Uncorrected large variances between planned performance and budget
objectives. Large budget variances may indicate one of several
weaknesses:
• Poor estimates

SECTION

I
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• Poor feedback and lack of timely, corrective action
• Ineffective management policies concerning budget mainte-
nance

• Lack of participation in the operation of the business by those who
actively prepare the budgets. Without a working knowledge of the
dynamics of the operations of the business, it is difficult to
maintain a working knowledge of current operational status.
The amount or frequency of contact with operating depart-
ments is usually directly related to the stability of processes. The
greater the variability in the operations of the business, the
more frequently those who prepare the budget should observe
and experience the operating environment.

• Supervisors or first-line managers do not know how their budgets were
determined or what is contained within their budgets. In such cases,
department managers do not know how performance is being
evaluated, how well they are performing to expectations, where
they may be doing well, and where they are experiencing un-
planned difficulties.

Budgets of all types are good planning tools and can also serve
a very valuable control function. In order to be used for control,
these systems must supplement the budget process:

• Feedback loop. Creating the budget itself does not cause programs
to be installed to implement the budget. A feedback loop is nec-
essary to direct attention to areas where difficulties may be
encountered in meeting the business plan. Periodic budget
reports should generate feedback on performance against bud-
get. These reports should trigger action. If the budget and
related performance against budget reports do not flag attention
to problem areas, you are missing the opportunity for needed
improvements.

• Feedback frequency. The feedback loop requires continuous mea-
surement of performance to budget estimates. For feedback to
work properly, it should be regular, expected, and consistently
reported. Comparisons are most effective when they are done
regularly, consistently, and timely. Trend analysis of budget 

Budgeting for Operations CHAPTER

1
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Preparing to Operate the Business

performance is a good early warning device. Of course, benefits
of the budget reporting process must outweigh the costs.
However, the ongoing evaluation process is one of the places
where you should realize substantial savings.

Improvements to the Budgeting System

Some of the budgeting problems outlined in the last section can be
eliminated or mitigated by implementing a sound budgeting proce-
dure that is closely followed by the management team throughout
the year. In this section we discuss a simple budgeting procedure
that is useful for ensuring that the annual budget is constructed
using a sufficient amount of time, and in the correct order. Later we
also note the monthly schedule to be followed to ensure that the
management team reviews the comparison of budget to actual
results. However, these are strictly procedural matters; the man-
agement team still must be committed to following the dictates of
the budget, which is largely up to the senior management team to
enforce.

The budget procedure that follows is a guideline for the sequen-
tial steps a company should take to ensure that all components of
the budget are completed in the correct order and reviewed by
those people who will be responsible for budget results. The dates
noted in the procedure are based on the assumption that a com-
pany is on a calendar year-end; for those companies with a differ-
ent year-end, just shift the dates to match it.

1. Expense update. As of mid-November, issue to each department 
a listing of its expenses that are annualized based on actual
expenses through October of the current year. The listing should
include the personnel in each department and their current 
pay levels. Request a return date of 10 days in the future for 
this information, which should include estimated changes in
expenses.

2. Revenue update. As of mid-November, issue to the sales manager
a listing of revenue by month by business unit, through October

SECTION

I
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of the current year. Request a return date of 10 days in the
future for this information.

3. Capital expenditure update. As of mid-November, issue a form to all
department heads, requesting information about the cost and
timing of capital expenditures for the upcoming year. Request a
return date of 10 days in the future for this information.

4. Automation update. As of mid-November, issue a form to the man-
ager of automation, requesting estimates of the timing and size
of reductions in headcount in the upcoming year that are due to
automation efforts. Request a return date of 10 days in the future
for this information. Be sure to compare scheduled headcount
reductions to the timing of capital expenditures, since they should
track closely.

5. Update the budget model. These six tasks should be completed by
the end of November:
• Update the numbers already listed in the budget with infor-
mation as it is received from the various managers. This may
involve changing “hard coded” dollar amounts, or changing flex
budget percentages. Be sure to keep a checklist of who has
returned information, so that you can follow up with those per-
sonnel who have not returned requested information.
• Verify that the indirect overhead allocation percentages shown
on the budgeted factory overhead page are still accurate.
• Verify that the Federal Insurance Contributions Act (FICA),
State Unemployment Tax (SUTA), Federal Unemployment Tax
(FUTA), medical, and workers’ compensation amounts listed at
the top of the staffing budget are still accurate.
• Add job titles and pay levels to the staffing budget as needed,
along with new average pay rates based on projected pay levels
made by department managers.
• Run a depreciation report for the upcoming year, add the
expected depreciation for new capital expenditures, and add
this amount to the budget.
• Revise the loan detail budget based on projected borrowings
through the end of the year.

6. Review the budget. Print out the budget and circle any budgeted
expenses or revenues that are significantly different from the

Budgeting for Operations CHAPTER
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Preparing to Operate the Business

annualized amounts for the current year. Go over the question-
able items with the managers who are responsible for those
items.

7. Revise the budget. Revise the budget, print it again, and review it
with the president. Incorporate any additional changes. If the
cash balance is excessive, you may have to manually move
money from the cash line to the debt line to represent the pay-
down of debt.

8. Issue the budget. Bind the budget and issue it to the management
team.

9. Update accounting database. Enter budget numbers into the
accounting software for the upcoming year. All tasks should be
completed by mid-December.1

Once the budget has been completed, there must be a feedback
loop that sends budget variance information back to the depart-
ment managers. The best feedback loop is to complete a budget to
actual variance report that is sorted by the name of the responsible
manager (see Figure 1.8 on page 24) as soon as the financial state-
ments have been completed each month. The controller should
take this report to all of the managers and review it with them,
bringing back detailed information about each variance, as re-
quested. Finally, there should be a meeting as soon thereafter as
possible between the responsible managers and senior manage-
ment to review variance problems and what each of the managers
will do to resolve them. The senior managers should write down
these commitments and return them to the managers in memo
form; this document forms the basis for the next month’s meeting,
which will begin with a review of how well the managers have
done to attain the targets to which they are committed. A key fac-
tor in making this system work is the rapid release of accurate
financial statements, so that the department managers will have
more time to respond to adverse variance information.

SECTION

I

8

1 Reprinted with permission from Bragg, Steven, The Design and Maintenance
of Accounting Manuals, 1999 Supplement (New York: John Wiley & Sons, 1999),
pp. 64–66.
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Responsibility Accounting

Responsibility accounting means structuring systems and reports to
highlight the accountability of specific people. The process involves
assigning accountability to departments or functions in which the
responsibility for performance lies.

Specific responsibility is a necessary concept of management
control. Accounting encompasses at least three purposes: financial
reporting, product or service cost reporting, and performance eval-
uation reporting. The third function of accounting, the perfor-
mance measurement function, is closely related to the operational
function of the business. Since many businesses now evaluate and
manage employees by objectives, the need for more sophisticated
performance measurement tools has increased.

In a management-by-objectives (MBO) system, the individual
must have the authority necessary to carry out the responsibility he
or she is asked to execute. Without the necessary authority, a per-
son cannot, and should not, be expected to meet the responsibili-
ties imposed.

Within this level of responsibility, a person can be evaluated
only when the performance reporting system is tied to the expected
level of performance. A person’s actual performance is keyed to this
budget expression of expected performance.

Responsibility accounting should not be restricted to any one
management level but should measure expected performance
throughout the hierarchy of the business. Key indicators can be
built into the system to evaluate performance and to trigger reac-
tions to unanticipated results. In this way, management at each
level is called on to intervene only when it is necessary to correct
problems or substandard performance. This management-by-
exception system frees up significant time for managers to plan and
coordinate other essential business functions.

In contrast with financial accounting, responsibility accounting
does not simply group like costs but instead segments the business
into distinct responsibility centers. A measurement process is estab-
lished to compare results obtained against objectives established for

Budgeting for Operations CHAPTER
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Preparing to Operate the Business

the segment prior to the end of a plan/budget period. These objec-
tives are part of the operating budget and comprise the targets of
operation for every segment of the business.

To be effective, responsibility accounting must be tailored to
each individual business. The accounting system must be adjusted
to conform with the responsibility centers established. The revenue
and expense categories must be designed to fit the functions or
operations that management believes are important to monitor
and evaluate. For example, the use of electricity by a particular
machine may be significant, and excessive use may be an early
warning sign of a process problem. Management would want to
meter electricity consumption and have the expense reported as a
line item to be measured against standard consumption rates by
machine or by department.

Another function of the responsibility accounting system is to
compile the individual centers’ performance reports into succes-
sively aggregated collective reports to identify broader categories of
responsibility. Behind these groupings is still a great deal of detailed
information available for analysis.

Developing Responsibility Centers

A responsibility center has no standard size. It can be as small as a
single operation or machine or as large as the entire business. The
business is, after all, the responsibility center of the chief execu-
tive of the business. Typically, the business is broken down into a
large number of centers or segments that, when plotted in succes-
sive layers or groupings, look like a pyramid. This pyramiding
represents the hierarchy of authority and responsibility of the
business. Various types of responsibility centers may be established
for various purposes. The nature of the centers or segments can
also vary.

If a person is charged with only the responsibility for the costs
incurred in a process or operation, a cost center has been established.
Cost centers can be line operations (i.e., painting) or staff functions
(i.e., recruiting). The emphasis of a cost center is on producing
goods or providing specific services in conjunction with other phys-
ical measures of performance. Usually there is no direct revenue

SECTION
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production measurement by that center because the center does
not produce the final product.

Another segment is a unit held responsible for the profit contri-
bution it makes. This responsibility center is aptly named a profit
center. Profit centers are often larger units than cost centers because
a profit center requires the production of a complete product or
service to make a contribution to the profit. (However, a salesper-
son could be considered a profit center.) The establishment of a
profit center should be based on established managerial criteria of
revenues and costs.

Other divisions can be established, such as revenue centers and
investment centers. Revenue centers, for instance, are segments of the
larger profit centers charged with the responsibility of producing
revenue. Sales departments are a typical example. An investment
center is a profit center that also has the responsibility of raising and
making the necessary investment required to produce the profit.
This added investment step would require the use of some rate-of-
return test as an objective measure of the center’s performance.

The appropriate establishment of cost centers, profit centers,
and the like is a critical element of the responsibility reporting sys-
tem, and as such must be performed carefully and accurately.

Establishing Costs

Another important aspect of responsibility accounting is the
accumulation of costs. Accountants have labeled the standard
types of costs typically encountered: fixed, variable, and semivari-
able. Within these classifications, some costs may be incurred at
the discretion of specific levels of management whereas others are
nondiscretionary at given levels of management. Sometimes costs
relate to more than one center and must be allocated between
them. The most effective system probably will result when respon-
sible management has been an active participant in the determina-
tion of the allocation of costs and the maintenance of the reporting
system.

One complication of accumulating costs is the problem of trans-
fer pricing. In manufacturing businesses, a cost center’s perfor-
mance is a function of the added costs and the intracompany

Budgeting for Operations CHAPTER

1

11

p01.qxd  11/28/05  1:37 PM  Page 11



Preparing to Operate the Business

movements of raw materials, work-in-progress, finished goods,
and services performed. A market price may not be available or
may be too uncertain, because of fluctuations, to use as an objec-
tive measure of performance. Some compromise is often necessary
to establish transfer prices among departments.

Fixed Costs. A fixed cost is one that does not vary directly with
volume. Some costs are really fixed, such as interest on debt. Other
typically identified fixed costs, such as depreciation expense, may
vary under some circumstances. Generally, over a broad range of
operations, total fixed costs are represented as step functions
because they are incurred in increments as production or the num-
ber of services increases.

This characteristic of fixed costs should not present any great
difficulty. Since production or sales is predicted for a budget period,
the level of fixed costs can be established from graphs such as that
in Figure 1.1. Unfortunately, fixed costs, because of their apparent
static behavior, are not always reviewed regularly and critically to
determine reasonableness. Like all other costs, the larger the
amount of individual fixed costs, the more frequently they should
be reviewed. For example, insurance premiums may vary little, if at
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all, from year to year and may be paid without reconsideration,
particularly in good times.

Figure 1.2 represents the relationship between the magnitude
of a particular fixed cost and the frequency with which it should be
reviewed. When making such an assessment for yourself, you
should be aware of such factors as the cost of reconsideration in set-
ting the time periods for “seldom” through “often.” The process of
reevaluating insurance coverage may be a significant task, requir-
ing a major allocation of time and resources. However, the returns
could be equally significant if you realize substantial savings result-
ing from a renegotiation of the insurance policy and rates.

Another concern with fixed costs is the method of allocation of
those costs among different products or services. Fixed costs are often
assigned in an arbitrary manner, creating an unrealistic profit or loss
statement for each product. Otherwise, nonprofitable products are
sometimes carried by an “average fixed cost” allocation, which may
not accurately depict costs associated with the product. Accurate
decisions are unlikely without correct information concerning a
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Preparing to Operate the Business

product’s costs. You should undertake to allocate fixed costs properly
through the preparation of an operating budget. Your accountant
should have a reasonable understanding of the magnitude of the
costs and of which products or services are affecting the amount.
Also, you should determine how varying activity levels influence the
costs you incur for different products and services.

When analyzing fixed costs, you should determine what causes
that cost to be incurred and what causes it to change in amount.
This analysis will help identify to which product(s) or service(s) the
cost should be assigned and in what manner that allocation should
be made.

For some fixed costs, this will be a very difficult process. Some
administrative costs may simply not be identifiable with any one
product or service. Successive allocations through your costing hier-
archy may be needed to arrive finally at a “product-attributable”
status.

You may treat such costs as variable and determine a rate at
which to assign these costs against labor hours. In determining this
burden or overhead rate, such fixed costs are divided by an esti-
mate or projection of the anticipated direct labor hours and are
allocated proportionately. However, this method may unfairly
assign costs to labor-intensive products, ignoring that more fixed
costs should perhaps be allocated to products with large capital or
fixed investments. Furthermore, this assignment could under-
recover fixed costs by misestimating projected direct labor hours.
Or, equally likely, an overrecovery of fixed costs could occur.

You should take a realistic approach in the allocation of these
costs. If a direct hour allocation is realistic, then use it. If fixed costs
can be identified to particular product(s) or service(s), it is appro-
priate to do so.

Variable Costs. In order to be properly classified as variable, a cost
should meet two distinct criteria:

1. No cost should be incurred until an activity begins.
2. A direct relationship should exist between the amount of the

cost and the level of activity.
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An example of a purely variable cost is a sales commission. As sales
increase or decrease, the amount of commission varies in direct
relationship to the level of sales.

The relationship between the cost and the level of production
may be a straight-line relationship, or the cost rate may increase as
the level of output increases. When plotted, this increasing cost
relationship will appear as a curvilinear (or curved shape) graph.

Although this relationship is common to variable costs, Figure
1.3 is not the usual way it is shown. The more usual case is the
straight-line relationship. Often setup costs are spread over produc-
tion, in which case there is a curvilinear relationship; but that is not
the same case. In the setup cost allocation, a fixed cost is spread
over varying units of output, decreasing as the length of the pro-
duction run increases. The earlier example is an increasing cost per
unit as the number of units produced increases.

Typically, costs such as direct labor, scrap costs, packaging, and
shipping are treated as variable costs. However, direct labor and
other costs may not be purely variable. For example, the assumption
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Preparing to Operate the Business

that direct labor varies directly with the number of units produced
relies on the divisibility assumption. But labor is not infinitely divisi-
ble. If an employee can produce 1,600 units in a standard eight-hour
workday but only 1,200 units are required, unless that employee can
be used in another operation, he or she has been used at a 75 percent
utilization level. Either this idle-time labor can be used effectively in
other places or 25 percent of these (unutilized) efforts are assigned to
fewer units produced. In most cases, direct labor and direct materials
are treated as variable costs for budget purposes even if they are not
perfectly divisible.

If you have established labor standards for your operations,
these can be used for budgeting purposes. By accumulating data
and establishing labor standards, you can begin to target costs. The
difficulty is establishing objective labor-hour targets for the plan-
ning period. Reliance solely on historical data may bias projections,
ignore the effects of the learning curve on efficiency, and avoid
consideration of past inefficiencies.

For planning purposes, remember that the graph of these fixed
and variable costs appears reversed when they are assigned on a per-
unit basis. When variable costs are assigned on a per-unit basis, they
are constant and fixed per unit. When fixed costs are assigned on a
per-unit basis, they vary as production levels change.

Mixed Costs. Mixed costs are those that behave as if they have
fixed and variable components. Many items of cost fall into this cat-
egory. Some people treat mixed costs as fixed costs. If you do so,
you must assume an average or projected level of output and allo-
cate the cost over that level. This may over- or underrecover that
component of fixed cost. Some might say that it is not important
because the over- or underrecovery will be insignificant.

If a consistent bias toward underrecovery of the fixed compo-
nent of one mixed cost exists, underrecovery of the fixed compo-
nent of every mixed cost, allocated on the basis of that misestimated
output level, may exist. If you use these biased data to make capital
investment decisions, marketing and pricing decisions, and expan-
sion or contraction decisions, you may experience serious problems.

It is sometimes difficult to determine what portion of a mixed
cost is fixed and what portion is variable. Fortunately, this allocation
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usually can be established from historical data. As an example, data
for the consumption of electricity in one department were tabulated
for the previous six months (see Figure 1.4).

Plotting this consumption (see Figure 1.5), with the Y axis being
kilowatt hours (kWh) consumed and the X axis being the units
produced, the Y intercept is 5,000 kWh. This indicates that for zero
production, the department still consumes 5,000 kWh of electricity
each month, the fixed component of cost.

The variable component can then be determined by using the
formula:

Y = MX + B

Because B, the Y intercept, is 5,000:

Y = MX + 5,000

Substituting any set of values from the table into the equation:

7,500 = M(400) + 5,000

and solving for (M), M = 6.25. Therefore, each unit of production
has a variable component of 6.25 kWh in electrical consumption.
By applying the electric rate to each component of electrical usage,
the fixed- and variable-cost components of the mixed cost are
determined.

Historical Data. One major concern of using historical data as a
basis for future prediction is that the firm may be perpetuating past
inefficiencies. However, historical data may be the best or even the
only data available. When using historical data, you should be sure
that:

• Historical data accurately state the past. An examination must
be made of the conditions under which data were collected and
what is and is not contained in the data.

• Historical data are relevant to what the firm is trying to pre-
dict. To the extent current conditions are not the same as past
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FIGURE 1.5

Consumption of Power Graph
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Consumption of Power Table

kWh Used Units Produced

Jan 7,500 400
Feb 8,000 480
Mar 8,250 520
Apr 8,750 600
May 9,500 720
June 8,750 600
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conditions, historical data become more difficult to use in pro-
jecting the future.

• The use of the data encourages performance that improves on
the past performance.

• The effects of inflation are properly considered.

Further practical points in the use of historical data include:

• Avoid using historical data more than 12 months old in periods
of high inflation or deflation.

• Be consistently objective. Do not bias the data by summarily
rejecting data that seem to be out of line. There may be a reason
for unusual numbers.

• Be creative; try not to be bound by traditional thinking. Some of
the relationships between costs and activities may not seem
direct and quantifiable. This could be the result of delayed
billings or nontraditional billings.

• Consider and try using moving averages for data that tend to be
nonlinear or scattered.

• Use extrapolation to project data for future estimated produc-
tion or service levels.

• Never use tools past the point that common sense tells you is
meaningful.

Projecting Revenues

Often firms want a forecast of earnings for the entire enterprise to
compare with the operating budgets. This forecast of revenues
should be reconciled with the operating budget.

The basis of all revenue projections is a sales forecast. Many
companies start the operating budget process by first generating
this sales forecast. The sales forecast is exploded with lead and 
lag times added so that departmental schedules are created. This
departmental scheduling of activities is then used to create the
operating budget. For example, Fruit Crate Manufacturing Co., Inc.,
has a maximum production capacity of 1,000 crates per week and
expects this sales forecast:
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July Aug

Type A crate 2,000 3,000

To produce a type A crate, the firm’s process breaks down into
three steps: sawing, curing or drying, and assembly. The sawing
and curing is done in batches of 1,000 crates, and the rate of pro-
duction is:
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FIGURE 1.6
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Sawing 1,000 crates/1 week
Drying 1,000 crates/3 weeks
Assembly 1,000 crates/1 week

Since all sales are shipped on the first of each month, the exploded
production schedule shown in Figure 1.6 is used for budgeting.

Armed with this operating schedule, the company can plan its
equipment, labor, and materials scheduling, and a budget of expenses
can be generated. For example, in May, two weeks of sawing and one
week of drying must be budgeted; in June, three weeks of sawing,
eight weeks of drying, and two weeks of assembly; and so forth.

As manufacturing and related costs are pushed back in time, the
receipt of payments (cash flows) is pushed forward in time. If Fruit
Crate Manufacturing Co., Inc., offers a 2/10, N/30 payment sched-
ule (2 percent discount if paid within 10 days of invoice, the net
amount due within 30 days), it will ship on July 1, having incurred
expenses in May and June, but not expect payment until July 10 or
August 1. The timing of cash flows, the revenue portion, and the
expense portion of the plan must be coordinated to ensure that
adequate funds are on hand (cashflow budget) to meet expected
operations. For this example, there is a negative cash flow for at
least two and a half months.

Budget Tracking and Maintenance

So far, this chapter has emphasized establishing responsibility and
developing a budget and accounting system that conforms to an
allocation of responsibility. The cardinal principle behind this sys-
tem is that those who are to be measured by the system understand
how it works and agree that the objectives are attainable through
their efforts.

The first requirement should be an integration of your objectives,
goals, and tactics to the managerial level involved. One method for
integration is to have each manager participate in establishing and
maintaining the objectives and goals. The test of reasonableness
should apply. That is, there should be a reasonable likelihood of
obtaining the objective in order to motivate compliance.
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Preparing to Operate the Business

An element that often impedes effective budgeting and attain-
ability is the inability to identify controllable and uncontrollable costs
or expenses. Controllable costs should be identified and targeted. 
If elements of uncontrollable costs are included in a responsibility-
based budget, they may have a negative motivation factor. Prac-
tically, all revenue and expense factors are controllable by some
manager at some point. However, expenses such as property taxes
may influence profits, yet be beyond the control of an operations
manager. Items such as administrative overhead allocation are
uncontrollable within departments of the firm. As a general rule,
these items should be assigned and accounted for separately, so as
not to indicate responsibility of the manager (e.g., heating, lighting,
janitorial).

The final element in the budget tracking plan is variance analy-
sis and reporting. Variance reporting can take many forms, but the
most common is to compare monthly actuals to monthly projec-
tions with year-to-date comparisons as well. Often the report will
contain space for an explanation of the variance from budget. The
report can be generated in many forms, including by product, by
operation or group, by labor, and by materials. A typical report
could look like the one shown in Figure 1.7.

The report shown in Figure 1.7 compares budgeted to actual
costs by account category, such as repair supplies or insurance.
Although this format is good for determining trends in certain cost
categories, it does not assist in targeting which managers are
responsible for specific costs. An example of a report that includes
this information is shown in Figure 1.8. In this example, we have
used the same expense line items but also added a column that lists
the name of the manager who is responsible for each expense.
Further, we have sorted the report by the names of those man-
agers. This sorting has two purposes:

1. It divides the report into separate pages for each manager, so
that each one can easily group together the expenses for which
he or she is responsible.

2. Sorting the report by manager allows you to summarize vari-
ances for each person, so that senior managers can determine
which managers are doing the best job of keeping their costs
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within designated goals, which can be of assistance when deter-
mining the size of manager bonuses.

In Figure 1.8, the report reveals that the only manager who is
consistently failing to achieve actual costs that are less than the
budget is R. Olbermann, whose cumulative variance performance
is 5 percent worse than the budget.

When the management team reviews revenue and expense
variances, it does not have time to review what may be hundreds of
individual accounts. Instead, it has sufficient time to analyze only a
small proportion of the largest variances. Accordingly, the account-
ing staff can issue a summarized version of Figure 1.8 that lists only
line items for which variances exceed a certain monthly or year-to-
date dollar amount or percentage. The remaining accounts can still
be issued as an addendum to the variance report. This slight format
change will focus management’s attention on the few largest vari-
ances that are most in need of correction.

This form of reporting consistently shows management the
variations from budget, with an explanation of causes and circum-
stances. It thus meets the second and third objectives of a budget:
to keep score and direct attention.

The System of Interlocking Budgets2

A properly designed budget is a complex web of spreadsheets that
accounts for the activities of virtually all areas within a company. As
noted in Figure 1.9, the budget begins in two places, with both the
revenue budget and the research and development (R&D) budget.
The revenue budget contains the revenue figures that the company
believes it can achieve for each upcoming reporting period. These
estimates come partially from sales staff members, who are respon-
sible for estimates of sales levels for existing products within their
current territories. Estimates for the sales of new products that have
not yet been released and for existing products in new markets will
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come from a combination of sales and marketing staff members,
who will use their experience with related product sales to derive
estimates. The greatest fallacy in any budget is to impose a revenue
budget from the top management level without any input from the
sales staff; this can result in a company-wide budget that is geared
toward a sales level that is most unlikely to be reached.

A revenue budget requires prior consideration of a number of
issues. For example, a general market share target will drive several
other items within the budget, since greater market share may come
at the cost of lower unit prices or higher credit costs. Another issue
is the compensation strategy for the sales staff, since a shift to higher
or lower commissions for specific products or regions will be a
strong incentive for sales staff members to alter their selling behav-
ior, resulting in some changes in estimated sales levels. Yet another
consideration is which sales territories are to be entered during the
budget period; those with high target populations may yield very
high sales per hour of sales effort, while the reverse will be true if
the remaining untapped regions have smaller target populations. It
is also necessary to review the price points that will be offered dur-
ing the budget period, especially in relation to the pricing strategies
that are anticipated from competitors. If there is a strategy to
increase market share as well as to raise unit prices, then the budget
may fail due to conflicting activities. Another major factor is the
terms of sale, which can be extended, along with easy credit, to
attract more marginal customers; conversely, they can be retracted
in order to reduce credit costs and focus company resources on a
few key customers. A final point is that the budget should address
any changes in the type of customer to whom sales will be made. If
an entirely new type of customer will be added to the range of sales
targets during the budget period, then the revenue budget should
reflect a gradual ramp-up that will be required for sales staff mem-
bers to work through the sales cycle of the new customers.

Once all of these factors have been combined to create a pre-
liminary revenue budget, the sales staff members should also com-
pare the budgeted sales level per person to the actual sales level
that has been experienced in the recent past to see if the company
has the existing capability to make the budgeted sales. If not, the
revenue budget should be ramped up to reflect the time it will take
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to hire and train additional salespeople. The same cross-check can
be conducted for the amount of sales budgeted per customer, to see
if historical experience validates the sales levels noted in the new
budget.

Another budget that initiates other activities within the system
of budgets is the R&D budget. Unlike most other budgets, this is not
related to the sales level at all, but instead is a discretionary budget
based on the company’s strategy to derive new or improved prod-
ucts. The decision to fund a certain amount of project-related activ-
ity in this area will drive a departmental staffing and capital budget
that is, for the most part, completely unrelated to the activity con-
ducted by the rest of the company. However, there can be a feed-
back loop between this budget and the cash budget, since financing
limitations may require management to prune some projects from
this area. If so, the management team must work with the R&D
manager to determine the correct mix of projects with both short-
range and long-range payoffs that will still be funded.

The production budget is driven largely by the sales estimates
contained within the revenue budget. However, it is also driven by
the inventory-level assumptions in the inventory budget. The
inventory budget contains estimates by the materials management
supervisor regarding the inventory levels that will be required for
the upcoming budget period. For example, a new goal may be to
reduce the level of finished goods inventory from 10 turns per year
to 15. If so, some of the products required by the revenue budget
can be bled off from the existing finished goods inventory stock,
requiring smaller production requirements during the budget period.
Alternatively, if there is a strong focus on improving the level of
customer service, then it may be necessary to keep more finished
goods in stock, which will require more production than is strictly
called for by the revenue budget. This concept can also be extended
to work-in-process (WIP) inventory, where the installation of ad-
vanced production planning systems, such as manufacturing re-
sources planning or just-in-time, can be used to reduce the level 
of required inventory. All of these assumptions should be clearly
delineated in the inventory budget, so that the management team
is clear about what systemic changes will be required in order to
effect altered inventory turnover levels.
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Given this input from the inventory budget, the production
budget is used to derive the unit quantity of required products that
must be manufactured in order to meet revenue targets for each
budget period. This involves a number of interrelated factors, such
as the availability of sufficient capacity for production needs. Of
particular concern should be the amount of capacity at the bottle-
neck operation. It is important to budget a sufficient quantity of
funding to ensure that this operation includes enough equipment
to meet the targeted production goals. If the bottleneck operation
involves skilled labor, rather than equipment, then the human
resources department should be consulted regarding its ability to
bring in the necessary personnel in time to improve the bottleneck
capacity in a timely manner.

The expense items included in the production budget should be
driven by a set of subsidiary budgets: the purchasing, direct labor,
and overhead budgets. These budgets can simply be included in the
production budget, but they typically involve such a large propor-
tion of company costs that it is best to lay them out separately in
greater detail in separate budgets. Specifics on these budgets follow.

• Purchasing budget. The purchasing budget is driven by several
factors, first of which is the bill of materials that comprises the
products that are planned for production during the budget
period. These bills must be accurate, or else the purchasing
budget can include seriously incorrect information. In addition,
there should be a plan for controlling material costs, perhaps
through the use of concentrated buying through few suppliers
or perhaps through the use of long-term contracts. If materials
are highly subject to market pressures, comprise a large propor-
tion of total product costs, and have a history of sharp price
swings, then a best-case and worst-case costing scenario should
be added to the budget, so that managers can review the impact
of costing issues in this area. It is also worthwhile to budget for
a raw material scrap and obsolescence expense; there should be
a history of costs in these areas that can be extrapolated based
on projected purchasing volumes.

• Direct labor budget. Do not make the mistake of budgeting for
direct labor as a fully variable cost. The production volume from
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day to day tends to be relatively fixed, and requires a set num-
ber of direct labor personnel on a continuing basis to operate
production equipment and manually assemble products. Thus,
direct labor should be shown in the budget as a fixed cost of
production, within certain production volume parameters.

Also, this budget should describe staffing levels by type of
direct labor position; this is driven by labor routings, which are
documents that describe the exact type and quantity of staffing
needed to produce a product. When multiplied by the unit vol-
umes located in the production budget, the labor routing results
in an expected level of staffing by direct labor position. This
information is most useful for the human resources depart-
ment, which is responsible for staffing the positions.

The direct labor budget should also account for any contrac-
tually mandated changes in hourly rates, which may be item-
ized in a union agreement. Such an agreement may also have
restrictions on layoffs, which should be accounted for in the
budget if this will keep labor levels from dropping in proportion
with budgeted reductions in production levels. Thus, the pres-
ence of a union contract can result in a much more complex
direct labor budget than would normally be the case.

Any drastic increases in the budgeted level of direct labor
personnel will likely result in some initial declines in labor effi-
ciency, since it takes time for new employees to learn their
tasks. If this is the case, the budget should reflect a low level of
initial efficiency that will result in greater initial direct labor
costs, with a ramp-up over time to higher levels.

• Overhead budget. The overhead budget can be a simple one to
create if there are no significant changes in production volume
from the preceding year, because this budget involves a large
quantity of static costs that will not vary much over time.
Included in this category are machine maintenance; utilities;
supervisory salaries; wages for the materials management, pro-
duction scheduling, and quality assurance personnel; facilities
maintenance; and depreciation expenses. Under the no-change
scenario, the most likely budgetary alterations will be to machin-
ery or facilities maintenance, which are dependent on the con-
dition and level of usage of company property.
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If there is a significant change in the expected level of pro-
duction volume, or if new production lines are to be added,
then you should examine this budget in great detail, for the
underlying production volumes may cause a ripple effect that
results in wholesale changes to many areas of the overhead
budget. Of particular concern is the number of overhead-
related personnel who must be either laid off or added when
capacity levels reach certain critical points, such as the addition
or subtraction of extra work shifts. Costs also tend to rise sub-
stantially when a facility is operating at very close to 100 per-
cent capacity, which calls for an inordinate amount of effort to
maintain on an ongoing basis.

The purchasing, direct labor, and overhead budgets can then be
summarized into a cost-of-goods-sold budget. This budget should
incorporate, as a single line item, the total amount of revenue, so
that all manufacturing costs can be deducted from it to yield a gross
profit margin on the same document. This budget is referred to
constantly during the budget creation process, since it tells man-
agement if its budgeting assumptions are yielding an acceptable
gross margin result. Since it is a summary-level budget for the pro-
duction side of the budgeting process, this is also a good place to
itemize any production-related statistics, such as the average hourly
cost of direct labor, inventory turnover rates, and the amount of
revenue dollars per production person.

Thus far, we have reviewed the series of budgets that descend in
turn from the revenue budget and then through the production
budget. However, other expenses unrelated to production are cate-
gories in a separate set of budgets. The first is the sales department
budget, which includes the expenses that the sales staff members
must incur in order to achieve the revenue budget, such as travel
and entertainment, as well as sales training. Of particular concern
in this budget is the amount of budgeted headcount that is required
to meet the sales target. It is essential that the actual sales per sales-
person from the most recent completed year of operations be com-
pared to the same calculation in the budget to ensure that there is
a sufficiently large budget available for an adequate number of sales
personnel. Often companies make the false assumption that the
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existing sales staff can make heroic efforts to wildly exceed previous-
year sales efforts. Furthermore, the budget must account for a suf-
ficient time period in which new sales personnel can be trained and
form an adequate base of customer contacts to create a meaningful
stream of revenue for the company. In some industries, this learn-
ing curve may be only a few days, but it can be the better part of a
year if considerable technical knowledge is required to make a sale.
If the latter situation is the case, it is likely that the procurement
and retention of qualified sales staff is the key element of success
for a company, which makes the sales department budget one of
the most important elements of the entire budget.

The marketing budget is also closely tied to the revenue bud-
get, for it contains all of the funding required to roll out new prod-
ucts, merchandise them properly, advertise for them, test new
products, and so on. A key issue here is to ensure that the market-
ing budget is fully funded to support any increases in sales noted
in the revenue budget. It may be necessary to increase this budget
by a disproportionate amount if you are trying to create a new
brand, issue a new product, or distribute an existing product in a
new market. These costs can easily exceed any associated revenues
for some time.

Another nonproduction budget that is integral to the success of
the corporation is the general and administrative budget, which
contains the cost of the corporate management staff, plus all
accounting, finance, and human resources personnel. Since this is
a cost center, the general inclination is to reduce these costs to the
bare minimum. However, there must be a significant investment in
technology in order to achieve reductions in the manual labor usu-
ally required to process transactions; thus, there must be some pro-
vision in the capital budget for this area.

There is a feedback loop between the staffing and direct labor
budgets and the general and administrative budget, because the
human resources department must staff itself based on the amount
of hiring or layoffs anticipated elsewhere in the company. Similarly,
a major change in the revenue volume will alter the budget for the
accounting department, since many of the activities in this area are
driven by the volume of sales transactions. Thus, the general and
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administrative budget generally requires a number of iterations in
response to changes in many other parts of the budget.

Although salaries and wages should be listed in each of the
departmental budgets, it is useful to list the total headcount for
each position through all budget periods in a separate staffing bud-
get. By doing so, the human resources staff members can tell when
specific positions must be filled, so that they can time their recruit-
ing efforts most appropriately. This budget also provides good
information for the person responsible for the facilities budget,
since he or she can use it to determine the timing and amount of
square footage requirements for office space. Rather than being a
stand-alone budget, the staffing budget tends to be one whose for-
mulas are closely intertwined with those of all other departmental
budgets. A change in headcount information on this budget will
translate automatically into a change in the salaries expense on
other budgets. It is also a good place to store the average pay rates,
overtime percentages, and average benefit costs for all positions. By
centralizing this cost information, the human resources depart-
ment can update budget information more easily. Since salary-
related costs tend to comprise the highest proportion of costs in a
company (excluding materials costs), this budget tends to be heav-
ily used.

The facilities budget is based on the level of activity that is esti-
mated in many of the budgets just described. For this reason, it is
one of the last budgets to be completed. This budget is closely
linked to the capital budget, since expenditures for additional facil-
ities will require more maintenance expenses in the facilities bud-
get. This budget typically contains expense line items for building
insurance, maintenance, repairs, janitorial services, utilities, and
the salaries of the maintenance personnel employed in this func-
tion. When constructing this budget, it is crucial to estimate the
need for any upcoming major repairs to facilities, since these can
greatly amplify the total budgeted expense.

Another budget that includes input from virtually all areas of
a company is the capital budget. This budget should comprise
either a summary listing of all main fixed asset categories for
which purchases are anticipated or else a detailed listing of the
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same information; the latter case is recommended only if there are
comparatively few items to be purchased. The capital budget is of
great importance to the calculation of corporate financing require-
ments, since it can involve the expenditure of sums far beyond
those that are normally encountered through daily cash flows. It is
also necessary to ensure that capital items are scheduled for pro-
curement sufficiently far in advance of related projects that they
will be fully installed and operational before the scheduled first
activity date of the project. For example, a budget should not item-
ize revenue from a printing press for the same month in which the
press is scheduled to be purchased, because it may take months to
set up the press.

The end result of all the budgets just described is a set of finan-
cial statements that reflects the impact of the upcoming budget on
the company. At a minimum, these statements should include the
income statement and cash flow statement, since these are the best
evidence of fiscal health during the budget period. The balance
sheet is less necessary, since the key factors on which it reports are
related to cash, and that information is already contained within
the cash flow statement. These reports should be directly linked to
all the other budgets, so that any changes to the budgets will imme-
diately appear in the financial statements. The management team
will closely examine these statements and make numerous adjust-
ments to the budgets in order to arrive at a satisfactory financial
result.

The budget-linked financial statements are also a good place to
store related operational and financial ratios, so that the manage-
ment team can review this information and revise the budgets in
order to alter the ratios to match benchmarking or industry stan-
dards that may have been set as goals. Typical measurements in this
area can include revenue and income per person, inventory
turnover ratios, and gross margin percentages. This type of infor-
mation is also useful for lenders, who may have required minimum
financial performance results as part of loan agreements, such as a
minimum current ratio or debt-to-equity ratio.

The cash forecast is of exceptional importance, for it tells com-
pany managers if the proposed budget model will be feasible. If
cash projections result in major cash needs that cannot be met by
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any possible financing, then the model must be changed. The
assumptions that go into the cash forecast should be based on
strictly historical fact, rather than the wishes of managers. This
stricture is particularly important in the case of cash receipts from
accounts receivable. If the assumptions are changed in the model to
reflect an advanced rate of cash receipts that exceeds anything that
the company has ever experienced, it is very unlikely that it will be
achieved during the budget period. Instead, it is better to use
proven collection periods as assumptions and alter other parts of
the budget to ensure that cash flows remain positive.

The last document in the system of budgets is the discussion of
financing alternatives. This is not strictly a budget, although it will
contain a single line item, derived from the cash forecast, that item-
izes funding needs during each period itemized in the budget. In all
other respects, it is simply a discussion of financing alternatives,
which can be quite varied. Alternatives may involve a mix of debt,
supplier financing, preferred stock, common stock, or some other,
more innovative approach. The document should contain a discus-
sion of the cost of each form of financing, the ability of the com-
pany to obtain it, and when it can be obtained. Managers may find
that there are so few financing alternatives available, or that the
cost of financing is so high, that the entire budget must be restruc-
tured in order to avoid the negative cash flow that calls for the
financing. There may also be a need for feedback from this docu-
ment into the budgeted financial statements in order to account for
the cost of obtaining the funding and any related interest costs.

Need for Budget Updating

Flexible or variable budgets should be kept current so that targets
are realistic and accurately reflect deviations from expected costs.
Budgets, however, may lose their effectiveness as a measuring and
control device if they are adjusted for every small change in oper-
ating costs. There is no rule of thumb for triggering a budget adjust-
ment. However, budgets should be adjusted for changes in product
mix, major changes in cost levels, and schedule variations that sig-
nificantly alter cost relationships.
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On a departmental level, budget performance reflects actual
departmental cost behavior, and budget gains or savings directly
result in improvements in profits. The budget becomes an individ-
ual department’s profit and loss expectation based on responsibility
accounting.

One area in which potential problems may not be recognized is
deferred maintenance. When increased output or profit is being
emphasized, periodic maintenance is often deferred to “keep the
wheels turning.” This may be shortsighted, resulting instead in
deferred costs when breakdowns occur.

Summary

The operating budget is a tool that can be integrated into overall
operations. It can give an indication about the delays between cash
outlays for manufacturing and sales receipts. This delay can be
quantified in the budget and thereby permit you to plan for carry-
ing or acquiring additional cash for predictable periods.

As with any good planning tool, the operating plan and related
budget points up the opportunity for capital expenditures or the
need for tightening capital investments. Because sales predictions
are the driving force behind budget numbers, you will plan sales
forces, marketing objectives, advertising budgets, sales quotas,
credit policies, and many other factors as parts of operational bud-
geting/planning.

Finally, manpower planning and allocation can be computed
from the production schedule and direct labor rates. The formula is
simply a direct allocation of hours per operation per product times
the number of units of product scheduled for production, summed
over all operations. For example, in the Fruit Crate case:

• The total labor hours per crate was .158 hours in May.
• In May, the firm scheduled 2,300 crates (equivalent) for pro-

duction, which represents 363.4 direct labor hours.
• There were 176 hours (gross) per worker available in the

month. The firm planned for 81 percent utilization in hours as
a result of breaks, sickness, leave, and fatigue.
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• The firm calculates 142.6 hours per man per month effective
work time.

• By dividing 363.4 by 142.6, the firm arrives at 2.5 direct labor-
ers necessary to produce the crates.

Using such an analysis, the firm can also break out, by operation,
the number of employees needed for each task.

As a control device, an operating plan or budget can provide
needed information and direct attention where variances have
occurred.

Budgeting for Operations CHAPTER

1

37

p01.qxd  11/28/05  1:37 PM  Page 37



p01.qxd  11/28/05  1:37 PM  Page 38



Chapter 2
Investing in 

Long-Term Assets and
Capital Budgeting

Most capital investment decisions should be made in two parts:
first, the investment decision; then, the financing decision.

You should first decide what facilities, equipment, or other capital
assets you will acquire, when to acquire them, and what to do with
them. Then you should decide where and how to get the money.
This chapter will consider only the investment decision; the financ-
ing issues are left to Chapter 5.

The term capital budgeting may be defined as planning for an
expenditure or outlay of cash resources and a return from the
anticipated flow of future cash benefits. The necessary elements to
be considered for this decision are:

• Expected costs and their timing
• The flow of anticipated benefits
• The time over which those funds will flow
• The risk involved in the realization of those benefits

Each of these elements has distinct characteristics associated
with a company’s management philosophy. Tools have been devel-
oped that use the numbers generated by management to help
answer questions and to make reasoned decisions among competing
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business opportunities for the use of scarce investment dollars. In
this chapter, we look at the capital budgeting process as part of a
cycle, not as an isolated exercise. We begin with an idea for a new
product and proceed through to the discontinuance of that product
and into the next generation.

Definitions

Before attempting an explanation of the capital budgeting process,
we need to be familiar with several terms. The common financial
terms used in this chapter are:

Present value. The present value of an item is the value today of
an amount you expect to receive or to pay at some future
date. For example, if you expect to receive $100 one year
from today, and you can get 12 percent for your money, that
stream of income has a present value of $89.29 because
$89.29 invested today at 12 percent return will be $100.00
one year from today.

Annuity (regular or ordinary). The receipt or payment of a series of
equal payments made at the end of each of a number of fixed
periods. The receipt of $100 on December 31 of each year for
10 years is an ordinary annuity. (An “annuity due” means
payments are received at the beginning of each period rather
than at the end.)

Payback period. The payback period indicates how long it takes for
you to get your money back. In other words, it is the time nec-
essary for net cash inflows to amortize an original investment.
Interest or the time value of money often is not considered in
simple payback calculations. However, a more appropriate
form of payback calculation, called the discounted payback
period, does consider the time value. In discounted payback,
the present value of the inflows is considered in determining
how long it takes to get the investment back.

Net present value (NPV). The present value of inflows of cash
minus the present value of the outflows of cash. This is nor-
mally after-tax cash flows.
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Present value index. The net present value divided by original
investment. (This index is useful only for positive net pre-
sent values.)

Internal rate of return (IRR). The discount (interest) rate, which
when used in calculating NPV results in NPV being zero.
This is sometimes called the true rate of return.

Overview and Use of Capital Budgeting

Budgets, a frequently used tool, have been around for a long time.
Operating budgets seem to be the most common. Although seldom
used to their potential, operating budgets are ordinarily among the
first budgets attempted. The numbers for these budgets are not dif-
ficult to obtain, and most managers will give at least some credence
to their usefulness. Operating budgets are discussed in detail in
Chapter 1.

Cash budgets are not greatly different from operating budgets in
their preparation and use. In cash budgeting, attention is focused
on the receipt and expenditure of cash. However, cash budgets
often are limited to use by fewer people within a business and often
are not formalized until required by shortages of cash or the high
cost of maintaining cash reserves. In periods of better financial con-
ditions, the inefficiency of having too much cash often is over-
looked. As a result, cash budgets sometimes fall into disuse during
periods of prosperity.

Capital budgeting, however, does not fare well with many busi-
nesspeople. This is due in part to the difficulties of preparing a cap-
ital budget. Estimates of cash flows must be pushed farther into the
future and unfamiliar terms, such as weighted average cost of capital
and internal rate of return, creep into the terminology. The calcula-
tions associated with these terms are often unfamiliar; many busi-
nesspeople have learned to operate with no formal capital budget.
However, used properly, a capital budgeting process can help to
reduce the risk of making the wrong decision.

Capital budgeting is useful as a decision tool. Accountants, and
some of your staff and some managers, probably have been trained
to make the calculations necessary for determinations of present
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values, internal rates of return, and payback periods. These calcula-
tions are fairly simple and can be done using the forms provided in
the appendix to this chapter. Some inexpensive calculators can do
most of the calculations with ease. The critical work is the gather-
ing of the information necessary to make the capital budgeting
process more understandable and useful to the business.

Life Cycles

Products and projects, like people, have life cycles, as shown in
Figure 2.1. They all go through similar stages: conception, birth,
growth, maturity, decline, and ultimately death. Each stage requires
a certain degree of attention. The applicability of capital budgeting
concepts to new projects or new products extends beyond applica-
tion to new ventures. It can be used to consider the replacement of
existing product lines and even to cost reductions in existing lines in
the current or future periods.
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Capital Budgeting Sequence

Four basic sets of actions occur in a capital budgeting plan: proposal
solicitation or generation, evaluation, implementation, and follow-
up. We shall examine each in some detail.

Proposal Solicitation or Generation

1. The first step in proposal generation is evaluation of your pres-
ent status. Many factors should be considered when making an
evaluation of status. It is particularly important to pay attention
to your position with respect to the availability of management
talent, technological talent, financial and market positions,
sources of labor, and the availability of markets for your product.

Example: Assume you manufacture heavy cast-iron cylinders
for which “the market” is located in southeastern sunbelt states.
Therefore, one particularly important factor is the cost of trans-
portation of the product to the ultimate user. At least two alter-
natives are available: Locate the plant in the area where the
product is consumed or acquire manufacturing facilities on low-
cost transportation networks, such as rail or water.

Another option may be to redesign the product. For exam-
ple, assume you find that you can manufacture the cylinders
out of aluminum with the installation of a tooled steel sleeve
instead of the cast-iron cylinder. The product now requires dif-
ferent raw materials, different processing and handling, and dif-
ferent packaging and shipping. The new product may change
your marketing plans, and a proposal for capital expenditures
may result.

2. The questions that you should answer are standard business
planning questions: “What do we do best?” and “Where are we
going?” These require an evaluation of your business plan. The
objectives formulated as a result of these questions may point
out potential projects requiring capital expenditures.

Decisions relative to capital expenditures may be made 
at various levels within the organization depending on their
size and significance. Rules for decision making should be 
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consistently applied at whatever level of management you
have established.

3. Cost reduction programs may be a rich source of capital budget-
ing projects. Cost reduction programs generally carry with them
less risk than any other form of project, because they have obvi-
ous cost justifications. Potential payback periods and returns on
investments can be calculated readily because the programs are
intended to improve the cost efficiency of existing projects.
Such programs, if adopted, help make employees feel that they
are a part of the decision-making process, because a large part of
these proposals usually are generated from line employees.

4. Ideas from employees and customers are also often low-risk
sources for increased profitability. Marketing or sales personnel
meet with customers on a regular basis. They should be able to
determine current market needs and may assess demands not
being met. Often these opportunities can be exploited with lit-
tle additional cost to you. By taking advantage of unmet market
needs head-on, competition can be avoided and you may suc-
cessfully expand your market presence. To encourage new ideas
and market opportunities, you may use either or both of these
avenues: (a) Encourage entrepreneurship by allowing self-
interest to work for you. Monetary incentive programs for sales
staff and other employees are extremely effective in generating
growth-producing ideas. (b) Survey customer needs on a regu-
lar basis to learn of potential growth possibilities.

5. Competitors are often a good source of potential growth-
producing ideas. Sometimes it is beneficial to let competitors
pioneer certain new products. Letting them take the risks often
eliminates these products from your consideration as a result of
their lack of profitability or outright product failure. Of course,
this gives the competitor a head start on successful ventures.

6. Product matrix analysis sometimes will disclose holes in the
market.

7. Often new ideas are available through purchase from indepen-
dent research and development (R&D) firms or may be gener-
ated by your own R&D efforts.

8. Trade shows, conventions, seminars, and publications are good
sources of potential ideas. In this case, you are not paying for
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the development of ideas but instead are picking other people’s
brains.

9. You may decide on vertical growth—being your own supplier
or marketer. Supplying yourself with components, services, or
raw materials is a source of potential profit. Setting up your
own distribution network outlets can be profitable as well. For
example, some utilities have diversified into fields such as coal
production and transportation in order to guarantee a source of
supply and to reduce the risk associated with fuel cost varia-
tions. In this way, vertical integration provides them with addi-
tional revenue-producing sources of unregulated profit. Some
natural gas utilities sell gas appliances. Being “the gas company”
gives them an entrée for marketing the appliances. Customers
trust a company that provides gas to know which are the best
gas appliances.

10. You may want to grow horizontally through product diversifi-
cation or buying of competitors.

11. You can expand the use of current technologies. Constantly ask:
“What can we do with what we know or what we do best?”
How adaptable is the current technology to meet new product
innovation or new processes? The opportunity here is to have
growth-producing ideas with minimal risks. If you have learned
to utilize your technologies efficiently, further endeavors with
known technologies generally carry less risk than ventures into
new and yet untried technologies.

12. Expand the use of your existing equipment. In-place equipment
may not be fully utilized. Increased utilization through subcon-
tracting and selling of time on equipment or process capabilities
will better utilize existing capital resources with little additional
risk. More use of the fixed-cost base increases efficiency and at
the same time produces additional cash flows.

Evaluation of Proposals

After proposals have been generated, you must evaluate competing
proposals in a consistent manner to determine which proposals
merit further consideration. There are basically four steps in the
evaluation process.
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1. The most critical step is a qualitative evaluation: Is this proposal
consistent with the strategic plan of the business? If not, no
future consideration is necessary. If yes, further analysis is indi-
cated. A lot of time, effort, and money can be wasted on things
that do not fit the direction you are determined to go in.

2. Define the evaluation process. Set up a system that will be
applied consistently for all proposals.
• Estimate costs accurately and in the same way for all proposals.
• Estimate the benefits consistently.
• Use the same time constraints.
• Use the same method for calculating the net benefits.

3. Qualify your information sources. When gathering informa-
tion, you must evaluate the reliability and accuracy of the source
of the information. For example:
• Engineers often underestimate the time (and costs) necessary.
• Salespeople frequently overestimate potential sales.

You should ask:
• Who is providing the information?
• How accurate were their last predictions?
• How often have I relied on this source before?
• Do my competitors use this same source?

4. Install the process. To install the process properly, all affected
persons must understand how to use it.
• Develop capital purchase evaluation forms to be used through-
out the organization.
• Explain the forms and the evaluation methods to all affected
persons.
• Use the system consistently to evaluate proposals.
• Provide prompt responses to applicants as to why their pro-
posals were or were not accepted.

Implementation of a Proposal

In the implementation phase, effective project management requires
a firm line of control. First, define responsibility. You need to know
who will be responsible at various stages in the proposal’s imple-
mentation to ensure accountability and control. It is important to
consider the time and the talent of the individuals involved and to
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match their abilities to the needs and responsibilities of each key
position in the implementation process. Few things affect the fail-
ure or success of a product more than the match or mismatch of
key personnel at critical steps in project implementation.

Next, establish checkpoints by setting goals and objectives for
milestones at successive stages in the process. Review your decisions
regularly, before the next costly step is taken and when progress can
be compared with established standards. You may choose to termi-
nate a proposal at some point short of completion if it appears that
the project is exceeding cost projections or failing to meet benefit
expectations.

It may be necessary to change the budget. This may seem a rad-
ical idea. However, if budgets are managed properly, changing a
budget is nothing more than considering better data as they flow
into the system. Budget changing should not become a self-fulfilling
prophecy. Budgets are planning tools, and, as such, comparisons
between actual performance and projected performance often will
show how well or poorly your project is proceeding. Updating bud-
gets for better control is useful in order to improve the quality of
decision making for the project.

When budgets are used for control, regular feedback of infor-
mation is needed. The establishment of reports is another critical
element in the implementation phase. The amount of reporting is a
function of balancing the risk of ignorance against the cost of
reporting. When reports are generated on a regular basis, you can
ensure maintenance of adequate control of the project.

Follow-up

Neglect near the concluding stages of a project can result in unnec-
essary delays, increased risk, and higher costs for the discontinua-
tion or normal termination of a product’s life cycle. In the follow-up
step, you should review the assumptions under which the original
project was accepted, determine how well those assumptions have
been met, review the evaluation systems that were in place, and,
finally, evaluate the implementation of the project. It is at this point
that an overall review of a project will show you how well it was
planned, how well the budget projected reality, and the necessary
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Preparing to Operate the Business

areas where improvement in the system will help better evaluate
future proposals.

There is really no doubt that all projects eventually will find
themselves in the decline phase of Figure 2.1. Predicting when this
will occur and planning appropriate actions for when it does can be
time- and money-saving.

An important part of the follow-up step is the prediction of dis-
continuance or normal termination dates for the project. This allows
for the timely introduction of proposals for the replacement project.
Capital budgeting is cyclical, allowing you to control growth on a
continuous basis. The follow-up stage naturally reverts back to pro-
posal generation as each project approaches termination.

Producing Numbers to Get Dollars, 
the Use of Forms, and the Capital Budgeting Model

Risk/Return Relationship

High-risk ventures should have expectations of high returns; low-
risk ventures will be expected to have a lower rate of return. Both
must be made attractive to investors.

Figure 2.2 demonstrates the relationship between the risk and
return expected for a new line, extending a current line, and the
modification or change of a product line or cost reduction pro-
grams. From this relationship, a function can be derived to estimate
the discount rate. The discount rate, or the necessary return for a
project, is equal to the cost of capital plus the risk premium:

Required return = Cost of capital + Risk

The most important criterion in the calculation of a capital bud-
geting model is the required return. This number can be obtained
by subjective estimation or by analytical methods that offer a
means of estimating risk. But risk is mostly a perception in the
mind of investors.

When considering the cost of capital to be used for the gener-
ation of net present value numbers, you should be concerned
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more with the incremental cost of capital for the project than with
the overall cost of obtaining funds. It is the incremental cost of
capital—the cost of financing this deal (internally or externally)—
with which you are concerned when determining whether a 
project is cost justified. Nonetheless, it is also useful to know the
company’s overall cost of capital, since each incremental funding
decision will impact it. The next section describes how to calculate
the cost of capital.

Components of the Cost of Capital1

The components of the cost of capital are debt, preferred stock, and
common stock. The least expensive of the three forms of funding is
debt, followed by preferred stock and then common stock. Here we
show how to calculate the cost of each of these three components
of capital and then how to combine them into the weighted cost of
capital.

When calculating the cost of debt, the key issue is that the
interest expense is tax deductible. This means that the tax paid by
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Risk Return Relationship
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1 This section is adapted with permission from Chapter 16 of Steven M. Bragg,
Financial Analysis (Hoboken, NJ: John Wiley & Sons, 2000).
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the company is reduced by the tax rate multiplied by the interest
expense. This concept is shown in the next example, where we
assume that $1,000,000 of debt has a basic interest rate of 9.5 per-
cent and the corporate tax rate is 35 percent.

Calculating the Interest Cost of Debt, Net of Taxes

= Net after-tax interest expense

Or,

= Net after-tax interest expense

= 6.175%

The example clearly shows that the impact of taxes on the cost of
debt significantly reduces the overall debt cost, thereby making this
a most desirable form of funding.

Preferred stock stands at a midway point between debt and
common stock. The main feature shared by all kinds of preferred
stock is that, under the tax laws, interest payments are treated as
dividends instead of interest expense, which means that these pay-
ments are not tax deductible. This is a key issue, for it greatly
increases the cost of funds for any company using this funding
source. By way of comparison, if a company has a choice between
issuing debt or preferred stock at the same rate, the difference in
cost will be the tax savings on the debt. In the next example, a
company issues $1,000,000 of debt and $1,000,000 of preferred
stock, both at 9 percent interest rates, with an assumed 35 percent
tax rate.

Debt cost = Principal × (interest rate × (1 − tax rate))
Debt cost = $1,000,000 × (9% × (1 − .35))
$58,500 = $1,000,000 × (9% × .65)

If the same information is used to calculate the cost of payments
using preferred stock, we have this result:

$61,750
��
$1,000,000

$95,000 × (1 − .35)
���

$1,000,000

(Interest expense) × (1 − tax rate)
����

Amount of debt
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Preferred stock interest cost = Principal × interest rate
Preferred stock interest cost = $1,000,000 × 9%

$90,000 = $1,000,000 × 9%

This example shows that the differential caused by the applicability
of taxes to debt payments makes preferred stock a much more
expensive alternative.

The most difficult cost of funding to calculate by far is com-
mon stock, because there is no preset payment from which to
derive a cost. One way to determine its cost is the capital asset
pricing model (CAPM). This model derives the cost of common
stock by determining the relative risk of holding the stock of a
specific company as compared to a mix of all stocks in the market.
This risk is composed of three elements. The first is the return that
any investor can expect from a risk-free investment, which usu-
ally is defined as the return on a U.S. government security. The
second element is the return from a set of securities considered to
have an average level of risk. This can be the average return on a
large “market basket” of stocks, such as the Standard & Poor’s
500, the Dow Jones Industrials, or some other large cluster of
stocks. The final element is a company’s beta, which defines the
amount by which a specific stock’s returns vary from the returns
of stocks with an average risk level. This information is provided
by several of the major investment services, such as Value Line. A
beta of 1.0 means that a specific stock is exactly as risky as the
average stock, while a beta of 0.8 would represent a lower level of
risk and a beta of 1.4 would be higher. When combined, this
information yields the baseline return to be expected on any
investment (the risk-free return), plus an added return that is
based on the level of risk that an investor is assuming by purchas-
ing a specific stock.

The calculation of the equity cost of capital using the CAPM
methodology is relatively simple, once all components of the equa-
tion are available. For example, if the risk-free cost of capital is 5
percent, the return on the Dow Jones Industrials is 12 percent, and
ABC Company’s beta is 1.5, the cost of equity for ABC Company
would be:
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Cost of equity capital = Risk-free return + Beta (Average stock 
return − risk-free return)
Cost of equity capital = 5% + 1.5 (12% − 5%)
Cost of equity capital = 5% + 1.5 × 7%
Cost of equity capital = 5% + 10.5%
Cost of equity capital = 15.5%

Although the example uses a rather high beta that increases the
cost of the stock, it is evident that, far from being an inexpensive
form of funding, common stock is actually the most expensive,
given the size of returns that investors demand in exchange for
putting their money at risk with a company.

Now that we have derived the costs of debt, preferred stock, and
common stock, it is time to assemble all three costs into a weighted
cost of capital. This section is structured in an example format,
showing the method by which the weighted cost of capital of the
Canary Corporation is calculated.

The chief financial officer of the Canary Corporation, Mr.
Birdsong, is interested in determining the company’s weighted cost
of capital, to be used to ensure that projects have a sufficient return
on investment, which will keep the company from going to seed.
There are two debt offerings on the books. The first is $1,000,000
that was sold below par value, which garnered $980,000 in cash
proceeds. The company must pay interest of 8.5 percent on this
debt. The second is for $3,000,000 and was sold at par, but included
legal fees of $25,000. The interest rate on this debt is 10 percent.
There is also $2,500,000 of preferred stock on the books, which
requires annual interest (or dividend) payments amounting to 9
percent of the amount contributed to the company by investors.
Finally, there is $4,000,000 of common stock on the books. The
risk-free rate of interest, as defined by the return on current U.S.
government securities, is 6 percent, while the return expected from
a typical market basket of related stocks is 12 percent. The com-
pany’s beta is 1.2, and it currently pays income taxes at a marginal
rate of 35 percent. What is the Canary Company’s weighted cost of
capital?

The method we will use is to separate the percentage cost of each
form of funding and then calculate the weighted cost of capital,

SECTION

I

52

p01.qxd  12/1/05  9:41 AM  Page 52



based on the amount of funding and percentage cost of each of the
above forms of funding. We begin with the first debt item, which
was $1,000,000 of debt that was sold for $20,000 less than par
value, at 8.5 percent debt. The marginal income tax rate is 35 per-
cent. The calculation is:

Net after-tax interest percent =

Net after-tax interest percent =

Net after-tax interest percent = 5.638%

We employ the same method for the second debt instrument, for
which there is $3,000,000 of debt that was sold at par. Legal fees of
$25,000 are incurred to place the debt, which pays 10 percent
interest. The marginal income tax rate remains at 35 percent. The
calculation is:

Net after-tax interest percent =

Net after-tax interest percent =

Net after-tax interest percent = 7.091%

Having completed the interest expense for the two debt offerings,
we move on to the cost of the preferred stock. As noted, there is
$2,500,000 of preferred stock on the books, with an interest rate of
9 percent. The marginal corporate income tax does not apply, since
the interest payments are treated like dividends and are not
deductible. The calculation is the simplest of all, for the answer is 
9 percent, since there is no income tax to confuse the issue.

To arrive at the cost of equity capital, we take from the example
a return on risk-free securities of 6 percent, a return of 12 percent
that is expected from a typical market basket of related stocks, and

((10%) × (1 − .35)) × $3,000,000
����

$3,000,000 − $25,000

((Interest expense) × (1 − tax rate)) × Amount of debt
�������

(Amount of debt) − (Discount on sale of debt)

((8.5%) × (1 − .35)) × $1,000,000
����

$1,000,000 − $20,000

((Interest expense) × (1 − tax rate)) × Amount of debt
�������

(Amount of debt) − (Discount on sale of debt)
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a beta of 1.2. We then plug this information into the formula to
arrive at the cost of equity capital.

Cost of equity capital = Risk-free return + Beta (Average stock 
return − risk-free return)
Cost of equity capital = 6% + 1.2 (12% − 6%)
Cost of equity capital = 13.2%

Now that we know the cost of each type of funding, it is a simple
matter to construct a table listing the amount of each type of fund-
ing and its related cost, which we can quickly sum to arrive at a
weighted cost of capital. The weighted cost of capital is 9.75 percent.

Weighted Cost of Capital Calculation

Type of Funding Amount of Funding Percentage Cost Dollar Cost

Debt number 1 $980,000 5.638% $55,252
Debt number 2 2,975,000 7.091% 210,957
Preferred stock 2,500,000 9.000% 225,000
Common stock 4,000,000 13.200% 528,000
Totals $10,455,000 9.75% $1,019,209

Producing Better Numbers for Dollars

Most capital budgeting models use after-tax cash flows as their
basis. Figure 2.3 is a capital budgeting cash flow schedule, which
will be used to help organize the numbers necessary for the capital
budgeting model. Some helpful hints for getting the appropriate
numbers into the columns of this schedule are provided (see Figure
2.3). The numbers correspond to the columns.

Filling Out the Capital Budgeting Worksheet

1. Column 1 is used to list the estimated net annual cash inflows
and outflows.

Misestimating or underestimating in early years is more dam-
aging than incorrect estimates of amounts in the distant future as
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a result of the discount factor. Thus, greater significance is placed
on cash flows in the beginning periods. The initial outflow usu-
ally will be in year zero, which means as of Day 1 of the project
period. Therefore, the discount factor is 1.0000 because that is
current dollars. (Remember that for most discounting tables, all
cash flows are assumed to occur at the end of each year.
Although this may be an unrealistic assumption in that carrying
costs may be incurred throughout the year, these carrying costs
can be calculated and added to the net cash outflows to predict
more accurately the total first year cost.)

The initial investment includes not only the usual items,
such as plant and equipment, but also investments in inven-
tory, accounts receivable, training, product introduction, and
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Capital Budgeting Cash Flow Worksheet
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the expenses for administrative changes and accounting. The
next section provides a more detailed list of cash flow items to
check in the capital budgeting proposals.

For new products, annual inflows that stay level without
fluctuations should usually be suspect because the actual pat-
terns seldom occur this way.

2. In column 2, cash adjustments should include such items as
buildups of accounts receivable and inventories. This allows
recognition of the actual cash flows in appropriate years. For
example, a new product line may build up $500,000 in invento-
ries in the first year, which may not be recovered in cash inflow
until the end of the product’s life cycle. Taxes and the treatment
of expenses and income for tax purposes must be considered and
adjusted for in the model. For example, increases in receivables
and inventories are examples of adjustments that affect current
tax liabilities and must be considered in the calculation of esti-
mated taxes. Inventories require cash in the year purchased but
have tax effects when used or sold. Receivables may be taxable
in the year sales are made, even though not collected until later
periods.

Also, the effect of investment tax credits and other project-
related tax deductions should be included for the period in
which the cash impact occurs.

3. Depreciation is included solely for the purpose of considering its
effect on taxes. The model uses only cash flows and the items
affecting cash flows. Depreciation expense is a noncash item in
the current period. If depreciation has already been “expensed”
in the operating cash flows of column 1, then an adjustment is
necessary to ensure that it is not double counted. In the model,
the full cost of the investment is made in period 0. Showing the
allocation of that cost again through depreciation will count it
twice.

4. Column 4 calculates the taxable portion of the inflows. Care
must be taken to determine the appropriate tax consequences,
as the goal of the model is to determine after-tax cash flows.

5. Column 5 is used for the calculation of tax, which must be sub-
tracted from cash flows.
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6. Column 6 is the after-tax cash flow to be used in the various
capital budgeting models for the evaluation of the proposals.

Ten Cash Flow Items to Check on Capital Budget Proposals

This list of 10 cash flow items to be considered in evaluating a cap-
ital budget proposal is not intended to be exhaustive. However,
these items should be carefully scrutinized for every proposal so
that you can make a complete evaluation of appropriate costs.

1. Plant and equipment items
2. Installation and debugging of equipment and systems
3. Inventories including consideration of:

• Raw materials
• Work-in-process
• Finished goods
• Spare parts

4. Market research and product introduction
5. Training
6. System changes necessitated by engineering changes and prod-

uct redesign
7. Accounts receivable
8. Accounts payable
9. Taxes, to include:

• Income
• Investment tax credits
• Property tax
• Credits

10. Cash and requirements for cash working capital

Inflation and Cash Flow Estimates

When estimating cash flows, inflation should be anticipated and
taken into account. Often there is a tendency to assume that the
price for the product and the associated costs will remain constant
throughout the life of the project. Occasionally this assumption is

Investing in Long-Term Assets and Capital Budgeting CHAPTER

2

57

p01.qxd  11/28/05  1:37 PM  Page 57



Preparing to Operate the Business

made unwittingly, and future cash flows are estimated simply on
the basis of existing prices.

If anticipated inflation is embodied in the required return crite-
ria, it is important that it also be reflected in the estimated cash flows
from the product over the life of the project. To reflect cash flows
properly in later periods, consider adjusting both the expected sales
price and the expected costs by reasonable inflation numbers.

You may assume that if all proposals are evaluated without con-
sideration of inflation, the decision matrix will be unchanged. This
is not necessarily the case. As in the case for the generation of inter-
nal rates of return, inflation will change future cash flows relative
to the year in which they occur by the inflation rate specific to that
product or industry. Therefore, by not anticipating inflation and
assigning values for particular future time periods, the decision
model may be biased by not taking into account the different effects
on cash inflows and outflows as a result of different rates of infla-
tion. As a result, the project selection may not be optimal.

Discounted Cash Flow

Because the primary concern is discounted cash flow, we should
begin our discussion with the required rate of return. This rate is
called by many names, including hurdle rate, cost of capital, inter-
est rate, and discount rate.

Actually, hurdle rate is probably best. It implies a barrier, in
terms of the return on investment, which the proposal must clear
in order to be considered. The other names arise from the mistaken
idea that the cost of capital or interest, which is the cost of some of
the capital, is the criterion for judging the investment. A weighted
average cost of capital has been suggested; for small businesses, it
may not be difficult to calculate because of the limited sources of
capital employed. However, neither the marginal cost of capital nor
the weighted average cost of capital alone take into account other
factors that should be considered in deciding on a required return
or hurdle rate to be used, such as:

• The relative risk of this proposal to other proposals
• Other opportunities
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• Return on other investments already made
• The company’s loan limit

There is no magic formula for the evaluation of all the relative
factors used in arriving at a correct rate. However, you are encour-
aged to consider:

• How much return do you usually get?
• How much return can you reasonably expect to receive?
• How much does it cost you to borrow?
• How much should you penalize the proposal for the risk

involved?

For many businesses, a simple formula for normal risk projects
might be: discount rate = New York bank prime interest rate + 3
points (borrowing premium) + 4 to 6 points risk premium. This is,
of course, a very rough rule of thumb and should be used with all
appropriate caution.

Capital Budgeting Evaluation Worksheet

Once the cash flows have been determined from the capital bud-
geting cash flow worksheet (Figure 2.3), they are listed on the cap-
ital budgeting evaluation worksheet (Figure 2.4). Included at the
bottom of the capital budgeting evaluation worksheet is an illustra-
tive present value table for 15 years, at rates varying from 10 per-
cent to 40 percent. It is best to keep this table together with the
capital budgeting worksheet so that later referral to the worksheet
will not result in questions concerning the origin of the numbers
used in the calculation. The use of the evaluation worksheet is
straightforward. The cash flows are taken from the cash flow work-
sheet and are listed in column 2. In column 3, the first trial per-
centage rate is listed to generate the present value of income flow.
Column 4 is read directly from the present value table for the first
trial interest rate. Those numbers are filled into the form from the
matrix. Column 5 is the multiplication of the cash flow from col-
umn 2 by the present value factor from column 4. Column 6 is used
for a second trial percentage. Once again the process is repeated
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FIGURE 2.4

Capital Budgeting Evaluation Worksheet 
and Present Value Table

1 2 3 4 5 6 7 8

Raw Trial PV of $1 PV of Trial PV of $1 PV of
Cash % from Cash Flow % from Cash Flow

Year Flow No. 1 Table (2 × 4) No. 2 Table (2 × 7)

1 $ $ $

2 $ xxx $ xxx $

3 $ xxx $ xxx $

4 $ xxx $ xxx $

5 $ xxx $ xxx $

6 $ xxx $ xxx $

7 $ xxx $ xxx $

8 $ xxx $ xxx $

9 $ xxx $ xxx $

10 $ xxx $ xxx $

11 $ xxx $ xxx $

12 $ xxx $ xxx $

13 $ xxx $ xxx $

14 $ xxx $ xxx $

15 $ xxx $ xxx $

Total Total $

(continued )
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Preparing to Operate the Business

and the present value rates are included in column 7 for the second
percentage selected. Column 8 is again calculated by the multipli-
cation of the cash flows from column 2 and, this time, the present
value numbers in column 7. In this manner, two trials can be made
to evaluate the present values of a single cash flow estimate over
two different discount rates. Using these worksheets, the cash flows
for various proposals may be compared. Examples are included in
the appendix to this chapter.

Improving the Estimates

In most cases, the unfortunate truth is that things normally can 
get only a little bit better but a whole lot worse than expected.
Therefore, if the distribution of possible outcomes is considered, it
probably would be skewed to the left, in that there is a greater num-
ber of unfortunate outcomes than fortunate ones (see Figure 2.5).

The possibility of improvement is also limited by the production
capabilities. Therefore, the limiting factor on the right side may be
plant capacity. Since capacity is normally added in significant incre-
ments as opposed to one or two units at a time, there is no contin-
uum of outcome possibilities. Instead, production capacities occur
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in steps. Without getting into the problem of analyzing additional
production quantities, consider the problem of improving the esti-
mates from the standpoint of fixed or limited capacity.

The problem encountered in capital budgeting, as in all 
other planning, is that a “most likely” figure is normally offered.
However, other alternatives should be considered. This situation 
is not uncommon: “most likely” sales estimate is $300,000; “best
case” (limited by capacity) is $400,000; “worst case” sales estimate
is $100,000. One way to use this information is to multiply each by
some estimated probability. For example, the probable outcome
for “most likely” may be estimated as 5 chances out of 10; “best” is
2 chances out of 10; and “worst” is 3 chances out of 10. To calcu-
late the expected outcome, we start by multiplying the “most
likely” sales estimate by 5 and repeat this process for each out-
come. So:

$3,000 × 5 = $1,500,000
$400,000 × 2 = $1,800,000
$100,000 × 3 = $1,300,000

10 = $2,600,000

Sum up the probabilities of 5, 3, and 2 for a total of 10. Finally,
divide the sum of the multiplications by the sum of the probabili-
ties. The expected value is: $2,600,000/10 = $260,000.

The resulting expected value amount of $260,000 is less than
the most likely figure of $300,000 and reflects the fact that the
curve is skewed to the left. While $300,000 is still most likely, a
conservative estimate of $260,000 is also reasonable.

Although not impressive statistically, this approach does make
use of more information; this fact usually would justify its inclusion
in cash flow projections. Understand that each of the figures—the
sales figures and the probabilities associated with each of the three
cases—is an estimate. In making these estimates, you should take
care to ask a lot of what-if questions.

When trying to evaluate what is behind the numbers, it is also
extremely important to evaluate the information sources. As men-
tioned previously, engineers may tend to underestimate time to
complete projects and thereby underestimate costs. Marketing and
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sales personnel may overestimate sales and sales potentials. Ask:
“How good are the forecasts of the market, the economic condi-
tions and the expectation of future cash flows?” Often it is neces-
sary to question where the numbers came from, who generated
them, on what assumptions they were based, and what data were
used. It is helpful to know the sources of data, the age of the data,
and the method of generation.

Often these sources are used:

• Government publications, which give useful information on the
trends in the economy, consumer spending, and other market
information

• Private company publications such as Chase Econometric, Dow
Jones, and the like

• Trade publications
• Newspapers

Experience in the industry usually helps provide an under-
standing about the availability and reliability of certain information
and data sources.

A major task in capital budgeting is estimating future cash
flows. The quality of the final budget and plan is really only as good
as the accuracy of the estimates. You should have efficient proce-
dures set up to collect the information necessary for capital budget-
ing decisions. Try to standardize this information as much as
possible for all investment proposals; otherwise, proposals cannot
be compared objectively. One of the more difficult capital budget-
ing problems to evaluate concerns projects associated with envi-
ronmental protection or safety. It is difficult in those projects to
quantify the net cash flows because in most cases the benefit to you
is more in the nature of a cost avoidance.

The reason the expected benefits from a particular project are
expressed in terms of cash flows rather than in terms of income is
that cash is central to all your decisions. You invest cash now in the
hopes of receiving cash returns of a greater amount in the future.
Only cash receipts can be reinvested or paid to stockholders in the
form of dividends. Thus cash, not income, is what is important in
capital budgeting.
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Miscellaneous Considerations

Another aspect of estimating future cash flows is that the informa-
tion must be provided on an incremental basis so that the differ-
ence between your cash flows may be analyzed with and without
the project. This is important in that, if you are contemplating a
new product that is likely to compete with existing products, it is
not appropriate to express cash flows in terms of estimated sales of
the new product without consideration of the effect the new prod-
uct may have on existing products. You must consider that there
probably will be some cannibalization of existing products.

Another assumption often made is that the risk or quality of all
investment proposals under consideration is the same as the risk of
existing investment projects. Therefore, the acceptance of any pro-
posal or group of investment proposals does not change the relative
business risk of the firm. This is not necessarily true; each proposal
should be looked at individually relative to its riskiness.

Depreciation

Ordinarily, after-tax cash flows are used for capital budgeting cal-
culations. Usually depreciation at the maximum allowable method
is used for tax purposes. Remember, however, that if depreciation
is subtracted other than for calculating taxable income, you are
double counting. This occurs because you have already “expensed”
(treated the cost as a cash outflow) the investment in year zero. The
only reason for being interested in depreciation is for the calcula-
tion of expected tax.

Lease-Purchase

The internal rate of return cannot be used for making a decision to
lease or purchase a piece of equipment, because a true lease requires
no investment. The rate of return, therefore, would be infinite. It is,
however, often more profitable to buy. Leasing usually is done
because of a lack of or an attempt to conserve cash. It is a method of
financing and therefore is a part of the second-stage financing deci-
sion mentioned at the beginning of this chapter.
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Interest

Interest costs on borrowed money should not be included in the cal-
culation of cash flows because the method of financing should not
determine the decision as to whether the project is a good deal.
Besides, the cash flows will be multiplied by the discount rate, which
already includes interest as part of the cost of capital considerations.

Uncertainty

Uncertainty should be included in the discount rate. When trying to
quantify uncertainty, you should question the sources of the infor-
mation: “How old is the information?” and “How reliable is the
information?” Always search for alternative sources of information.

There is rarely only one way to accomplish a project. Find other
methods and evaluate them. Be suspicious if it appears there is only
one way to do the project. Your people may be reluctant to consider
alternatives. Ask such questions as: “Are there less expensive ways?
Are there less risky ways? Are there ways that retain more options?”

Product Discontinuance

One of the often-overlooked uses of the capital budgeting process is
for the determination of product discontinuance. In a highly diver-
sified business, in which large numbers of similar or related prod-
ucts are manufactured, reevaluation of existing product lines
should be undertaken on a regular basis using capital budgeting
techniques. This is useful to determine whether existing products
are optimally utilizing the company’s resources.

Checklist of Data

A 10-step checklist of the data required to make a decision about
maintaining or eliminating a product follows.

1. An estimate of the variable expenses directly applicable to the
production of specific products, including the costs of produc-
tion and marketing
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2. An indication of the number of units of the product sold during
past periods, net of sales returns

3. Total sales revenues generated by each product within each
time period

4. Estimates of sales revenues for competitive products and the
price per unit, units sold, and market share of each competitor

5. Current and past pricing structures for all products including
price discount policies and the distribution of order quantities

6. Inventory turnover ratio for each period of time
7. A projection of future sales for each product carried
8. Estimation of the total overhead costs devoted to each product
9. The trend line of product returns and warranty claims

10. Forecasted changes in the cost of components required to build
each product

This checklist can be used to detect whether a product needs
help or should be considered for elimination. The discontinuation
of products can result in increased profits through the elimination
of marginally profitable or high-cost products and by reducing
overdiversification in a business’s product mix. Elimination of over-
diversification can increase production and marketing efficiencies
by concentrating your efforts and resource utilization.

It should be noted, however, that the indications of candidacy
for elimination of a product is not simply a go/no-go test established
from quantification of the checklist items. Sometimes healthy prod-
ucts should be eliminated if an analysis shows that your overall
goals are better met by product elimination and concentration of
efforts. An evaluation of the contributions products make to your
objectives often reveals that the assets dedicated to production of a
particular product, if expended on the production of a more prof-
itable item, will create greater returns.

Warning Signals Indicating Product Difficulties

• A decline in absolute sales volume
• Sales volume decreasing as a percentage of the firm’s total sales
• A decrease in market share
• Sales volumes not up to projected amounts
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Preparing to Operate the Business

• Unfavorable future market potential of products
• Return on investment below minimally acceptable levels
• Variable cost in excess of actual revenues
• Costs, as a percentage of sales, consistently increasing
• An increasingly greater percentage of managerial and executive

oversight necessary for the product
• Repeated price reductions necessary to maintain current or pro-

jected sales levels
• Increased promotional budgets necessary to maintain sales
• Increasing product returns

For most of these indicators, a simple graph on a month-by-
month basis can quickly show trends. The graph then becomes a
simple budget-tracking device.

The key to a successful elimination program is the availability of
timely and pertinent information. This is true of all major business
decisions. Accounting sources provide the requisite raw data on
which you may decide which products to discontinue, which to
retain, and which to expand or contract in your business plan.

Bailout

“What happens if things go sour?” is a question that few people
want to think about. Although the answers do not always yield
clear-cut decisions, they do provide input to the go/no-go decision.
Furthermore, the use of the bailout consideration forces some
planning.

To consider bailout, start by asking questions. For example:
“What can we bail out with if the project must be shut down after
two years?” Then look at cash flows (discounted, of course) through
that period, including salvage. Because a likely reason to bail out
may be lack of sales, lowered sales estimates should be substituted
for original estimates. All this can be done in the same format previ-
ously used to estimate net present value.

An important value of the bailout consideration is that it
reminds you that things do not always go as planned. Many people
are eternally optimistic and will resist looking at “the dark side.”
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But such considerations can result in much more protection for the
remainder of your business should projections not come to pass.

Summary

The seven necessary steps in the evaluation of capital budgeting
decisions include:

1. Use a discounted payback screen. A screen is in essence nothing
more than a go/no-go test. Think of the device used to screen
gravel for size: At each successive stage, a keep or reject decision
is made and the process continues. Ultimately the process nar-
rows down the alternatives so that an educated choice can be
made.

2. Use net present value index. A little more conservative than the net
present value in its assumptions, the index therefore will act as 
a more critical go/no-go decision. The index is the net present
value divided by the going-in cost. As an example, if for an initial
investment of $300,000 the net present value is $150,000, the
NPV index would be .5. For an initial investment of $600,000 and
a net present value of $200,000, the NPV index would be .33. If
you looked just at the NPV, the $600,000 investment would
appear to be the better option, as its NPV is $200,000 instead of
$150,000. However, for an investment of $300,000, the NPV
index of .5 indicates a better return than does the .33 for the
larger investment. Thus the NPV index may give a relative go/no-
go test and a better indication than a NPV-only test.

3. Use break-even in examining alternatives. Often break-even analy-
sis is helpful in assessing risks as a result of misestimations in
sales levels. The break-even analysis, although a very simple
test, shows how varying sales forecasts will affect the period
over which we can expect to break even.

4. Ask what-if questions and apply some calculations using the bailout
consideration. Bailout is simply an attempt to determine the min-
imum amount for breakeven on operations.

5. Relate the size of the decision to the decision maker. This is merely a
reminder that the level in management at which the decision
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ultimately should be made relates to the significance of that
project to your overall objectives.

6. Keep records. It is difficult to learn from mistakes if no records
exist. Feedback is necessary for improvements. It is a good idea
for records to be kept from the inception. In order to use this
information fully, records should be indexed and retained for
future analysis or review. Often estimates generated for other
projects can be very useful in evaluating future projects.

7. Plan for retirement—not just yours, but the end of each project.
Periodic discontinuance is part of the process. Remember that as
each product is discontinued, another product should be ready
to take its place to ensure that your growth and prosperity con-
tinue. Planning is a cyclical process, and the element of discon-
tinuance should herald the introduction of new products.

Appendix: Examples and Comparison 
of Calculations

The facts are:
A project with an initial cost of $55,000 will return:

Inflows Depreciation

Year 1 $5,000 $5,000
Year 2 25,000 10,000
Year 3 35,000 10,000
Year 4 15,000 10,000
Year 5 20,000 10,000
Year 6 15,000 -0-

The tax rate is 20 percent.

Internal Rate of Return Calculation:

18% 20%

Present value of inflows $58,572.00 $55,480.00
Present value of outflows 55,000.00 55,000.00
Net present value $3,572.00 $480.00
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Based on the table, the IRR (the discount rate, which causes the
NPV to be zero) is very close to 20 percent.

To determine the project’s net present value, we load the speci-
fied cash inflows and depreciation into the Capital Budgeting Cash
Flow Worksheet, which we then combine with present value rates
from the Present Value Table to arrive at the results shown on the
Capital Budgeting Cash Flow Worksheet.

Capital Budgeting Cash Flow Worksheet

1 2 3 4 5 6

Annual
Operating Net

Cash Before Tax After Tax
Year Flow Adjustments Depreciation 1 + 2 + 3 Tax 1 + 2 - 5

0 <55,000> 0 0 <55,000> 0 <55,000>

1 5,000 0 5,000 0 0 5,000

2 25,000 0 10,000 15,000 3,000 22,000

3 35,000 0 10,000 25,000 5,000 30,000

4 15,000 0 10,000 5,000 1,000 14,000

5 20,000 0 10,000 10,000 2,000 18,000

6 15,000 0 10,000 5,000 1,000 14,000

Capital Budgeting Evaluation Worksheet

1 2 3 4 5 6 7 8

Raw Trial PV of $1 PV of Trial PV of $1 PV of
Cash % from Cash Flow % from Cash Flow

Year Flow No. 1 Table (2 ¥ 4) No. 2 Table (2 ¥ 7)

1 $5,000 18% .8475 $4,238 20% .8333 $4,167

2 $22,000 xxx .7182 $15,801 xxx .6944 $15,277

3 $30,000 xxx .6086 $18,258 xxx .5787 $17,361

4 $14,000 xxx .5158 $7,221 xxx .4823 $6,752

5 $18,000 xxx .4371 $7,868 xxx .4019 $7,234

6 $14,000 xxx .3704 $5,186 xxx .3349 $4,689

Total 58,572 Total $55,480
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Comparison of the Internal Rate of Return Method 
and the Net Present Value Method

When comparing two mutually exclusive proposals using both the
net present value method and the internal rate of return method,
you will find cases where one project is preferable to the other
using one method, and the reverse is true using the other method.
It is important to understand how and why this happens. The result
is obtained because the two projects will have differing cash flows
in different periods. Therefore, the compounding effect of the dis-
count rate and the time value of money will produce different
results.

Case 1
3,000 3,000 3,000 Cash Inflows

1 2 3 Years

Investment 6,000

The NPV at 15 percent discount rate is $849.68.
The IRR is 23.5 percent.
The project returns $9,000 total and an undiscounted break-

even in 2 years.

Case 2
1,000 3,000 5,750

1 2 3 Years

Investment 6,000

The NPV at 15 percent discount rate is $918.71.
The IRR is 22 percent.
The project returns $9,750 total and a break-even in 2 years and

4 months.
Which project is a better investment?
This example shows how similar cash flows in different periods

will affect your decision-making process. Thus reliance on any one
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method, without understanding how it works may result in a dis-
torted decision-making process.

Some people prefer the NPV method as superior to the IRR,
because the IRR method implies reinvestment rates that will differ
depending on the cash flow stream for each investment proposal
under consideration. With the NPV method, however, the implied
reinvestment rate, namely the required rate of return or hurdle
rate, is the same for each proposal. In essence, this reinvestment
rate presents the minimum return on opportunities available to
you. You must employ judgment in evaluating what each model
generates as a decision. Factors other than the rate of return may
alter the choice of one proposal or the other. For instance, long-
term tax planning may favor one cash flow projection over the
other in order to optimize long-term tax liabilities. Therefore, eval-
uate the expected cash flows and their timing.

Capital budgeting in the ongoing system of planning, evalua-
tion, and execution of the business is itself a process. It starts with
a determination of where you are, then where you want to be,
then how you intend to get there. Even if you do not institute 
capital budgeting as an ongoing process, simply going through 
the exercise of setting up a process is a valuable endeavor of self-
examination. It gets people to think through how prudent invest-
ments in capital-intensive projects may help the business grow,
diversify, or replace existing plant and equipment.

Capital budgeting is a four-step process of (1) proposal solicita-
tion or generation, (2) evaluation, (3) implementation, and (4)
follow-up. In the evaluation step, various alternative proposals
have various related returns associated with the investment. With
this expected return is a probable risk of loss of all or part of the
invested funds. In any endeavor, the decision must be based on
balancing the return against the associated risk. The problem, of
course, is that no certainty, even in the estimates of risk and return,
exists. In order to minimize the risk, you should consider the
method by which estimates, projections, and other numbers are
generated.

You should be cautious when only one solution is proposed
because there is seldom a problem without several possible solutions.
When preparing a capital budgeting plan, develop contingency plans
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and scenarios after asking many what-if questions. As part of your
contingency planning, do not put your head in the sand. Consider
the dark side of the project: “What if it goes sour?” For such a propo-
sition, you should be ready for bailout as a planned withdrawal; you
should not be forced into mindless panic if a project faces immediate
failure.
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Chapter 3
Basic Control Systems1

In Chapters 1 and 2, we discussed the need for proper operational
and capital budgeting to ensure that a company meets its goals.

However, these plans can go seriously awry if the company does
not also have a solid set of basic controls to keep its funds and assets
from going astray. In this chapter we review the need for control
systems, specify the types of fraudulent activities that make the use
of controls particularly important, and itemize many controls that
can be installed in a small business.

As controls frequently have a cost associated with them, it is
also possible to take them out of an accounting system in order to
save money; we discuss the process of spotting these controls and
evaluating their usefulness prior to removing them.

The Need for Control Systems

The most common situation in which a control point is needed is
when an innocent error is made in the processing of a transaction.
For example, an accounts payable clerk neglects to compare the
price on a supplier’s invoice to the price listed on the authorizing
purchase order, which results in the company paying more than it
should. Similarly, the warehouse staff decides to accept a supplier
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shipment, despite a lack of approving purchasing documentation,
resulting in the company being obligated to pay for something that
it does not need. These types of actions may occur based on poor
employee training, inattention, or the combination of a special set
of circumstances that were unforeseen when the accounting
processes were constructed originally. There can be an extraordi-
nary number of reasons why a transactional error arises, which can
result in errors that are not caught, and which in turn lead to the
loss of corporate assets.

Controls act as review points at those places in a process where
transactional errors have a habit of arising. A process flow expert
who reviews a flowchart that describes a process will recognize the
potential for some errors immediately, simply based on his or her
knowledge of where errors in similar processes have a habit of aris-
ing. Other errors will be specific to a certain industry—for example,
the casino industry deals with enormous quantities of cash and
thus has a potential for much higher monetary loss through its
cash-handling processes than do similar processes in other indus-
tries. Also, highly specific circumstances within a company may
generate errors in unlikely places. For example, a manufacturing
company that employs mostly foreign workers who do not speak
English will experience extra errors in any processes where these
people are required to fill out paperwork, simply due to a reduced
level of comprehension of what they are writing. Consequently,
the typical process can be laced with areas in which a company has
the potential for loss of assets.

Many potential areas of asset loss will involve such minor or
infrequent errors that accountants can safely ignore them and
avoid constructing any offsetting controls. Others have the poten-
tial for very high risk of loss and so are shored up with not only one
control point, but a whole series of multilayered cross-checks that
are designed to keep all but the most unusual problems from aris-
ing or being spotted at once.

The need for controls also is driven by the impact of their cost
and interference in the smooth functioning of a process. If a control
requires the hiring of an extra person, then a careful analysis of the
resulting risk mitigation is likely to occur. Similarly, if a highly effi-
cient process is about to have a large and labor-intensive control
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point plunked down in the middle of it, quite likely an alternative
approach should be found that provides a similar level of control
but from outside the process.

The controls installed can be of the preventive variety, which are
designed to spot problems as they are occurring (i.e., online pricing
verification for the customer order data entry staff), or of the detec-
tive variety, which spot problems after they occur, so that the ac-
counting staff can research the associated problems and fix them
after the fact (i.e., a bank reconciliation). The former type of con-
trol is the best, since it prevents errors from ever being completed;
the second type of control results in much more labor by the
accounting staff to research each error and correct it. Consequently,
the type of control point installed should be evaluated based on its
cost of subsequent error correction.

All of these factors—perceived risk, cost, and efficiency—will
have an impact on a company’s need for control systems and the
preventive or detective type of each control that is contemplated.

Types of Fraud

The vast majority of transactional problems that controls guard
against are innocent errors caused by employee errors. These tend
to be easy to spot and correct, when the proper control points are
in place. However, the most feared potential loss of assets is not
through these mistakes but through deliberate fraud on the part of
employees, since these transactions are deliberately masked, mak-
ing it much more difficult to spot them. Discussion of the eight
most common types of frauds that are perpetrated follows.

• Cash and investment theft. The theft of cash is the most publicized
type of fraud, and yet the amount stolen is usually quite small,
when compared to the byzantine layers of controls typically
installed to prevent such an occurrence. The real problem in
this area is the theft of investments, when someone sidesteps
existing controls to clean out a company’s entire investment
account. Accordingly, the accountant should spend the most
time designing controls over the movement of invested funds.
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• Expense account abuse. Employees can use fake expense receipts,
apply for reimbursement of unapproved items, or apply multiple
times for reimbursement through their expense reports. Many
of these items are so small that they are barely worth the cost of
detecting, while others, such as the duplicate billing to the com-
pany of airline tickets, can add up to very large amounts.
Controls in this area tend to be costly and time-consuming.

• Financial reporting misrepresentation. Although no assets appear
to be stolen, the deliberate falsification of financial information
is still fraud, because it impacts a company’s stock price by mis-
leading investors about financial results. Controls in this area
should involve internal audits to ensure that processes are set
up correctly, as well as full audits (not reviews or compilations)
by external auditors.

• Fixed assets theft. Although the term fixed assets implies that every
asset is big enough to be immovable, many items—particularly
computers—can be easily stolen and then resold by employees.
In many instances, there is simply no way to prevent the loss of
assets without the use of security guards and surveillance equip-
ment. Given that many organizations do not want to go that far,
the most common control is the purchase of insurance with a
minimal deductible, so that losses can be readily reimbursed.

• Inventory and supplies theft. The easiest theft for an employee is to
remove inventory or supplies from a storage shelf and walk
away with them. Inventory controls can be enhanced through
the use of fencing and limited access to the warehouse, but
employees still can hand inventory out through the shipping
and receiving gates. The level of controls installed in this area
will depend on the existing level of pilferage and the value of
inventory and supplies.

• Nonpayment of advances. The employees who need advances,
either on their pay or for travel, are typically those who have
few financial resources. Consequently, they may not pay back
advances unless specifically requested to do so. This requires
detailed tracking of all outstanding advances.

• Purchases for personal use. Employees with access to company
credit cards can make purchases of items that are diverted to
their homes. Controls are needed that require detailed records
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of all credit card purchases, rather than relying on a cursory
scan and approval of an incoming credit card statement.

• Supplier kickbacks. Members of the purchasing staff can arrange
with suppliers to source purchases through them in exchange
for kickback payments directly to the purchasing staff. This usu-
ally results in a company paying more than the market rate for
those items. This is a difficult type of fraud to detect, since it
requires an ongoing review of prices paid as compared to a sur-
vey of market rates.

Fraud problems are heightened in some organizations, because
the environment is such that fraud is easier to commit. For exam-
ple, a rigorous emphasis on increasing profits by top management
may lead to false financial reporting in order to “make the num-
bers.” Problems also can arise if the management team: is unwilling
to pay for controls or for a sufficient number of supervisory per-
sonnel; is dominated by one or two people who can override exist-
ing controls; or has high turnover, so that new managers have a
poor grasp of existing controls. Fraud is also common when the
organizational structure is very complex or the company is growing
quite rapidly; both situations tend to result in fewer controls, which
create opportunities to remove assets. Consequently, fraud is much
more likely if there are unrealistic growth objectives, if there are
problems within the management ranks, or if controls are not
keeping pace with changes in the organizational structure.

Key Controls

Thousands of possible controls can be used to ensure that a com-
pany maintains proper control over its assets. The following list
represents the 14 most common controls found in most smaller
organizations. These can be supplemented by additional controls in
cases where the potential for loss of assets is considered to be
exceptionally high, with the reverse being true in other instances.

1. Cash. The handling of cash is considered to be rife with control
issues, resulting in perhaps an excessive use of controls.
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Although many potential controls are listed here, you should
attempt to create a mix of controls that balances their cost
against incremental gains in the level of control achieved.
• Compare check register to actual check number sequence. The com-
puter’s list of checks printed should exactly match the checks
that actually have been used. If not, this can be evidence that
someone has removed a check from the check stock in hopes
that it will not be noticed. This irregularity is most common for
laser check stock, since these checks are stored as separate
sheets and so can be more easily pilfered than continuous rolls
of check stock.
• Conduct spot audits of petty cash. It is possible to misrepresent the
contents of a petty cash box through the use of miscellaneous
receipts and IOU vouchers. By making unscheduled audits, you
sometimes can spot these irregularities.
• Control check stock. The check stock cannot be stored in the sup-
ply closet along with the pencils and paper, because anyone can
remove a check from the stack and then is only a forged signa-
ture away from stealing funds from the company. Instead, the
check stock should be locked in a secure cabinet, to which only
authorized personnel have access.
• Control signature plates. If anyone can access the company’s sig-
nature plates, then it is possible not only to forge checks, but
also to stamp authorized signatures on all sorts of legal docu-
ments. Accordingly, these plates should always be kept in the
company safe.
• Deposit all checks daily. If checks are kept on hand for several
days, there is an increased likelihood that someone will gain
access to them and cash them into his or her own account.
Consequently, bank deposits should be made every day.
• Divert incoming cash to a lockbox. If cash or checks from customers
never reach a company, a host of control problems related to the
potential misuse of that cash goes away. To do this, set up a lock-
box that is controlled by the company’s bank, and ask customers
to send their payments to the lockbox address.
• Limit petty cash reserves. If there is little money in a petty cash
box, then there is less incentive for anyone to steal the box. If a
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large amount of cash volume flows through the box, a useful
alternative is procurement cards.
• Reconcile petty cash. There tends to be a high incidence of fraud
related to petty cash boxes, since money can be removed from
them more easily. To reduce the incidence of these occurrences,
initiate unscheduled petty cash box reconciliations, which may
catch perpetrators before they have covered their actions with a
false paper trail. This control can be strengthened by targeting
those petty cash boxes that have experienced unusually high
levels of cash replenishment requests.
• Require that petty cash vouchers be filled out in ink. Anyone main-
taining a petty cash box can easily alter a voucher previously
submitted as part of a legitimate transaction and remove cash
from the petty cash box to match the altered voucher. To avoid
this, require that all vouchers be completed in ink. To be extra
careful, you can even require users to write the amount of any
cash transactions on vouchers in words instead of numbers
(e.g., “fifty-two dollars” instead of “52.00”), since numbers can
be more easily modified.
• Perform bank reconciliations. This is one of the most important
controls anywhere in a company, for it reveals all possible cash
inflows and outflows. Carefully compare the bank statement’s
list of checks cashed to the company’s internal records to
ensure that checks have not been altered once they leave the
company or that the books have not been altered to disguise
the amount of the checks. Also compare the bank’s deposit
records to the books to see if there are discrepancies that may
be caused by someone taking checks or cash out of the batched
bank deposits. Further, compare the records of all company
bank accounts to see if any check kiting is taking place. In addi-
tion, it is absolutely fundamental that the bank reconciliation
be completed by someone who is completed unassociated with
the accounts payable, accounts receivable, or cash receipts
functions, so that there is no way for anyone to conceal their
wrongdoings by altering the bank reconciliation. Finally, it is
now possible to call up online bank records through the
Internet, so that a reconciliation can be conducted every day.
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This is a useful approach, since irregularities can be spotted and
corrected much more quickly.
• Separate responsibility for the cash receipt and cash disbursement
functions. It is easy for a person with access to both the cash
receipt and disbursement functions to commit fraud by altering
the amount of incoming receipts and then pocketing the differ-
ence. To avoid this, each function should be handled by differ-
ent people within the organization.
• Stamp incoming checks with “deposit to account number . . .” Em-
ployees with access to customer checks may try to cash them, 
as might anyone with access to the mail once it has left the
company. This can be made more difficult by stamping the 
back of the check with “deposit to account number xxxxx,” so
that they would have to deface this stamp in order to cash the
check.

2. Investments. The shifting of investment funds is the area in
which a person has the best chance for stealing large quantities
of company funds or of placing them in inappropriate invest-
ments that have a high risk of loss. The next controls are
designed to contain these risks.
• Impose investment limits. When investing its excess funds, a
company should have a policy that requires it to invest only cer-
tain amounts in particular investment categories or vehicles.
For example, only the first $100,000 of funds are insured
through a bank account, so excess funding beyond this amount
can be shifted elsewhere. As another example, the company
owner may feel that there is too much risk in junk bond invest-
ments and so will place a general prohibition on this type of
investment.
• Require authorizations to shift funds among accounts. A person
who is attempting to fraudulently shift funds out of a com-
pany’s accounts must have approval authorization on file with
one of the company’s investment banks to transfer money out
to a noncompany account. This type of authorization can be
strictly controlled through signatory agreements with the
banks. It is also possible to impose strict controls over the trans-
fer of funds between company accounts, since a person may
uncover a loophole in the control system whereby a particular
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bank has not been warned not to allow fund transfers outside of
a preset range of company accounts and then shift all funds to
that account and thence to an outside account.

3. Accounts Receivable. Controls are needed in the accounts receiv-
able area to ensure that employees do not take payments from
customers and then hide the malfeasance by altering customer
receivable records. Here are the most common controls.
• Compare checks received to applications made against accounts
receivable. It is possible for an accounts receivable clerk with the
dual responsibility of cash application to cash a check to his or
her personal account and then hide evidence of the stolen
funds by continually applying subsequent cash received against
the oldest accounts receivable. You can spot this by conducting
an occasional comparison of checks listed on the deposit slip 
for a given day to the accounts against which the funds were
credited.
• Confirm receivables balances. To check whether an employee is
falsely applying cash from customers to different accounts in
order to hide the loss of some cash that he or she has extracted
from the company, periodically send out confirmation forms
to customers to verify what they say they have paid to the
company.
• Match invoiced quantities to the shipping log. It is useful to spot-
check the quantities invoiced to the quantities listed on the
shipping log. By doing so, you can detect fraud in the billing
department caused by invoicing for too many units, with the
accounting staff pocketing the difference when it arrives. This is
a rare form of fraud, since it generally requires collaboration
between the billing and cash receipts staff. The control is needed
only where the fraud risk clearly exists.
• Require approval of bad debt expenses. A manager should approve
any bad debt write-offs from the accounts receivable listing.
Otherwise, it is possible for someone to receive a check from a
customer, cash it into his or her own account, and write off the
corresponding account receivable as a bad debt. This control can
be greatly enhanced by splitting the cash receipts function away
from the collections function, so that collusion would be re-
quired to make this type of fraud work.
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• Require approval of credits. It is possible for someone in the
accounts receivable area to grant a credit to a customer in
exchange for a kickback from the customer. You can prevent
this by using approval forms for all credits granted, as well as 
a periodic comparison of credits granted to related approval
forms. It is acceptable to allow the accounting staff to grant very
small credits in order to clean up miscellaneous amounts on the
accounts receivable listing, but these should be watched period-
ically to see if particular customers are accumulating large num-
bers of small credits.
• Verify invoice pricing. The billing department can commit fraud
by issuing fake invoices to customers at improperly high prices
and then pocketing the difference between the regular and
inflated prices when the customer check arrives. Having some-
one compare the pricing on invoices to a standard price list
before invoices are mailed can spot this issue. This form of fraud
is possible only when there is a risk of collaboration between
the billing and cash receipts staff, so the control is only needed
when the fraud risk is present.

4. Inventory. A company’s inventory can be so large and complex
that extensive controls are needed simply to give it any degree
of accuracy at all. Consequently, virtually all of the next con-
trols are recommended to achieve a high level of inventory
record accuracy:
• Conduct inventory audits. If no one ever checks the accuracy of
the inventory, gradually it will vary from the book inventory, as
an accumulation of errors builds up over time. To counteract
this problem, you can schedule either a complete recount of the
inventory from time to time or else an ongoing cycle count of
small portions of the inventory each day. Whichever method is
used, it is important to conduct research in regard to why errors
are occurring, and attempt to fix the underlying problems.
• Control access to bill of material and inventory records. The security
levels assigned to the files containing bill of material and inven-
tory records should allow access to only a very small number of
well-trained employees. By limiting access, you minimize the
risk of inadvertent or deliberate changes to these valuable
records. The security system should also store the keystrokes
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and user access codes for anyone who has accessed these
records, in case evidence is needed to prove that fraudulent
activities have occurred.
• Pick from stock based on bills of material. An excellent control
over material costs is to require the use of bills of material for
each item manufactured and then require that parts be picked
from the raw materials stock for the production of these items
based on the quantities listed in the bills of material. A reviewer
then can hone in on those warehouse issuances that were not
authorized through a bill of material, since there is no objective
reason why these issuances should have taken place.
• Require approval to sign out inventory beyond amounts on pick list. If
a standard pick list is used to take raw materials from the ware-
house for production purposes, it should be the standard autho-
rization for inventory removal. If production staff members
require any additional inventory, they should go to the ware-
house gate and request it, and the resulting distribution should
be logged out of the warehouse. Furthermore, any inventory
that is left over after production is completed should be sent
back to the warehouse and logged in. By using this approach,
the cost accountant can tell if there are errors in the bills of
material that are used to create pick lists, since any extra inven-
tory requisitions or warehouse returns probably represent
errors in the bills.
• Restrict warehouse access to designated personnel. Without access
restrictions, the company warehouse is like a large store with
no prices—just take all you want. This does not necessarily
mean that employees are taking items from stock for personal
use, but they may be removing excessive inventory quantities
for production purposes, which leads to a cluttered production
floor. Also, this leaves the purchasing staff with the almost
impossible chore of trying to determine what is in stock and
what needs to be bought for immediate manufacturing needs.
Consequently, a mandatory control over inventory is to fence it
in and closely restrict access to it.
• Review inventory for obsolete items. The single largest cause of
inventory valuation errors is the presence of large amounts of
obsolete inventory. To avoid this problem, periodically print a
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report that lists which inventory items have not be used
recently, including the extended cost of these items. A more
accurate variation is to print a report itemizing all inventory
items for which there are no current production requirements
(possible only if a material requirements planning system is in
place). Alternatively, you can use a report that compares the
amount of inventory on hand to annual historical usage of
each item. With this information available, you should then
schedule regular meetings with the materials manager to
determine what inventory items should be scrapped, sold off,
or returned to suppliers.

5. Prepaid Expenses. The largest problem with prepaid expenses is
that they tend to turn into a holding area for payments that
should have been converted into expenses at some point in the
past. There is also a potential for advances to be parked in this
area that should have been collected. The next controls address
these problems:
• Reconcile all prepaid expense accounts as part of the month-end 
closing process. By conducting a careful review of all prepaid
accounts once a month, it becomes readily apparent which pre-
paid items should now be converted to an expense. The result
of this review should be a spreadsheet that itemizes the nature
of each prepaid item in each account. Since this can be a time-
consuming process involving some investigative work, it is best
to review prepaid expense accounts shortly before the end of
the month, so that a thorough review can be conducted with-
out being cut short by the time pressures imposed by the usual
closing process.
• Require approval of all advance payments to employees. The sim-
plest way to reduce the burden of tracking employee advances
is not to make them in the first place. The best approach is to
require management approval of any advances, no matter how
small they may be.

6. Fixed Assets. The purchase and sale of fixed assets require special
controls to ensure that proper authorization has been obtained
to conduct either transaction and also to ensure that the funds
associated with fixed assets are properly accounted for. All of
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the next controls should be implemented to ensure that these
goals are achieved.
• Compare capital investment projections to actual results. Managers
have been known to make overly optimistic projections in order
to make favorable cases for asset acquisitions. This issue can be
mitigated by conducting regular reviews of the results of asset
acquisitions in comparison to initial predictions and then tracing
these findings back to the initiating managers. This approach can
also be used at various milestones during the asset construction
to ensure that costs incurred match original projections.
• Ensure that fixed asset purchases have appropriate prior authoriza-
tion. A company with a capital-intensive infrastructure may find
that its most important controls are over the authorization of
funds for new or replacement capital projects. Depending on
the potential amount of funding involved, these controls may
include a complete net present value (NPV) review of the cash
flows associated with each prospective investment as well as
multilayered approvals that reach all the way up to the com-
pany owner or board of directors. A truly comprehensive con-
trol system will also include a postcompletion review that
compares the original cash flow estimates to those actually
achieved, not only to see if a better estimation process can be
used in the future but also to see if any deliberate misrepresen-
tation of estimates was initially made.
• Verify that fixed-asset disposals are properly authorized. A company
does not want to have a fire sale of its assets taking place with-
out any member of the management team knowing about it.
Consequently, the sale of assets should be properly authorized
prior to any sale transaction being initiated, if only to ensure
that the eventual price paid by the buyer is verified as being a
reasonable one.
• Verify that cash receipts from asset sales are properly handled. Em-
ployees may sell a company’s assets, pocket the proceeds, and
report to the company that the asset actually was scrapped. This
control issue can be reduced by requiring that a bill of sale or
receipt from a scrapping company accompany the file for every
asset that has been disposed of.
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7. Accounts Payable. This is one of the most common areas in which
the misuse of assets will arise, as well as the one where transac-
tional errors are most likely to occur. Nonetheless, an excessive
use of controls in this area can result in a significant downgrad-
ing in the performance of the accounts payable staff, so a judi-
ciously applied blend of controls should be used.
• Audit credit card statements. When employees are issued com-
pany credit cards, there will be some risk that the cards will be
used for noncompany expenses. To avoid this, you can spot-
check a few line items on every credit card statement, if not
conduct a complete review of every statement received. For
those employees who have a history of making inappropriate
purchases but for whom a credit card is still supplied, it is also
possible to review their purchases online (depending on what
services are offered by the supplying bank) on the same day that
purchases are made and alter credit limits at the same time,
thereby keeping tighter control over credit card usage.
• Compare payments made to the receiving log. With the exception of
payments for services or recurring payments, all payments
made through the accounts payable system should have a cor-
responding record of receipt in the receiving log. If not, there
should be grounds for investigation into why a payment was
made. This can be a difficult control to implement if there is not
an automated three-way matching system already in place,
since otherwise a great deal of manual cross-checking will be
needed.
• Require approval of all invoices that lack an associated purchase
order. If the purchasing department has not given its approval to
an invoice, then the accounting staff must send it to the super-
visor of the department to whom it will be charged, so that this
person can review and approve it.

8. Current Liabilities. The general area of current liabilities is one in
which items can inadvertently build up over time when they
should be charged to expense. The next controls impose close
monitoring over the most common current liability accounts.
• Include an accrual review in the closing procedure for bonuses, com-
missions, property taxes, royalties, sick time, vacation time, unpaid
wages, and warranty claims. There are many possible expenses for
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which an accrual is needed, given their size and repetitive
nature. This control is designed to force a continual review of
every possible current liability as part of the standard monthly
closing procedure, so that no key accruals are missed.
• Review accrual accounts for un-reversed entries. Some accruals, such
as unpaid wage accruals and commission accruals, are supposed
to be reversed in the following period, when the actual expense
is incurred. However, if an accountant forgets to set up a journal
entry for automatic reversal in the next period properly, a com-
pany will find itself having recorded too large an expense. A sim-
ple control point is to include in the period-end closing procedure
a review of all accounts in which accrual entries are made, to
ensure that all reversals have been completed.
• Create standard entries for reversing journal entries. As a continua-
tion of the last control point, an easy way to avoid problems
with accrual journal entries that are supposed to be reversed is
to create boilerplate journal entry formats in the accounting
system that are preconfigured to be reversed automatically in
the next period. As long as these standard formats are used,
there will never be an unreversed journal entry.
• Create a standard checklist of recurring supplier invoices to include in
the month-end cutoff. A number of invoices arrive after month-
end that are related to services and for which an accrual should
be made. The easiest way to be assured of making these accru-
als is to create a list of recurring invoices, with their approxi-
mate amounts, and use it as a check-off list during the closing
process. If the invoice has not yet arrived, then accrue for the
standard amount shown on the list.

9. Notes Payable. The acquisition of new debt is usually a major
event that is closely watched by the company owner, and so
requires few controls. Nonetheless, the next control point is rec-
ommended as a general corporate policy.
• Require supervisory approval of all borrowings and repayments. As
was the case with the preceding control point, high-level super-
visory approval is required for all debt instruments—except
this time it is for final approval of each debt commitment. If the
debt to be acquired is extremely large, it may be useful to have
a policy requiring approval by the company owner or board of
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directors, just to be sure that there is full agreement at all levels
of the organization regarding the nature of the debt commit-
ment. To be a more useful control, this signing requirement
should be communicated to the lender, so that it does not inad-
vertently accept a debt agreement that has not been signed by
the proper person.

10. Revenues. The key controls concern related to revenues is that all
shipments be invoiced in a timely manner. A controls failure in
this area can lead to a major revenue shortfall and threaten
overall company liquidity.
• Compare all billings to the shipping log. There should be a contin-
ual comparison of billings to the shipment log, not only to ensure
that everything shipped is billed but also to guard against illicit
shipments that involve collusion between outside parties and
the shipping staff. Someone who is handing out products at 
the shipping dock rarely will be obliging enough to record this
transaction in the shipping log, so the additional step of care-
fully comparing finished goods inventory levels to physical
inventory counts and reviewing all transactions for each item
must be used to determine where inventory shrinkage appears
to be occurring.
• Compare customer-requested delivery dates to actual shipment dates.
If customer order information is loaded into the accounting
computer system, run a comparison of the dates on which cus-
tomers have requested delivery to the dates on which orders
were actually shipped. If there is an ongoing tendency to make
shipments substantially early, there may be a problem with try-
ing to create revenue by making early shipments. Of particular
interest is when there is a surge of early shipments in months
when revenues would otherwise have been low, indicating a
clear intention to increase revenues by avoiding customer-
mandated shipment dates. It may be possible to program the
computer system to not allow the recording of deliveries if the
entered delivery date is prior to the customer-requested deliv-
ery date, thereby effectively blocking early revenue recognition.
• Compare invoice dates to the recurring revenue database. In cases
where a company obtains a recurring revenue stream by billing
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customers periodically for maintenance or subscription services,
there can be a temptation to create early billings in order to
record revenue somewhat sooner. For example, a billing on a
12-month subscription could be issued after 11 months, thereby
accelerating revenue recognition by one month. This issue can
be spotted by comparing the total of recurring billings in a
month to the total amount of recurring revenue for that period
as compiled from the corporate database of customers with
recurring revenue. Alternatively, you can compare the recur-
ring billing dates for a small sample of customers to the dates on
which invoices actually were issued.
• Investigate all journal entries increasing the size of revenue. Any
time a journal entry is used to increase a sales account, this
should be a “red flag” indicating the potential presence of rev-
enues that were not created through a normal sales journal
transaction. These transactions can be legitimate cases of incre-
mental revenue recognition associated with prepaid services
but can also be barter swap transactions or fake transactions
whose sole purpose is to increase revenues. It is especially
important to review all sales transactions where the offsetting
debit to the sales credit is not accounts receivable or cash. This is
a prime indicator of unusual transactions that may not really
qualify as sales. For example, a gain on an asset sale or an ex-
traordinary gain may be incorrectly credited to a sales account
to mislead the reader of a company’s financial statements that
its operating revenues have increased.
• Issue financial statements within one day of the period-end. By
eliminating the gap between the end of the reporting period
and the issuance of financial statements, it is impossible for
anyone to create additional invoices for goods shipping subse-
quent to the period-end, thereby automatically eliminating any
cutoff problems.

11. Cost of Goods Sold. There are many ways in which a company can
lose control over its costs in the cost of goods sold area, since it
involves many personnel and the largest proportion of com-
pany costs. The application of the next suggested controls to a
production environment will rely heavily on the perceived gain
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that will be experienced from using them versus the extent to
which they will interfere with the smooth functioning of the
production department.
• Audit inventory material costs. Inventory costs usually are
assigned either through a standard costing procedure or as part
of some inventory layering concept, such as last in, first out or
first in, first out. In the case of standard costs, you should regu-
larly compare assigned costs to the actual cost of materials pur-
chased to see if any standard costs should be updated to bring
them more in line with actual costs incurred. If it is company
policy to update standard costs only infrequently, then you
should verify that the variance between actual and standard
costs is being written off to the cost of goods sold.
• Compare the cost of all completed jobs to budgeted costs. A company
can suffer from major drops in its gross margin if it does not
keep an eagle eye on the costs incurred to complete jobs. To do
so, the cost accountant should compare a complete list of all
costs incurred for a job to the initial budget or quote and deter-
mine exactly which actual costs are higher than expected. This
review should result in a list of problems that caused the cost
overruns, which in turn can be addressed by the management
team so that they do not arise again. This process should also be
performed while jobs are in process (especially if the jobs are of
long duration), so that problems can be found and fixed before
job completion.
• Pick from stock based on bills of material. An excellent control
over material costs is to require the use of bills of material for
each item manufactured and then to require that parts be
picked from the raw materials stock for the production of these
items based on the quantities listed in the bills of material. By
doing so, a reviewer can hone in on those warehouse issuances
that were not authorized through a bill of material, since there
is no objective reason why these issuances should have taken
place.

12. Travel and Entertainment Expenses. Employee expense reports can
involve dozens of line items of requested expense reimburse-
ments, a few of which may conflict with a company’s stated
reimbursement policies. In order to ensure that these gray-area

SECTION

I

94

p01.qxd  11/28/05  1:37 PM  Page 94



expense line items are caught, many accountants apply a dis-
proportionate amount of clerical time to the minute examina-
tion of expense reports. The need for this level of control will
depend on the accountant’s perception of the amount of
expenses that will be reduced through its use. In reality, some
lesser form of control, such as expense report audits, are gener-
ally sufficient to keep expense reports “honest.”
• Audit expense reports at random. Employees may be more in-
clined to pass through expense items on their expense reports if
they do not think that the company is reviewing their expenses.
This issue can be resolved fairly inexpensively by conducting a
few random audits of expense reports and following up with
offending employees regarding any unauthorized expense sub-
missions. Word of these activities will get around, resulting in
better employee self-monitoring of their expense reports. Also,
if there is evidence of repeat offenders, random audits can be
made less random by requiring recurring audits for specific
employees.
• Issue policies concerning allowable expenses. Employees may sub-
mit inappropriate expenses for reimbursement simply because
they have not been told that the expenses are inappropriate.
This problem can be resolved by issuing a detailed set of policies
and procedures regarding travel. The concept can be made more
available to employees by posting the information on a corpo-
rate intranet site. Also, if an online expense report submission
system is in place, these rules can be incorporated directly into
the underlying software, so that the system will warn employ-
ees regarding inappropriate reimbursement submissions.

13. Payroll Expenses. The controls used for payroll cover two areas:
the avoidance of excessive amounts of pay to employees and
the avoidance of fraud related to the creation of paychecks for
nonexistent employees. Both types of controls are addressed
here.
• Require approval of all overtime hours worked by hourly personnel.
One of the simplest forms of fraud is to come back to the com-
pany after hours and clock out at a later time, or have another
employee do it on one’s behalf, thereby creating false overtime
hours. This issue can be resolved by requiring supervisory
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approval of all overtime hours worked. A more advanced
approach is to use a computerized time clock that categorizes
each employee by a specific work period, so that any hours
worked after his or her standard time period will be flagged
automatically by the computer for supervisory approval. Such a
system may not even allow an employee to clock out after a
specific time of day without a supervisory code first being
entered into the computer.
• Require approval of all pay changes. Pay changes can be made
quite easily through the payroll system if there is collusion
between a payroll clerk and any other employee. This problem
can be spotted through regular comparisons of pay rates paid to
the approved pay rates stored in employee folders. It is best to
require the approval of a high-level manager for all pay
changes, which should include that person’s signature on a
standard pay change form. It is also useful to audit the deduc-
tions taken from employee paychecks, since these can be
altered downward to effectively yield an increased rate of pay.
This audit should include a review of the amount and timing of
garnishment payments, to ensure that these deductions are
being made as required by court orders.

14. General. A few continuing payments to suppliers are based on
long-term contracts. Most of the next controls are associated
with having a complete knowledge of the terms of these con-
tracts, so that a company does not make incorrect payment
amounts.
• Monitor when contracts are due for renewal. A company may find
itself temporarily paying much higher prices to a supplier if it
inadvertently lets expire a long-term contract containing advan-
tageous price terms. To avoid this difficulty, a good control is to
set up a master file of all contracts that includes contract expira-
tion dates, so that there will be fair warning of when contract
renegotiations must be initiated.
• Require approval for various levels of contractually based monetary
commitment. There should be a company policy that itemizes the
levels of monetary commitment at which additional levels of
management approval are required. Although this step may
not help the company to disavow signed contracts, it is a useful

SECTION

I

96

p01.qxd  11/28/05  1:37 PM  Page 96



prevention tool for keeping managers from signing off on con-
tracts that represent large or long-term monetary commitments.
• Obtain bonds for employees in financially sensitive positions. If there
is some residual risk that, despite all the foregoing controls, cor-
porate assets still will be lost due to the activities of employees,
it is useful to obtain bonds on either specific employees or for
entire departments, so that the company can be reimbursed in
the event of fraudulent activities.

These recommended controls encompass only the most com-
mon problem areas. They should be supplemented by reviewing
the process flows used by a company to see if there is a need for
additional (or fewer) controls, depending on how the processes are
structured. Controls will vary considerably by industry, as well; for
example, the casino industry imposes multilayered controls over
cash collection, since it is a cash business. Thus, these controls
should be considered only the foundation for a comprehensive set
of controls that must be tailored to each company’s specific needs.

When to Eliminate Controls

Despite the lengthy list of controls noted in the last section, there
are times when you can safely take controls away. By doing so, fre-
quently you can eliminate extra clerical costs or at least streamline
the various accounting processes. Five steps should be used to see if
a control is eligible for removal.

1. Flowchart the process. The first step is to create a picture of every
step in the entire process in which a control fits by creating a
flowchart. This flowchart is needed in order to determine where
other controls are located in the process flow. With a knowledge
of redundant control points or evidence that there are no other
controls available, you then can make a rational decision
regarding the need for a specific control.

2. Determine the cost of a control point. Having used a flowchart to
find controls that may no longer be needed, we must then
determine their cost. This can be a complex calculation, for it
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may not involve just a certain amount of labor, material, or
overhead costs that will be reduced. The control may be situated
in the midst of a bottleneck operation, so that the presence of
the control is directly decreasing the capacity of the process,
thereby resulting in reduced profits. In this instance, the incre-
mental drop in profits must be added to the incremental cost of
operating the control in order to determine its total cost.

3. Determine the criticality of the control. If a control point is merely a
supporting one that backs up another control, then taking it
away may not have a significant impact on the ability of the
company to retain control over its assets. However, if its
removal can be counteracted only by a number of weaker con-
trols, it may be better to keep it in operation.

4. Calculate the control’s cost/benefit. Points 2 and 3 can be compared
to see if a control point’s cost is outweighed by its criticality or if
the current mix of controls will allow it to be eliminated with no
significant change in risk, while stopping the incurrence of its
cost.

5. Verify the use of controls targeted for elimination. Even when there is
a clear-cut case for the elimination of a control point, it is useful
to notify everyone who is involved with the process in which it
is embedded, in order to ascertain if it is being used for some
other purpose. For example, a control that measures the cycle
time of a manufacturing machine may no longer be needed as a
control point, but may be an excellent source of information for
someone who is tracking the percentage utilization of the
equipment. In these cases, it is best to determine the value of
the control to its alternate user before eliminating it. It may be
necessary to work around the alternate use before the control
point can be removed.

This control evaluation process should be repeated whenever there
is a significant change to a process flow. Even if there has not been
a clear change for some time, it is likely that a large number of
small changes have been made to a process, whose cumulative
impact will necessitate a controls review. The period of time
between these reviews will vary by industry; some have seen little
process change in many years, while others are constantly shifting
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their business models, which inherently requires changes to their
supporting processes.

If there are any significant changes to a business model, such as
the addition of any kind of technology, entry into new markets, or
the addition of new product lines, a complete review of all associ-
ated process flows should be conducted both prior to and immedi-
ately after the changes, so that unneeded controls can be removed
promptly or weak controls enhanced.

Summary

The main focus of this chapter has been on the specific control
points that can be attached to an accounting system, both to reduce
the risk of loss and assist in attaining budgeted goals. The selection
of these controls should be contingent on an evaluation of the risks
to which an accounting system is subject as well as the cost of each
control point and its impact on the overall efficiency of each
accounting process. In a larger organization, the continuing exam-
ination, selection, and installation of control points can easily
become a full-time job for a highly trained process expert. Smaller
organizations that cannot afford the services of such a person will
likely call on the in-house accounting staff to provide such control
reviews, which should be conducted on a fixed schedule in order to
ensure that ongoing incremental changes to processes are ade-
quately supported by the correct controls.
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Section II

Operating the Business

Section I was largely devoted to tasks that can and should be
accomplished prior to the start of the business (or of the fiscal

period for an ongoing business). It focused on planning what you
want and intend to make happen.

The two chapters of Section II discuss those areas you must
manage when the business period is under way:

• Cash flow concerns
• Financing

Obviously, these also require planning. But they are, to a greater
degree, day-to-day management functions.

Day-to-day management should be based on the overall plan-
ning and control discussed in Section I, but changes to the plan may
be necessitated by unanticipated occurrences. Therefore, the con-
cepts presented in the next chapters offer a system for adjusting the
implementation of the plan in response to new information without
changing the basic and underlying desired accomplishments.
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Chapter 4
Cash Flow Concerns

Managing working capital is an important function of the busi-
ness. Contained within working capital are four major ele-

ments that you must plan for and consider in order to maintain
viability:

1. Cash
2. Accounts receivable
3. Accounts payable
4. Inventory

This chapter discusses the management of cash, accounts receiv-
able, and accounts payable.

Cash

Cash is the most liquid of all assets and serves many purposes
within the business.

• Transactions. Cash is used as a medium for transactional pay-
ments. Regardless of the form or nature of the payments, in the
final analysis there is normally a transfer of cash.

• Investment. Whether made by outside individuals, businesses,
banks, or the business investing in itself (reinvestment of excess
cash), the transactions ultimately involve cash.
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• Security. A reasonable level of cash in a liquid account is a mea-
sure of security to the business. Depending on the nature and size
of the business, the amount of cash necessary may be significant.

When considering the investment of cash, most investors con-
sider four factors in determining whether to invest and, if so, how
much:

1. Yield. Yield is in itself composed of two elements: growth and
dividends. The growth of a business is represented in the market
by the market price of its stock or an increase in its valuation,
indicating an increase in the equity worth. For example, if your
stock is increasing in value in the market at a rate of 12 to 15
percent per year, this could be an adequate expected return,
sufficient to attract investors even without cash dividends. If
your stock is valued at a relatively constant $10 per share in the
market but pays an average annual dividend of $1.20 to $1.50, it
too is yielding 12 to 15 percent on the investment. In the small
or closely held business, the yield often is taken out in the form
of higher compensation or “perks” by the owners.

2. Risk. This element of investing is intangible. Different investors—
for example, institutional investors and individual ones look-
ing at the same business—will make different assessments of
risk. A constant growth business and a steady earnings business,
although both have the same return, may be seen as having dif-
ferent risks. If your business demonstrates steady growth and
reinvestment of excess earning, bankers may view it as less
risky than a business that earns a steady amount and “throws
off dividends” to its owners.

3. Liquidity. Here the investor is concerned with how quickly the
investment can be converted to cash. Liquidity is essentially a
timing issue; risk and return will affect liquidity. Real estate may
be more risky and have higher returns than Treasury bills, but
an investor who wants a liquid asset will prefer T-bills because
they can be traded with little or no delay. Real estate may tie up
investors’ funds for months while they try to find a buyer, or
they may have to discount the price in order to convert the
asset quickly.
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4. Transactional costs. Whatever gross yield an investment shows,
transactional costs have to be deducted. For the preceding exam-
ple, the steadily growing business shows a gross yield of 12 to 15
percent per year, but the investor realizes no gain until he or
she sells the stock and pays brokerage fees and appropriate
taxes. In the steady dividend business, the investor realizes the
yield periodically through direct payments with no transac-
tional costs except taxes. The transactional costs associated with
a real estate sale can be quite significant. Brokerage fees may
amount to 6 percent or more. Attorney’s fees, recordings, docu-
mentary stamps, title search, title insurance, and other factors
may amount to an appreciable portion of the gain.

Cash becomes of critical concern when there is too little to meet
the immediate needs of the business. However, it is equally impor-
tant to consider cash when there is an ample supply available.
Many people ignore the significance of a surplus of cash. Many
businesses leave excess cash idle in non-interest-bearing accounts.
Optimal cash management requires the investment of idle cash in
profitable endeavors. It is easier to earn an income on cash than
any other commodity you have. Since it is liquid, cash may be
managed or converted without the delay that inhibits the liquidity
of other assets.

What to Do with Excess Cash

There are many profitable means available to invest excess cash.
Some of the more convenient opportunities will be discussed here.

Interest Accounts

Cash flows into and out of the business on a daily basis. Unfortu-
nately for most businesses, large and small, the inflows and out-
flows are neither steady nor all predictable within an acceptable
degree of certainty. The business may be cash-rich or poor at differ-
ent times during the month.

Because of this uncertainty, you must always have adequate
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cash on hand or in liquid accounts to meet the demands as they
are returned for payment. You should be equally concerned that
no idle excess cash is sitting in a non–interest-bearing checking
account. If the buffer of cash is excessive, you are losing the oppor-
tunity to earn on that money.

Investigate the options available at your bank for earning inter-
est on checking or for keeping cash in an interest-bearing account,
with provisions for automatic transfers when checking balances are
below a certain level.

Another option is the deposit of cash in money market accounts.
This is a liquid, higher-yield form of savings account. Often these
accounts may be used in conjunction with a form of checking, with
restrictions as to minimum balances in the accounts and as to the
maximum number of transactions per period.

Idle cash represents an opportunity easy to capture; the returns
can be worth the effort expended in finding a solution.

Treasury Securities

U.S. Treasury obligations constitute the largest segment of the
money market. The principal securities issued are bills, tax antici-
pation bills, notes, and bonds. Treasury bills are auctioned weekly
by the Treasury Department, with maturities of 91 days and 182
days. In addition, nine-month and one-year bills are sold periodi-
cally. Treasury bills carry no coupon but are sold on a discount
basis. These securities are extremely popular with companies, large
or small, as short-term investments. In part because of the large
amount outstanding, the market is very active and the transaction
costs involved in the sale of Treasury bills in the secondary market
are small. Very often, in some of the more sophisticated financial
models, Treasury bills are considered risk-free, interest-bearing
notes.

Agency Securities

Obligations of various agencies of the federal government are guar-
anteed by the agency issuing the security and not usually by the
Treasury. The principal agencies issuing securities are the Federal
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Housing Administration and the Government National Mortgage
Association. These obligations are not guaranteed by the Treasury;
however, there is an implied backing of the government. It would
be hard to imagine the federal Treasury allowing an agency to fail.
Major government-sponsored agencies that issue securities include
the federal home loan banks, federal land banks, and the Federal
National Mortgage Association. The securities provided by these
agencies return a modest yield advantage over treasury securities of
the same maturity. These securities have a high degree of mar-
ketability and are sold in the secondary market through the same
security dealers as the Treasury securities.

Banker’s Acceptances

Banker’s acceptances are drafts accepted by banks and used in
financing foreign and domestic trade. The creditworthiness of
banker’s acceptances is judged relative to the bank accepting the
draft rather than the drawer. Acceptances generally have maturi-
ties of less than 180 days and are of very high quality. They are
traded in an over-the-counter market dominated by a few dealers.
The rates on banker’s acceptances tend to be slightly higher than
rates on Treasury bills of similar maturity.

Commercial Paper

Commercial paper consists of short-term unsecured promissory
notes issued by finance companies and certain industrial concerns.
Commercial paper can be purchased either directly or through
dealers. Among the companies selling commercial paper on this
basis are CIT Financial Corporation, Ford Motor Credit Company,
and General Motors Acceptance Corporation.

Negotiable Certificates of Deposit

Negotiable time certificates of deposit (CDs) are time-certain invest-
ments. The CD is evidence of the deposit of funds at a commercial
bank for a specified period of time and at a specified rate of inter-
est. Money market banks quote rates on CDs that are changed
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periodically in keeping with changes in other money market rates.
Yields on CDs are greater than on T-bills but are about the same as
on banker’s acceptances and commercial paper.

Cash Flows

Before dealing with the problem of insufficient cash, we should
consider the sources of cash inflow. There are four sources of cash
inflow to the business:

1. New investment
2. New debt
3. Sale of fixed assets
4. Operating revenues (including collection of accounts receivable)

Each of these sources has important limitations on it. The only
source that can be relied on in an ongoing way is operating profits.
That is what makes profit planning such an important activity for
any business. When the business experiences continued profitable
operations, accompanied by a positive cash inflow, it can grow most
efficiently.

Inflows

The inflows, or the receipt of payment from customers for product
or services, is the lifeblood of any business. The obvious rule with
inflows is to get customers to pay as promptly as possible. For
example, many doctors and lawyers now demand payment on
receipt of service for routine office visits.

It is obvious that the efficiency of cash management improves
with the acceleration of customers’ payments. The fast food industry
illustrates how, by sticking strictly to a credit card and cash-only busi-
ness, an extremely low current ratio can be maintained. In contrast
to cash payments, payments by check have an inherent delay asso-
ciated with the time it takes for a check to clear the bank. During
this period, the funds are not available for use by the business. The
objective should be to reduce the delay in receiving payment and
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the clearing time necessary for the transfers of funds. In addition to
federal legislation concerning maximum times for banks to clear
checks, several methods have been developed to decrease the float
(i.e., the speed of realizing actual cash receipt).

• Concentration banking. If your business is large enough to have
broad market coverage, you may consider using banks at vari-
ous locations within your market areas to speed the clearance of
checks. Using banks in areas where sales occur allows for the
processing of local checks. These generally clear faster, and
funds can be more quickly concentrated for wire transfer to a
central bank.

• Lockboxes. Businesses may use a lockbox system for collections.
To do so, rent a post office box, centrally located in a market,
and authorize your bank to open the box and directly credit
payments to your account. This procedure has advantages and
disadvantages. The obvious disadvantage is the loss of control
over the physical receipt of funds and the direct monitoring of
clients’ payment habits. You do not have the ability to process
receipts before the bank gets them. This elimination of handling
saves you time, but the bank does charge a fee for the service.

• Elimination of unnecessary accounts. Having an account in each
local bank where you do business or have some operations cre-
ates goodwill and a sense of presence. However, by maintaining
many separate and diverse accounts, you are dispersing money
that could be used more effectively if it was concentrated. By
concentrating cash, you probably can reduce cash reserves and
still function efficiently.

• Zero-balance accounts. If a company wants to retain a number of
checking accounts, it is wastefully keeping cash in each of those
accounts that is earning either zero or very little interest
income. A better approach is to keep it in a single, central
account that earns the highest possible rate of interest, because
the company has concentrated its funds in one place and now
can access higher-earning investments that require a higher
minimum investment. To make this cash centralization system
work while still retaining several checking accounts, a company
can use a zero-balance account. This is a checking account that
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contains a zero cash balance at all times, but which pulls funds
from another account, such as the investment account, when
checks clear. The only disadvantage to this approach is that the
bank reconciliation is made more difficult, because the reconcil-
iation of all checks now flows through a single account, which
results in a large amount of check volume to sort through.

• Controlled disbursements. It is also possible to retain cash through
the accounts payable function without suppliers realizing that
cash is being withheld from them for an extra day or two. This
approach is called controlled disbursements, and involves the
payment of checks from banks so isolated that it takes longer for
checks to clear through them. This additional float period is
minor but allows a company to retain its cash for slightly longer
than normal, so it can keep the funds in short-term investments
and earn slightly more interest income than otherwise would
be the case. This approach can also be expanded to include the
mailing of checks from company locations that are farthest from
supplier locations, in order to take advantage of a few days of
additional mail float. However, this delaying tactic is more obvi-
ous to suppliers and tends to meet with stiff disapproval by
them.

An item that was mentioned at the beginning of this section was
the sale of fixed assets as a source of cash flows. Selling assets is a
task that most companies address only sporadically, resulting in
assets’ losing value over time while they lie ignored in odd corners
of the company. However, if dealt with in a systematic manner, the
periodic review of fixed assets will result in the prompt identifica-
tion of unused assets and continuing attention to their disposal,
which results in the highest possible sale prices for the assets,
thereby contributing to cash flows. The basic process is to schedule
a periodic asset review, certainly no less than annually, in which
the management team reviews the list of fixed assets to determine
which items can be sold off at once. One person should be in charge
of this process, so the system will not be dropped for lack of atten-
tion. Also, this person should be required to report to the manage-
ment team regularly regarding the progress of asset sales. This
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simple system will ensure that a company realizes the greatest pos-
sible cash flow from the sale of its unused assets.

Outflows

The largest volume of cash outflows generally is referred to on the
income statement as expenses, although some “accrued” expenses
may not yet have been paid in cash. Other non–cash flow expenses
shown on income statements are such things as depreciation.
Another item to be added to “other expenses” is the principal por-
tion of loan payments, which, although not an expense item, is still
a use of cash.

The business must be concerned with the timing and nature of
the demands made on its cash. The timing of cash inflows and the
importance of shortening the “float” were discussed earlier. For
cash outflows, the corollary is that you want to ride the float or use
the delay in cash transfers to your advantage. Some businesses
capitalize on the float by writing checks on accounts without suf-
ficient funds available to cover those checks. They may in fact have
adequate reserves of cash maintained in high-yield accounts until
needed to meet a draw. In this way, the business is maximizing its
return by using float to its advantage. Extreme care must be exer-
cised to avoid “kiting,” (illegally benefiting from the deliberate cre-
ation of a float between accounts at two banks) an illegal act.

How do you plan for the use of float? A reasonable float pattern
to study is that of paychecks. Some employees have automatic
deposits to credit unions; others deposit their checks immediately,
some even in the employer’s bank; some employees will hold their
checks for several days; and a few hardy souls may hold their
checks for a week or more. To determine the necessary balances,
you should gather some data:

• Collect the number of checks and the amount presented for
payment on each day after the payday.

• Calculate the amount presented by day.
• Repeat the process for successive pay periods.
• Construct a frequency distribution of funds demanded by day.
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Operating the Business

From this frequency distribution, you can plan for having the
appropriate amount of cash in your account at the right time. In
order to ensure that you are not embarrassed by insufficient
funds, maintain a safety margin in the account. (Even this safety
margin can be determined statistically if there is sufficient data to
determine variations in returned checks.) If the payroll is signifi-
cant, holding portions of that payroll even for a day or two in a
high-yield account amounts to significant returns. In the case of
automatic deposits, you can determine with certainty the delay in
funds transfer and can earn extra interest on this systematic float.
You probably should have an agreement with your bank either to
notify you if your account is underfunded, to make automatic
transfers from another account, or to “cover” you with a line of
credit.

Introduction to Cash Flow Budgets

Before you attempt a cash flow budget for the business, it is useful
to do a cash flow analysis. Preparing a cash flow analysis often gives
managers a much better understanding of the operation of their
business. It is particularly important for some small businesses to
get an understanding of cash flows because they are especially vul-
nerable to problems dealing with cash. Smaller businesses tend to
operate with inadequate cash reserves or none at all.

Perhaps the most critical element to be considered is the timing
of cash flows. If all of the cash outflows occur in the first six months
and most of the cash inflows occur during the second six-month
period, the business may fail before it has an opportunity to receive
sufficient cash inflows to sustain itself. Timing of flows is critical.

Indications of Cash Flow Problems

Many businesses never achieve cash flow control. These businesses
are always in trouble, chronically overdrawn and slow in paying
bills. Many eventually fail. Some could survive if managers would
take the necessary planning steps to create a cash flow budget and
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manage their cash flows as they manage other portions of the busi-
ness with the following steps:

• Decreased liquidity. Running out of working capital. Some symp-
toms include too little inventory to meet demand and stretching
payables.

• Excessive turning. Turning inventories over more than other busi-
nesses of comparable size in the industry. This can be an indica-
tion of good management, but in extreme cases it may be caused
by too little working capital to support adequate inventories.

• Excess reliance on short-term debt. Here you may be rolling over
short-term debt to raise needed working capital. Contrary to
popular belief, not all working capital is short term. In most
businesses, a level of working capital is required for the reason-
able operation and growth of the business. We call this fixed
working capital.

• Dropped discounts. Past-term payments and failure to take advan-
tage of timely payment discounts could indicate poor man-
agement of payables or the lack of cash necessary to pay in a
timely way.

• Slow collections. A high percentage of old receivables probably
indicates poor management of receivables. It certainly indicates
a potential cash problem.

These problems may be caused by insufficient cash, or the insuf-
ficient cash may be the result of poor management. In some cases,
low cash balances might even indicate a planned result. For exam-
ple, rapid inventory turns may be advantageous. In the grocery
business, with a low margin per sale, the more frequently sales are
made and inventory is turned over, the more profit is earned. Thus
indicators of cash flow problems may signal nothing more than that
further investigation is warranted.

Managing Cash

The control of cash is not mysterious, nor is the process itself com-
plex. What is required is a systematic and organized approach. A
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Operating the Business

few simple guidelines, set out in the next eight steps, help organize
the process.

1. Identify all your sources of cash inflows: operations, debt, sale
of assets, and investment.

2. List the uses to which you put the cash.
3. Identify the timing of cash flows, both in and out.
4. Calculate the difference between cash inflows and cash out-

flows. It is important to identify time delays in receiving cash.
5. Identify any bottlenecks to getting cash in quickly and deter-

mine how to open up the inflow.
6. Enumerate any constraints on the use of cash, such as bank

loan covenants.
7. Identify those cash inflows and outflows that can be resched-

uled or whose timings may be changed.
8. Most important, establish a plan for positive cash flows. This

step cannot be accomplished until the other seven steps have
been completed and analyzed. Each of these steps will require
time and effort to complete. However, like most planning, the
rewards in the long run significantly outweigh the costs to
gather and analyze the information. It may save your business.

In order to effectively carry out the design and implementation
of a cash flow analysis, a flowchart of how cash flows through the
business is helpful. The flowchart shown in Figure 4.1 serves as an
aid in the development of a cash flow budget. An analysis of each
step contained in the flowchart follows.

Step 1. Identify all sources of cash inflow.
• New investments and debt are sources of cash. However, they

are infrequent and cannot be relied on as continuing sources
of cash.

• The sales of fixed assets are like new investments. The sale of
fixed assets is not a source of recurring cash. You can sell the
asset only once. While these sources cannot be ignored, they
are secondary to operating profits. Consequently, it is important
to focus on operating profits as your main source of cash. It
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should be noted, however, that operating profits probably will
not be the source of capital for major plant expansions.

• Operating profits, unlike new investments or debt, are ongoing
and also harder to track. They must be monitored and con-
trolled constantly. Even growing businesses, with increasingly
larger amounts of cash inflows, must review the budget and
related variances periodically and maintain control, or they
may suffer from shortages of cash. As your business grows, you
will often suffer from liquidity problems. Such problems may
cause your business to fail to meet its short-term obligations
even when it is quite viable and profitable.
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FIGURE 4.1

Cash Budgeting Flowchart
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Operating the Business

As you advance through the business or product life cycle, cash
demands will vary with the stages of the cycle. Typically, a com-
pany’s life cycle graph will look like that in Figure 4.2.

For example, in periods of fast growth, the business probably
will need growing inventories, receivables, and transactions cash.
These inventory growth periods demand the commitment of large
amounts of working capital, much as would be the case for adding
to a building. This fixed working capital problem is illustrated in
Figure 4.3.

Notice that inventory turns improve as more sales produce
faster turns. Also notice that receivables turns degenerate as sales
are made to marginal customers and staff is not available to per-
form proper credit checks and follow-up. Unfortunately, these are
typical scenarios. Assume that these numbers are indicative of
trends in many businesses and could apply to you.

On sales of $1 million with profits at, say, 15 percent of sales,
you generate $150,000 to contribute to your working capital needs.
On sales of $2 million (assuming you have to “deal” to get the
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other sales), your average profit percentage drops to 13 percent, so
you generate $260,000. Your working capital needs increased by
$280,000 ($490,000 − $210,000) while your profit contribution
increased by only $110,000. How do you finance this growth?

The “fixed” working capital issue is that there is some minimum
amount of investment in working capital that is required and
should be financed as a long-term asset, not on a short-term basis.
In our illustration, if base sales stay around $1.5 million with peaks
and valleys, then the “fixed” component of working capital is about
$340,000.

Rather than being a source of net cash inflow, the period of
rapid growth may be a problem period. In periods of fast growth,
inventory, receivables, and so on might not only consume all of
your profits but might also require debt financing.

Part of the problem might result from offering extended pay-
ment terms to customers while at the same time being required to
pay material suppliers on short terms. This difference between the
time when you must pay suppliers and when you receive payment
from your purchasers could mean the difference between continu-
ing to operate and having the business fail.

The problems just outlined in regard to the increase in working
capital that are associated with rapid growth may also arise in a
company that is not growing at all, but for different reasons. For
example, a company’s investment in inventory will increase if the
purchasing staff is buying parts in excessively large quantities, if
finished goods are not being sold, or if the engineering staff has
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FIGURE 4.3

Typical Growth Company

Sales Inventory Inventory Receivables Receivables Transactions Working
Level Turn Amount Turn Amount Cash Capital

$1,000,000 6.0 $100,000 10 $100,000 $10,000 $210,000
1,250,000 6.2 121,000 9 139,000 12,500 272,500
1,500,000 6.5 138,500 8 187,500 15,000 341,000
1,750,000 7.0 161,500 7 250,000 17,500 429,000
2,000,000 7.0 185,000 7 285,000 20,000 490,000
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Operating the Business

made a number of parts obsolete by switching to new parts on
existing products. Similarly, a more liberal customer credit granting
policy or a weakened collections effort will increase the investment
in accounts receivable, whereas taking early payment discounts
will reduce the amount of accounts payable outstanding. Since any
of these issues can arise at any time, no matter what the growth
stage of a company, it is best to monitor changes in the balances of
all working capital items on a weekly basis and immediately inves-
tigate the reasons for sudden jumps in the investment in this cate-
gory. Otherwise, a company may find itself in need of far more cash
than its cash flow forecast would lead it to expect.

Step 2. List cash outflows or uses.
A good place to start considering cash outflows is the cash jour-

nal or, if you don’t have one, the checkbook. The important activ-
ity for this step in the process is to determine where the cash is
going.

Many businesses experience lengthy delays between the time
they pay for goods for resale and when they actually receive cash
from the sale. To some extent, the delay is unavoidable. By analyzing
the delay, however, you can plan for the amount of cash necessary
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Analysis of Delay

Days

O
rd

er
ed

 S
to

ck

R
ec

ei
ve

d 
St

oc
k

Pa
id

 f
or

 S
to

ck

St
oc

k 
So

ld

It
em

 D
el

iv
er

ed

It
em

 A
cc

ep
te

d

Pa
ym

en
t R

ec
ei

ve
d

10 20 20 20 45

95

115

30

p02.qxd  11/28/05  1:38 PM  Page 118



to sustain this short-term investment in inventory and receivables.
An example of the analysis of delay is shown in Figure 4.4.

In the figure, you paid for the item of inventory but do not
receive payment from the customer until 95 days later. Built into
the system is some unavoidable delay. But the problem can become
worse, since the item may sit on the shelf for multiple months
before being purchased.

All expenditures of cash should be listed and carefully consid-
ered. Then the effort must be made to determine whether all of
those cash expenditures are necessary. Pertinent questions are:

• Can we get along without it?
• Can we postpone this expenditure?
• Is the timing proper?
• Would it make more sense to pay for it earlier or later?
• Can it be done less expensively?

We often get into the rut of believing there are only two ways of
doing something: our way and the wrong way. People typically act
according to habit simply because doing so takes less mental effort
than to think out every action in the day. The way to be innovative
is to ask why.

When addressed to business activities, probing questions might
uncover areas in which significant savings can be realized. For the
computer system dealer in Figure 4.4, several questions can be
asked:

• Why do we have a 45-day acceptance period?
• Why do we have a 30-day credit period after acceptance?
• Why does it take so long to deliver the product?
• Why do we carry this item in inventory?

The answers to these questions may save both expense and cash
immediately. If you cannot determine where the cash is going, it
may be necessary to consult your accountant and get help estab-
lishing controls. However, for many small businesses, a checkbook
can provide adequate daily records of cash disbursements.
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Operating the Business

Step 3. Identify when cash is received and expended.
The most useful tool in identifying cash inflows and outflows is

a calendar. Because most businesses deal in a cyclical variation, a
year is generally a useful period for which to examine expenditures
and receipts of cash. To begin with, a list should be made of those
outflows that have fixed dates:

• Paydays
• Tax deposits
• Bank debt repayments
• Insurance payments
• Other periodic obligations

Continue to list those items for which cash is expended until
you are sure that you have accounted for all of the periodic expen-
ditures that occur annually.

Once the cash outflows are listed, you may begin listing inflows.
In doing so, you must consider the delays in receiving accounts
receivable payments and your seasonal and periodic sales fluctua-
tions. It may be necessary to consider mean or average receipt
times for some of these items.

Step 4. Examine the timing of cash inflows minus cash outflows.
A positive cash flow period is one in which the inflows of cash

exceed the outflows of cash. This may not happen in all circum-
stances. However, it should average out over the year. For any
operating period in which the business experiences a negative cash
flow period, funds must be obtained from some other source.

Negative cash flow periods will occur occasionally—for example,
during growth spurts. Many businesses experience sales rhythms.
If you are experiencing such a rhythm, look to see if it is typical for
the industry. In such cases, you must understand the rhythm and
time-discretionary cash inflows in order to properly plan for those
periods in which you may experience a negative cash flow period.
Understanding the phenomenon of delayed cash inflow as a result
of growth will help to determine how fast the business can afford to
grow. It may be better to sustain a slower growth rate in order to
avoid significant negative cash flow problems.
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By looking at the timing of cash inflows and cash outflows, you
may find ways to improve profitability by both cutting costs and
increasing your opportunities.

Step 5. What effect does the current cash flow have on the busi-
ness?

Plan payments to maximize the utilization of cash. That is, con-
sider extending payments for as long as practical without incurring
adverse consequences from the creditors.

Everyone in business knows that the way to improve cash flow
is to slow down the outflow of cash while speeding up the inflow.
This is particularly true in a tightening economy. However, before
blindly following this path, consider the consequences of slowing
down payment to vendors. In business, terms for payment are still
commonplace. In fact, 2/10, N/30 is a commonly offered discount.
In order to monitor discounts taken and discounts missed, you
should establish a regular reporting mechanism to control this
process.

The chart in Figure 4.5 can be expanded or redesigned to meet
the specific discounts available and the payment schedules you use.
In this way, you can effectively monitor performance.

The intent of discounts is to encourage early payment. But what
are the consequences of not taking the discount? Let’s assume a
2/10, N/30 discount. For one thing, if you wait the full 30 days to
pay, you are still incurring, in essence, a 36.9 percent annualized
interest rate on that money. Even if the payment period is extended
for a full 50 days without adverse consequences from the vendor,
you have merely cut the interest rate to 18 percent. This figure is
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FIGURE 4.5

Annualized Interest Equivalent Cost 
of Not Taking a Cash Discount

If Paid In: 1/10, N/30 2/10, N/30
Day 10 0% 0%
Day 20 36.9% 73.8%
Day 30 18.5% 36.9%
Day 40 12.3% 24.6%
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derived from the following relationship: Under the 2/10, N/30, you
receive a 2 percent discount on the money due if you pay within the
first 10 days. However, in the event you wait the full 30 days to pay
the bill, you incur interest of 2 percent of the amount due for hold-
ing the money for an additional 20 days. Because there are approx-
imately 18 such 20-day periods per year, the annualized interest
rate of 2 percent per 20 days amounts to an annual interest rate of
36 percent. This is hardly an equitable interest rate to incur for bor-
rowing money for such a short period. Even if you extend the
period for a full 50 days, you are, in a sense, borrowing at 2 percent
for 40 days. Since there are approximately 9 such 40-day periods
per year, the 2 percent for each of these periods amounts to 18 per-
cent per annum. Most businesses can afford to borrow from a bank
at less than 18 percent interest.

Other consequences may result from delaying payment for up
to 50 days. The creditor may institute proceedings for collection.
But even if it doesn’t, you will not become a favored customer by
holding the vendor’s money for a 50-day period. In times of tight-
ening economies or shortage of the materials provided by this ven-
dor, the slow-paying customer will not sit high on the list of most
favored customers. You may find shortages of necessary materials
or none at all coming from that vendor if you are more costly to do
business with than other customers.

In managing accounts payable, there are four rules to be con-
sidered.

1. Do not buy necessary material too early; buy no unnecessary
materials at all.

2. Plan your buying to balance needs with some measure of safety
stock.

3. Pay so that unnecessary costs are not incurred. In doing so, con-
sider vendor relationships and the interest rates associated with
early payment discounts.

4. Set up an accounting system to monitor discounts lost or not
taken. Most accounting systems list discounts taken. While this
has some benefits, you will fail to take advantage of the oppor-
tunity costs. These lost opportunities may, in the long run, be
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more important than discounts taken. Since it should be policy
to take discounts, exception reporting would dictate capturing
discounts lost.

Step 6. Identify which cash inflows or outflows cannot be changed.
Many payments made periodically by the business may not be

rescheduled. In addition, collection policies might fail to achieve
their objectives. Identify the extent to which payments and receipts
are inflexible. Consider methods intended to speed up cash inflows.
It is possible to identify particular clients who are for the most part
reliable in payment and others who are dilatory. It may be more
profitable to discontinue sales to purchasers with late payment
records than to continue to provide them with goods. Remember,
in shipping goods to a purchaser, you are in effect loaning that pur-
chaser money. Those goods represent a cash investment by you and
can be considered a loan to that purchaser.

An important consideration here is to establish a credit policy.
Having a credit policy and exercising that policy consistently is a
major point of control. Before extending credit, you have the max-
imum leverage on a particular purchaser. Once credit has been
extended, much of that leverage is lost. Although there is legal
recourse against the purchaser, that will not improve the cash flow
in the short run.

Four rules for credit extensions follow.

1. Have a written credit policy.
2. Have a business collection policy that everyone understands.
3. Know your legal rights when it comes to collections.
4. Know the legal restraints and conditions when offering credit.

It is important to maintain an aged accounts receivable file.
Knowing which accounts to either collect or receive payment from
and in what period of time is very important for estimating cash
inflows. Remember these points about aged accounts receivable:

• The older the account gets without payment or collection, the
less likely you are to receive payment or make collection. The
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age of the account has a direct effect on the efforts that must be
made in collecting.

• You may want to establish rules for termination of further ship-
ments based on the age of receivables.

When establishing a collection policy, consider these points.

• Categorize the steps you wish to take in making a collection.
This may include “first letters,” first phone calls, referral of the
collection to the legal department, and so on.

• Do not establish fixed time frames for advancing from step to
step. If the time frames are known, many customers will wait to
pay until the last possible moment before you move on to the
next collection step.

• Do not be predictable in collection efforts. Once your collection
efforts become normalized, debtors will behave accordingly.

Step 7. Identify those cash inflows and cash outflows that can be
rescheduled.

By identifying those cash inflows and outflows that can be
rescheduled, you may be able to balance payments and receipts to
avoid unnecessary negative cash flow situations. Sometimes talk-
ing with your creditors and working out payment schedules that
meet your needs and theirs can be an effective compromise. A sur-
prising number of banks and large companies are willing to work
out such payment schedules, because a smaller payment that can
be expected with some degree of certainty is preferable to uncer-
tainty or no payment at all. Also, if creditors know that there may
be a nonpayment period, they are able to work out their own cash
flow requirements to not be adversely affected.

Very often, businesses get into trouble with their accounts
payable. You may end up spending more time talking with the peo-
ple to whom you owe money than you spend in producing the
money to pay your bills. This can become a cycle that gets you
deeper into trouble. The solution may be to sort through all the
creditors and identify all the small bills under some particular cut-
off. Creditors of less than the cutoff can prompt as many phone
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calls as the large creditors. Often it is less expensive to borrow an
amount of money and pay off all of the small creditors than to try
to pay off each one separately. In this way, time becomes available
to get back to the business of earning money. The bank may be able
to help you out of short-term financial problems. Often grouping
together many small bills into one large bill with a fixed payment
period may resolve some of the intermediate cash flow problems.
Be careful about lumping nonrevolving payments (due on billing)
into revolving or longer-term, periodic payments in order to avoid:

• Building in an interest payment (perhaps lower than the penalty
or interest due on all the small bills).

• Paying off many nonrevolving accounts. This may encourage
the incurring of further liabilities on these accounts. In doing so,
you simply restart the cycle.

Trade associations may be good sources of information on how to
improve the business’s cash outflow and inflow picture. Other busi-
nesses in the same industry may have had similar experience with
collections and have ready advice on how to improve collections.

Step 8. Plan for positive cash flow.
A major tool available for planning cash flow is a cash budget.

Cash budgets involve projections of future cash needs as well as cash
receipts. This budget reveals the timing and amount of expected
cash inflows and outflows over a particular period. For example,
most businesses use a one-year business cycle. You may want to
consider a two-year cash budget with modifications to the second
year’s budget after significant experience in the first year. The cash
flow budget should take into account seasonal variations in sales
and cash outflows. If cash flows are extremely volatile, short time
period increments should be used in the budgeting process. If the
budgeting shows a more stable period, the time periods may be
longer, depending on the stability of the data. Remember that the
farther into the future you try to predict cash flows, the more
uncertain the forecast is. The cash budget is only as useful as the
accuracy of the forecast that is used to make the predictions. If your
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cash flows are subject to high levels of uncertainty, you should pro-
vide for either a cash cushion, ready borrowing, or both.

Preparation of the Cash Budget

A key to the accuracy of most cash budgeting is a forecast of sales.
When using an internal approach for the generation of a sales
forecast, the salespeople must be asked to project sales for the
forthcoming periods. The product sales manager or other appro-
priate person gathers these estimates and consolidates them into a
sales estimate for a particular product line, thereby building up
data into useful information. Often, however, internally generated
sales forecasts may be too narrow in scope and overly optimistic.
They may miss important trends in the economy and the industry
generally. For these reasons, many companies use externally gen-
erated sales forecasts. Advisory or consulting businesses are avail-
able that use econometric modeling techniques to approximate
future industry and economy conditions. These businesses may be
helpful only to larger, multioperational, multiproduct, multisec-
tional companies.

Given the basic predictions of business conditions and industrial
sales, the next step is to estimate market share by individual prod-
uct, price, and the expected customer reception of the new prod-
ucts. These estimates should be made in conjunction with the
business’s marketing managers. By using a consolidated approach
with the sales forecast generated in conjunction with internal and
external marketing personnel, a more accurate projection may be
realized. The importance of the accuracy of sales forecasts cannot
be overstated, as most of the other budgets, projections, and fore-
casts are based on expected sales.

The next step in generating a cash budget is to determine the
cash receipts from the expected sales. Consider your past history of
cash and credit sales to determine offsetting factors and time delays
associated with each. Some probabilities may be applied to pro-
jected sales in order to generate expected receipts. In this way, you
are considering the credit terms used and offsetting the timing of
receipt of those sales dollars.
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Disbursements

Given a sales forecast, another important body of information to
be generated is a production schedule. Decisions must be made
whether to gear production closely to sales or to produce at a rela-
tively constant rate over time, ignoring the periodic fluctuations in
demand. Remember that with a level production schedule, inven-
tory carrying costs are generally higher than when the business
tends to match production to sales. However, level production gen-
erally is more efficient than fluctuating production. Therefore, it
is important to consider the trade-off in inventory carrying costs
versus the efficiencies that can be realized in various production
schedules.

Another important consideration is whether you intend to pro-
duce just enough to meet demand or to commit the resources to
build inventory levels. The sales forecast is a valuable tool in deter-
mining expected future production needs. You should consider
the generation of a production forecast based on some strategy for
meeting this expected need. Almost all strategies will require a com-
mitment of resources. Even production tailored to meet demand
exactly requires a commitment of cash and other resources before
you expect to receive cash inflows. If you plan to build a buffer
inventory, you must expect an even greater delay in receipt of com-
pensating cash inflows.

Once a production schedule has been established, estimates can
be made concerning the necessary materials to be purchased, the
labor required for that production, and any additional fixed assets
you may need to meet the demand. From the production schedule
you can evaluate the expected cash outflows and even the timing
of those outflows. There is a lag between the time a sale is made
and the time of actual cash payment.

Wages are assumed to increase with the amount of production.
Another factor of wages is the trade-off of overtime versus increased
production staff. Very often, production peaks can be taken care of
more cost effectively by using overtime rather than incurring the
cost of hiring new employees. Establish a policy concerning the
amount of overtime you will tolerate before hiring additional
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Operating the Business

employees. This can be calculated on a cost basis. For example, if
the cost to the business for overtime is 2.5 times the cost of regu-
lar time (adding in overtime benefits, wages, premiums, etc.), how
many hours of additional labor justify the addition of another
employee?

Breakeven for new employee = = 16 hours of overtime

If your business sustains more than 16 hours of overtime for a
particular function, it may be cheaper to hire another employee.

In calculating the trade-off between overtime hours and the
decision to hire additional labor, we have simplified the problem for
example purposes only. The problem actually is more complex. In
the example, we have considered only the variable cost component
of adding an additional employee. There are still fixed and semi-
variable components. When you decide to add a new employee,
you will incur additional costs associated with recruitment, train-
ing, insurance, administrative processing, health examinations, and
other factors. In making the overtime versus hire decision, consider
the costs of additional overtime hours against these fixed and semi-
variable cost components as well. Obviously, this is only a first
approximation. You must also consider the duration of the need
and the learning time for new employees to become productive.

In addition, you will have other demands on cash. Included in
other expenses are general administrative and selling expenses;
property taxes; interest expenses; utilities; and maintenance
expenses. These expenses tend to be reasonably predictable over
the short run.

You must also take into account capital expenditures, dividends,
federal taxes, and other cash outflows. As shown in Chapter 2, a
business should plan as far in advance as possible for its capital
expenditures. These forecasted expenditures should be predictable
for the short-term cash budget. Dividend payments, if appropriate,
for most companies are discretionary and are paid on specific
dates. Estimation of federal income taxes can be based on pro-
jected profits, which a bookkeeper can readily generate. These
cash outlays must be combined with the total cash expenditures in

40 hrs/wk
��

2.5
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order to obtain a schedule of total cash disbursements. The four
most critical categories to be included in the schedule of cash dis-
bursements are:

1. Total cash expenses
2. Capital expenditures
3. Dividend payments
4. Income taxes

These should be listed on a month-by-month basis for the fiscal
year.

Many accounting software packages include a report that item-
izes short-term future cash flows based on the billing and pay-
ment information already entered into the system. These systems
review the open accounts receivable and determine the most
likely cash receipt dates from customers, based on the dates when
these invoices are due for payment. The systems also analyze open
accounts payable in a similar manner, to determine the dates when
supplier invoices must be paid. The information usually is presented
in weekly time buckets for as far into the future as there is available
information in the system to add to the forecast. Although this
information is based on detailed underlying information and should
be quite accurate, there are several reasons why it must be heavily
supplemented by manual adjustments.

• Missing accounts payable. Many companies do not enter their
accounts payable into the computer system until shortly before
they are due for payment, because the accounting staff prefers
to match supplier invoices to supporting purchasing and receiv-
ing documentation prior to making any computer entries.
Because this information is not included in the computer, there
will be an insufficient amount of accounts payable forecasted
for payment by the computer.

• Missing capital expenditure payments. The accounts payable system
may not include payments for capital expenditures, since many
of these purchases require either cash in advance or cash on
delivery, or several periodic payments; in all these cases, the
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payments may not be entered into the system until the day they
are due for payment, which does not allow the system to include
them in forecasted cash flows.

• Accounts receivable timing. The actual dates on which payments
arrive from customers will vary significantly from the scheduled
dates itemized by the computer because there is always a mix of
late payments caused by a variety of factors that delays cash
receipts. Also, there are always delayed cash receipts coming in
from earlier billings, the receipt of which the computer had
already predicted in some earlier period, which will impact the
forecasted cash flow in a positive manner.

• Does not include payroll. Many companies use outside payroll
services or payroll software that is not integrated into the
remainder of their accounting systems. For these reasons, the
accounting software cannot access any information about cash
outflows to pay for employee salaries and wages.

For these reasons, it is best to use the computer-generated cash
forecast as a tool in constructing a more accurate manual forecast.
If a detailed version of the report itemizes the specific timing of
individual accounts payable and receivable, it may be of use in ver-
ifying the cash forecast that is being derived manually.

Net Cash Flow and Cash Balances

An enterprise must review its schedules carefully in order to
ensure that it has taken into account all foreseeable cash inflows
and outflows. By combining the cash receipts and the cash dis-
bursements schedules, you can obtain the net cash inflow or out-
flow for each period. Once you have identified the months in
which you will have difficulty in meeting your cash needs, you
must find the means to address the cash deficiencies and to plan
for them. This is further discussed in Chapter 5. Before seeking
additional cash to meet these demands, you may be able to delay
your capital expenditures or your payments for purchases in
order to prevent the negative cash flow months from occurring.
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Knowing what the cash position will be in each month allows you
to consider such options as when to make capital investments,
investments of excess funds in marketable securities, and other
forms of cash planning.

Exceptions to Expected Cash Flows

A cash budget merely represents an estimate of future cash flows.
Depending on the care devoted to preparing the budget, the volatil-
ity of the market, and the accuracy of the data used, there may be
considerable deviation between the actual cash flows and the
expected cash flows. When considering such uncertainty, it is nec-
essary to provide information about the range of possible out-
comes. Considering cash flows using only one set of assumptions
may result in a faulty perspective of the future and misinformation
for planning purposes.

In order to consider deviations from expected cash flows, it may
be important to work out additional cash budgets using different
forecasted sales levels. Such cash budget scenarios help you plan
for contingencies. In addition, you may want to generate budgets
for best-case, most likely, and worst-case scenarios.

One of the benefits of discussing the cash budget within the
business is that management is better able to plan contingencies for
possible consequences and probable events. These discussions tend
to sharpen the perspective of management on the future. Finally,
management will be encouraged to realize the magnitude and
impact of various occurrences on the profitability of the business.

Computers can be used to evaluate different scenarios. An
example of such a computer-generated budget is included in the
appendix to this chapter. The cash budget can be designed for easy
substitution of different probabilities for outcomes, thus generating
a probable cash budget more rapidly and with more flexibility than
by trying to adjust by hand for all the alternatives. In this manner,
cases may be rerun on a computer, allowing extensive analysis of
minimum cash balances, the maturity structure of needed debt, the
borrowing power of the business, and the ability of the business to
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adjust to deviations in expected outcome. For example, these and
other questions may be asked:

• How flexible are expenses?
• What can be cut or eliminated?
• How quickly can we respond?
• How much effort should be devoted to the collection of receiv-

ables?
• What additional purchases will be required for unexpected

increases in business?
• Can labor be expanded and at what cost?
• Can the current plant handle the additional demand?
• How much money will be needed to finance buildup?

The answers to these and other questions will show the effi-
ciency and flexibility of the business under varying conditions. By
relying on numerous budgets with different ranges of possible out-
comes, you have the option to consider and be prepared for many
more contingencies.

Summary

Your working capital is principally composed of cash, accounts
receivable inventory, accounts payable, and other short-term
payables.

Cash serves many functions within the business and actually is
the medium of exchange for all transactions. The investment of
excess or temporarily idle cash should be made with a consideration
for the expected yield, the associated risk, the liquidity of the invest-
ment, and the transactional costs associated with the exchange of
investment with cash. There are many ways to invest excess cash,
each of which has a risk-and-return relationship and other condi-
tions and constraints. Many of the constraints deal with liquidity
and transactional cost considerations.

A business selling its product in a large geographic area has to
be concerned with the time delays associated with the physical
transfers of payment (cash). This delay, or float, costs the business
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money. Many methods have been developed to minimize the
delay and to speed up the receipt of cash: concentration banking,
lockboxes, and others. In addition, you can delay cash outflows in
order to earn additional interest.

You should have a cash flow budget. Determining how cash
flows within the business may best be envisioned as an actual flow
of dollars for each transaction. Cash management should consider
how things are being done and question all cash expenditures: Can
we get along without it? Can we postpone it? Can it be done more
cheaply?

As with cash, you can profit from managing your accounts
receivable. One of the easiest methods of gaining an understanding
of how well collections are being made is to establish a frequency
distribution of the age of the receivables. It may be more profitable
to discontinue sales to delinquent customers than to continue to
advance credit, tying up valuable assets. An unpaid account receiv-
able is an outstanding loan.

The other side is your policy about paying your bills. Another
simple tool is a chart showing discounts taken and, more impor-
tant, discounts not taken. A common discount, 2/10, N/30, means
that it costs you 2 percent of the invoice amount to extend pay-
ment for 20 days. This can be equated to a 37 percent per annum
interest rate. Discounts lost can have serious cost implications.

Timing is all-important in transactions. Many businesses expe-
rience cycles that affect their cash status. Planning for these timing
variations may allow you to earn more interest during periods of
excess cash while having enough cash available in times of poor
cash flow to avoid cash borrowing.

Appendix: Cash Flow Example

In this appendix, we review a typical cash forecasting model that
uses a series of assumptions to arrive at a monthly prediction of cash
inflow and outflow. The model begins with assumptions regarding
sales levels, collection periods, and debt interest rates in the sec-
tions entitled “Sheet 1.1” and “Sheet 1.2.” These assumptions are
then used to arrive at predicted cash receipts and cash disbursements
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by month, as noted in the sections entitled “Sheet 2.1” and “Sheet
3.1.” We bring this information together in “Sheet 4.1” to arrive at
a net cash change per month. The final section, “Sheet 5.1,” notes
the amount of cash the company expects to invest in its working
capital and other key accounts over the course of the year. This for-
mat is short and easily readable, so managers can quickly grasp the
reasons for changes in cash flows.

We will note the reasons for using each line item in the cash
forecast, as well as how the information is derived. This line-by-line
explanation gives you a thorough understanding of the model,
allowing you to duplicate it easily. The line item descriptions follow.

Sheet 1.1: Revenue

• Total dollar sales. This information comes from the sales depart-
ment’s forecast and is extremely important; the sales figures are
used later in the cash forecast to determine the timing of cash
receipts and the amount of likely cash expenditures. Because it
affects so much of the cash forecast, a company must be sure to
enter the most accurate information possible into this line.

• Collections, cash sales. This is a percentage and is multiplied by the
total dollar sales figure in the preceding line to derive the “cash
sales” figure that is listed under the Cash Receipts Detail section.
This figure represents the cash inflow that has no timing delay,
since customers pay at the time of product receipt.

• Collections, collect in 30 days. This is a percentage and is multiplied
by the total dollar sales figure in the first line of this section to
derive a portion of the “Collections of Receivables” figure that is
listed under the Cash Receipts Detail section. This figure repre-
sents the proportion of cash inflow that has a delay of approxi-
mately 30 days in arriving and represents that portion of
accounts receivable that arrives on time. Those businesses using
different payment terms on their billings should use their stated
number of payment days instead of the 30 days used in this
example.

• Collections, collect in 60 days. This is a percentage and is identical to
the preceding one in its usage, except that it represents the pro-
portion of accounts receivable that are collected later than
normal. This figure tends to fluctuate with the looseness of a
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company’s credit granting policy and in inverse proportion to
the aggressiveness of its overdue accounts receivable collection
efforts.

• Collections on November sales. The sample cash forecast we are
reviewing begins with December, so any late cash receipts from
preceding months must be entered in this line. Based on the
dollar quantities entered in the example, we can estimate that
the sales in November were $100,000, since the standard pro-
portion collected in 30 days is 40 percent, and $40,000 is
entered as having been received in December.

• Average gross margin percentage. This is a percentage and repre-
sents the average cost of sales in each month. In this model, it is
used to derive the Total Purchases on Credit, which is the first
line in the Assumptions section. For example, by multiplying the
February sales figure of $140,000 by 70 percent, we arrive at
total purchases for the month of $98,000, to which we add an
inventory buildup for the month of $94,000 (as noted in the
Inventory line in the Balances in Key Accounts section). When
added together, this equals total purchases of $192,000, which
is the number listed under February in the Total Purchases on
Credit line in the Assumptions section.

Sheet 1.2: Assumptions

• Total purchases on credit. The derivation of the amounts in this
line were described for the Average Gross Margin Percentage
in the Sheet 1.1 section. The total purchases number is later
used in the Payment for Purchases on Credit line in the Cash
Disbursements Detail section, with a delay of one month (since
we assume supplier payment terms of 30 days). This is the chief
component of the cash disbursements total.

• Line-of-credit interest rate. This is a percentage, and is used later in
the Cash Disbursements Detail section to determine the interest
payment on the line of credit, which is a cash disbursement.

• Line-of-credit balance in December. The last line of the cash forecast
includes a calculation of the balance in the line of credit; how-
ever, this figure will be incorrect unless the model already con-
tains the balance from the previous year. Therefore, we include
this preliminary debt figure.
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• Long-term debt interest rate. This is a percentage and is used later
in the Cash Disbursements Detail section to determine the interest
payment on the long-term debt, which is a cash disbursement.
Unlike the interest rate for the line of credit, there is only a sin-
gle entry for this amount, rather than an entry in every month
of the year; the reason for the difference is that most long-term
debt is fixed at the beginning of the debt agreement, so there is
no need to adjust the rate over the course of the year.

• Long-term debt balance in December. The Cash Disbursements Detail
section includes line items for the interest and principal pay-
ments on long-term debt. Those payments are derived from the
December debt balance, since it reveals the total amount that
the company still has left to pay on its debt.

• Long-term debt payment schedule. This line item lists the grand
total payment to lenders each month that is required to fulfill
debt payment obligations on the long-term debt total that was
listed in the last line item. If there are debt balloon payments,
they should be entered in the correct month in this line.

• Minimum acceptable cash balance. This figure is the minimum
amount of cash that the management team has decided must be
kept on hand at all times, perhaps to meet short-term cash needs.
This figure is needed to calculate the Cash Needs Comparison
line in the Analysis of Cash Requirements section.

The figure also appears in the Ending Cash Balance line of the
same section, where we have borrowed enough funds through
the line of credit to ensure that the cash balance never drops
below the minimum acceptable cash balance.

Sheet 2.1: Cash Receipts Detail

• Cash sales. The numbers in this line denote the total amount of
cash received from cash payments for sales. These cash receipts
have no timing delay, since they come from customers as imme-
diate payment for sales to them. The numbers are derived by
multiplying the sales figure in the Total Dollar Sales line in
Sheet 1.1 times the cash sales percentage in the same section,
and for the same month.

• Collections of receivables. This line is a calculation that summarizes
the delayed cash receipts from sales in the past two months.
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Specifically in this model, it is 50 percent of the sales from two
months ago, plus 40 percent of the sales from the preceding
month. (These collection percentages were listed in the Sheet 1.1
section.)

• Other. There are always miscellaneous cash receipts that can
come in from a variety of sources, such as tax rebates or pro-
ceeds from asset sales. These figures are entered manually in
this line.

• Total cash receipts. This line summarizes all the cash receipts pre-
viously noted in this section.

Sheet 3.1: Cash Disbursements Detail

• Payment for purchases on credit. The numbers in this line are
drawn directly from the Total Purchases on Credit line in the
Assumptions section. However, their timing is moved forward
one month, since we are assuming that purchases made in the
preceding month have payment terms of 30 days and so must
be paid in the following month. For example, purchases made
in July of $90,000 do not appear in the cash forecast as pay-
ments until August.

• Operating expenses. The numbers in this line are entered from the
annual budget, and contain the salaries, facility expenses, and
other miscellaneous administrative costs associated with run-
ning the business.

• Long-term debt interest. This line item and the next one, Principal,
are based on an electronic spreadsheet command. The com-
mand is derived from the debt payment amount listed in the
Long-Term Debt Payment Schedule line and the Long-Term
Debt Interest Rate line, both located in the Assumptions section.
You can use the IPMT command in Microsoft Excel to determine
the proportion of the monthly debt payment that is ascribed to
interest expense, while you can subtract the interest expense
from the total debt payment to derive the principal payment
that is listed in the next line. These two lines can be merged if
management is not interested in the interest and principal com-
ponents that comprise a debt payment.

• Principal. See the preceding line item.
• Interest payment on line of credit. This line item is based on the
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month-end line-of-credit balance from the preceding month,
multiplied by the interest rate for the month, which results in
the interest payment due to the lender during the current
month. For example, the February interest payment is derived
by multiplying the January debt total of $58,250 by the interest
rate of 15% (reduced to one-twelfth, since this is a single-
month payment), which results in an interest expense of $728.

• Income taxes. This line contains the estimated income tax pay-
ments for each quarter of the year, and is usually inputted
directly from the annual budget.

• Other. There are always additional cash payments that do not
fall into the standard categories previously noted in this sec-
tion. This line item is used for manual entries of these extra
cash outflows.

• Total cash disbursements. This line summarizes all of the cash dis-
bursements previously noted in this section.

Sheet 4.1: Analysis of Cash Requirements

• Net cash generated this period. The numbers in this line are calcu-
lated by subtracting the amounts in the Total Cash Disbursements
line in the preceding section from the amounts in the Total Cash
Receipts line in the Cash Receipts Detail section.

• Beginning cash balance. This figure comes from the Ending Cash
Balance line at the end of this section, but for the preceding
month. It is netted against the Net Cash Generated This Period
line to arrive at the Cash Balance Before Borrowings line, which
follows.

• Cash balance before borrowings. As just noted, this line is derived
by netting the Net Cash Generated This Period line against the
Cash Balance Before Borrowings line. The resulting numbers
show the cash inflow or outflow resulting from operations.

• Cash needs comparison. This line compares the Cash Balance before
Borrowings line to the Minimum Acceptable Cash Balance in
the Assumptions section to arrive at a total amount of borrowings
needed or cash available for an additional debt payment. For
example, in the month of April, we have a preliminary cash
need of $32,450, but then increase it by $20,000, since we
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require an internal cash balance of $20,000, resulting in a total
cash need of $52,450.

• Current period short-term borrowings. This line is a calculation that
is essentially the inverse of the preceding line. It itemizes a bor-
rowing requirement that exactly matches the cash need we have
just calculated in the Cash Needs Comparison line. However,
note that the amount of debt paid down in August is lower
than the amount of cash spun off by operations, because we
are paying off the line of credit in August and have surplus cash
left over.

• Total short-term borrowings. The numbers in this line are cumu-
lative from month to month. For example, the total short-term
borrowings at the end of January are $58,250 but are increased
by $47,478 in February (see the Current Period Short-Term
Borrowings line), resulting in a total borrowings figure of
$105,728.

• Ending cash balance. The numbers in this line are based on a min-
imum cash balance of $20,000 (as noted earlier in the Minimum
Acceptable Cash Balance line in the Assumptions section), or a
higher cash balance, if the line of credit has been paid off. For
example, the ending cash balance in July is $20,000, but this
increases to $67,404 in August, because the line of credit has
been paid off, leaving an extra $47,404 to add to the beginning
cash balance for the next month.

Sheet 5.1: Balances in Key Accounts

• Cash. The numbers in this line are drawn directly from the
Ending Cash Balance line in the preceding section. Its purpose
in this section is to be part of the summary of key accounts that
most affect monthly cash flows.

• Accounts receivable. The numbers in this line are derived from the
sales and collection figures at the top of the Sheet 1.1 section. For
example, the December accounts receivable figure is composed
of two calculations. The first is 90 percent of the current month’s
sales, which is derived by assuming that only 10 percent of sales
are paid for in cash (as noted in the Cash Sales line in the
Sheet 1.1 section). The remaining amount comes from previous
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month sales, which in this example are 40 percent of the
November sales. After adding the two calculations together, we
arrive at an estimated accounts receivable balance of $152,900.

• Inventory. The numbers in this line are derived manually and are
normally input from the production or inventory budget page
in the annual budget. Many manufacturing companies will
build inventory levels prior to the commencement of their main
selling seasons, and so the inventory level will not necessarily
bear a direct relationship to sales levels each month. This line
item is part of the calculation for the Payment for Purchases on
Credit line in the Cash Disbursements Detail section, as explained
earlier in the bullet for that line.

• Accounts payable. The numbers in this line are drawn directly
from the Total Purchases on Credit line in the Assumptions sec-
tion and represent the total source of funds from suppliers that
will offset cash used by the other line items in this section (e.g.,
accounts receivable and inventory).

• Line of credit. The numbers in this line are drawn directly from
the Total Short-Term Borrowings line in the preceding section.
Its purpose in this section is to be part of the summary of key
accounts that most affect monthly cash flows.

Review the following cash flow example in detail, consulting
the explanations section to clarify any points of uncertainty, for as
long as it takes to obtain a thorough understanding of how a cash
flow forecast works. We highly recommend that every company
create a cash flow forecast and update and consult it regularly,
because cash flow is the lifeblood of a business and can rapidly lead
to a cash flow coronary that results in a business heart attack.
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Chapter 5
Financing

When considering business financing, it is important to distin-
guish between businesses just beginning their life cycle and

those that have an established business record on which to build.

New Businesses

Many new businesses begin operations using “stolen funds,” which
means funds diverted from other normal financial activities unre-
lated to the project. With the inception of a new business, the cap-
ital for start-up often comes from personal resources. Even in larger
businesses, start-up funds may come from stolen funds. As such,
they may appear in another budget, not directly earmarked for the
project to which they are applied.

Another source of stolen funds may be personal loans advanced
by individuals using homes and items of personal property as collat-
eral. Finally, an ultimate source of venture capital for a small busi-
ness may be funds invested by, or loaned from, friends or family.

In all events, these funds represent a source not to be counted on
for long-term or continued financing. As businesses start to grow,
additional funds from these sources probably will not be available
for continuing operations and growth. Additional resources and
capital will be needed for inventory, equipment, operations, and to
support accounts receivable. Many people with new businesses are
surprised to learn how much money is needed to support accounts
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Operating the Business

receivable. As the business grows, accounts receivable may seem to
eat money.

Later in the chapter, we discuss sources of equity capital. At this
point, however, it is important to mention that, in many circum-
stances, it is better to borrow money than to seek money from out-
side equity sources. Equity sources often dilute entrepreneurial
control—a significant potential problem for smaller businesses.

Debt may be the best form of financing for at least two reasons:

1. It is sometimes cheap. Interest payments on debt are made in
before-tax dollars. Dividends paid on equity are in after-tax dol-
lars. However, interest payments are mandatory, and dividends
can be discretionary.

2. Debt has an amplifying effect on earnings. Provided the business is
profitable “after debt service,” as the percentage of debt to
equity increases, the earnings available to stockholders increase
for a given amount of earnings. That is, once debt is serviced,
the additional earnings on that capital go to the stockholders,
not the creditors.

Zero Working Capital and Zero Fixed Assets

Before we delve into the various forms of financing, it is worth-
while to note several approaches for avoiding the need for financ-
ing. One of the best is the concept of zero working capital, which is
a state in which the sum of a company’s investments in accounts
receivable, inventory, and accounts payable nets out to zero. This is
made possible by using different management techniques for each
of these elements of working capital:

• Accounts receivable. The goal in managing accounts receivable is
to shorten the time needed for customers to pay the company.
This can be done through several approaches. One is to use a
very aggressive collections team to contact customers about
overdue payments and ensure that payments are made on time.
Another approach is to tighten the credit granting process, so
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that potential customers with even slightly shaky credit histo-
ries are kept on a very short credit leash or granted no credit at
all. A final approach is to drastically shorten the standard cus-
tomer payment terms, which can even go so far as requiring
cash payments in advance.

• Inventory. The goal in managing inventory is to reduce it to
the bare minimum, which can be achieved in two ways. One
is to outsource the entire production operation and have the
production supplier drop ship deliveries directly to the com-
pany’s customers, so that the company never has to fund any
inventory—the company never purchases raw materials or
work-in-process. Instead, it pays the supplier when finished
goods are delivered to its customers. A different approach is to
use a manufacturing planning system, such as just-in-time
(JIT). Under this concept, the inventory levels needed to main-
tain a proper flow of inventory are reduced to the bare mini-
mum through a number of techniques, such as many small
supplier deliveries straight to the production line, kanban cards
to control the flow of parts, and building to specific customer
orders.

• Accounts payable. The goal in managing accounts payable is to
not pay suppliers for as long as possible. One way to do this is to
stretch out payments, irrespective of whatever the supplier pay-
ment terms may be. However, this will rapidly irritate suppliers,
who may cut off the credit of any company that consistently
abuses its designated payment terms. A better approach is to
formally negotiate longer payment terms with them, perhaps in
exchange for slightly higher prices. For example, terms of 30
days at a price point of $1.00 per unit may be altered to terms of
60 days and a new price of $1.02 per unit, which covers the
supplier’s cost of the money that has essentially been lent to the
company. Although there is a cost associated with lengthening
supplier terms, this may be a good deal for a company that has
few other sources of funds.

Forcing longer payment terms on suppliers is much easier if a
company knows that it comprises a large part of its suppliers’ sales,
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Operating the Business

which gives it considerable negotiating power over them. The same
situation exists with a company’s customers if it has a unique prod-
uct or service that they cannot readily find elsewhere, so they must
agree to abide by the short payment terms. If a company does not
have these advantages, or if competitive pressures do not allow it to
make use of them, the best option left is the reduction of inventory,
since this is an internal issue that is not dependent on the vagaries
of suppliers and customers.

Dell Computer Company has achieved a negative working capi-
tal position, which means it makes money from its working capital.
It does this by keeping only a day or two of inventory on hand and
by ordering more from suppliers only when it has specific orders in
hand from customers. In addition, Dell pays its suppliers on longer
terms than the terms it allows its customers, many of whom pay by
credit card. The result is an enviable situation in which this rapidly
growing company can not only ignore the cash demands that nor-
mally go along with growth, but actually take in cash from it.

Working capital is not the only drain on cash that a company
will experience. It must also invest in fixed assets, such as office
equipment for its staff, production machinery for the manufactur-
ing operation, and warehouses and trucks for the logistics depart-
ment. Although these may seem like unavoidable requirements
that are an inherent part of doing business, there are a few ways to
mitigate or even completely avoid these investments.

• Centralize operations. If a company adds branch offices or extra
distribution warehouses, it must invest in fixed assets for each
one. This is a particular concern when extra distribution ware-
houses are added, since a company must absorb not only the
cost of the building but also the cost of the inventory inside it. A
better approach for a cash-strapped company is to centralize
virtually all operations, even if there is a cost associated with not
decentralizing. For example, shifting to a central warehouse will
eliminate the cost of a subsidiary warehouse, but will increase
the cost of deliveries from the central warehouse, assuming that
shipments must now travel a farther distance.

• Rent or lease facilities and equipment. With so many leasing com-
panies in the market today, as well as manufacturers financing
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the lease of their own equipment, a company has a wealth of
financing choices that allow it to avoid the purchase of its
facilities and equipment. These arrangements can be a straight
rental, wherein the company has no ownership interest in the
assets it uses (also very similar to an operating lease), or a capi-
tal lease, in which the terms of the lease agreement assume that
the company will take possession of the asset being leased at the
end of the payment term. In either of these cases, the total of
the rental or lease payments will exceed the cost of the asset if a
company chose to purchase the asset; this is due to the mainte-
nance and interest costs of the lease supplier, as well as its profit.
The main advantage is that there is no large lump-sum payment
required at the time of asset acquisition.

• Outsource operations. Some portion of every department can be
outsourced to a supplier. Although the main reasons for doing
so are related more to strategic and operational issues, you can
also make a strong case for outsourcing because it reduces the
need for fixed assets. By using outsourcing to avoid the hiring
of clerical staff, a company no longer has to invest in the office
space, furniture, or computer systems that they would other-
wise require. Also, shifting the distribution function to a sup-
plier can completely eliminate a company’s investment in
trucking and warehouse equipment, whereas outsourcing pro-
duction will eliminate the massive fixed asset investment that
is common for most manufacturing facilities. Similarly, shift-
ing a company’s computer operations to the data processing
center of a supplier will eliminate its investment in its own
data processing center, which may be considerable. By using
outsourcing, a company avoids not only an initial investment
in fixed assets but also the update and replacement of those
same items.

• Use partnerships. If a company can enter into a partnership with
another company, it may be possible to use the other company’s
assets to transact business. For example, if a drug research com-
pany has a new drug to market, it should enter into a partner-
ship with an established drug manufacturing firm, so that the
research firm does not have to invest in its own production
plant. This arrangement works well for both parties: The research
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Operating the Business

company can avoid additional cash investments in fixed assets,
while the other company can more fully utilize its existing assets.
If a company brings a particularly valuable patent or process to
a partnership, it can use this to extract a large share of the forth-
coming partnership profits, too.

This list includes many cases in which fixed assets could be
eliminated, but at the cost of increased variable costs. Examples of
this were heightened distribution costs in exchange for eliminating
an outlying distribution warehouse, renting equipment rather than
buying it, and outsourcing services rather than attempting to oper-
ate them in-house. These are acceptable approaches for many com-
panies, and for several reasons. One is that avoiding the fixed costs
associated with a fixed-asset purchase will keep a company’s total
fixed costs lower than would otherwise be the case, which allows it
to have a lower break-even point, so that it can still turn a profit if
sales take a turn for the worse. Also, if there are few and meager
funding sources, the added variable costs will not seem like much
of a problem when weighed against the amount of cash that a com-
pany has just avoided investing in fixed assets. Finally, the central-
ization of operations and use of outsourcing will reduce the amount
of management attention that would otherwise be wasted on the
outlying locations that are now no longer there or the departments
that have been shifted to a supplier. In smaller companies with a
dearth of managers, this is a major advantage. Consequently, the
increased variable cost of some of the fixed-asset reduction options
presented here should not be considered a significant reason for not
implementing them.

Types of Financing

Typically, businesses are financed using either or both of two forms
of capital investment: debt and equity. Within these two general
classifications, there is an array of alternatives as diverse and cre-
ative as human imagination. The first and most common form of
financing is debt.
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Debt

Debt—borrowing—can be structured with repayment in the short,
intermediate, or long term. It can be unsecured or (as is more com-
monly the case) secured by the assets of the business and/or own-
ers. It typically has conditions or covenants that define the terms of
the commitment and repayment of the loan.

Short-term debt generally is intended to be self-liquidating in
that the asset purchased with that loan will generate sufficient cash
flows to pay off that loan within one year. It is often used to finance
inventory buildups and seasonal increases in accounts receivable.
Trade credit, lines of credit, and commercial paper (for the large
firm) are sources of short-term, unsecured financing. With some
forms of short-term, unsecured financing, some extra compensa-
tion is required. For example, for a line of credit, a bank may
require a compensating balance to be deposited. If you wish to
establish a line of credit for $200,000, many banks require you to
maintain a balance of, say, 15 percent, or $30,000, in a demand-
deposit account during the year. If the compensating balance is
above the amount you ordinarily would have on deposit, the cost
of the incremental amount represents an additional cost of borrow-
ing. In the above example, if you wish to borrow $200,000 and the
bank rate is 12 percent, with the compensating balance of $30,000
more than you ordinarily have on deposit, you would net only
$170,000 to use. The nominal annual dollar cost is 12 percent of
$200,000, or $24,000. The actual cost of the loan as a percentage is:

= 14.11%

The use of compensating balances is falling with the advent of
variable interest rates. Some banks are charging higher interest
rates more in line with their incremental cost of money and deem-
phasizing compensating balances.

Another method used by banks to improve their return is dis-
counting. For example, under a “regular” loan, a bank lends $20,000
for one year at 14 percent simple interest. At the end of the year,
the borrower repays the $20,000 plus $2,800 in interest. If the loan

$24,000
��
$170,000
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Operating the Business

is discounted, the bank collects its interest at the time of lending.
The borrower receives a net loan of $17,200. At the end of the year,
when the borrower repays the loan of $20,000, the actual effective
interest rate is higher. It computes to:

= 16.28%

Secured Loans and Intermediate Financing. Many new firms
cannot obtain credit on an unsecured agreement because they have
no proven track record. First, banks look to your cash flow ability.
Failing that, the security of the collateral pledged to insure payment
must be considered. The lender will seek collateral in excess of the
loan value to guarantee a margin of safety. The greater the margin
of safety, the more liquid the collateral, because the asset can be
discounted further (and still realize full repayment) and sold more
quickly to meet the call on the debt.

One method that may be employed to secure the debt is bor-
rowing against accounts receivable. The collateral to the lender is
the debt owed the borrower on goods or services provided to cus-
tomers. From the lender’s standpoint, there is a cost to process the
collateral and there is a risk of fraud and default. Therefore, this
may be an expensive method of borrowing.

A loan against accounts receivable generally is made through
a commercial bank because the interest rate is lower than that
offered by finance companies. The lender discounts the face value
of the receivables and may even reject from consideration some
that have low credit ratings, are unrated, or are slow to pay.

Another factor of concern to the lender is the size or amount of
each receivable. There is a trade-off: the larger the amount of the
receivable, the larger the amount of potential default. But with
fewer accounts to keep track of, the cost of administration is less. A
large number of small accounts have higher administrative costs,
but any single default has less overall impact.

Accounts receivable financing is a continuous financing arrange-
ment because as new accounts are added and assigned, additional
security is added to the base. New receivables replace old, and the

$2,800
�
$17,200
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amount of the loan may fluctuate with each change in the base.
This form of financing is advantageous to growing companies that
have growing receivables.

Selling or factoring receivables is another form of financing.
When receivables are sold (with notification), the purchaser steps
into the place of the seller and the customers pay the purchaser of
the receivables. The sale of receivables may be with or without
recourse against the seller. When the sale of receivables is without
recourse, the discounting will be much higher than when the
buyer of the receivable still may see recovery from the seller.
Sometimes receivables are sold “without notification.” In this case,
customers continue to pay the goods or service provider who acts
as agent for the purchaser.

The problem with selling accounts receivable is that compa-
nies that are in financial trouble often do it. If you are not in finan-
cial trouble and you attempt to sell accounts receivable, you may
send a signal that will be incorrectly interpreted by both the cus-
tomers and your lending institutions. This may have a detrimental
effect despite the offsetting benefits received from the sale. You
may lose customers as a result of selling their accounts. Sometimes
firms that purchase accounts receivable do not have the same
equitable treatment of customers in mind when they undertake
collection policies. Their rigidity in collection is based on one and
only one premise: collecting their money. Your interest in collect-
ing from your customer includes maintaining ongoing business
with the customers for a long time. The goals of the collection
department of the receivables purchasers are not congruent with
your goals.

As was stated earlier, accounts receivable financing is expen-
sive. And selling or factoring receivables is quite expensive for sev-
eral reasons:

• The firm purchasing receivables incurs substantial costs in col-
lecting.

• It also incurs front-end costs in analyzing the worth of the
receivables. This analysis cost has to be recovered somewhere,
and that somewhere is in the discount rate for the receivables.
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• The collection firm stands the risk of noncollections. Because
there is a risk associated with noncollections, the purchasing
firm will discount the receivables additionally to compensate for
the percentage of potential bad debt.

• The purchasing firm might not purchase high-risk-of-default
accounts, leaving the selling firm with the “worst” receivables
still on its books.

Inventory Loans. Inventories represent a significant investment.
The lender making a loan secured by inventory generally dis-
counts the market value of the inventory based on a perception of
the ease of liquidation. The advance on an inventory secured loan
may be as high as 90 percent. However, lenders do not want to be
in the sales business and prefer to have the loan repaid rather
than have to seek foreclosure on the inventory. These loans can
be ongoing and variable in amount depending on the size of the
inventory.

Long-Term Financing. Long-term financing generally is consid-
ered an equity-based investment. Acquiring such investment often
requires the services of investment bankers who act as middlemen
between a firm issuing securities and sources of funds wishing to
make an investment. Investment bankers take some of the risks
associated with the selling of a company’s offering. Investment
banking firms are used because of their expertise.

Investment banks use two methods of obtaining offerings: bid-
ding and negotiation. In either case, the investment banker makes
a margin in the issue between the selling price and the price at
which the banker purchases the offering. This margin may be
small—often less than 1 percent of the offering price. This function
is called underwriting and relieves the offering company of the risk
of selling the issue.

Convertible Debt. The firm may issue bonds that are convertible
to common stock at a given ratio. One of the arguments against
convertible debt is that it may lead to further stock dilution. Other
conversion options are available to corporations besides conversion
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of long-term debt to common stock. For example, short-term debt
may be converted to long-term debt or vice versa. This latter con-
version can have dangerous consequences but is really no different
from a creditor’s accelerating payments as a result of failure to meet
a loan covenant.

Common Stock

Common stock represents an ownership right in the firm issued to
investors in return for the input of capital. Common stock has two
statements of value: that which the stock certificate says and that
which the market says. The stock certificate may indicate a par
value, a stated value, or that the stock is issued without par or
stated value. These values have legal ramifications as to the required
legal capital in the company. Because various state laws govern in
these cases, a competent corporate attorney should be consulted
concerning state requirements.

The truly important value is the market value, which is what
someone will pay to acquire a share of the stock. This is the per-
ception of worth that governs how much ownership percentage
you must surrender to acquire sufficient funds.

The advantage of common stock is that there is no obligation for
the corporation to pay dividends in any given year. Dividends are
declared at the discretion of the board of directors, assuming the
company is profitable and there are sufficient additional dollars to
pay the dividend.

Unlike debt, there is no maturity date on a stock. Therefore,
common stock is a financial cushion for the firm. The common
stockholders are the ones who absorb the bad times and enjoy the
profit in the good times. Common stock ownership is considered
residual ownership and should be thought of as a risky investment.

Companies can have approximately the same yields but differ-
ent dividends and growth rates. A formula for yield or cost of stock
equity (depending on whether you are a buyer or seller) is:

Yield, or cost of stock equity = + Growth
Annual dividend
��

Stock price
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Thus, the real cost of common stock cannot be measured by the
dividend alone; consideration should be given to the growth rate in
the stock’s value as well.

When a company issues more stock, it is in effect selling own-
ership interests in the business. The problem with the sale of new
stock is that it dilutes the percentage ownership of existing stock-
holders. For example, take a company that has three stockholders
who own these respective interests:

Shareholder Percentage Dollars Shares (@ $100/share)

A 23% $23,000 230
B 41% 41,000 410
C 36% 36,000 360

Total 100% $100,000 1,000

If 300 additional shares are sold at $100 per share to D, the
resulting ownership looks like:

Shareholder Percentage Shares

A 17.7% 230
B 31.5% 410
C 27.7% 360
D 23.1% 300

100% 1,300

By selling 300 new shares of common stock to D, the percent-
ages of ownership for A, B, and C have been reduced. Sometimes
the price of the stock will also drop to reflect the additional stock
selling on the market. This reaction is caused by the perception (or
misperception) that the total value of the business has not changed
but is just being spread over more shares. This dilution in value
may give existing stockholders certain legal rights. In the preceding
example, if the market believes the business is worth $100,000, by
selling 300 additional shares the price might drop from $100 per
share to, say, $77. This happens because the business is perceived to
be worth $100,000/1,300 shares. The value of each shareholder’s
interest would then be:
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Shareholder Shares Value Change in Value

A 230 $17,692 (5,308)
B 410 31,537 (9,463)
C 360 27,692 (8,309)

The initial stockholders may file a lawsuit against the company
for these losses through a proceeding called a derivative suit. They
can claim a real loss in value as a result of a sale of additional stock
by the company. For example, stockholder A claims a loss of $5,308
because the firm sold 300 shares of new issue. To protect against
such a suit, the company could offer the option to purchase a pro
rata share (usually this preemptive right is granted to shareholders
by covenant) of the new issue to existing stockholders. In this
example, these options would be offered:

A: 23% of 300 shares, or 69 shares
B: 41% of 300 shares, or 123 shares
C: 36% of 300 shares, or 108 shares

In this way, their ownership percentages could be maintained,
but the value per share still may decline. One of the governing cri-
teria of the market price (or price per share) will be the use to
which the additional funds are put and whether the value of the
business appears to increase in the eyes of the market. It comes
down to what the potential buyers believe the value of the business
is. The decision to sell additional stock should be considered care-
fully and planned for in advance of issue. You should consider an
information release indicating what plans the company has for the
funds. The intent is to let the market know that the value will
increase with the new issue.

There are other problems with issuing stock. First, common
stockholders are the last to receive a return if the company liqui-
dates. Second, because there is no legal obligation to pay dividends,
the business may choose not to pay them to shareholders. Finally,
when the business is forced to liquidate assets to capital contribu-
tors, common stock owners are the last in line to share in the asset
distribution.
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The question, then, might be: Why not always use debt financ-
ing? These points show the dangers of debt financing.

• The stockholder may lose the expectation of future returns if
new debt capitalization is added. Additional debt increases the
debt service against gross profits and decreases earnings, which
translates directly into a risk of reduced dividends.

• There may be a decrease in the amount of managerial freedom.
Debt reduces the amount of unaccounted-for profits by increas-
ing debt service and the fixed obligations of interest payments.
This may also reduce management’s operating latitude because
of the covenants to which management agrees when accepting
the debt.

• As a company issues more debt, it approaches its debt capacity.
As it nears this limit, it reduces the margin of safety available to
issue more debt if it needs additional capital, particularly if it
needs capital quickly. Thus, the company has reduced its finan-
cial flexibility.

Preferred Stock

Often called a compromise investment, preferred stock has some of
the attributes of common stock and some of the features of debt.
Usually a company’s interest in selling preferred stock increases
under these conditions:

• The company cannot issue further debt but wants to use further
leverage.

• The company does not want to dilute the interests of current
common stockholders but wants more stock equity.

In either case, the company may wish to sell preferred stock.
Some of the distinguishing characteristics of preferred stock follow.

• Although it may have a fixed rate of return (like debt), the div-
idend is optional and paid only when declared by the directors
(but the dividend may be “cumulative” and therefore payable
before any common stock dividends are paid).
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• Preferred stock may have sinking fund provisions for the repur-
chase of the stock.

• Debt holders have a superior claim to assets in case of liquida-
tion and have first claim to earnings. However, preferred stock-
holders’ claims are superior to common stockholders’.

Taxes affect the amount of earnings needed to meet debt service
and preferred stock dividends. However, because they receive dif-
ferent tax treatment, they affect earnings differently.

Suppose that both debt and preferred stock command a return
of 12 percent and the applicable corporate tax rate is 46 percent. To
pay the 12 percent interest rate on debt, the firm has to earn 12
percent before taxes. Interest on debt is paid in before-tax dollars.
To pay the 12 percent dividend for preferred stock, the firm has to
earn 12 percent in after-tax dollars.

For a 12 percent earnings after taxes, 22.2 percent—12 percent/
(1 − .46)—is required in before-tax dollars. Because dividends are
paid in after-tax dollars, the firm has to earn more to pay a dividend
of comparable worth to an investor than it has to earn for interest.

The tax rate the company pays will have a great deal to do with
the amount of dividend paid for two reasons:

1. The lower the company’s real tax rate, the more disposable cash
it will have to reinvest and pay dividends.

2. The lower the company’s tax rate, the more flexibility it can
have in designing dividend policies to be attractive to investors
and enhance the goodwill and value of the firm.

Private Placement of Stock

A company may find itself with an excessive proportion of debt in
relation to its equity, or there is no way to obtain additional debt,
forcing the owner to go in search of equity. A private company
accomplishes this through a private stock placement, where shares
are sold to a limited number of individuals or business entities. It
may be possible for company management to sell shares on an
informal basis to friends and family, but this is at best a limited
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source of equity. When more equity is needed, you must search
outside your circle of acquaintances.

A formal private placement of stock may require the services of
an investment banker with far-reaching connections. A reputable
investment banker will require an in-depth review of the company
to ensure that it is an acceptable investment vehicle for potential
investors. Next the banker will construct an offering memoran-
dum, which describes the type and terms of stock to be offered, its
price, the company, and how the company plans to use the funds.
The offering memorandum will then be sent to a group of prospec-
tive investors, followed by investment meetings where the man-
agement team makes presentations to investors. If all goes well, the
investment banker then coordinates a closing where the investors
pay the company for the proffered stock.

Sounds easy? It is not. Finding the right investment banker who
works well with the company is difficult, as is the writing of an
offering memorandum, and presentations require long prepara-
tion and role-playing. And do not forget the investment banker’s
fee. This can vary substantially, but expect some variation on the
Lehman Formula, which is 5 percent of the first $1 million raised,
4 percent of the second $1 million, 3 percent of the third $1 mil-
lion, 2 percent of the fourth $1 million, and 1 percent of all funds
raised above that amount. For example, the fee for an investment
banker who raises $5 million on behalf of the company will be
$150,000. In addition, a banker may request a large number of
warrants on the purchase of company stock in order to take
advantage of any potential increase in the company’s value at a
later date.

Swapping Stock for Expenses

Often equity is obtained to pay off short-term expenses. This is a
two-step process of obtaining the equity from one party and using
the resulting cash to pay off suppliers. You sometimes can short-cut
this process by issuing stock directly to suppliers in exchange for
their services. Although this can be an effective way to eliminate
debts, it also sends a clear message to suppliers that the company is
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short on cash. Thus, this approach usually only works once: when
suppliers have already sent their bills to the company, and it
responds by negotiating a stock payment in lieu of cash. If a com-
pany tries to convince suppliers in advance to take stock as pay-
ment, it is unlikely to have many takers.

Stock Warrants

A stock warrant is a legal document that gives the holder the right
to buy a specific amount of a company’s shares at a specific price,
and usually for a limited time period, after which it becomes
invalid. The stock purchase price listed on the warrant is usually
higher than the current market price at the time of issuance.

A stock warrant can be used as a form of compensation instead
of cash for services performed by other entities to the company, and
it may be attached to debt instruments in order to make them
appear to be more attractive investments to buyers. For example,
say you are interested in obtaining debt at an especially low inter-
est rate and attach stock warrants to a new bond offering in order
to do so. Investors attach some value to the warrants, which drives
them to purchase the bonds at a lower effective interest rate than
would have been the case without the presence of the attached
warrants.

A company rarely sells stock warrants on their own in the
expectation of receiving a significant amount of cash in exchange.
Consequently, this is not a good way to directly obtain equity fund-
ing; rather it is used to reduce the cost of other types of funding or
to reduce or eliminate selected supplier expenses.

Stock Subscriptions

Stock subscriptions allow investors or employees to pay a company
a consistent amount over time and receive shares of stock in
exchange. When such an arrangement occurs, a receivable is set up
for the full amount expected, with an offset to a common stock
subscription account. When the cash is collected and the stock is
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issued, the funds are deducted from these accounts and shifted to
the standard common stock accounts.

Stock subscriptions can be arranged for employees, in which
case the amount invested tends not to be large, and is not a signifi-
cant source of new equity financing. When it is used with investors,
it typically involves their up-front commitment to make payments
to the company as part of a new share offering and so tends to
occur over a short time period, rather than involving small incre-
mental payments over a long time frame.

How to Obtain a Bank Loan

A businessperson making a first-time loan application has greater
reporting responsibilities and requirements than does a borrower
who has been dealing on a continuing basis with a bank for short-
term financing. Once a bank has had good experience with a bor-
rower, a loan request is much simpler. Usually the borrower need
only provide updated information for an application that is on file.

Bankers are also interested in information that is not always
reflected in the financial statements. For example, they like to be
informed about the borrower’s management capability, organiza-
tional strength, experience, and reputation. However, in addition
to this reputation information, the bank generally will require
completion of certain standardized reporting forms in order to eval-
uate the creditworthiness of the borrower. Some of these filing
requirements will be discussed next.

Projected Cash Flow Statements

One of the most effective tools to determine the amount of the loan
needed and its repayment date is the projected cash flow statement.
The projections should disclose the significant assumptions used by
management in preparing the cash forecast. Generally, past perfor-
mance will serve as the basis for preparation, but it should be
adjusted to reflect current trends. Two ways of making these adjust-
ments are (1) pro forma and (2) an attrition allowance. Pro forma
adjustments reflect changes in a company’s projected cash flow that
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are nonrecurring; an attrition adjustment can be used to reflect
recurring changes and expenses. For example, if the company has
an agreement with labor for an annual increase of 7 percent, this
would be treated as an additional allowance and grouped together
with other recurring costs as an overall percentage adjustment to
expenses. Nonrecurring expenses can be treated as one-item adjust-
ments to individual expenses. An example of a typical nonrecurring
item may be the payment of damages due to a loss in a personal
injury lawsuit. It is not anticipated that in any succeeding period the
company will lose a similar lawsuit. If it does, it should be treated as
an attrition allowance.

The cash flow statement should show a monthly estimate of
receipts from all sources, such as cash sales, accounts receivable, mis-
cellaneous income, and loans. The estimated expenditures should
include capital improvement, accounts payable, taxes, payroll, other
operating expenses, and repayment of loans.

Financial Trends

When bankers look at a company’s financial results, they are con-
cerned not only with cash flow but also with other financial trends.
The question may not be what the ratios are for the year, but rather
how they compare with those of the previous years. The question
that will be asked is: How does your financial picture (past, present,
and projected) relate to the general economy and to the borrower’s
industry? Banks generally keep a record of clients’ financial trends
by periodically transcribing all of the vital balance sheet and oper-
ating statistics to a worksheet.

Banks may calculate some of these key financial factors:

• Profitability
• Net working capital
• Working capital or current ratio
• Net quick ratio
• Ratio of debt to net worth
• Number of days of sales in accounts receivable
• Number of days of purchases in accounts payable
• Number of days of supply of inventory (related to cost of sales)
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These are discussed in Chapter 6, but the relevant ones are
defined and briefly discussed here.

Profitability. Profitability is a measure of how well the business
has been doing. At least three ratios generate meaningful potential
measures of a firm’s profitability:

1. Net profit to net sales
2. Gross profit to sales
3. Net profit to net worth

It is important that a company be able to earn profits in a man-
ner consistent with the capital invested and the expected growth.
When the company shows that it has a high net profit, not only
does it have debt-paying dollars, but it also has fresh capital to rein-
vest and support its own growth. These are indications of good
management. A bank will be interested in looking at year-to-year
profitability and noting any trends in ratios.

Bankers will also want to see if the company’s flow of net prof-
its into its working capital is growing. They will be interested in
whether profits must be reinvested constantly in fixed assets. Also,
a company that pays out all of its profits in dividends and salaries
will be unable to show growth in net worth from this source.

Bankers usually will add back noncash items, such as deprecia-
tion, to the net profit of the company to arrive at the cash flow or
debt-servicing dollars available from profit. Caution must be empha-
sized here, for what the bank might be doing is looking to funds
that are earmarked as a “reserve” for equipment replacement.
Although the bank may be interested in the potential use of those
funds for debt servicing in the worst case, enlightened bankers will
also care about replacement of worn-out assets. The best bankers
are concerned with the long-term needs of the business as well as
protecting their own interests.

Net Working Capital. The net working capital of the company is
defined as the excess of the current assets over the current liabili-
ties and is a significant factor to be considered for credit purposes.
A bank expects a company to provide enough of its own normal
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working capital to carry its inventory, accounts receivable, and
other current assets at prudent levels. The company should be able
to meet these obligations during nonpeak sales periods of the year.
Thus, even during slow times, the bank expects the company to
cover its current liabilities within the customary terms of trade.

Working Capital or Current Ratio. This is the ratio of current
assets to current liabilities. It is even more significant in the bank’s
appraisal than in the working capital budget. For example, company
A has current assets of $200,000, current liabilities of $100,000, and
net working capital of $100,000. The working capital ratio is
$200,000 to $100,000, or 2 to 1. Company B has current assets of
$500,000, current liabilities of $400,000, and net working capital of
$100,000. The working capital ratio is $500,000 to $400,000, or
1.25 to 1.

Both firms show the same net working capital of $100,000, yet
the first company is in a more favorable position because it has
$2.00 in current assets from which to pay for each $1.00 in current
liabilities in the event that it must liquidate assets. The second
company has only a $1.25 to meet its current liabilities of $1.00.
Therefore, based on this ratio, company A would be considered to
be in a much stronger financial position.

Net Quick Ratio. Another indicator bankers use to determine the
ability of a company to pay its bills is the net quick ratio. This ratio
is determined by taking the total of cash, short-term marketable
securities, and net receivables, and dividing it by the total of current
liabilities. This is a simple measure of the firm’s liquidity or the
company’s ability to pay its debts. Again, a bank will be more con-
cerned with the trend established by several years of net quick
ratios. This will show the bank whether the company is increasing
or decreasing its liquidity and hence its ability to meet its debt.
Since cash and accounts receivables are far more current than
inventory, this ratio is a good indicator of the relative short-term
liquidity risk of the company.

Ratio of Debt to Net Worth. Another test of the adequacy of the
company’s net worth is the ratio of total debt, including current
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liabilities, to net worth. Banks, again, generally will rely on the
trend in the ratio as well as the specific number itself.

Other debt ratios are discussed in Chapter 6.

Number of Days of Sales in Accounts Receivable. In calculating this
number, these assumptions are made:

• An even flow of sales
• A uniformity in collecting accounts receivable

The question here is the average number of days it takes the
company to collect its accounts as compared with other firms within
the same industry. The banks will factor in the number of days nor-
mal for the terms of the sale and those of the industry. For exam-
ple: Assume a firm has average daily credit sales of $20,000 and
accounts receivable are $1.8 million. The terms of the sale are 30
days. The first step is to divide the accounts receivable of $1.8 mil-
lion by $20,000, the average daily credit sales. This indicates that 90
days of sales are still in accounts receivable and that the accounts
receivable are taking longer to collect than the normal 30-day
terms. In fact, on average, this company is collecting its accounts
receivables 60 days after the expiration of the due date. This is 60
days more than the pricing policy allows; it is probably having con-
siderable financial effects on cash flow.

This also indicates that management may not be doing a good
job of managing its accounts receivable. However, this may also
be typical for the industry. If this is your situation, you should
take some steps to try to improve your accounts receivable collec-
tion policy. You are loaning money to your customers for an aver-
age of 60 days more than you intended when you set your terms 
of sale.

Number of Days of Purchases in Accounts Payable. This figure is
computed by dividing the average daily purchases into the accounts
payable. If, for example, the average daily purchases are $5,000 and
the accounts payable are $150,000, the number of days purchases
in accounts payable is 30 days. This number tells a banker quickly
if the company is paying its bills promptly. Significant variations
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from normal trade terms must be explained. If the company is on a
net 30-day cycle, then it is meeting its obligations and perhaps
obtaining all of the discounts it is entitled to under the terms of its
purchase agreements. That question requires further examination.
The ratio is helpful, but you should also be concerned with those
accounts payable for which discounts were lost and not only the
average payments.

The company should be examining its aging of payables and
monitoring discounts lost.

Number of Days of Supply of Inventory. This number is computed
by dividing the cost of the inventory by the average daily cost of
sales, assuming an even flow of sales. The answer gives the banker
the average number of days it takes the company to turn over
inventory. The abuse that the bank is looking for here is excess
inventory. This ratio will vary substantially from business to busi-
ness. Supermarkets generally have very short inventory cycles,
whereas automobile dealers have longer cycles.

Other Supplemental Data. Other information that should be con-
sidered for submission in the loan request presentation includes:

• A summary of insurance coverage.
• An analysis of profitability by product line, if available and

applicable.
• Unusual events, historical or prospective, affecting the company.
• Concentration, if any, of sales within a small number of cus-

tomers. This shows the bank the reliance on a few select cus-
tomers. If sales are concentrated in very few buyers, as in the
aerospace industry, the risk associated with that industry may
be considered to be somewhat higher.

• Analysis of the effect of special situations on the company, such
as a last-in, first-out (LIFO) method of inventory evaluation.

Letters of Credit

A company may not want to borrow any money from a bank; how-
ever, a prospective subcontractor or provider of raw materials may
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be unsure as to the company’s creditworthiness. A method for
improving assumed creditworthiness that may be available at low
cost is to purchase a letter of credit.

If the company is new or is experimenting with a new product
or product line, some vendors will refuse to sell it materials on a
trade accounts payable basis. They would instead prefer to have
the company establish creditworthiness by showing good payment
records. A possible way around this problem is to obtain a letter of
credit and, in effect, to use the good credit standing of a bank. By
obtaining a letter of credit, the company is saying: “If we fail to pay
you, the bank will pay you.” The bank then has recourse to the
company for its money.

In this way, the company is advancing the bank’s creditworthi-
ness. Typically, letters of credit cost 1 percent of the amount the
company wishes to advance, and a letter of credit normally is good
for one year. The real cost of a letter of credit depends on how fre-
quently the company wishes to purchase while using the letter of
credit as a guarantee of payment.

For example, suppose a supplier of raw materials wants money
net 30 days but is willing to extend credit for 90 days if the com-
pany provides a letter of credit. Also, suppose that the letter of
credit costs 1 percent. Because the company is having money
advanced for two additional months for the cost of 1 percent, this is
the same as borrowing money at 6 percent per annum, assuming
the letter of credit and the materials purchased are the same
amount. However, each time the company uses the guarantee of
the letter of credit during the year, it is still taking advantage of that
one-time payment of 1 percent. The more the firm uses the letter of
credit, the cheaper (on a cost-per-transaction basis) the cost of the
guarantee.

The company may consider joint ventures. Joint ventures are,
essentially, a technique whereby a company changes its organiza-
tional structure. However, this is still a form of financing whereby
the financial creditworthiness of a collective entity is used to
improve the market appearance to lenders and investors. The finan-
cial strength of two or more entities is put behind the joint venture
entity.
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Sources of Debt Financing

A business may consider a number of financial institutions as pos-
sible lenders. The large and popular ones include:

• Banks. Both commercial banks and savings and loan associa-
tions grant a significant portion of all the available credit they
have on hand to businesses.

• Commercial finance companies. Most commercial finance compa-
nies have a specialty, such as discounting accounts receivable.
Interest rates are generally higher with finance companies
because as a financing source they seem to be institutions of last
resort. Companies that are unable to find other means of financ-
ing may resort to commercial finance companies.

• Insurance companies. Many large insurance companies participate
in investment banking both directly and indirectly. Typically,
insurance companies loan substantial blocks of money. Because
of this, the typical insurance company borrower is a large com-
pany. They do not as often or as readily extend credit to smaller
companies. Insurance companies prefer transactions of $1 mil-
lion or more. Some insurance companies are interested only in
transactions greater than $5 million.

• Brokerage houses. Many stock brokerage houses offer or arrange
financing that ranges from bonds and commercial paper to pri-
vate loans from individual investors. Brokerage houses do just
as their name suggests: They broker money from sources to ulti-
mate users.

• Investment bankers. Investment banking may be a function of
any of the previously named lenders. They generally facilitate
the sale of security issues, through either a bidding process or a
contractual arrangement. For a fee, they use their expertise and
market contacts to sell securities.

In some financing agreements, the lender takes an equity
position in connection with a loan or takes an option or war-
rant to buy stock in the event that the company grows. This is
known as a kicker or sweetener and generally is viewed by
borrowers as giving up some possible future control over the
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business in exchange for controlling current costs. Many in-
vestors wish to have some financial or managerial say over the
direction and nature of the business. Typically, when substantial
funds are loaned to a business, it has to give up some measure
of control.

• Venture capitalists. Venture capitalists may be investment bankers
when they invest capital, make loans, and give management
advice intended to assist the company to achieve significant
growth. Many companies financed by venture capitalists con-
vert from closely held corporations to public corporations dur-
ing the course of their growth.

• Government loans and grants. The federal government offers a
wide variety of loan programs. Some are direct loans, others are
government-sponsored or guaranteed loans channeled through
banks. Small Business Administration loans are available to
smaller businesses. Additionally, the federal government has a
program for small business innovation research grants. These
grants are intended to assist small businesses in obtaining
financing for the development of specific ideas.

Types of Loan Arrangements

Several types of loans are possible. Some of these are:

• Commercial loans. The terms of a commercial loan are designed
to repay the loan on the basis of specific assets or business-cycle
activities. These loans may take the form of either short-term or
long-term commitments.

• Leases. Many lending institutions offer a choice between debt
and a lease. Leases are obligations for the specific assets, and are
generally fixed as to rate and payment. In addition, most offer a
purchase option. Some caution must be exercised in selecting
between leasing and outright purchase with a mortgage. Very
often, under the terms of the lease, significantly higher costs are
incurred over the costs of the outright purchase of the item.

• Mortgages. A mortgage secures a loan by pledging an asset as col-
lateral, with an associated repayment schedule. Amortization
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schedules of repayment show the principal and interest pay-
ments over the life of the mortgage.

• Balloon loans. Balloon loans are very similar to mortgages except
that an unpaid balance or balloon payment is due and payable
after a specified time. A typical example of a balloon payment is
a 20-year mortgage with a requirement that after 5 years of
payment on the mortgage, the unpaid balance of the principal is
due. The advantage to a lender of a balloon mortgage is that it
obtains significant interest payments during the early years of
the mortgage. It is during this period that the interest constitutes
the bulk of the payment. The benefit to borrowers is that they
expect to pay off the principal without incurring further interest
liabilities after a few years of operation. In addition, these inter-
est payments represent significant deductions for tax purposes.
Remember that if the firm is paying taxes at the rate of 46 per-
cent on profits, the federal government is returning $.46 on each
dollar of interest paid. Very often, these loans provide for refi-
nancing in the event that the balloon payment cannot be met.

• Leverage-financed loans. These loans are used to acquire busi-
nesses. The largest percentage of funds used to acquire a busi-
ness is supplied by a lender, who secures all assets. These loans
ostensibly are attractive to borrowers because if a firm is heav-
ily leveraged, a smaller increment of profit yields a much higher
percentage return on equity. For example, compare: Firm A
makes $100,000 profit (after taxes) and is capitalized for $1 mil-
lion. It has 50 percent debt and 50 percent equity. The firm real-
izes a return on equity of:

or or 20%

• Firm B makes $100,000 profits (after taxes) and is capitalized
for $1 million. It has 80 percent debt and 20 percent equity. The
firm realizes a return on equity of:

or or 50%

• For the same level of after-tax profits, for the same size firms,
the higher the leverage, the greater the percentage return on

$100,000
��
$200,000

$100,000
���
20% × $1,000,000

$100,000
��
$500,000

$100,000
���
50% × $1,000,000
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equity. The fallacy in the cited example is that Firm B would
have to pay interest on the additional $300,000 of debt.

• The greater the debt to equity ratio the greater the risk, because
the fixed obligation to pay debt service increases. However, this
relationship to risk may be incorrect if you can show substan-
tial cash flow ability to service the debt. Therefore, the debt to
equity ratio can be misleading without additional information.

• Bonds. Bonds represent debt sold to lenders either privately or
through public underwriting. Usually a business needs to be
fairly substantial in size to float a bond issue. Bonds typically are
not available to small businesses except in some special cases,
where they are backed by local governmental units.

• Commercial paper. Commercial paper is offered by large, stable
companies intent on raising working capital for short periods of
time. Commercial paper generally is sold in a public market and
is in the form of short-term, unsecured promissory notes. The
usual denominations are $25,000 and over.

• Small Business Administration (SBA) loans. The SBA generally
guarantees a bank loan, thereby lowering the risk and interest
cost for the borrower. These loans are intended for businesspeo-
ple who can qualify based on certain profiles. These loans may
be based on needs such as a business in a hardship area or areas
where unemployment is high. Occasionally these loans are
extended for areas in which a natural disaster has occurred.

• Economic Development Authority (EDA) loans. EDA loans generally
relate to social goals promoted by the authority, such as increas-
ing minority employment or employment in depressed areas.
These loans are made and administered through state agencies.
The nature of these loans is to obtain working capital allowances
and not generally to purchase specific assets.

• Industrial revenue bonds (IRBs). IRBs are issued through govern-
mental agencies and are intended for use in the acquisition of
real estate and equipment. The governmental agency issues the
bonds, which are then purchased by investors, often banks.
Because they are governmental bonds, they are tax exempt. As
such, the prevailing interest rate on IRBs is lower than the pre-
vailing market rate. A great deal of criticism has been leveled
against IRBs because some businesses, which compete with
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others that get IRBs, complain they are unable to acquire simi-
lar low-interest money and thus are less able to compete.

• Research and development (R&D) financing arrangements. Often com-
panies and private investors have entered into creative financ-
ing arrangements in order to raise necessary funds to pay for
research and development. In recent years these have taken the
shape of limited partnerships. Typically, the sponsoring company
contributes the right to a product in a limited partnership, in
exchange for an interest in the partnership, often as the general
partner. Capital contributions by limited partners usually pro-
vide funds for R&D that may be subcontracted to the sponsoring
company or even to other entities. The limited partners expect to
receive income in the form of royalties from the sale and devel-
opment of the product. They may also receive income tax breaks
in the form of capital gains rates. The major advantage to the
sponsor is that if the project fails, no repayment of the loan is
required and there is no liability for interest cost.

Restrictions on Loans

When an institution is considering making substantial loans to a
company, it often requires, as part of the loan, agreements to con-
trol the business activities and obtain reports about the current sta-
tus of the firm. Typically these arrangements include:

• Limitations on the purchase of new assets. Some lenders have a pol-
icy to keep additional expenditures low after a loan has been
made. This has the effect of slowing or stopping growth. Ne-
gotiate with the lender to ensure that this is not an absolute lim-
itation on acquisition of new assets. Be sure that additional new
assets can be purchased on a regular basis if there is provable
growth associated with the need for those purchases. Show the
lender that through planned growth, the risk of default is less-
ened. Planned growth can be accomplished only by the acquisi-
tion of additional assets based on a good business plan.

• Limitations on additional debt. Once again, a lender may try to re-
strict the incurring of additional debt. This too has the detrimental
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effect of limiting growth. When negotiating with the lender,
make it clear that additional debt may have to be incurred in
order to sustain regular growth. An adequate business plan will
certainly help as bargaining leverage for the execution of the
appropriate terms in the lending agreement. The selling point to
the lender is that additional debt supports additional income
through growth. As the company grows, so does the lender’s
security of repayment.

• Salary restrictions. Because salaries of chief executives and other
executives are a direct expense, lenders typically will want
some restriction on these salaries so they do not skyrocket.
Large increases in these salaries will dig into the profits of the
firm, sometimes radically increasing expenses. Counter with a
reasonable alternative, which may include tying the increases
to the profitability of the firm. This also has the beneficial effect
of motivating management.

• Dividend restrictions. If the company pays dividends, you should
attempt to negotiate a reasonable formula for payment. The
company is confronted with the competing interests of debt
holders and holders of equity. The lender may prohibit the pay-
ment of any dividends. This allows for the additional retained
earnings to be used for debt servicing. But it may have a chilling
effect on the raising of additional equity capital. A company’s
attraction as an equity investment opportunity is based on two
factors: its absolute growth in net worth and the income stream
of dividends. A no-dividends policy reduces the attractiveness
of an equity investment possibility.

Typically firms will be required to provide lenders with regular
financial reports. Lenders generally will require financial state-
ments accompanied by a certified public accountant’s (CPA’s) report.
Audited reports certified by CPAs are costly and time-consuming
documents to prepare. Look to reduce the requirement to a
cheaper alternative such as a review or a compilation.

Some people think that when they incorporate, they absolve
themselves of any personal liability for the debt incurred by the
business in its operation. Legally, that might be true. However,
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lenders too have learned that people try to limit their personal lia-
bility by incorporating and often require certain personal guaran-
tees by the business owner. Some banks may want you to sign a
general guarantee of the business loan as a sign of “good faith” or
as a “personal commitment” to the business. Here are some points
to consider regarding collateral and loan guarantees.

• Specific personal assets. It is not wise to risk everything you own.
If a pledge of “good faith” is required by the lender, pick one
particular asset to risk. Do not risk more than you are willing to
lose in any situation.

• The value of business collateral already offered. Typically lenders will
require as much collateral as they can reasonably get. They may
even seek collateral that is unreasonable. In such cases, it may
be beneficial to prepare reports showing the extent and valua-
tion of those assets pledged to secure the loan. Often appraisals
by independent groups as to the value of real estate and other
assets tend to dissuade the bank from seeking further collateral.

• Stock in the business as collateral. If the business has some attrac-
tiveness and a reasonably high probability of success, the lender
may take back some stock as collateral. Be wary that you are not
giving up so much stock that you lose control of your business.

Conditions That a Borrower Should Seek

The success of the business depends on you. Too much reliance on
the lending institution to help run the business may prove disas-
trous. There should, therefore, be flexibility in the agreement to let
the business grow and be successful. Advice and help from the
lender should not be overlooked. Lenders may have had experi-
ence with other similar businesses, and you can profit from that
experience. As a borrower, you should request these considerations
in the lending agreement:

• There should be an option available to you to refinance at any time.
Often the lender will qualify this provision to permit refinancing
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only after a certain period of time or with a prepayment penalty.
You may need this provision in order to take advantage of lower
prevailing interest rates should they occur.

• A conversion agreement should allow for more favorable loan condi-
tions once certain “growth forecasts” have been met. This provision
takes into consideration the fact that as your business grows, its
risks may decrease. Because interest rates should be tied to per-
ceived risk, as you prove your viability and success, you are
entitled to pay less of an interest premium; arguably, your risk-
iness has been reduced.

• Agree on no prepayment penalty. Changing financial conditions may
provide you with sufficient cash to prepay the loan. This may be
done to realize significant tax benefits, as a requirement for the
obtaining of additional financing, or to put you in a better busi-
ness posture. Prepayment generally will work no hardship on
the lender other than to take away the guarantee of expected
future earnings. There would be nothing to stop the lender
from reloaning this money to other individuals and thus recov-
ering the future earnings from someone else. The lender’s risk is
that the money cannot be reloaned at equal or better rates.

• Request limitation on interest rates. Banks prefer to charge a vari-
able interest rate. You should negotiate limitations or caps on
rates and make this a major consideration in determining
whether to enter into the financing agreement.

• Agree on the possibility of an increased loan based on meeting certain
tests. Often, if you are successful and the business is growing
within certain predictable ranges, additional debt financing may
be necessary to continue the growth pattern. As such, you may
want the loan agreement to provide for additional advances of
debt to aid in sustaining that growth. A lender should consider
itself an ongoing business partner in these agreements. As you
grow, so does the income of the lender. Some loans have an
absolute upper credit limit, and you may borrow up to that limit
without further formal application.

• The agreement should specify identifiable assets that are pledged as col-
lateral.

• Seek a loan “grace” period of 30 to 60 days for noncompliance with debt
arrangements. Very often this provision requires you to notify
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the lender in advance that you will use the provision. There
probably will be a limit on how frequently this can be done.
Lenders may be more willing to permit minimum defaults when
you submit a plan showing how you will make it up after appro-
priate notice to the lender. The worst thing you can do is sur-
prise your lender. In most cases, a lender would rather work out
a mutually agreeable accommodation than seek legal redress.

Summary

Financing is in some respects similar to the operational side of the
business. They each have associated risks and returns. Each has
strategic consequences for a firm.

There are two fundamental sources of financing: debt and equity.
Each has certain consequences. Debt, either secured by property or
unsecured, is the most common form of financing. It has fixed repay-
ment requirements for both principal and interest. Failure to make
interest payments, unless otherwise provided for, generally results
in default. Additionally, interest payments are made with before-
tax dollars. As such, depending on the tax rate, interest payments
are in effect discounted by a company’s federal tax liability. The rel-
ative amount of debt financing has a multiplying effect on earnings.
The greater the percentage of debt to equity for a fixed amount of
profits, the greater the percentage return on equity.

A company may seek to raise capital through the sale of owner-
ship. This is done through the issuance and sale of stock. Businesses
generally sell two forms of certificates: common and preferred
stock. Common stock carries with it no obligation to pay a dividend.
Preferred stock, however, may have a fixed rate, as does debt, but
payment is optional if no dividends are declared. Dividends on pre-
ferred stock (sometimes cumulative over a period of years) have to
be met before payment can be made to common stockholders.

Obtaining financing is a matter of convincing conservative
lenders or investors to part with their money. As in all selling, it is
a process of convincing these people that risks are low and that
reasonable returns will compensate them for taking the risk. The
best method of selling is through the use of a good business plan
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showing good ratios and a sound financial picture. One of the chief
objectives should be to build a lasting, sound financial relationship
with these sources.

Remember that many of the terms of a financial agreement are
negotiable. Therefore, when approaching any such situation, try to
be prepared to negotiate from strength. The more preliminary work
that you do in getting ready to deal with lenders and investors, the
greater the likelihood of a favorable financial agreement.
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Section III

Evaluating the Operations
of the Business

The first two sections addressed the tasks to be accomplished
before the business, or operating period, begins and those that

are ongoing during the operating period. Naturally, there is a close
connection between what you determine to do—your plan—and
what you actually do.

In this section, we discuss what happens when the operating
period is completed. This may be an intermediate time—not neces-
sarily the end of a complete fiscal year. For example, some of what
is discussed in these final chapters is equally appropriate to monthly
or quarterly considerations.

As Sections I and II were closely related, so Section III is closely
linked to both of them. The topics to be covered here include:

• Performance measurement systems
• Financial analysis
• Taxes and risk management

These flow directly out of your intended accomplishments as
well as actual ones during the fiscal period.
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Chapter 6
Performance

Measurement Systems

Performance measurements, like many of the tools discussed
earlier, can be used to make rational decisions in keeping with

a company’s objectives. Measurements are analytical tools used by
outside suppliers of capital, creditors and investors, and by the com-
pany itself to evaluate how well it is doing. Measurements may also
be used to evaluate how the business appears to the investor. The
type of analysis undertaken varies according to the specific interest
that the party seeks to satisfy.

• A trade creditor who has supplied goods, services, or raw mate-
rials generally would be interested in liquidity—the company’s
ability to pay bills.

• A bondholder is more interested in long-term financial stability.
As such, he or she would be interested in cash flow and the
company’s ability to service its debt.

• The present and expected future earnings and the stability of
these earnings may be primary concerns to an investor in com-
mon stock.

Depending on the planning horizon of each person interested
in the performance measurements, the value of trend analysis may
be greater than any point-in-time measurements. How well the
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company has done over time and is expected to do in the future are
pieces of information necessary to make reasoned decisions.

Finally, the company too should be concerned with the trend
depicted through performance measurements. In order to bargain
more effectively for outside funds, you should be aware of all of the
aspects of financial analysis that outsiders use in evaluating the
business. Financial and operating ratios can also be effective tools
for managing and controlling the business.

Two broad categories of measurements will be of concern in
this chapter. The first set is financial ratios. Financial ratios were
discussed briefly in Chapter 5. Therefore, we will not endeavor to
repeat that material, but rather only supplement it here. The second
set of measurements are operating ratios, which can be designed to
meet the specific needs of the user. These ratios are intended as a
tool for analysis and control of business operations.

Financial Ratios

Some unit of measure is necessary to evaluate the financial condi-
tion or the performance of the business. A system frequently used
is a ratio, or index, which connects two pieces of financial or oper-
ational information. Interpreting a ratio correctly gives the analyst
an understanding of the financial condition and performance of the
firm, which may not be readily apparent from the traditional forms
of reporting. It is important to remember that a single ratio in itself
may not be a particularly meaningful piece of information. Often a
trend showing past historical ratios will indicate more than will the
current individual ratio alone. When financial ratios are listed on a
spreadsheet for a period of years, a study of the composite change
will quickly indicate whether there has been an improvement or
deterioration in the financial condition over time. In addition, the
productivity, profitability, or performance of the firm relative to past
performances is demonstrated easily. For example, by arraying the
last five years of current ratios—that is, the ratio of current assets to
current liabilities—you can compare the ability of the business to
pay its bills and determine if that is improving or deteriorating.

The second comparison method involves evaluating the ratio
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of one company against others similarly situated for the same
period. Such a comparison, if properly done, will give some insight
into the relative financial condition of the company. If improperly
done, the information derived from this study may be worse than
meaningless—it may be harmful. The primary problem is compa-
rability.

Avoid using “rules of thumb” indiscriminately. The comparison
of your financial ratios with the ratios published by major sources
may be inaccurate. For example, you may have multiple product
lines and may not have the same product mix as other companies
in the industry. You may be differently diversified, crossing indus-
try boundaries. It is preferable to build comparable numbers over
time for your own business rather than seek comparisons with oth-
ers. However, sometimes outside comparisons, properly used, can
be helpful. A rule of thumb, if it is to be used, should be from your
industry. Trade associations can be a source of good financial ratio
information.

For example, the standard rule of thumb for the current ratio—
that is, the ratio of current assets to current liabilities—is 2:1. It is
considered advisable for a small business to maintain a current ratio
of at least 2:1 for the sake of sound cash flow and healthy financial
condition. Remember, however, that rules of thumb are averages.
As such, there may be as many companies above the average as
below it. To show how this rule of thumb may be misapplied, take
the example of a fast food outlet. It may have a current ratio of 1:2
or even 1:3. Comparing this current ratio with the rule of thumb,
you quickly conclude that the business has a liquidity problem and
may not have sufficient liquid assets available to meet all of the
debts falling due. However, this is probably not the case. A typical
fast food outlet has:

• Receivables. There are generally no credit sales and no delayed
payments at a fast food store.

• Inventory levels. Fast food stores generally carry very small inven-
tories and deliveries are small, frequent, and fresh.

• Normal or extended trade payables. Some profitable franchises can
delay payments to local suppliers for longer than is normal
because of their volume of business.
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Fast food outlets, therefore, turn over inventory at a tremen-
dous rate and generate continuous streams of cash. At any one
point, the company may not have large amounts of cash on hand if
it is using cash to retire longer-term debt or to acquire additional
fixed assets. By comparing the company’s own historic trend in the
current ratio, and examining those ratios with other fast food out-
lets, you can perhaps see that a 1:4 ratio may be even better than a
1:2 ratio. The traditional rule of thumb may not be applicable or
representative of the fast food industry. The point of this example is
that you should consider those ratios that make sense for the busi-
ness, give usable management information, and can be obtained on
a timely basis.

Figure 6.1 shows a balance sheet and statement of earnings that
will be used to demonstrate the financial ratios.

Types of Financial Ratios

Liquidity Ratios

Liquidity ratios give an indication of a company’s ability to meet
short-term obligations. These ratios give some insight into the pres-
ent cash solvency and are a measure of the company’s ability to
meet adversity. Generally, liquidity ratios look at the short-term
assets or resources and the short-term debts and obligations.

Current Ratio. As discussed in Chapter 5, the current ratio is the
ratio of:

For Fruit Crate Manufacturing Co., Inc., the current ratio for
2006 is:

= 2.81:1

Supposedly, the higher the ratio, the better the company’s abil-
ity to pay bills. However, the ratio does not take into account how

$276,055
��
$98,294

Current assets
��
Current liabilities
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FIGURE 6.1

Sample Balance Sheet and Statement of Earnings

Fruit Crate Mfg. Co., Inc.

Assets

2006 2005
Current Assets
Cash and marketable securities $21,285 $20,860
Accounts receivables 83,473 91,155
Inventories 164,482 157,698
Prepaid expenses 2,554 2,049
Accumulated prepaid tax 4,261 3,475

Current assets $276,055 $275,237

Fixed Assets
Fixed assets $198,760 $192,666
Less: Accumulated depreciation 107,330 99,030

Net fixed assets $91,430 $93,636

Long-term investment $8,229 $-0-

Other Assets
Goodwill $23,839 $23,839
Debenture discount 751 833

Other assets $24,590 $24,672

Total Assets $400,304 $393,545

Liabilities and Net Worth

2006 2005
Current Liabilities
Bank loans and notes payables $53,638 $42,544
Accounts payable 17,560 16,271
Accrued taxes 4,321 15,186
Other accrued liabilities 22,775 19,608

Current liabilities $98,294 $93,609

Long-term debt $75,562 $74,262

Stockholders’ equity
Common stock @ $1 par value $50,420 $50,420
Capital surplus 43,179 43,016

Retained earnings 132,849 132,238

Total stockholders’ equity $226,448 $225,674

Total Liabilities and Net Worth $400,304 $393,545

(continued)

p03.qxd  11/28/05  1:39 PM  Page 183



Evaluating the Operations of the Business

liquid the “current” assets really are. For example, if the current
assets are mostly cash and current receivables, these are more liq-
uid than if most of the current assets are in inventories. To refine
the ratio as a measure, we eliminate the effect of inventories, pre-
paid expenses, and prepaid tax, which gives us this acid test ratio:

Acid Test Ratio

For Fruit Crate Manufacturing Co., Inc.:

= 1.066:1

The acid test ratio eliminates the least liquid components of the
current assets and therefore focuses on the assets most easily con-
verted to debt payment.

Liquidity of Receivables. Analyzing the current assets by compo-
nents enables the company to detect problems in its liquidity. One
thing that can be examined is how current the receivables are.

$276,055 − 171,297
���

$98,294

Current assets − (Inventories + Prepaids)
�����

Current liabilities
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FIGURE 6.1 (continued)

Fruit Crate Mfg. Co., Inc.

Statement of Earnings

2006 2005
Net sales $492,374 $464,383

Cost of goods sold $330,383 $311,601
Selling, general and administration

expense 98,475 90,555
Depreciation 13,786 14,396
Interest expense 10,340 8,823

Expenses $452,984 $425,375

Earnings before taxes $39,390 $39,008
Less: Income taxes 18,907 19,114

Earnings after taxes $20,483 $19,894
Less: Cash dividend 12,495 12,732

Retained earnings $7,988 $7,162
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Receivables are a liquid asset only if they can be collected in a rea-
sonable time. The first of two ratios that examine receivables is
average collection period ratio:

For Fruit Crate Manufacturing Co., Inc., the average collection
period rate for 2006 is (assuming all sales are credit sales):

= 62 days

This tells that the average collection period receivables are out-
standing, in other words, how long, on average, the company waits
to convert receivables to cash.

The second basic receivable ratio is the receivable turnover ratio:

For Fruit Crate Manufacturing Co., Inc., the receivables turnover
ratio is:

= 5.90 times

If there is no figure for the amount of credit sales, you must
resort to the total sales figure. Care should be taken to analyze all
ratios, especially receivables ratios. Often the numbers available are
year-end numbers, which may not recognize seasonal fluctuations
or significant, steady growth. If there are significant seasonal sales,
the average of the monthly closing balances may be a more appro-
priate figure to use. If the company is experiencing a steady growth
in sales, the year-end receivables will not match accurately with
the annual sales figure. If this is the case, the number may be cal-
culated based on the annualized sales from the last six months and
the end-of-year level of receivables.

Some questions to ask when analyzing these ratios are:

• How does the average collection period compare with the sales
terms? For Fruit Crate Manufacturing Co., Inc., the credit terms

$492,374
��
$83,473

Annual credit sales
���
Average receivables

83,473 × 365
��

492,374

Receivables × Days in year
����

Annual credit sales
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are 2/10, n/60. The bulk of the collections are made around the
due date.

• How does the collection period compare with others in the
industry? This can give some insight into the investment in
receivables.

• Is the average collection period so low that it may be inhibit-
ing sales? The firm may have an excessively restrictive credit
policy.

• How old are the receivables? Here you must ask “What does the
average tell us?” Fruit Crate Manufacturing Co., Inc., had 433
accounts and found the average collection period ratio was 62
days. But when it grouped the accounts by age it discovered
these statistics:

Number of Accounts Paid in How Many Days?

110 (25%) 10
80 (18%) 30

170 (39%) 60
73 (18%) 180 days

Eighty-two percent of the receivables are collected before or by
the due date, and only 18 percent extend beyond the due date. But
the late receivables are really late: averaging six months after ship-
ment of goods and four months after payment was due.

Adding an aging of receivables provides more usable informa-
tion than the average collection period ratio alone. This tells:

• Where collection efforts need to be concentrated
• How much investment the company has in receivables
• Accounts that may require discontinuation of service
• Whether the terms are speeding up the recovery of receiv-

ables

Another question the aging would raise is: “Are the good
accounts paying in the 10–30 period taking the cash discounts even
though they have no right to it?” If the answer is yes, the cash dis-
count terms are really 2/30, n/60.
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Debt Ratios

Up to now, we have been concerned with short-term liquidity mea-
sures. Depending on the use, certain long-term solvency ratios may
be of interest to a company and its investors. These ratios give an
indication of the company’s ability to meet long-term obligations.

Debt to Net Worth. This ratio is computed by dividing the total debt,
including current liabilities, by the net worth (total stockholders’
equity). For Fruit Crate Manufacturing Co., Inc.:

= = = .77:1

Frequently, intangible assets, if relatively large, are deducted
from net worth to obtain the tangible net worth. Note that for the
liquidity ratios discussed earlier, we used assets divided by liabili-
ties. Here we are creating debt ratios—putting liabilities over other
measures. For liquidity, the higher the number, the “better” the
ratio. For debt ratios, the reverse is true: The lower the number,
the “better” the ratio. Sometimes in computing this ratio, preferred
stock is included with debt instead of net worth. This acknowl-
edges that preferred stock represents a claim superior to the claim
of common stockholders. It also points out that when using “com-
parable ratios,” you must be certain that the calculations are truly
comparable; that is, you must compare the definitions of the
ratios.

The debt to net worth ratio varies from industry to industry. One
factor often contributing to this variation is the volatility of cash
flows. The more stable and predictable the cash flow, the greater the
debt you may be able to service consistently. Because this ratio is a
good measure of ability to pay debts over time, it sometimes is used
as a measure for approximating financial risk.

Debt to Total Capital. Another useful debt ratio is the ratio of total
debt to total capital. In this ratio, only the long-term capitalization
of the firm is considered.

Long-term debt
���
Total capitalization

$173,856
��
$226,448

$98,294 + 75,562
���

$226,448
Total debt
��
Net worth
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Evaluating the Operations of the Business

The total capitalization is composed of long-term debt and net
worth.

For Fruit Crate Manufacturing Co., Inc.:

= = .25:1

This ratio shows the importance of long-term debt financing rel-
ative to other financing in the capital structure. When computing
this ratio, it may be more informative to use market values instead of
book values for the stock components. (Book values were used in
the preceding calculation.) If market values of stock are available,
this computation may indicate a very different leverage factor.

Coverage Ratios

Coverage ratios are used to examine the relationship between
finance charges and a company’s ability to service them. One of the
traditional coverage ratios is the interest coverage ratio. To compute
this ratio for a given period, divide the annual earnings before inter-
est and taxes by the interest charges for the period.

Different coverage ratios use different interest charges in the
denominator. For example: The overall coverage method considers
all fixed interest regardless of the seniority of the claim. By ignor-
ing the seniority of some debt, the implication is that senior debt
obligations are only as secure as the ability to meet all debt servic-
ing. A method that gives some consideration to the seniority of debt
is the cumulative deduction method.

For cumulative deduction methods, assume these hypothetical
data: Fruit Crate Manufacturing Co., Inc., has:

$49,730 = earnings before interest and taxes ($39,390 + 10,340)
$4,210 = interest on 7% senior notes.
$6,130 = interest on 9% junior notes.

The coverage on the senior notes would be:

= 11.81 times
$49,730
�
$4,210

$75,562
��
$302,010

$75,562
���
$75,562 + 226,448
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The coverage on the junior notes, after the senior debt has been
covered, is:

= 4.40 times

Using this method, the coverage ratio on the junior notes takes
into consideration the fact that there are outstanding senior oblig-
ations.

Both of these methods ignore the fact that the payment of inter-
est is only part of the obligation covered by debt service. Debt ser-
vice includes payment of both interest and principal. And because
these payments are made from cash, a more appropriate ratio may
be the cash flow coverage ratio. One adjustment should be made in
computing this ratio. Interest payments are accounted for before
taxes, whereas principal payments are treated as after-tax dollars.
To adjust for the tax effect, you must adjust the principal by the fac-
tor [1/(1 − t)], where t is the effective tax rate. So:

Cash flow coverage ratio =

If you had a $10,000/year principal payment and a 46 percent
tax rate, it would require:

$10,000 × [1/(1 − .46)] or
$10,000 × (1.85), or $18,500 in before-tax dollars 

to meet that principal obligation

This type of analysis can, in some cases, be expanded to con-
sider other fixed obligations, such as dividends on preferred stock,
lease payments, and long-term essential capital expenditures.

Debt ratios or coverage ratios may not give an accurate picture
of the company’s ability to meet obligations. Because of the timing
of the payment of debt obligations, the average interest rates, and
other factors, you may wish to calculate other ratios showing the
relationship of profitability to sales or to investment.

Annual cash flow before 
interest and taxes

����
Interest and principal [1/(1 − t)]

$49,730 − 4,210
��

$10,340
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Evaluating the Operations of the Business

Profitability Ratios

When the profitability on sales ratio and the profitability on invest-
ment ratios are considered, they can give an indication of your effi-
ciency of operation. The first such ratio is the gross profit margin.

For Fruit Crate Manufacturing Co., Inc., the gross profit mar-
gin is:

= = 33%

This ratio gives the percentage of profit relative to the sales after
deducting the cost of goods sold. A more reflective ratio of prof-
itability is the net profit margin:

For Fruit Crate Manufacturing Co., Inc., the net profit margin is:

= 4.2%

This ratio gives a measure of overall efficiency after taking into
consideration expenses and taxes but not extraordinary charges.
With these two ratios you can, over time, evaluate operational
changes. For example, if the gross profit margin remained rela-
tively constant over time, but the net profit margin declined, it
shows that either the tax rate has changed or selling and adminis-
trative expenses have increased. The relative change between these
ratios can identify areas where management attention may be
necessary.

As another example, if the gross profit margin declines, the cost
of goods sold has increased. This could signal several things:

• The firm may have had to lower its product prices to be com-
petitive.

• The cost of labor, materials, or purchased components may have
increased.

• Overall efficiency may have declined.

$20,483
��
$492,374

Net profit (after taxes)
���

Sales

$161,991
��
$492,374

$492,374 − 330,383
���

$492,374
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Another group of profitability ratios relate profits to investment.
For example, the formula for the rate of return on common stock
equity is:

For Fruit Crate Manufacturing Co., Inc. (no preferred stock
involved):

= 0.90 or 9%

This ratio gives an indication of the earning power on the book
investment of the shareholders’ interest. A more general ratio used
to analyze profitability is the return on assets ratio. Use this formula
to calculate this ratio:

For Fruit Crate Manufacturing Co., Inc.:

= 5.5%

Profits are considered after interest is paid to creditors; to some
extent this ratio may be inappropriate because some of these same
creditors provide the means by which part of the assets are sup-
ported. When the finance charges are large, it may be better for com-
parative purposes to calculate a different ratio. An arguably more
appropriate ratio may be the net operating profit rate of return. It is cal-
culated as follows:

For Fruit Crate Manufacturing Co., Inc.:

= 13.24%
$49,730
��
$375,714

Earnings before interest and taxes
����

Total assets (tangible)

$20,483
��
$375,714

Net profits (after taxes)
���
Total assets (tangible)

$20,483
��
$226,448

Net profit after taxes − Preferred stock dividend
������

Net worth − Par value of preferred stock
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Evaluating the Operations of the Business

Turnover and Earning Power Ratios

The asset turnover ratio relates total sales to total tangible assets.
Like many of the ratios discussed before, the meaningfulness of this
ratio lies in the trend the company establishes and how it compares
with similarly situated, comparable businesses in the same indus-
try. The ratio is used as a measure or indicator of how well the com-
pany uses its resources to generate output.

The asset turnover ratio is calculated as:

For Fruit Crate Manufacturing Co., Inc., the asset turnover
ratio is:

= 1.31

A shortcoming of this ratio is that it puts a premium on busi-
nesses that have more fully depreciated equipment than on more
new investment, which may distort efficiency. New equipment
should be producing goods at lower per-unit costs than older, out-
of-date equipment. As a consequence, this ratio should be used in
conjunction with other ratios.

The earning power ratio on total assets is obtained when the
asset turnover is multiplied by the net profit margin, generating the
earning power percentage:

Earning power = ×

=

Because the net profit margin ignores the asset utilization and
the turnover ratio does not consider profitability, each by itself is an
inadequate measure of operating efficiency. The earning power ratio
resolves these shortcomings. From this ratio, it is clear that earning
power will increase if there is an increase in turnover, net profit
margin, or both.

Net profits (after taxes)
���
Total assets (tangible)

Net profit (after taxes)
���

Sales
Sales

���
Total assets (tangible)

$492,374
��
$375,714

Sales
���
Total tangible assets
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Using Performance Measurements for Predictions

Any ratio calculation is based on historical information, which
may have no bearing whatsoever on future results. For example,
the profitability ratio for a Christmas ornaments company may
look awful for the first two-thirds of a year, leading you to assume
a continuing pattern of losses, only to see a late-season surge in
sales volume that completely overturns all assumptions based on
previously calculated ratios. Because of their historical founda-
tion, does this mean that ratios are useless for predicting the
future? Not at all. However, the results they show must be tem-
pered by your knowledge of the business, as well as a comparison
to a variety of other performance measures. For example, if the
current ratio suddenly drops from 2:1 to 1:1, this may signify that
a company is rapidly using up its available resources to pay its lia-
bilities, which is a clear preliminary signal of bankruptcy. However,
the ratio can also be completely misleading, because a company
simply may have chosen to use much of its current assets to pay
off a long-term debt in advance of its scheduled payment date.
The correct interpretation would have required either a complete
knowledge of the subject company’s financial transactions (which
is not always easy to come by) or a more comprehensive view of
other ratios. For example,if the current ratio had been supple-
mented by the debt to equity ratio, then it would have been an
easy matter to see the drop in the current ratio being offset by the
improvement in the debt to equity ratio. Thus, ratio analysis must
be supplemented by other information before it can be used as a
predictive tool.

For prediction purposes, the ratio format shown in Figure 6.2
can be of considerable use. Having just noted that a number of
measures, combined together, are superior to a single ratio for
predictive purposes, we have created a mix of ratios that tell a
more comprehensive story of a company’s financial condition.
The measures are described in month-to-month format, so that
the observer can see a clear trend line of financial performance.
Figure 6.2 uses a mix of ratios and percentages, as well as the
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Evaluating the Operations of the Business

monthly sales figure, to determine what is happening to Com-
pany XYZ.

In Figure 6.2, the trend line of sales has gone up substantially,
as Company XYZ has clearly obtained much new business, begin-
ning in the month of May. However, this sales increase is coincident
with a marked drop in profitability, probably because the company
has increased its incremental sales by selling at too low a margin,
thereby converting itself from a low-volume, high-margin company
into the reverse: a high-volume, low-margin company. Further, to
meet the demands of the company’s sales growth, note that the
return on assets has dropped markedly, probably due to the pur-
chase of new fixed assets that are needed to produce the added vol-
ume. The turnover ratios for both accounts receivable and inventory
have also dropped, implying that the company’s working capital
investment has increased, probably due in part to worsening credit
problems with its new customers. The increase in assets and work-
ing capital have contributed to a shortage of cash, as evidenced by
the worsening current ratio, not to mention the increase in debt, as
revealed by the debt to equity ratio. To make matters worse, the
added expenses and reduced margins associated with these extra
sales have resulted in a much higher break-even point, so that the
company must maintain a very high sales level in order to cover its
costs. This type of more comprehensive analysis, when set up in a
multiperiod format, is much more revealing for prediction purposes
than a single-ratio examined for a single period. From this wider
range of information, we can easily determine the course of a com-
pany’s future finances, as well as possible reasons for the current
situation, and suggestions for further improvements. To use the
example in Figure 6.2, we can predict a speedy demise for this com-
pany, because its cash requirements for working capital and fixed
assets vastly exceed the ability of operations to spin off substantial
cash. Our recommendation, based on the analysis, would be to
eliminate the new customers and return to the smaller sales levels
that also resulted in higher margins.

Only by creating a complete picture of a company’s financial
condition, which requires a mix of ratios, percentages, and other
calculations, can you have a firm basis on which to predict future
financial performance.
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Evaluating the Operations of the Business

Operating Ratios

Operating ratios may be even more useful than financial ratios
because of the timely nature of their calculation and the decision-
specific nature of their use. While these ratios are in keeping with the
thinking of most engineers and managers of sales, service and man-
ufacturing can also use the principles of operating ratios effectively.

Comparison of Financial and Operating Ratios

Similarities
• Both financial and operating ratios are most useful when the

information generated by the ratio is timely. Ratios are like
other tools; they are beneficial only if you have them when
you need them.

• As with financial ratios, operating ratios can be generated for
any two numbers, for example, the number of salespeople and
the dollars of sales per month. These two numbers will generate
an average sales per salesperson, against which there may be a
relative performance index. Also like financial ratios, unless
there is a relationship, the resulting ratio is meaningless.

• Like financial ratios, operating ratios should not be accepted at
face value. For the sales per person ratio, assume we find the
average to be 17 sales per salesperson per day in an automo-
bile dealership. Two of the salespeople make 43 and 53 sales
per day, respectively, and the remaining five salespeople make
3 sales, 6 sales, 5 sales, 5 sales, and 4 sales, respectively. It would
appear that you could replace the five salespersons with one
aggressive person and be better off. However, additional infor-
mation may reveal that the low-volume employees are auto-
mobile showroom salespeople and the other two are in the
parts department. The parts room accounts for only 17 percent
of the revenues but has 28.6 percent of the sales force. Several
more ratios can be generated that would help in determining
whether the sales force is well managed, efficient, and eco-
nomical. Standing alone, no one ratio is as useful as a series of
related ratios.
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• Ratios for operations, like financial ratios, can be more effec-
tive if they are “trended.” Taking the salesroom salespeople’s
past 12 months average ratio of sales per day, we observe these
data:

Jan. 3.6 July 4.9
Feb. 4.2 Aug. 2.1
Mar. 5.4 Sept. 4.7
Apr. 6.1 Oct. 7.0
May 7.7 Nov. 6.3
June 6.3 Dec. 4.1

From this we see a two-peak cycle of automobile sales. The
dealership can plan when it should order more cars to increase
the inventory in anticipation of seasonal sales. It also may help
plan for sales incentives, promotional advertising, vacation
schedules, and other operational elements.

• The cost of generating the data necessary for any ratio should
not exceed the benefit derived from the information produced
from the data. As with any tool, a ratio should itself have a
favorable cost-benefit relationship. In other words, the benefits
should outweigh the costs.

• Ratios are useless if they do not meet a need. Looking back, the
ratio of average sales per salesperson per period was designed to
measure the relative performance of sales personnel. It did not
do that adequately. It failed to inform management what the
meaningful performance was for automobiles versus parts sales
personnel.

• Properly structured, an operating ratio or series of ratios can be
used for planning and control. As an example, some of the
financial ratios mentioned can be used to evaluate credit policy.
The same is true for operating ratios. If we monitor how well
auto sales personnel are doing individually, compared to the
monthly historical figures, we have a quantitative measure of
individual performance. If we look at the aggregate sales figures
of average sales per person per day against the historical aver-
age, we have a measure of how well the business is doing com-
pared with past performance.
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Evaluating the Operations of the Business

Dissimilarities
• Financial ratios relate to numbers from the balance sheet and

income statement, whereas operational ratios are oriented more
toward production, service, and sales—figures that may not be
accumulated in the accounting system. Because of this, standard
financial ratios are more likely to be routinely prepared, whereas
operating ratios are more often tailored to meet particular needs.
There is a greater tendency to compare financial ratios among
businesses almost indiscriminately—resulting in bad compar-
isons among dissimilar businesses. Because operating ratios may
be tailored, there is less of a tendency for misapplication and
greater reliance on historical trends.

• Operating ratios often can be calculated very quickly from obvi-
ous data. For the example of average sales per salesperson,
management can have an accurate number for the previous
day’s sales for each member of the sales force at the start of each
workday. It is often more difficult to compile and verify the
financial data.

Use of Operating Ratios

Operating ratios can be used to evaluate any function. There may
be a very large number of data-gathering efforts necessary to com-
pile the needed input for ratio generation. Data gathering is costly
and time consuming. It represents an investment that should have
an expectation of a return to justify the expenditure. Therefore,
you should first implement the use of ratios that have the greatest
return or control. The ability to improve control through ratio gen-
eration and evaluation should be directed at critical steps in the
process.

Breakdowns at critical steps may halt all production. For exam-
ple, in a law firm specializing in appeals, time constraints are exter-
nally generated by rules of court with limited opportunities for
extensions of time or deviations. Operationally, research is accom-
plished using sophisticated terminals connected to national data
banks. Writing and editing is done on word processing software. All
work flows through personnel highly skilled in the use of word
processors. A breakdown in the word processing function could be
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very serious for the meeting of critical deadlines. Often the speed of
input into the word processor is slower than dictation. Therefore,
the ratio of skilled typists to writers may be critical. Ratio analysis
can play a key role in determining a proper relationship.

There is a general five-step process for designing and imple-
menting a control system based on ratio analysis. The number of
steps may vary based on system complexity.

The five steps are:

1. Analyze the process or system: Write a step-by-step description
of the process.

2. Look for and identify critical steps: Is there any one step through
which most or all work flows?

3. Analyze the critical step: Is it a potential bottleneck or constric-
tion? Why is it a bottleneck?

4. Set a target performance ratio: Determine from past historical
data how well you have done and ask, “How much better can
we do?”

5. Evaluate performance and feedback: How well are you now
doing? How do you improve the system? What is the justifi-
cation?

Applications

Operating ratios can be applied to any business. The next case study
applies a ratio analysis to a service company (a law firm). Other sug-
gestions will be given for a retail store and a manufacturing firm.

The firm of Simmer, Braize, and Broyle, P.A., is a Midwest law
firm composed of 6 partners and 11 associate attorneys. They rep-
resent three large automobile insurance companies in defense liti-
gation. The firm’s business is basically steady, with two small
seasonal variations. The firm has a sophisticated word processing
system with satellite terminals; one draft, high-speed printer; one
letter-quality printer; and a laser printer. The firm has two senior
secretaries, two junior secretaries, and one clerk-typist/receptionist.
As the caseload has grown, one senior secretary spends almost all
her time setting up new case files.

The firm noticed that the secretaries were putting in more
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Evaluating the Operations of the Business

overtime, and the senior partner was concerned that things were
getting done only just in time. Ratio analysis was undertaken by an
associate who had an undergraduate degree in business.

• She analyzed the flow of paper from the receipt of a complaint
through the final order of the trial court. She prepared a flow-
chart of what work was done, when, and by whom.

• She discovered two critical steps:
1. All work product passed through the two junior secretaries

and one senior secretary as they input, edited, and printed
out lawyers’ work products.

2. The reproduction and mailing of letters, pleadings, and briefs.
• The technical word processing function was on the verge of

becoming a bottleneck. The work just seemed to take too long
to process.

• The reproduction facility was a disaster. The equipment was
always breaking down; when it worked, people were constantly
walking back to work without copies because “the line was too
long” or “a long critical job was on the machine.”

• After studying the number of words processed by each of the
three secretaries, she found an average of 52 words per minute.
Not to be fooled by averages, she looked at the distribution. The
two junior secretaries typed at 38 and 42 words per minute
each and the senior secretary typed at 75. The other senior sec-
retary, who only set up files, could type at 81 words per minute.
The associate, told that this secretary had been hired because of
her typing speed, calculated that if the senior secretary switched
roles with the junior secretary, the firm could target word input
at 67 words per minute, average, without changing personnel
(a 29 percent increase). The junior secretary and the reception-
ist would be able to prepare all the files as they came in. The
associate found that the senior secretary had started or updated
61 files per day. She set a target of 45 files for the junior secre-
tary and 20 for the receptionist (because of her other duties).

• She ran a study of the copier by asking each user to log in the
number of copies made of each original and the number of orig-
inals. From this, she learned several things. There were only
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two basic types of copying requirements: (1) long runs (many
copies of large jobs with many originals) and (2) short runs (few
originals, few copies). The long runs, on average, consumed 6
hours a day total time and the short runs 1.5 hours. The aver-
age short run took less than 30 seconds, but the average long
run took 17 minutes. Twenty-one long runs and about 200 short
runs were run each day. With the machine breakdowns consid-
ered, the copier (owned by the firm) worked properly on aver-
age 8.2 hours each 9-hour day. Often copies were run through
lunch hour on a staggered secretarial shift.

• From these ratios, the associate made these recommendations:
Buy a highly reliable small copier and dedicate it to short runs.
Hire a clerk to do the copying. As justification, she made these
findings based on ratio analysis:
• On average, each secretary saved up five small runs or one
long run before going to the machine.
• On average, the machine was tied up doing long runs or broken
down 6.8 hours out of every 9 hours, roughly 75 percent of the
time. On three out of every four trips to the machine, a secretary
found it occupied by a long run. Because the secretaries made 40
successful trips to the copier per day (200 short runs/5 runs per
trip), they were making approximately 120 unsuccessful trips to
the machine. If they waited for a long run to finish rather than
returning to their desk, they waited 81⁄2 minutes (17/2).
• By assigning a clerk to copying, all unsuccessful trips were elim-
inated. Even though an unsuccessful trip to the copier took only
45 seconds, 1.5 hours of secretarial time was saved (120 trips ×
45 seconds).
• By reducing the demand on the copier, the breakdown rate
was expected to improve.
• The biggest bonus to the firm was the actual freeing up of 7.5
hours of secretarial time. Simply to do the copying, a secretary
stood at the machine for 6 hours a day for long runs and 1.5
hours per day for short runs. This, coupled with the 1.5 hours of
time saved on unsuccessful trips, amounted to enough savings
in dollars of overtime to pay for the small-run copier in nine
months and still pay the salary and benefits of the clerk.
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Evaluating the Operations of the Business

Ratio analysis improved the operation of the firm, gave it quan-
tifiable measures of performance, and got some control over the
operation.

Other Ratios

A list of other operating ratios a firm might generate follows; it is
not meant to be complete.

For the law firm, other ratios were considered:
• Total hours worked to hours spent on task for which hired
• Clerical hours to professional hours
• Billable hours to hours worked
• Billable hours brought to firm (new clients, new or repeat

work) to hours billed

For a retail store:
• Number of customers making purchases to the number of cus-

tomers coming through door
• Number of sales to number of customers waited on (by each

salesperson)
• Number of sales per hour of the day
• Dollars of sales per dollars of inventory (by product or product

type)
• Number of sales to number of salespersons

For a manufacturing firm:

Lower Management

• Hours of setup time to hours of run time
• Hours of downtime to available hours
• Hours of downtime to run time
• Hours of sick time to hours worked
• Labor hours per product produced
• Hours of rework to hours of production
• Number of quality control steps or inspections to hours to pro-

duce or steps to produce
• Work area per employee
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Middle Management

• Number of supervisors to direct laborers
• Number of indirect laborers to direct laborers
• Scrapped product to good finished goods
• Number of returns to goods sold

Upper Management

• Dollars of profit to cost to produce
• Number of products back-ordered to number delivered
• Dollars of sales to number of employees
• Lost time accidents to hours worked
• Number of service employees to manufacturing employees
• Number of units shipped per day

For the accounting department:
• Purchase discounts taken to total discounts
• Transactions processed per person
• Transaction error rate
• Average time to issue invoices
• Time to produce financial statements
• Percentage of tax filing dates missed
• Bad debt percentage
• Percent of cash applied on day of receipt

For the engineering department:
• Bill of material accuracy
• Labor routing accuracy
• Percentage of existing parts used in new products
• Average number of distinct products per design platform
• Ratio of actual cost to target cost
• Warranty claims percentage
• Time from design inception to production

For the logistics department:
• Production schedule accuracy
• Days of inventory on hand
• Obsolete inventory percentage
• Inventory accuracy
• Percentage of certified suppliers
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Evaluating the Operations of the Business

• On-time parts delivery percentage
• Purchased component defect rate
• Picking accuracy for assembled products
• On-time delivery percentage

For the production department:
• Utilization percentage for bottleneck operation
• Break-even plant capacity
• Unit output per direct labor hour
• Average equipment setup time
• Unscheduled downtime percentage
• Scrap percentage
• Maintenance expense to fixed assets ratio

For the sales and marketing department:
• Market share
• Customer turnover
• Browse to buy conversion ratio
• Direct mail effectiveness ratio
• Quote to close ratio
• Sales per salesperson
• Days of backlog

Each manager or supervisor concerned with the operations of the
firm or store should monitor at least two or three critical ratios on a
continuous basis. This information may be plotted on a daily basis to
accumulate historical information that could be used for planning,
control, and budgeting. Often this information will point up areas of
critical concern before it has a fatal effect. Therefore, ratios, if prop-
erly structured and monitored, can be powerful management tools.

The Balanced Scorecard

Too often, a company focuses exclusively on its financial results. By
doing so, it may be forcing attention away from other key measures
that ultimately have a strong impact on financial performance and
enhance that performance in the long run. To counteract this prob-
lem, Robert Kaplan and David Norton published The Balanced
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Scorecard (Harvard Business School Press, 1996). In this book, the
authors make a strong case in favor of splitting up a company’s key
performance measurements into four areas—the financial, cus-
tomer, internal business processes, and learning and growth areas.
These areas are designed to build on each other, so that a proper
level of attention to the three nonfinancial measurement areas will
result in an improved set of financial measurements as well. An
example of this measurement system is shown in Figure 6.3. In it,
we see that the learning and growth measurements, shown in the
lower left-hand corner, are designed to improve the performance
of employees through training as well as reduced turnover (on
the grounds that fewer employee departures results in fewer new
employees, hence a more experienced staff). Measurements for
the last month are compared to those from previous periods, so that
employees can see trends in the measurements. Success in the learn-
ing and growth area should result in an improvement in the com-
pany’s internal business processes, which are itemized in the lower
right corner of the figure. In this area, increased employee train-
ing has led to improved processing time for customer orders as well
as the near completion of a just-in-time manufacturing system.
These process changes should result in improved customer-related
measurements, which are noted in the upper right corner. With
improved product quality, on-time shipments, and customer satisfac-
tion, we assume that financial performance will improve, which will
be reflected in the final box in the upper left corner. In this area, the
financial measures are closely tied to the corporate goal, which is
listed at the top of the page: to spin off enough cash from operations
to fund new facilities and acquire competitors. Thus, the balanced
scorecard reporting system results in a coherent set of interlocking
measurements that are directly tied to a company’s goals.

The balanced scorecard must be individualized for each com-
pany that uses it, since each one operates within a unique set of
constraints. The measurements used in the example are designed
for a manufacturing facility, and so would be inappropriate for use
by a service company. To obtain the correct set of measurements for
a balanced scorecard, a company’s senior management group should
compile a short list of the most appropriate measures, possibly with
the assistance of a trained facilitator who can keep the discussion
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FIGURE 6.3

The Balanced Scorecard

XYZ Company
Balanced Scorecard

Goal: To spin off enough cash flow to build new facilities and acquire competitors.

Financial:

Net profits 6%
This Month
This Quarter
Last Year

4.5%
3.4%
2.6%

Inventory Turns 20%
This Month
This Quarter
Last Year

16.0%
12.5%
12.0%

Receivable Turns 9.0%
This Month
This Quarter
Last Year

8.2%
7.6%
8.1%

Actual Goal Customer:

Customer Satisfaction 95%
This Month
This Quarter
Last Year

59.5%
54.0%
50.0%

On-Time Shipments 98%
This Month
This Quarter
Last Year

71.0%
68.0%
42.0%

Quality Percentage 99.5%
This Month
This Quarter
Last Year

94.5%
91.3%
89.2%

Actual Goal

Learning & Growth:

Employee Turnover 10%
This Month
This Quarter
Last Year

19.0%
21.0%
38.0%

Training Hours per
Employee Annualized 40

This Month
This Quarter
Last Year

29
25
21

Actual Goal
Internal Business Processes:

Just-in-Time System
Percentage Complete 100%

This Month
This Quarter
Last Year

65%
45%
20%

Average Time to
Process Orders 2 Days

This Month
This Quarter
Last Year

2.9 Days
3.2 Days
3.5 Days

Actual Goal
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on track. Once everyone has agreed on the most appropriate mea-
sures, there must be further agreement on how each one should be
calculated, as well as when the measures will be sent back to the
management team for periodic review. These up-front decisions
ensure that the correct measures will be calculated and that they
will be used by managers to improve the business.

The balanced scorecard should not supplant all previous mea-
surement systems that a company uses to track its performance.
Dozens or even hundreds of measures may be in place already that
are extremely useful for the conduct of daily operations and that
should be continued. The balanced scorecard is more for the man-
agement group, who can use it to see how well they are directing
the company’s performance in reaching its major goals. To this end,
it should be treated as a high-level set of measurements, under
which lie a great many other measures that still must be used to
transact daily company business.

Summary

Ratios are an analytical tool used for reporting and control. They
have external and internal applications. Externally, trade creditors,
bondholders, and banks are interested in the ratios and the trends
depicted by a historical progression of those ratios. Internally, finan-
cial and operating ratios depict how well the firm is doing and serve
as an instrument of feedback for control.

In trying to determine what a ratio means, analysts sometimes
resort to rules of thumb, which are nothing more than averages. As
such, they may be inapplicable, thus generating faulty comparisons
and conclusions. Financial ratios generated internally over time
may be the most useful for the firm’s purposes. Next, you might
compare other similar firms’ ratios generated by trade associations.

For financial ratios, you might generate liquidity ratios, debt
ratios, long-term liquidity measures, coverage ratios, and profitabil-
ity ratios.

After financial concerns, operating ratios may be generated as a
measure of how well the firm is doing, where bottlenecks occur,
and where objective measures of performance can be established.
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Evaluating the Operations of the Business

Creating operating ratios is an individual endeavor for each busi-
ness. Although some of the ratios established—for example, accept-
able parts to parts produced—may be common, what is acceptable
will vary from business to business. Also, where you want to
emphasize control will vary according to individual costs.

A five-step analysis of a process or system helps point out areas
where a company may have critical steps or potential bottlenecks.
These may be areas where you should expend some effort in gen-
erating ratios for control and reporting.

The generation of useful ratios is the guiding star for this analy-
sis. If you undertake to generate the information necessary for
implementation of a ratio control or feedback system, the ratio
should be meaningful and the information useful.

Ratios are guides, and that implies movement over time. Taking
a snapshot look at ratios may tell management something, but that
something may be misleading. Trends in ratios indicate what is
going on with the business, and they may even indicate what might
go on in the future.

Properly applied, analyzed, and interpreted, ratios are a power-
ful tool for internal and external reporting, control, and evaluations.
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Chapter 7
Financial Analysis1

The business owner should be aware of several financial analysis
topics. The first is risk analysis, which addresses the variability

of data made to make decisions. Another is capacity utilization,
which is of great importance when determining the ability of an
organization to change the amount of revenue it produces, as well
as to monitor its bottleneck operations. The final analysis tool is
the break-even chart, which is addressed in increasing levels of
complexity in order to show how it can be modified to incorporate
a variety of variables. These tools are all useful for managing a
business.

Risk Analysis

It is customary to make decisions based on projected information.
This happens whenever a business forecast or sales projection is
issued. In particular, it is a primary element of any cash flow pro-
jection for a capital expenditure. If there is even a small difference
between actual and projected cash flows from a project, it may
result in a negative net present value, which means that an imple-
mented project should not have been approved initially. To avoid
this problem, you must have a good knowledge of the risk of any

209

1 Adapted with permission from Chapters 8, 13, and 17 of Steven M. Bragg,
Financial Analysis (Hoboken, NJ: John Wiley & Sons, 2000).
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projection, which is essentially the chance that the actual value will
vary significantly from the expected one.

There are several rough measures of data dispersion. They tell
how spread out the projected outcomes are from a central average
point. By reviewing the several measurements, you can obtain a
good feel for the extent to which projections cluster together. If
they are tightly clustered, then the risk of not meeting the esti-
mated outcome is low; a large degree of dispersion reflects consid-
erable dissension over the projected outcome, and a greater degree
of risk is associated with this situation.

The first task when determining data dispersion is to determine
the center, or midpoint, of the data, to see how far the group of esti-
mates vary from this point. There are several ways to arrive at this
point.

• Arithmetic mean. This is the summary of all projections, divided
by the total number of projections. It rarely results in a specific
point that matches any of the underlying projections, because it
is not based on any single projection—just the average of all
points. It simply balances out the largest and smallest projec-
tions. It tends to be inaccurate if the underlying data include
one or two projections that are significantly different from the
other projections, resulting in an average that is skewed in the
direction of the significantly different projections.

• Median. This is the point at which half of the projections are
below and half are above. On the assumption that there are an
even number of projections being used, the median is the aver-
age of the two middle values. By using this method, you can
avoid the effect of any outlying projections that are radically dif-
ferent from the main group.

• Mode. This is the most commonly observed value in a set of
underlying projections. As such, it is not impacted by any
extreme projections. In a sense, it represents the most popular
projection.

When selecting which to use for the midpoint of the data, you must
remember why you are using the midpoint. Because the determi-
nation of the level of risk is the goal, you want to determine how
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far apart the projections are from a midpoint. As you will be includ-
ing the extreme values in the next set of measurements, you do not
have to include them in the determination of the center of the pro-
jections. Accordingly, you will use the median, which ignores the
size of outlying values, as the measurement of choice for determi-
nation of the middle of the set of projected outcomes.

The next step is to determine how far apart the projections are
from the median. Given the small number of projections, this is
easy enough. Just pick the highest and lowest values from the list
of outcomes, then determine the percentage by which the highest
and lowest values vary from the median. To do so, you divide the
difference between the lowest and median values by the median,
and calculate the same variance between the median and the high-
est value. This is a good way to determine the range of possible out-
comes. For example, these cash flow projections were collected as
part of risk analysis determination:

• The set of projections for estimated cash flow is:
$250, $400, $675, $725, $850, and $875

• The median is the average of the third and fourth values,
which is:
$700

• The percentage difference between the median and highest pro-
jection is:
($875 − $700)/$700 = 25%

• The percentage difference between the median and lowest pro-
jection is:
($700 − $250)/$700 = 64%

If the difference between the median and the highest possible
estimate is only 25 percent, but the difference between the median
and the lowest possible estimate is 64 percent, then there is a mod-
est chance that the actual result will be higher than the estimate
but there is a significant risk that it may turn out to be lower than
expected.

Another way to determine dispersion is to calculate the standard
deviation of the data. This method measures the average scatter of
data about the mean. In other words, it arrives at a number that is
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Evaluating the Operations of the Business

the amount by which the average data point varies from the mid-
point, either above or below it. You can divide it by the mean of the
data to arrive at a percentage that is called the coefficient of variation.
This is an excellent way to convert the standard deviation, which
is expressed in units, into a percentage. It is a much better way of
expressing the range of deviation within a group of projections,
since you cannot always tell if a standard deviation of $23 is good
or bad; when converted into a percentage of deviation of 3 percent,
you can see that the same number indicates a very tight clustering
of data about the center point of all data. Figure 7.1 uses the data
just noted to determine the standard deviation, the mean, and the
coefficient of variation.

The calculations in Figure 7.1 reveal that the set of projections
used as underlying data vary significantly from the midpoint of the
group, especially in a downward direction, indicating that there is a
high degree of risk that the expected outcome will not be achieved.

Sometimes the management team to whom risk information is
reported will not be awed by a reported coefficient of variation of a
whopping 80 percent or by a standard deviation of 800 units. They
do not know what these measures mean, and they do not have time
to find out. For them, a graphical representation of data dispersion
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FIGURE 7.1

Calculating the Standard Deviation 
and Coefficient of Variation

1. The standard deviation formula in Excel, using data set, is:
= STDEV(250, 400, 675, 725, 850, 875)
= 252

2. The calculation of the mean of all data is:
= (sum of all data items)/(number of data items)
= (250 + 400 + 675 + 725 + 850 + 875)/6
= 629

3. The calculation of the coefficient of variation is:
= (standard deviation)/(mean)
= 252/629
= 40%
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may be a better approach. They can see the spread of estimates on
a graph and then decide for themselves if there appears to be a
problem with risk.

When constructing a graph that shows the dispersion of data,
you can lay out the data set in terms of the percentage difference
between each item and the midpoint. Figure 7.2 takes the projec-
tion information used in Figure 7.1 and converts it into percentages
from the median.

When translated into a graph, Figure 7.2 gives a wide percent-
age distribution of data on either side of the X axis that gives a good
indication of the true distribution of data about the mean. The top
graph of Figure 7.3 restates the data in Figure 7.2.

Note that there are two additional graphs in Figure 7.3. The
middle graph assumes that there are a number of projections clus-
tered under each of the variance points. The example arbitrarily
expands the number of projections to 26, with 8 clustered at the
median point, 6 each at the −4% and +4% variance points, and
lesser amounts at the outlying variance points. This is close to a clas-
sic “bell curve” distribution, where the bulk of estimates are clus-
tered near the middle and a rapidly declining number are located at
the periphery. This is an excellent way to present information, but
small business owners rarely have a sufficient number of projec-
tions to use this type of graph. If there are enough projections, a
variation shown in the graph at the bottom of the exhibit may
result: Data are skewed toward the right-hand side of the chart.
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FIGURE 7.2

Data Dispersion, Measured in Percentages

Percentage Variance
Projection from the Median

$250 −64%
$400 −43%
$675 −4%

$700 (median) 0%
$725 4%
$850 21%
$875 25%
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FIGURE 7.3

Graphical Illustration of Data Dispersion

Percent Distribution from Median
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This indicates a preponderance of estimates that lean, or “skew,”
toward the higher end of the range of estimates. A reverse graph,
which had negative skew, would present a decided lean toward the
left side.

Of the graphs presented in Figure 7.3, only the first one, the
“Percent Distribution from Median,” is likely to be used consistently,
because in most situations there are so few data points available to
work with. Nonetheless, you can use any of these graphs when
making presentations to management about the riskiness of projec-
tions, because they all are so easy to understand.

Capacity Utilization

The term capacity covers both human and machine resources. If
those resources are not used to a sufficient degree, there are imme-
diate grounds for eliminating them, either by a layoff (in the case of
human capacity) or selling equipment (in the case of machines). A
layoff usually has a short-term loss associated with it, which covers
severance costs, followed by an upturn in profits, since there is no
longer a long-term obligation to pay salaries. The sale of a machine
does not have much of an impact on profits, unless there is a gain
or loss on sale of the asset, but it will result in an improvement in
cash flow as sale proceeds come in; these funds can be used for a
variety of purposes to increase corporate value, such as reinvest-
ment in new machines, a loan payoff, a buyback of equity, and so
on. Consequently, you should keep a close eye on capacity levels
throughout a company. Whoever makes recommendations to keep
capacity utilization close to current capacity levels will have a sig-
nificant impact on both profits and cash flows.

When making such analyses, an issue to be aware of is that a
business owner tends to be conservative—he or she wants to max-
imize the use of current capacity and get rid of everything not being
used. This may not be a good thing when activity levels are pro-
jected to increase markedly in the near term. If management elim-
inates excess capacity just prior to a large increase in production
volumes, some exceptional scrambling, possibly at high cost, will be
required to bring the newly necessary capacity back in house.
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Consequently, be sure to work with the sales staff to determine
future sales (and therefore production) trends before recommend-
ing any cuts in capacity.

Capacity utilization also reveals the specific spots in a produc-
tion process where work is being held up. These bottleneck oper-
ations prevent a production line from attaining its true potential
amount of revenue production. You can use this bottleneck infor-
mation in two ways:

1. To recommend improvements to bottleneck operations in order
to increase the potential amount of revenue generation

2. To point out that any capital improvements to other segments of
a production operation are essentially a waste of money (from
the perspective of increasing the flow of production), since all
production still is going to create a log-jam in front of the bot-
tleneck operation

Another use for capacity utilization information is in the deter-
mination of pricing levels. For example, if a company has a large
amount of surplus excess capacity and does not intend to sell it off
in the near term, it makes sense (and cents) to offer pricing deals on
incremental sales that result in only small margins. This is because
there is no other use for the equipment or production personnel. If
low-margin jobs are not produced, the only alternative is no jobs at
all, for which there is no margin at all. However, if the business
owner knows that a production facility is running at maximum
capacity, it is time to be choosy on incremental sales, so that only
those sales involving large margins are accepted. It may also be pos-
sible to stop taking orders for low-margin products in the future,
thereby flushing such products out of the current production mix
in favor of newer, higher-margin sales. Although this approach is
highly profitable, it can irritate customers who are faced with take-
it-or-leave-it answers by a company that refuses new orders unless
the customer accepts higher prices. Consequently, incremental
pricing for new sales is closely tied not only to how much produc-
tion capacity a company has left, but also to its long-term strategy
for how it wants to treat its customers.

Companies have a variety of activities in which the capacity
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utilization may be important enough to track. The area most com-
monly measured is machine utilization, because management teams
are always interested in keeping expensive machinery running for
as long as possible, so that the invested cost is not wasted. Thus,
capacity tracking for expensive assets is certainly a common activity.
However, another factor that many organizations miss is the
capacity utilization measurement for any bottleneck operation. This
has nothing to do with a costly asset, but rather with determining
whether a key operation in a process is interfering with the suc-
cessful processing of a transaction. For example, if a number of pro-
duction lines feed their products to a single person who must box
and ship them, and this person cannot keep up with the volume of
production arriving at her workstation, then she is a bottleneck
operation that is interfering with the timely completion of the
production schedule. Because she is a bottleneck, her capacity uti-
lization should be tracked most carefully. This worker is not an
expensive machine, and may in fact be paid very little, but she is
potentially holding up the realization of a great deal of revenue that
cannot be shipped to customers. Consequently, using a capacity
utilization measure makes a great deal of sense in this situation.

To amplify on the concept of capacity planning for bottleneck
operations, it is not sufficient to track the utilization of a single bot-
tleneck operation, because the bottleneck will move to different
steps in the production process as improvements are made to the
system. For example, the key principle of the just-in-time concept
is that management works to identify bottleneck operations and fix
them. As a result, each specific bottleneck will be eliminated, but
now the second most constrictive operation comes to the fore for
review and improvement, which in turn will be followed by a third
operation, and so on. Consequently, it is better to identify every work
center and track the utilization of them all. By using this more com-
prehensive approach, management can spot upcoming bottleneck
problems and address them before they become serious problems.

In the case of machinery, the tracking of utilization for virtually
all of them is also useful, not just because they are also potential bot-
tleneck operations, but because of the reverse problem—a machine
that is not being used is a waste of invested capital and should be
sold off if possible. A detailed capacity utilization report will note
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those machines that are not being used and tell management what
can potentially be eliminated. This information is especially useful
when machines are clustered on the report by type, so that a subto-
tal of capacity utilization is noted for each group of machines. If the
machines within each cluster can be used interchangeably to com-
plete similar work, management can determine the total amount of
work required of each cluster and add or delete machines to meet
that demand, which results in a very efficient use of capital. Such a
report is described later in Figure 7.4.

A company frequently thinks of its production capacity only in
terms of the current number of shifts being operated, and tracks its
capacity utilization accordingly. For example, a production facility
that operates for one eight-hour shift and uses all machinery dur-
ing that time thinks that it is operating at 100 percent capacity uti-
lization. In fact, it is only using one-third of the available hours in a
day, which leaves lots of room for additional production. Accord-
ingly, when developing a utilization measurement, always use the
maximum amount of theoretical capacity as the baseline, rather than
the amount of time during the day that is currently being used. For
a single day, this means 24 hours, and for a week, it is 168 hours.
On a monthly basis, the total number of hours will vary, since the
number of days in a month can vary from 28 to 31. To get around
this problem, it is easier to track capacity on a weekly basis and use
either four or five full weeks for individual months, depending on
where the final month-end dates fall, so that all months of the year
(except the last) on the capacity report show full-week results for
either four or five weeks.

Once the decision is made to create a capacity utilization analy-
sis, what format should be used to present it? The capacity report in
Figure 7.4 lists the utilization hours of 28 plastic injection and blow
molding machines. The identification number of each machine is
listed down the left column, with the tonnage of each machine
noted in the next column. The next cluster of four columns shows
the weekly utilization in hours for each machine. The final three
columns show the average weekly utilization by machine for the
preceding three months. In addition, there are subtotals for all
blow molding machines and for five clusters of injection molding
machines, grouped by tonnage size.
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FIGURE 7.4

Capacity Utilization Report

Month of

Machine Machine 5/9–5/15 5/2–5/8 Apr. Mar. Feb.
ID Description Run Hrs Run Hrs Run Hrs Run Hrs Run Hrs Run Hrs Run Hrs

B1100/BM04 Blow Mold 150 142 139 132 112 122 104

B2000/BM03 Blow Mold 149 135 137 152 114 154 119

89% 82% 82% 85% 67% 82% 66%

01-25 25 Ton 123 125 126 132 138 125 111

02-90/TO11 90 Ton 150 158 152 137 117 132 144

03-90/TO10 90 Ton 129 168 164 129 126 111 120

04-90/TO09 90 Ton 75 50 94 138 142 167 147

16-55/AG01 55 Ton 132 168 163 59 125 109 102

73% 80% 83% 71% 61% 62% 61%

05-150/TO08 150 Ton 141 150 147 162 133 139 133

06-150/TO07 150 Ton 119 130 137 152 122 124 127

07-198/TO06 198 Ton 147 135 133 77 114 132 54

08-200/TO05 200 Ton 110 120 124 141 117 101 113

17-190/TA05 190 Ton 138 141 127 116 97 106 91

78% 80% 80% 77% 69% 72% 62%

09-300/TO04 300 Ton 168 168 168 133 148 125 148

10-300/TO03 300 Ton 0 50 79 143 135 142 129

11-330/TO02 330 Ton 148 149 129 136 93 125 100

20-390/TA04 390 Ton 110 127 121 158 128 136 154

21-375/C106 375 Ton 92 100 102 84 78 77 102

26-400/TO01 400 Ton 47 85 124 116 101 78 120

56% 67% 72% 76% 68% 68% 75%

12-500/CI05 500 Ton 91 168 166 137 113 62 50

14-500/CI04 500 Ton 74 85 100 96 107 142 96

18-450/VN02 450 Ton 168 162 163 164 103 111 119

24-500/VN01 500 Ton 125 0 167 163 161 96 106

25-500/TA03 500 Ton 132 139 145 162 146 128 89

70% 66% 88% 86% 75% 64% 55%

13-700/CI03 700 Ton 168 151 146 142 106 78 60

15-700/VN03 700 Ton 0 153 107 152 133 118 118

19-720/TA02 720 Ton 102 109 115 161 115 58 113

22-700/CI01 700 Ton 111 59 74 154 74 76 144

23-950/TA01 950 Ton 104 168 126 159 110 91 112

58% 76% 68% 91% 64% 50% 65%

66% 74% 78% 80% 71% 66% 66%

68% 74% 78% 81% 70% 67% 66%
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Evaluating the Operations of the Business

This report format allows management to look across the report
from left to right and determine any trends in capacity utilization,
while also being able to look down the page and determine usage
by clusters of machines. This second factor is of extreme impor-
tance in the molding business, because each machine is very
expensive and must be eliminated if it is not being used to a suffi-
cient degree. For example, look at the tonnage range of 300–400
tons, located midway through the report. A cluster of six machines
is consistently showing between 68% and 76% percent of usage. Is
it possible to eliminate one machine, thereby spreading the work
over fewer machines and raising the overall usage percentage for
all the machines? To determine the answer using data for the high-
est utilization reporting period, which is for the first week of May,
at 76%, add up all the reported hours of usage for that cluster of
machines, which is 770, and divide the total number of hours that
the machine cluster has available, assuming that one machine has
been removed. The total number of hours available for production
will be 168 (which is seven days multiplied by 24 hours per day)
times five machines, which is 840. The result is a utilization of 92
percent for the maximum amount of work that has appeared in the
last quarter of a year. Consequently, the answer is that it is theoret-
ically possible to remove one machine from the 300–400 ton range
of machines and still be able to complete all work.

However, when using a capacity report to arrive at such conclu-
sions, there are several additional factors to consider. One is the
reliability of the machines. If they have a history of failures, then a
standard number of hours per operating period for repair work
must be factored into the utilization formula, which will reduce the
theoretical capacity of the machine. Another problem is that a
machine usually is eliminated in order to realize a cash inflow from
sale of the machine; but what if the machines most likely to be sold
will fetch only a minor amount in the marketplace? If so, it may
make more sense to retain equipment, even if unused, so that it
can take on additional work in the event of an increase in sales vol-
ume. Yet another issue is that there may be some difficulty in obtain-
ing a sufficient number of staff to maintain or run a machine during
all theoretical operating hours. For example, it is common for those
organizations with a reduced number of maintenance personnel to
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cluster those staff on the day shift for maximum efficiency, which
means that any machine failures during other hours will result in a
shut-down machine until the maintenance staff arrives the next
day. Finally, the example shows management taking actual capac-
ity utilization of its machinery to 92 percent. Is this wise, if man-
agement has essentially removed all remaining available capacity
by selling off the excess machine? What if an existing customer
suddenly increases an order and finds that the company cannot
accommodate the work, because all machines are booked? Not
only lost revenues will result, but perhaps even a lost customer.

One way in which a capacity analysis can be skewed is if there
are either a large number of small jobs running through a process,
each of which requires a small amount of downtime to switch over
to the new job, or a small number of jobs that require a very lengthy
changeover process. In either case, the amount of reported capacity
will never reach 100 percent, for the required setup time will take
up the amount of capacity that is supposedly available. One action
that management can take to alleviate this problem is to work on
reducing the changeover time needed to switch to a new job. Doing
this typically involves videotaping the changeover process and then
reviewing the tape with the changeover team to identify and imple-
ment process alterations that will result in reduced setup times.

A revenue-related problem that arises when setup times eat up
a large portion of total capacity is that the sales department may
promise customers that work will begin very soon on their orders,
because the capacity utilization report appears to reveal that there
is lots of excess capacity. When excessive changeover times do not
leave any time for additional customer orders, customers may take
their business elsewhere. To counteract this problem, it is necessary
to determine the amount of practical capacity, which is the total
capacity less the average amount of changeover time. If the setup
reduction effort noted in the preceding paragraph is implemented,
the practical capacity number will increase, because the time avail-
able for production will increase as changeover times go down.
Consequently, a review of the practical capacity should be made
fairly often to ensure that the correct figure is used.

A problem with using practical capacity as the standard measure
of how much work still can be loaded into the production system
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Evaluating the Operations of the Business

is that it is based on an average of actual capacity information over
several weeks or months. However, if there are one or more jobs
scheduled for a changeover that require inordinate amounts of
time to complete, the reported practical capacity measure will not
reflect reality. Similarly, if the actual changeover times are quite
small, the true capacity will be higher than the reported practical
capacity. Because practical capacity is a historical average, the actual
capacity will be somewhat higher or lower than this average nearly
all of the time. Although a company with a lot of excess capacity
might call this hair-splitting, a company that is running at maximum
production levels may find itself blindsided by a lack of available
time or some amount of unplanned downtime. In either case, there
is a cost to having inaccurate capacity information. Those companies
with well-maintained manufacturing resources planning software
can avoid this problem by accurately scheduling jobs and changeover
times, and updating the data as soon as changes are made.

Breakeven Analysis

A company usually operates within a very narrow band of pricing
and costs in order to earn a profit. If it does not charge a minimum
price to cover its fixed and variable costs, it will quickly burn
through its cash reserves and go out of business. In a competitive
environment, prices drop to the point where they only barely cover
costs, and profits are thin or nonexistent. At this point, only those
companies with a good understanding of their own breakeven
points and those of their competitors are likely to make the correct
pricing and cost decisions to remain competitive. This section shows
how breakeven (also known as the cost-volume-profit relationship)
is calculated, as well as a variety of more complex variations on the
basic formula.

The breakeven formula is an exceedingly simple one. To deter-
mine a breakeven point, add up all the fixed costs for the company
or product being analyzed, and divide it by the associated gross mar-
gin percentage. This results in the sales level at which a company
will neither lose nor make money—its breakeven point. The for-
mula is shown in Figure 7.5.
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For those who prefer a graphical layout to a mathematical for-
mula, a breakeven chart can be quite informative. In the sample
chart shown in Figure 7.6, the horizontal line across the chart rep-
resents the fixed costs that must be covered by gross margins, irre-
spective of the sales level. The fixed-cost level will fluctuate over
time and in conjunction with extreme changes in sales volume, but
we will assume no changes for the purposes of this simplified analy-
sis. Also, an upward-sloping line begins at the left end of the fixed-
cost line and extends to the right across the chart. This is the
percentage of variable costs, such as direct labor and materials, that
are needed to create the product. The last major component of the
chart is the sales line, which is based in the lower left corner of the
chart and extends to the upper right corner. The amount of the sales
volume in dollars is noted on the vertical axis, while the amount of
production capacity used to create the sales volume is noted across
the horizontal axis. Finally, a line that extends from the marked
breakeven point to the right, which is always between the sales line
and the variable cost line, represents income tax costs. These are
the main components of the breakeven chart.

It is also useful to look between the lines on the graph and
understand what the volumes represent. For example, as noted in
Figure 7.6, the area beneath the fixed-cost line is the total fixed cost
to be covered by product margins. The area between the fixed-cost
line and the variable-cost line is the total variable cost at different
volume levels. The area beneath the income line and above the vari-
able cost line is the income tax expense at various sales levels.
Finally, the area beneath the revenue line and above the income tax
line is the amount of net profit to be expected at various sales levels.

Although this breakeven chart appears quite simplistic, addi-
tional variables can make a real-world breakeven analysis a much
more complex endeavor to understand. One of these variables is
fixed cost. A fixed cost is a misnomer, for any cost can vary over
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FIGURE 7.5

The Breakeven Formula

Total Fixed Costs/Gross Margin Percentage = Breakeven Sales Level
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Evaluating the Operations of the Business

time, or outside of a specified set of operating conditions. For exam-
ple, the overhead costs associated with a team of engineers may be
considered a fixed cost if a product line requires continuing improve-
ments and enhancements over time. However, what if manage-
ment decides to gradually eliminate a product line and milk it for
cash flow, rather than keep the features and styling up-to-date? If
so, the engineers are no longer needed, and the associated fixed
cost goes down. Any situation where management is essentially
abandoning a product line in the long term probably will result in a
decline in overhead costs.

A much more common alteration in fixed costs is when additional
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FIGURE 7.6

Simplified Breakeven Chart
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personnel or equipment are needed in order to support an increased
level of sales activity. As noted in the breakeven chart in Figure 7.7,
the fixed cost will step up to a higher level (an occurrence known as
step costing) when a certain capacity level is reached. An example
of this situation is when a company has maximized the use of a sin-
gle shift and must add supervision and other overhead costs, such
as electricity and natural gas expenses, in order to run an additional
shift. Another example is when a new facility must be brought on
line or an additional machine acquired. Whenever this happens,
management must take a close look at the amount of fixed costs
that will be incurred, because the net profit level may be less after
the fixed costs are added, despite the extra sales volume. In the fig-
ure, the maximum amount of profit that a company can attain is at
the sales level just prior to incurring extra fixed costs, because the
increase in fixed costs is so high. Although step costing does not
always involve such a large increase in costs as noted in the next
exhibit, this is certainly a major point to be aware of when increas-
ing capacity to take on additional sales volume. In short, more sales
do not necessarily lead to more profits.

The next variable in the breakeven formula is the variable cost
line. Although you would think that the variable cost is a simple
percentage that is composed of labor and material costs, and which
never varies, this is not the case. This percentage can vary consid-
erably and frequently drops as the sales volume increases. The rea-
son for the change is that the purchasing department can cut better
deals with suppliers when it orders in larger volumes. In addition,
full truckload or railcar deliveries result in lower freight expenses
than would be the case if only small quantities were purchased.
The result is shown in Figure 7.8, where the variable cost percent-
age is at its highest when sales volume is at its lowest and gradually
decreases in concert with an increase in volume.

Because material and freight costs tend to drop as volume
increases, it is apparent that profits will increase at an increasing
rate as sales volume goes up, although there may be step costing
problems at higher capacity levels.

Another point is that the percentage of variable costs will not
decline at a steady rate. Instead, and as noted in Figure 7.8, there will
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Evaluating the Operations of the Business

be specific volume levels at which costs will drop. This is because the
purchasing staff can negotiate price reductions only at specific vol-
ume points. Once such a price reduction has been achieved, there
will not be another opportunity to reduce prices further until a sep-
arate and distinct volume level is reached once again.

The changes to fixed costs and variable costs in the breakeven
analysis are relatively simple and predictable, but now we come to
the final variable, sales volume, which can alter for several reasons,
making it the most difficult of the three components to predict.

The first reason why the volume line in the breakeven chart can
vary is the mix of products sold. A perfectly straight sale volume
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FIGURE 7.7

Breakeven Chart Including Impact of Step Costing
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line, progressing from the lower left to the upper right corners of
the chart, assumes that the exact same mix of products will be sold
at all volume levels. Unfortunately, it is a rare situation indeed
where this happens, because one product is bound to become more
popular with customers, resulting in greater sales and variation in
the overall product mix. If the margins for the different products
being sold are different, then any change in the product mix will
result in a variation, either up or down, in the sales volume achieved,
which can have either a positive or negative impact on the result-
ing profits. As it is very difficult to predict how the mix of products
sold will vary at different volume levels, most company owners do
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FIGURE 7.8

Breakeven Chart Including Impact of Volume Purchases
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Evaluating the Operations of the Business

not attempt to alter the mix in their projections, thereby accepting
the risk that some variation in mix can occur.

The more common problem that impacts the volume line in the
breakeven calculation is that unit prices do not remain the same
when volume increases. Instead, a company finds that it can charge
a high price early on, when the product is new and competes with
few other products in a small niche market. Later, when manage-
ment decides to go after larger unit volume, unit prices drop in
order to secure sales to a larger array of customers or to resellers
who have a choice of competing products to resell. For example,
the price of a personal computer used to hover around $3,000 and
was affordable for less than 10 percent of all households. As of this
writing, the price of a personal computer has dropped to as little as
$400, resulting in more than 50 percent of all households owning
one. Thus, higher volume translates into lower unit prices. The
result appears in Figure 7.9, where the revenue per unit gradually
declines despite a continuing rise in unit volume, which causes a
much slower increase in profits than would be the case if revenues
rose in a straight, unaltered line.

The breakeven chart in Figure 7.9 may make management
think twice before pursuing a high-volume sales strategy, since
profits will not necessarily increase. The only way to be sure of
the size of price discounts would be to begin negotiations with
resellers or to sell the product in test markets at a range of lower
prices to determine changes in volume. Otherwise, management
is operating in a vacuum of relevant data. Also, in some cases the
only way to survive is to keep cutting prices in pursuit of greater
volume, because there are no high-priced market niches in which
to sell.

The chart in Figure 7.9 is a good example of what the breakeven
analysis really looks like in the marketplace. Fixed costs jump at
different capacity levels, variable costs decline at various volume
levels, and unit prices drop with increases in volume. Given the flu-
idity of the model, it is reasonable to revisit it periodically in light of
continuing changes in the marketplace in order to update assump-
tions and make better calculations of breakeven points and pro-
jected profit levels.
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Summary

From a practical perspective, you should use capacity analysis reg-
ularly. Doing so can involve the monitoring of: revenue per person,
usage levels of various machines, sales per salesperson, or the need
for requested capital purchases. All of these issues involve changes
in staffing or machinery, which are exceedingly expensive. Accord-
ingly, regularly verify that the organization does not expend too
much for excess capacity, instead keeping capacity levels at the
highest possible level while ensuring that there is some excess
capacity available for short-term growth.
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FIGURE 7.9

Breakeven Chart Including Impact of Variable Pricing Levels
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Evaluating the Operations of the Business

Breakeven analysis should be a required part of any proposal to
alter the underlying structure of a business. By reviewing it, you
can tell if any alterations, such as to price points, capital expendi-
tures, or the incurrence of new expenses, will have a significant
impact on the ability of the organization to exceed its breakeven
point on a regular basis.
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Chapter 8
Taxes and Risk
Management

Many of the tax consequences to a firm are covered in Chap-
ter 9, “Reporting.” This chapter points out how to manage

taxes on a continuous basis in order to take advantage of the bene-
fits associated with various liability-limiting provisions in the tax
code. Without consideration on an ongoing basis, taxes can become
a significant drain on the business’s cash flow.

If you consider that under the federal corporate tax rates, one
of the largest percentage deductions from a company’s profits may
come as payment of taxes on an annual basis, you quickly realize
that significant gains can be made if taxes can be deferred or, bet-
ter still, eliminated. There are many tax choices available to busi-
nesspeople that may eliminate or defer payment of income taxes.
Although very few situations permit the permanent deferral of
taxes, the law permits temporary deferral of tax payments in cer-
tain situations. Such tax deferral has these benefits:

• Deferring taxes lowers a company’s cash flow commitment to
the government. This means more cash will be available for
withdrawal and use for profit-making opportunities.

• If taxes can be deferred long enough, there is a chance that the
federal government will change the tax code to make the pay-
ment of taxes more favorable or eliminate some tax liability
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entirely. In effect, the deferred taxes may be less when paid after
the law changes instead of before. The rate, or the method of
calculation of liability, could change. Of course, the reverse may
also be true.

• A tax deferral is, in effect, an interest-free loan from the federal
government. It can be recognized as a valid financing source
because there can be no more favorable rate than a zero inter-
est rate for a loan.

• Many tax options are under the company’s control. When one
option fails to be favorable, it can change to another.

Tax planning can have significant advantages. It can help con-
serve cash flow by deferring the payment of taxes. It can make avail-
able interest-free capital for the financing and purchase of new fixed
assets or expansion. It can free up additional cash and make more
disposable cash available for payout.

Controlling Tax Liabilities

When planning for treatment of tax expenses, consider these
accounting methods and choices of accounting periods for control-
ling the amount of tax liabilities that may be incurred.

Deferred Installment Sales

A company may be able to defer income if it makes sales of per-
sonal property on an installment sales basis. An installment sale is
defined for tax purposes as requiring two or more payments.
Therefore, a company that sells personal property on a credit basis
requiring only one payment in a certain period would not qualify
for use of this deferral method. This deferral is permitted even if the
overall method of accounting used is an accrual method. The com-
pany realizes a cash flow improvement by not having to prepay the
tax on profits until they have been realized in cash payments. If
you sell on installment sales contracts, do not fail to utilize this
deferral method.
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Another consideration is the company’s credit policy. In estab-
lishing a credit policy, the firm should consider the tax advantages
of certain installment sales. This deferral gets particularly beneficial
if the company is experiencing an increase in accounts receivable.
Typically, big-ticket-item retail stores, such as furniture and appli-
ance dealers, can take significant advantage of installment sales
deferment. By looking to the installment sales method of tax defer-
ments, the company may not only have the benefit of deferring
income taxes, but it may also provide an opportunity to charge
slow-paying customers interest in consideration for extended pay-
ment terms.

Bad Debt Method

One company may choose to recognize its bad debts for tax pur-
poses at the point where these debts actually become known to be
worthless. Another company may set up a reserve and obtain a tax
deduction based on an estimate of the debts that will be bad. The
reserve method simply accelerates the tax deduction for bad debt,
because the deduction is allowed in the year the reserve is estab-
lished, based on the probability of some accounts going bad, rather
than when the specific debt is determined to be bad.

Accounting for Inventory

Sometimes, by changing accounting methods, a company can elim-
inate short-term profits associated with inflation and the cost of
inventory. In other words, if the company has significant inventory
levels that were produced at lower costs and it is currently pro-
ducing inventory at much higher expenses, by selling off the most
recently made or purchased inventory items, the company will
realize a profit only between the current selling price and the cur-
rent higher costs. In doing so, the company retains, as a matter of
bookkeeping, only old inventory at lower costs. This is a change
from a first-in, first-out (FIFO) accounting system to a last-in, first-
out (LIFO) system.
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State Tax Considerations

When locating offices and plants, a company with multistate oper-
ations should take into consideration the states in which legislation
has been passed giving lower taxes for business. Lower state taxes
can substantially reduce tax liability and will not inhibit the busi-
ness from engaging in interstate commerce.

Another important consideration is whether the state has a
tangible personal property tax. In some states, on particular days
of the year, tangible personal property located within the state will
be subject to taxation. Many large companies (particularly airlines
and railroads) ensure that the majority of their movable assets are
not in states that levy tangible personal property taxes on the day
of levy.

Consideration of the Taxable Entity

In planning the creation of a business, the principals should con-
sider discussing tax liabilities associated with the various forms of
business entities available. Consideration of whether to incorpo-
rate or enter partnerships, subchapter S corporations, or domestic/
international sales corporations should be reviewed. Each of these
has particular tax liabilities. Some of them are associated with par-
ticular types of businesses and may not be applicable to the busi-
ness in which you engage.

Partnerships and subchapter S corporations can be useful to
avoid double taxation, which arises because the corporation is
taxed on its profits and again when the profits are distributed in the
form of dividends. Again, there is an income tax liability associated
with a receipt of the dividends by the owners.

Partnerships and subchapter S entities, however, shift income
from the entity to the shareholders’ or partners’ tax return. Tax
losses, as well, flow directly through to the owners or partners.

One of the criteria that should be considered when setting up
the business entity is the relative tax rate for the individuals as
compared to the corporate rate. The corporate rate may be higher
than the rate at which the principals are taxed.
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The qualifications for subchapter S status change periodically.
The Internal Revenue Service (IRS) can provide up-to-date infor-
mation on revisions.

Financing Considerations for Fixed Assets

Rapid Depreciation Methods. When a fixed asset is purchased,
accelerated cost recovery systems can be used, which at the same
time increase cash flow. The law in this area changes frequently,
and consultation with a good tax advisor will help you to under-
stand how the depreciation deductions work and what is currently
available.

Investment Tax Credits. The laws regarding investment tax cred-
its (ITCs) also change frequently. Congress permits and withdraws
such credits as a means of altering tax revenue and/or stimulating
the economy. A description of the normal situation when an ITC is
available follows.

An ITC affords the taxpayer an opportunity to reduce income
tax liability by buying or constructing equipment or other qualify-
ing properties. Property that qualifies for ITC normally includes
tangible depreciable property, which typically must have a useful
life of at least three years. Due regard must be given to the fact that
usually no ITC is permitted for buildings or permanent structural
components.

In the case of leased property, a lessor for a qualifying piece of
property may be able to pass the credit on to the lessee. The ITC
or any portion may be carried back for 3 years or carried forward
for 15 years. Unused credit for the current year generally is car-
ried back for the earliest carryback year, and any other remaining
unused credit is applied to each succeeding year in chronological
order.

Again, serious consideration should be given to consulting with
a tax advisor in this area. The tax laws change on a regular basis,
and before you make any capital decision, you should consider 
an ITC.
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Leasing

There are certain tax benefits to leasing, although the controversy
surrounding these benefits still exists. Leasing may have these
advantages:

• The cash needed to purchase the property is available for other
uses.

• The lessor may pass through the ITC, if any, to the lessee for his
or her use. This benefit probably will not be passed on without
a corresponding payment to the lessor.

• The lessor bears the risk of obsolescence or loss.
• Lease payments may exceed depreciation and interest. In this

respect, it may give the lessee a higher deduction in the form of
immediate expense dollars.

Cash Management through Tax Planning

Compensation Plans. There are three types of compensation plans:
basic, deferred, and pension- and profit-sharing funds. Funded and
unfunded deferred compensation plans offer numerous advantages.
For example, in the funded pension plan, the employer’s contribu-
tion to the fund is currently deductible as an expense. Any earnings
generated internally by the trust fund are tax exempt. Finally, the
employees are not taxed on an individual basis until after retire-
ment. After retirement, the employee’s income should be less than
he or she is receiving as an active employee. The employee gets the
benefit of a lower tax rate at a later date. This is an income-deferred
plan available to employees through the cooperation of their
employer. There are firms and businesses that plan compensation
packages, which can be very helpful in demonstrating different
ways in which a company may save cash flow through the design
of compensation plans.

Employees’ Stock Ownership. Like compensation plans, many firms
offer their employees participatory ownership plans. These plans
offer two advantages.
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1. By giving the employees some participatory ownership in the
firm, there is greater loyalty and greater concern for the firm’s
well-being. Each employee has a vested interest in the success
of the firm. As the firm grows and succeeds, so does the per-
sonal worth of the individual.

2. An employee stock ownership plan offers an employer a deduc-
tion without the payment of cash. However, when a stock pur-
chase plan causes significant dilution of the ownership, the
company may become subject to a suit called a derivative law-
suit by those owners who have had their percentage ownership
decreased by sale of additional stock. This is generally associated
with the issuance of new stock and is discussed more fully in
Chapter 5.

An employee stock ownership plan may use a profit-sharing or
stock bonus format. There is a major advantage to a profit-sharing
format: It allows distribution of benefits to employees in the form of
cash or securities as well as employer stock. This may be an impor-
tant consideration if the employer’s stock is not publicly traded or
does not otherwise have a ready market. In a profit-sharing format,
there are two basic limitations.

1. The employees’ contributions to the stock ownership plan trust
may come only from current or accumulated profits.

2. The plan may not borrow funds on the basis of corporate major-
ity stockholder guarantees to purchase employee stock.

Risk Management

A company may have the best business plan on Earth, execute it
with precision, and end up with extraordinary profitability—only
to lose it all because it failed to consider and guard against the risks
to which every business is subject. This risk can range from the
effects of weather, such as floods or earthquakes, to lawsuits, such
as by competitors for patent infringement or employees for sexual
harassment. In this section, we review the policies and procedures
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Evaluating the Operations of the Business

that a company should adopt and follow to ensure that it has iden-
tified and protected itself against a wide range of risks.

The first step in developing a risk management system is to have
the board of directors formally review and approve a set of risk man-
agement policies, such as the one shown in Figure 8.1. These policies
predominantly address the types and minimum amounts of required
insurance coverage, although there should also be a policy regarding
the completion and periodic review of a risk management plan.

This policy forces the management team to not only obtain
insurance from qualified independent insurance providers, but also
(and more important) to create a risk management plan. This plan
is designed to identify the major risks to which a company is sub-
ject, as well as specify how those risks may be mitigated. A very
important point is that, when determining forms of risk mitigation,
insurance should be considered the last resort. This is because
insurance is designed to pay a company compensation for damages
that have already been incurred, whereas a true risk mitigation
strategy will prevent losses from ever occurring, so there would be
no loss for an insurance company to cover. Accordingly, the steps
outlined in this section to develop a risk management plan address
only the need for insurance at the end of the process.
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Figure 8.1

Risk Management Policies

1. The company will obtain insurance only from companies with an A. M. Best rat-
ing of at least B++.

2. The company will create a comprehensive risk management plan, which will be
reviewed by the board of directors at least once a year.

3. No insurance may be obtained from captive insurance companies.
4. The company must always have current insurance for the following categories,

using the following minimum amounts:
• $5 million for director’s and officer’s insurance
• $10 million for general liability insurance
• Commercial property insurance, matching the replacement cost of all struc-

tures and inventory
Business interruption insurance, sufficient to support four months of operations

Source: James Willson, Jan Roehl, and Steven M. Bragg, Controllership (New York: John Wiley
& Sons, 1999), p. 1317. Reprinted with permission.
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A management team should use these 12 steps to create a risk
management plan.

1. Appoint a risk manager. There should be one person in charge of
a company’s entire risk management program. The reason for
this is that, if too many people are involved, it is possible that
some high-risk areas will not be addressed, simply because
everyone involved thinks that someone else is addressing the
problem. Also, this position should be a full-time one in a larger
company and occupy a significant proportion of one person’s
time in a smaller company, which ensures that a sufficient
amount of attention is paid to the subject area. The risk man-
ager’s job description should include the review of all corporate
risks, estimating the probability of loss for each one, selecting
and implementing the best methods for reducing the highest-
probability risks, ensuring compliance with all governmental
insurance requirements, supervising the work of the company’s
designated insurance broker, maintaining loss records, and peri-
odically reviewing the company’s performance under its loss
prevention program.

2. Determine risk areas. This step involves a detailed review of all
possible risk areas in a company. A considerable aid in com-
pleting this step is to use a checklist of insurable hazards, which
is available from most insurers. Another approach is to review
the past history of insurance claims that the company has
filed, although this method will not cover any risks that have
not yet been realized. If neither of these approaches is avail-
able, then at least review the company’s risks based on four
key areas: facilities and equipment, business interruption, lia-
bilities, and other assets. The review of facilities and equip-
ment should include a detailed assessment of the risks to
which each facility is subject (e.g., flooding, fire); the equip-
ment review should take note of explosion and damage risks
for each piece of major equipment. The business interruption
review should focus on the amount of cash required to keep
the business from going bankrupt during a business shutdown.
A crucial review is that of liabilities to other parties that are
caused by the company’s products, employees, or operations.

Taxes and Risk Management CHAPTER

8

239

p03.qxd  11/28/05  1:39 PM  Page 239



Evaluating the Operations of the Business

This review must include an examination of a company’s sales
and purchase orders, contracts, and leases to see if there are
any additional liabilities that the company has undertaken.
Finally, there must be a review of a company’s cash, accounts
receivable, and inventory to see if they are subject to an inor-
dinate risk of loss for any reason. When the review is complete,
all of these data should be summarized in preparation for the
next step.

3. Identify risk reduction methods. Once the key risks have been out-
lined, they can be reduced. There are three ways to do so. The
first is to use duplication, which means that a company can make
copies of records to avoid the loss of original documents, or
duplicate key phone or computer systems to ensure that there is
an operational backup, or even set up duplicate fire suppression
systems to reduce the risk of fire damage. The second way is to
institute prevention measures. These can include safety inspec-
tions and safety training for employees, as well as the use of
mandatory safety equipment, such as hearing protection, to
ensure that identifiable risks are eliminated to the greatest extent
possible. Finally, a company can segregate its assets, spreading
them through numerous facilities, to ensure that losses will be
minimized if damage occurs to a single location. All of these risk
reduction methods must be documented for use in the next
step, which involves their implementation.

4. Implement risk reduction methods. Implementing the risk reduc-
tion methods just outlined is not simple, because they usually
involve either a capital expenditure (i.e., for a fire suppression
system) that requires prior approval by senior management or
some kind of training or inspection that requires the participa-
tion of multiple departments. Because of the additional time
needed to complete some of these items, it is best to divide
them into two groups—those that can be implemented at once
without any further approval by anyone, and those requiring
approval. The risk manager should implement the first group
right away. The second group should be laid out on a project
timeline, including expected completion dates, so the risk man-
ager can methodically obtain approvals prior to implementing
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them. This approach will ensure that risk mitigation steps are
completed in as efficient a manner as possible.

5. Schedule periodic risk reviews. Initially setting up a risk manage-
ment plan is not enough. Although initially it may provide an
adequate degree of risk mitigation, the types of risk will change
over time, while the types of risk reduction activities being fol-
lowed may fall into disuse. To keep these problems from occur-
ring, it is important to schedule recurring risk reviews that delve
into any changes in risks, as well as the degree to which current
risk reduction systems are being used. The result of these
reviews should be a report to management and the board of
directors regarding any deficiencies in the risk reduction sys-
tem, as well as recommendations for improvements.

6. Require insurance from third parties. We have just outlined a plan
for reducing the level of risk in a company’s activities without
the use of insurance. To take the concept one step further but
without going to the expense of purchasing insurance as a form
of risk coverage, it may be possible to force customers to pay for
insurance coverage. A good example of this is in the rental busi-
ness, where the renting company can require a customer to
provide a certificate of insurance from the customer’s insur-
ance agency, proving that the customer’s insurer will provide
coverage for the specific equipment being rented. This approach
allows a company to avoid paying for the same coverage itself,
although there is some administrative hassle involved in obtain-
ing the certificate of insurance.

7. Select a broker. Most insurance companies operate through bro-
kers who are either their sole representatives or independent,
and therefore represent numerous insurance companies to their
clients. It is generally best to use an independent agent, since
this person will work on the company’s behalf to search for the
best insurance deals from among the most financially stable
insurance companies. This person should be thoroughly conver-
sant in the particular insurance needs of the company’s industry
and be willing to provide in-depth advice regarding the com-
pany’s insurance needs. The brokers to avoid are those who
overemphasize the need for additional insurance coverage when
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the apparent risks do not warrant the extra insurance expense.
These people are more concerned with earning a few extra com-
mission dollars than with giving a company only the insurance
it needs and no more.

8. Specify types of insurance to acquire. Review the risk management
plan to determine the types and extent of risk that require
extra mitigation through the purchase of insurance. For refer-
ence, go to the list of standard insurance types listed in the
next section. It is important to identify not only the types of
insurance needed, but also the amounts. For example, cover-
age for business interruption insurance should cover all rea-
sonable ongoing expenses during the time period you would
reasonably expect a company to require before the business is
once again fully operational. Most insurance brokers have stan-
dard forms that assist in determining the correct amount of
insurance coverage needed.

9. Acquire insurance. It is the job of the company’s insurance broker
to find insurance coverage. This will usually result in a flurry of
forms from interested insurance companies that want more
data about the organization and the level of risk to be covered.
The risk manager must fill out and return these documents in a
timely manner to facilitate the insurance acquisition process. In
addition, there will likely be inspections by the potential insur-
ers for some types of insurance, such as boiler and machinery
insurance, since they must evaluate the condition of the equip-
ment and facility. The risk manager should be on hand to facil-
itate these tours and provide any additional information needed
by the insurance company representatives. The insurers will
then submit their bids to the broker, who will evaluate them
with the risk manager, resulting in the selection of a group of
insurance policies, possibly from a number of insurance compa-
nies, that will comprise the company’s insurance coverage for
the upcoming year.

10. Create a claims administration process. Once insurance has been
acquired, the risk manager must set up a standard process for
claims filings. It is best to have a standard process already in
place before the first claim incident occurs. This will speed up
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the filing process, thereby improving the company’s chances of
receiving rapid and full payment from the insurer. The first step
in this procedure should be instructions regarding the mitiga-
tion of further damages beyond those that have already occurred,
because an insurer can rightfully claim that it will provide com-
pensation only for damages that occurred before company per-
sonnel were aware of the problem; after that time, the company
is responsible for reducing further damages as much as is within
its power to do so. The procedure should also include instruc-
tions for compiling a complete list of damaged items, including
their book values and replacement costs. This procedure should
also include the contact name and phone number of an appraiser,
in case a quick outside appraisal of damages is needed. The pro-
cedure should also include the contact names and phone num-
bers for insurers, so the correct insurer representatives can be
contacted as quickly as possible. Further, the procedure should
note the names of all internal personnel who are responsible for
investigating damages and filing claims, as well as the employ-
ees who fill in for them during their absences. In addition to this
basic filing procedure, the risk manager should have a standard
investigation form, which is used to inquire into the reasons
why damage occurred; although this information may not be
requested by an insurer, it is of great value to the risk manager,
who can use it to determine the most common causes of dam-
age and then work to reduce those causes.

11. Create an insurance documentation filing process. There must be a
well-organized filing system in place that will assist the claims
administration staff in storing and retrieving insurance docu-
mentation. For each insurance claim, there should be a separate
file that is indexed by type of insurance. Within each claim file,
there should be a complete description of each incident, as well
as a sequential record of all events and outcomes, plus the
reserves established against each one and its current status.
There should also be a tickler file regarding the expiration dates
of all insurance policies, so the risk manager will be warned well
in advance that renewals must be negotiated. If a policy
requires a report to the insurer at regular intervals, this tickler
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file should include that information. Finally, there should be a
fully updated insurance policy summary containing the key
information about each current policy, such as the name of the
insurer and broker, contact names and phone numbers, the
effective dates of each policy, insurance premiums and sur-
charge information, plus an abstract of the coverage, listing all
inclusions and exclusions. These files are not difficult to create
or maintain, but make a great difference to the risk manager in
running a tightly organized function that has all relevant infor-
mation immediately at hand.

12. Schedule periodic insurance reviews. In addition to the risk review
noted earlier, there should also be an insurance review. This is a
review, with the insurance broker present to provide additional
clarification, of all risk coverage provided by insurance, as well
as a discussion of all risks not covered and that may require
insurance. This step should follow every risk review immedi-
ately, so that management can custom-tailor its insurance port-
folio to more closely match its current risk situation. The normal
outcome of this review should be slight adjustments to the types
of insurance coverage, the amount of coverage for each type of
insurance, and the size of deductibles.

The key document that a risk manager uses is the risk manage-
ment report. This document summarizes a company’s full range of
potential risks, analyzes their probability of occurrence, and item-
izes the exact ways to mitigate those risks, which may include the
use of insurance. It is the result of the work done in the second and
third steps of the risk mitigation process noted in this section. An
example of a risk management report is shown in Figure 8.2, which
includes a short extract from the report for a rock-climbing school
(an endeavor in which the control of risk is a major and continuing
concern).

The risk management report can be expanded to include a set of
policies and procedures that support the actions of the risk man-
ager, as well as a calendar of report and insurance review dates.
When complete, this report should be the governing text that the
risk manager uses to administer the primary aspects of the risk
management function.
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Insurance

The last section focused on the checklist of activities that a com-
pany should pursue to ensure that it has an adequate risk manage-
ment system in place. Part of that process included the acquisition
of a sufficient amount of insurance to cover a company’s risks that
cannot be mitigated in any other way. In this section, we describe
the types of insurance that provide coverage for most situations.
The most common types of insurance are:

• Boiler and machinery. This is particularly valuable insurance,
because the most reputable insurance providers not only provide
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FIGURE 8.2

Example of a Risk Management Report

Section I: Review of Risks
• Risks related to climbing education:

1. Risk of school equipment failing.
2. Risk of accidents due to improper instruction.

Section II: Ways to Mitigate Risks
• Risk of school equipment failing. School equipment is reviewed and replaced by

the school governing body on a regular basis. Instructors are also authorized to
immediately remove equipment from use if they spot unusual damage that may
result in equipment failure.

• Risk of accidents due to improper instruction. School instructors must first serve
as assistant instructors under the supervision of a more experienced instructor,
who evaluates their skills and recommends advancement to full instructor status.
The typical instructor has previously completed all prerequisite courses and has
considerable outdoor experience. All instructors must have taken a mountain-
oriented first aid class within the last 12 months.

Section III: Supplemental Insurance Coverage
• Risk of school equipment failing. The general liability policy covers this risk for

the first $500,000 of payments to a claimant. The umbrella policy covers this risk
for an additional $5 million after the coverage provided by the general liability
policy is exhausted.

• Risk of accidents due to improper instruction. This risk is covered by the same
insurance coverage as for the risk of school equipment failing.

Source: James Willson, Jan Roehl, and Steven M. Bragg, Controllership (New York: John Wiley
& Sons, 1999), p. 1325. Reprinted with permission.
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coverage for damage to boilers and machinery, and payments
for injuries caused by them, but also a complete on-site review
of the condition of the equipment, which includes recommen-
dations regarding maintenance and repairs. This extra advice is
consistent with the reasoning behind having a risk manage-
ment plan, which is to keep potential risks from becoming a
reality.

• Business interruption. This coverage pays for a company’s contin-
uing business expenses, and sometimes even the profits it would
otherwise have achieved, during a shutdown period. For exam-
ple, a company would claim payments under this insurance
coverage if its facility had burned down, thereby forcing the
insurance provider to cover the cost of the company’s opera-
tions while it rebuilds the facility.

• Commercial property. This insurance is sold in two varieties. One
is the “basic form,” which covers losses due to vandalism,
explosions, windstorms, fires, and hail. The “broad form” is an
expanded version of the same coverage, which also includes
water and snow damage, falling object damage, and some
causes for the collapse of buildings.

• Comprehensive auto liability. There is usually no choice with this
insurance—state law requires it in most locations. States require
specific minimum amounts of coverage for losses due to prop-
erty damage and bodily injury that is caused by company vehi-
cles, or employees driving their own vehicles while on company
business.

• Comprehensive crime. This policy covers losses due to burglary,
robbery, and theft from employees or company premises.

• Directors and officers. This is a type of insurance that the board of
directors will be adamant about obtaining, especially if a com-
pany is publicly held. This insurance protects officers and direc-
tors from personal liability for actions they take in association
with a company. This is extremely important in today’s increas-
ingly litigious environment, where directors and officers can be
sued for almost any actual or perceived transgression.

• Fidelity bond. A company purchases a fidelity bond to cover either
a specific person or job position, or a group of employees. In
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either case, the insurer will pay the company for losses brought
about by the dishonesty of the person(s) covered under the bond.
This bond is used most commonly for people in the accounting
and finance areas.

• General liability. Although not mandatory, you should strongly
consider obtaining general liability insurance, since this pro-
vides coverage against incidents that can have such large pay-
outs that they will ruin a company. The incidents covered are
liability arising from accidents at any company facility, as well
as ones caused by its products, services, or agents. The dollar
amount of the coverage can be greatly increased with an
umbrella policy, which provides extra coverage after the first
round of coverage is used to settle claims. This umbrella cover-
age is relatively inexpensive in comparison to the initial general
liability policy on which it is based, since it is so rarely used.

• Group life, health, and disability. These types of coverage are
offered separately and are intended to be a benefit to employ-
ees, rather than a form of risk management. Group life insur-
ance typically is offered to employees either for free or at a
nominal charge, with the possible option of added coverage at
each employee’s expense. Health insurance coverage usually is
offered to all employees after a short trial period, such as 90
days of employment; a company may offer this insurance at the
full price charged by the insurer, or discount it to varying degrees
as an added benefit. Finally, a company can offer its staff both
long-term and short-term disability insurance, either at full price
or at a discounted rate. For all these types of insurance, the pri-
mary benefit to the employee is that the coverage simply is
being made available to them, because many would otherwise
be unable to obtain coverage at any price due to preexisting
medical conditions.

• Inland marine. A better name for this coverage is “transportation
insurance,” because it covers damage to company products that
are being transported, such as marketing displays or finished
goods.

• Ocean marine and air cargo. This covers damage to or loss of trans-
portation equipment, such as a freight-hauling truck, plus its
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cargo and liability claims against the owner of the vehicle. This
coverage is obtained most commonly by freight hauling compa-
nies and is of little concern to organizations that contract out
their freight hauling to third parties.

• Split-Dollar Life Insurance. A split-dollar life insurance plan is a
way in which a company can create significant cash reserves
through the payment of employee life insurance while at the
same time offering the employee a benefit in the form of a term
life insurance policy. The insurance policy is not actually a term
insurance policy except as it appears to the employee. The
employee is sold life insurance protection at low cost, but the
company owns the cash surrender value of the policy. Under
such an agreement, the employee has the benefit of the insur-
ance and the company has a significant portion of the cash sur-
render value. Under most policy provisions, the cash surrender
value can be borrowed against. This offers a low-cost source of
additional capital.

• Workers’ compensation. This coverage is required by government.
It pays employees for medical and disability expenses for injuries
sustained on the job. Its main advantage from the employer’s
perspective is that having the insurance legally keeps a com-
pany from being liable for additional payments to employees.
However, the allowability of negligence lawsuits varies in accor-
dance with the statutes of individual states. This can be very
expensive insurance for those companies in high-risk fields, such
as manufacturing. A company can greatly reduce the cost of this
insurance by working with the insurance provider to reclassify
some employees into insurance classifications that are per-
ceived to be less risky, and therefore less expensive, such as
office workers and sales staff.

For other types of specialty insurance that are not listed here, a
company should work with a broker to obtain them through spe-
cialty insurance providers. Examples of this type of coverage include
damage to an actor’s voice, a dancer’s legs, or a pianist’s fingers.
However, most companies can obtain adequate coverage with the
more common types of insurance noted in this section.
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Types of Insurance Companies

There are several types of insurance companies. Each one may
serve a company’s insurance needs very well, but there are signifi-
cant differences between them that a company should be aware of
before purchasing an insurance contract. The types of insurance
companies include:

• Captive insurance company. This is a stock insurance company that
is formed to underwrite the risks of its parent company or in
some cases a sponsoring group or association.

• Lloyds of London. This is an underwriter operating under the spe-
cial authority of the English Parliament. It may write insurance
coverage of a nature that other insurance companies will not
underwrite, usually because of high risks or special needs not
covered by a standard insurance form. It also provides the usual
types of insurance coverage.

• Mutual. This is a company in which each policyholder is an
owner and where earnings are distributed as dividends. If a net
loss results, policyholders may be subject to extra assessments.
In most cases, however, nonassessable policies are issued.

• Reciprocal organization. This is an association of insured compa-
nies that is independently operated by a manager. Advance
deposits are made, against which are charged the proportionate
costs of operations.

• Stock company. This is an insurance company that behaves like
a normal corporation—earnings not retained in the business
are distributed to shareholders as dividends and not to policy-
holders.

Another way to categorize insurance companies is by the type 
of service offered. For example, a monoline company provides only
one type of insurance coverage, while a multiple-line company pro-
vides more than one kind of insurance. A financial services company
provides not only insurance but also financial services to customers.

A company can also use self-insurance when it deliberately plans
to cover losses from its own resources rather than through those
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of an insurer. Self-insurance can be appropriate in any of these
cases:

• When the administrative loss of using an insurer exceeds the
amount of the loss

• When a company has sufficient excess resources available to
cover even the largest claim

• When excessive premium payments are the only alternative
• When insurance is not available at any price

A form of partial self-insurance is to use large deductibles on insur-
ance policies, so that a company pays for all but the very largest
claims.

In some states, a company can become a self-insurer for work-
ers’ compensation. To do this, a company must qualify under state
law as a self-insurer, purchase umbrella coverage to guard against
catastrophic claims, post a surety bond, and create a claims admin-
istration department to handle claims. The advantages of doing this
are lower costs (by eliminating the insurer’s profit) and better cash
flow (because there are no up-front insurance payments). The dis-
advantages of this approach are extra administrative costs as well as
the cost of qualifying the company in each state in which the com-
pany operates.

These are some of the variations that a company can consider
when purchasing insurance, either through a third party, a con-
trolled subsidiary, or by providing its own coverage.

Claims Administration

Some insurance companies take an extremely long time to respond
to claims and may reject them if they are not reported in a specific
format. To avoid these problems and receive the full amount of
claims as quickly as possible, consider implementing a strict claims
administration process.

Claims administration involves assembling a summary of in-
formation to review whenever a claim is filed. By having this
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information in one place, you can avoid missing any steps that
might interfere with the prompt settlement of a claim. The sum-
mary should include:

• Instructions for itemizing damaged items. Be sure to compile a com-
plete list of all damaged items, including their inventory values,
estimates, appraisals, and replacement costs. This assists the
claims adjusters in determining the price they will pay to com-
pensate for any claims.

• Claims representatives. There should be a list of the names,
addresses, and phone numbers of the claims adjusters who han-
dle each line of insurance. Such a list usually requires a fair
amount of updating, because there may be a number of changes
to this information every year, especially if a company uses a
large number of insurance companies for its various types of
risk coverage.

• Key internal personnel. Company policy may require that key per-
sonnel be notified if claims have been filed or payments received
on those claims. For example, the accountant may want to know
if payment for a large claim has been received, so that an entry
can be made in the accounting records.

• Underlying problems. Have a standard group of follow-up steps
available to review whenever a claim occurs, so that there is a
clear understanding of why a claim occurred as well as how the
underlying problem that caused the claim can be avoided in
the future. Without these instructions, a company may repeat
the problem over and over again, resulting in many claims and
a vastly increased insurance premium.

• Instructions for safeguarding damaged items. If material has been
damaged, it is the responsibility of the company to ensure that
it is not damaged further, which would result in a larger claim.
For example, a company must protect the materials in a ware-
house from further damage as soon as it discovers that the roof
has leaked and destroyed some items. If it does not take this
action, the insurer can rightly claim that it will pay for only the
damage that occurred up to the point when the company could
have taken corrective action.
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All this information is necessary for the filing of every insurance
claim. In addition, there are two steps related to claims administra-
tion to attend to on an ongoing basis.

1. Accounting techniques. Work with the accountant to develop a
standard set of accounting entries that are used for insurance
claims as well as summarizing the cost of risk management.
These relate to accumulating cost information for each claim, so
you can easily summarize the appropriate information related
to each claim and use it to file for reimbursement. This infor-
mation should include the costs of claims preparation, security
and property protection, cleanup, repair costs, property identi-
fication, and storage costs.

2. Audit program. No matter how good the procedures may be for
the claims administration process, it is common for the claims
administration staff to forget or sidestep some procedures. This
is especially common when there is frequent employee turnover
in this area, with poor training of the replacement staff. To iden-
tify procedural problems, it is useful to conduct a periodic review
of the claims administration process. To ensure consistency in
this audit, there should be a standard audit program that forms
the minimum set of audit instructions (to be expanded on as
needed) for use in conducting each audit.

It can be cost effective to have some claims administered by out-
side service companies, quite often by the insurance carrier itself.
Usually high-volume, low-cost-per-unit items such as medical
claims are in this category. When outside services are used, estab-
lish with the provider the controls to be followed and the reports to
be prepared. Periodic audits of the outside claims processing opera-
tion should be made by the company to ensure that claims are
being handled in a controlled and effective manner.

Summary

A company should plan for the tax effect of its decisions on a
daily basis. Certainly each financial decision and most operational
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decisions have direct, if not immediate, tax consequences. Knowing
what the tax effects are may enable the company to defer the pay-
ment of taxes. Many large firms use tax deferral methods to post-
pone the payment of some taxes indefinitely.

The form of the business—whether a corporation, an S corpo-
ration, a partnership, or a sole proprietorship—changes the form of
reporting and the nature of the tax liability. You should look at the
tax rates applicable to the entities at various income levels.

Liabilities should be calculated using various scenarios dealing
with both the level of income and the payment of that income
under various business formats. As income grows and the business
prospers, changing the business form may be an integral part of the
business plan. Methods of financing capital assets have tax conse-
quences that should be part of the acquisition plan.

Overall, the business should integrate tax planning as part of the
operating budget and capital budgeting functions of the business.
When taxes cannot be reduced, sometimes they can be deferred,
which in some cases can be almost as good as nonpayment.

Finally, develop a risk management plan and review the com-
pany’s insurance coverage on a regular basis. Often opportunities to
reduce costs are available through the development of a compre-
hensive risk management plan. As a result, policies may be changed,
consolidated, discontinued, or altered.
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Chapter 9
Reporting

Every business organization has numerous reporting responsibil-
ities. In this chapter, we discuss some of the reporting require-

ments of the federal, state, and local governments; creditors; and
equity owners. In view of the variety of responsibilities that govern-
mental units place on various types of businesses, you are advised to
use the services of a competent accountant and/or attorney to
ensure compliance with all reporting requirements.

Federal Government Requirements

Federal Employer Identification Number

Every new business must file for and obtain a proper federal
employer identification (FEI) number from the federal govern-
ment. This number identifies the business and is the key for filing
and reporting taxes. All federal taxes paid or filed by a business
use the FEI as a reference. It is obtained on request by filling out
Federal Form SS-4. Some states also use an employer identifica-
tion number of their own. Information concerning this require-
ment may be obtained by contacting your state’s department of
revenue or taxation.

The FEI number is used to identify the business entity for more
than tax purposes. Other federal agencies reference the number for
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Evaluating the Operations of the Business

compilation of other information relative to business activities such
as employment statistics. It is comparable to an individual’s Social
Security number.

Employment Reports

When a business employs and pays wages to even one employee, it
becomes subject to the reporting provisions dealing with payroll
taxes. As an employer, the company is responsible for the state and
federal income taxes and Social Security taxes withheld from its
employees’ paychecks and for the taxes assessed directly against it,
such as Social Security and unemployment. Payroll taxes must be
deposited by specific dates, which vary according to the amounts
payable. Contact the Internal Revenue Service for booklets provid-
ing this information. Key employment reporting issues follow.

• New employees. Employers are required to have each new
employee fill out a W-4 form. This form requires the employee
to produce a Social Security number. On the W-4 form, the
employee specifies the number of withholding allowances
claimed. With that number, and the marital status and salary
of the individual, withholding tax amounts can be computed.
The I-9 form also is required as proof of an employee’s right to
work and citizenship.

• Social Security taxes. Social Security taxes are calculated at rates
that vary almost annually. This tax is paid by both the employer
and the employee. The employer not only has to withhold appro-
priate amounts, but also contributes to this fund.

• FUTA (Federal Unemployment Tax). This tax is deposited, reported,
and paid by the employer only. The tax applies to wages paid to
each employee during the calendar year up to a maximum. Once
an employee reaches this cap, no additional tax is due.

The income tax and the Social Security tax must be withheld,
deposited, reported, and paid by employers to the government. The
Social Security tax withheld from the employee is matched by the
employer when deposited.
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What Wages Are Subject to Taxes? The Internal Revenue Service
(IRS) makes available publications on what constitutes wages for
the purpose of tax liabilities. Essentially, wages subject to taxes
include all compensation given to an employee for services per-
formed. The pay may be in cash, vacation allowances, bonuses, and
commissions. Other special considerations to be checked in current
IRS publications include:

• Partially exempt employment
• Moving expenses
• Fringe benefits
• Taxable tips

Depositing Taxes. Federal deposit coupon books (Form 8109) are
used to deposit paid and withheld taxes. The preprinted coupons
are basically a form with boxes for the amount of each tax paid,
the FEI number, and the tax period against which the payment is
being made. The coupon is mailed or delivered along with a single
payment covering the taxes to a federal reserve bank (serving the
employer’s area) or, more likely, to an authorized financial institu-
tion. The frequency of payment depends on the amount due at the
end of the month; you should determine the required deposit peri-
ods in consultation with an accountant.

Filing Returns and Reporting Taxes. FUTA taxes are reported
quarterly, using Form 940. The deposit is due by the last day of the
first month after the quarter. If the amount due for any quarter is
less than $100, it may be carried over and paid in the next quarter’s
report.

For income taxes withheld and for Social Security (FICA) taxes,
the employer files a quarterly report on federal Form 941. There
are some exceptions to this rule related to agricultural employers,
household employers, state and local governments, and some others.

Willful failure to file returns and pay taxes when due will result
in criminal and civil penalties. The same is true for willful filing of
false or fraudulent returns. In some cases in which income and Social
Security taxes are not withheld and not paid to the IRS, individuals
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Evaluating the Operations of the Business

of the corporation or partnership may be held individually liable for
the payment of these taxes along with a penalty of up to 100 per-
cent of the taxes wrongfully uncollected.

Wages and Tax Statement. By January 31 of each year, an
employer must provide each employee a statement of wages and
taxes. This report, form W-2, includes all wages, tips, other com-
pensations, and withheld income and Social Security taxes. Other
payments may be included when applicable: bonuses, vacation
allowances, severance pay, moving expenses, taxable fringe bene-
fits, some kinds of travel expenses, and others.

Income Tax Return

Tax rules vary according to whether the operation of the business is
as a sole proprietorship, a partnership, a regular C corporation, or
an S corporation. These tax rules may affect how the firm carries
out its business activities.

Sole Proprietorships. In order to qualify as a sole proprietorship,
you must be self-employed and the sole owner of an unincorpo-
rated business. Schedule C is filed with a federal Form 1040 (per-
sonal tax return) by April 15 of the year following the fiscal year
reported.

In a sole proprietorship, there is no tax effect for taking money
out of the business for personal use or transferring personal money
to the business. However, you should set up and keep separate
accounts to keep track of identifiable business expenses and per-
sonal withdrawals. Failure to keep adequate business records has
been the downfall of many sole proprietorships.

Partnerships. A partnership is the relationship between two or
more persons for the purpose of carrying out a trade or business for
a profit. Each person contributes money, property, labor, or skill,
expecting to share in the profits or losses of the enterprise.

If a husband and wife carry on a business together and expect to
share in the profits and losses, they may come under the definition
of a partnership for the purposes of taxes. This may occur even by
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operation of law, where the husband and wife have not executed a
form of partnership agreement.

Income from a partnership is reported on Form 1065, U.S.
Partnership Return of Income. Also included will be a separate
schedule SE, Computation of Social Security Self-Employment Tax.
These are “information only” returns. Taxes will be paid in quarterly
estimates as a part of the partners’ personal (1040) tax reporting.

But for a few exceptions, a partnership determines its income
in much the same way that an individual determines his or her
income. In determining their income tax liability for the year on
their own income tax returns, partners must take into account,
separately, each partner’s distributive share. This consideration must
be made whether these items are distributed or not:

• Gains or losses associated with the sale of capital assets
• Gains or losses from sale or exchange of certain property used

by the business
• Charitable contributions
• Dividends or interest for which there is an exclusion or deduction
• Other items of income, gains, or losses, as explained in

Schedule K, Form 1065

Corporations. Many areas of corporate taxation are quite com-
plex and cannot adequately be dealt with here. For a more com-
plete discussion of corporate tax consequences, the IRS publication
542, Tax Information on Corporations, may be helpful to you.

Every corporation must file a tax return, even if it had no tax-
able income for the year and regardless of the amount of its gross
income for the year. The income tax return for the regular corpora-
tion is Form 1120. As in the case of individual taxpayers, the fed-
eral government has a short-form application for taxes of small U.S.
corporations: Form 1120-A, U.S. Short-Form Corporation Income
Tax Return. In order to qualify to use the short form, the business
must meet certain requirements, which have usually been:

• Gross receipts do not exceed $500,000.
• Total income does not exceed $500,000.
• Total assets do not exceed $500,000.
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Evaluating the Operations of the Business

• No foreign owners, direct or indirect, of 50 percent or more of
its stock.

• It is not a member of a controlled group or a personal holding
company.

• It is not a consolidated corporation return filer.
• It is not undergoing liquidation or dissolution.
• It does not owe alternative minimum tax.
• It is not an S corporation, life or mutual insurance company, or

other company filing a specialized form. For more information,
use the instructions for Forms 1120 and 1120-A.

If the corporation files a return on a calendar-year basis, then
the return is to be filed by March 15 following the calendar year.
If the corporation uses a fiscal year other than a calendar year,
then the report must be filed by the fifteenth day of the third
month after the fiscal year. The return is filed with the Internal
Revenue Office serving the area where the corporation maintains
its principal office—that is, where it maintains its principal books
and records.

A corporation will receive an automatic six-month extension
for filing a return by submitting an application for an extension on
Form 7004. The IRS can terminate this extension at any time prior
to the expiration of the six-month period. Interest is charged on the
difference between the tentative tax reported on Form 7004 and
the actual tax the corporation must pay when it files its Form 1120.

Failure to file on the date required without good cause shown
may result in the imposition of a delinquency penalty of 5 percent
of the tax due. This penalty will apply to the first month due and
may be increased by 5 percent per month for each subsequent
month, up to a cap of 25 percent. To avoid penalties, you will have
to give an explanation of good cause; that statement will be made
under penalty of perjury.

If after filing Form 1120 or 1120-A you wish to correct an error
on the return, you may do so by filing a Form 1120X, Amended
U.S. Corporation Income Tax Return. You can use this method
when you discover that you may have misstated income or failed to
claim a deduction or credit.
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Estimated Income Tax. Many, if not most, corporations are
required to file and pay an estimated tax. A corporation’s estimated
tax is the amount of its expected tax liability less its allowable tax
credits. This estimated tax must be deposited with an authorized
financial institution or a federal reserve bank. Each tax payment
must be accompanied by a federal tax deposit coupon, according to
the instructions in the coupon book.

S Corporations. Some business owners prefer not to be subject to
federal corporate income tax liability. If the corporation qualifies,
its income will be taxed to the shareholders individually, like a
partnership, rather than the corporation. For a complete discussion
of the tax liabilities and calculations, the Internal Revenue Service
provides publication 589, Tax Information on S Corporations.

To qualify as an S corporation, these requirements normally
have been applicable:

• All shareholders must elect to be an S corporation.
• The corporation must have a permitted tax year.
• The corporation must file Form 2553, Election by a Small Business

Corporation, indicating the choice to be treated as an S corpo-
ration.

• It must be a domestic corporation.
• It must have only one class of stock.
• It must not have more than 35 stockholders.
• It must have only individuals or their estates as stockholders.
• It must not have a nonresident alien as a shareholder.
• It must not be a member of an affiliated group of corporations.
• It must not be:

• A domestic international sales corporation.
• A company that serves as a financial institution, taking deposits
and making loans.
• An insurance company taxed under Subchapter L.

The permitted tax year is generally a calendar year ending
December 31. Other years may be requested but require approval
from the IRS.
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Evaluating the Operations of the Business

Other Specialized Reporting Areas

Specialized Business. Businesses such as those dealing in firearms
sales and transportation, tobacco sales, liquors and spirits, ethanol
production, travel agencies, and others have special reports. Most
have some relation to the health, safety, morals, and welfare of cit-
izens. These reporting requirements vary for different businesses.
For example, dealers in firearms require federal licenses depending
on whether the dealer sells rifles and shotguns or handguns, or
transports weapons in interstate commerce. In addition, sales have
to be reported on various forms prepared and submitted by the
dealer.

Special Agencies. Many federal agencies require periodic and
regular reporting of various business functions. Examples of agen-
cies requiring reporting are the Environmental Protection Agency
(EPA)—air and water quality; Occupational Safety and Health
Administration (OSHA)—workplace safety and employee health;
Federal Energy Regulatory Commission—utility fuel costs; Interstate
Commerce Commission (ICC)—motor and rail carrier rates and
charges; Federal Communications Commission: depreciation rates,
service charges, and terms and conditions of service.

The discussion of federal reporting requirements has been, by
necessity, brief and general. An accountant and/or attorney should
be consulted to assure compliance with all reporting requirements.
Also, it is a good idea to make use of the publications provided by
the various agencies.

State Government Requirements

Unemployment Insurance

Unemployment insurance provides a temporary source of income
to make up a part of the wages lost by workers who lose their jobs
through no fault of their own and who are willing and able to
work. Although the programs may vary from state to state, this
description is representative.

The employer generally pays for unemployment insurance as
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one of its businesses expenses. Typically, workers pay no part of the
premium. The premiums go into a reserve fund to pay claims as they
arise. Many states consider the stability of an employer’s employ-
ment history when establishing a tax rate.

New employers are required to report initial employment in the
month following the calendar quarter in which employment begins.
The regulating agency then determines whether the employer is
liable for taxes. Typical state eligibility requirements include:

• That in a calendar year a business has a $1,500 quarterly payroll
or one or more employees

• Liability for federal unemployment tax
• Purchase of a liable business

If the employer is liable for the payment of unemployment insur-
ance, it will be required to make periodic reports and payments of
taxes. It may be required to report:

• Total wages paid to covered workers, excess wages, taxable
wages, and taxes due

• Individual wage listings with each employee’s Social Security
number, name, weeks worked, and total wages paid

This report usually is required to be filed along with the proper
amount of taxes one month after the quarter in which the qualify-
ing employment occurred. Timely filing is necessary in order to:

• Receive the maximum amount of credit against the federal
unemployment tax for the state unemployment taxes paid

• Get proper credit for calculating the experience rating
• Avoid penalty and interest charges established by law for late

payment and late reports

Sales and Use Taxes

Sales and use taxes vary greatly from state to state. Their applicabil-
ity, rates, and exemptions from taxation are dissimilar across state
boundaries. In addition, many countries and cities have local option
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Evaluating the Operations of the Business

sales and special use taxes. Information relative to the employer’s
state and local government should be obtained from the offices of
the state department of revenue or taxation and from the county or
city government. This discussion will serve as an example but may
not be typical of your state.

Registration. Every person, partnership, corporation, or S corpo-
ration desiring to engage in business in the state generally will be
required to secure a certificate of registration for each place of busi-
ness within the state. A business may not have to comply with this
requirement if it is engaging in an enterprise not subject to sales
and use tax. There is usually a nominal fee ($5–$25) associated with
the filing for a certificate. Sales tax of about 4 to 8 percent is levied
on qualifying sales made within a state. A use tax is generally the
same rate, but the tax is paid on qualifying items brought into the
state to be used, consumed, distributed, rented, or stored for use or
consumption.

Exemptions in Some States Include:

• Groceries and produce, except those prepared within a premise
for consumption

• Medical—prescription and household medicines
• Telephone and utility service (other taxes, however, may apply

to these transactions)
• Sale of livestock, poultry, and produce if the sales are made by

the producers
• Professional services
• Subscriptions
• Rentals

Payments. Sales taxes are usually payable to the state by a certain
date, for example, the twentieth day of the month following the
collection of the tax. Some states offer quarterly filing of the tax if
the tax remittance is sufficiently low, though monthly filing is more
common. Some states allow the business or person collecting the
tax to retain a portion of the collection as a fee for the collection
process itself. Finally, items purchased for resale may be exempt
from the tax, in order to avoid double taxation of an item.
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State Corporate Income Taxes

Many states have a form of corporate income taxes. These taxes are
imposed on all domestic and foreign corporations for the privilege
of doing business or earning or receiving income within the state.
Generally, individuals, partnerships, and estates or trusts are not
liable for this tax.

Reporting. A return is generally required by a state if (1) a federal
income tax return is filed or (2) the taxpayer is liable for payment
of taxes. The return is usually filed on the first day of the fourth
month after the close of the taxable year or the fifteenth day after
the due date for the filing of the related federal returns for the tax-
able year. Some states allow for automatic extensions. However,
they usually require payment of estimated taxes. Any underpay-
ment of estimated taxes usually will be assessed both penalty and
interest. These can be as much as 12 to 15 percent on the amount
of underpayment. Remittance of the tax is due at the same time the
return is filed. Some states have provisions related to the federal
penalty provisions for nonfiling without just cause. Interest gener-
ally is applicable at a fixed rate, and the state may even penalize a
company for fraudulent returns. Some states assess a penalty for
failure to file a return even when no taxes are due.

Tax Basis and Rates. The tax generally is applicable to all forms of
income, including capital gains at (usually) a uniform rate. States
typically model their code provisions so as to be consistent with
applicable federal code provisions.

Individual Income Tax

If the business operates as a sole proprietorship, a partnership, or an
S corporation, the profits may be subject to individual state income
taxes. One of the initial considerations that should be made in setting
up the form of business is the tax considerations of the entity and
the individuals involved. Therefore, the state’s individual personal
income tax (if it has one) may be a valid consideration in the opera-
tion of the business and the policy for the distribution of profits.
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Evaluating the Operations of the Business

Other Possible Tax Returns

Intangible Tax. Intangible taxes are levied on the ownership,
control, or custody of taxable intangibles, such as notes, bonds, and
other obligations to pay money that are secured by a mortgage,
deed of trust, or other lien on real property within the state. In addi-
tion, the state generally levies this tax on shares of stock in incor-
porated businesses, bonds, notes, accounts receivable, and other
obligations for payment.

Ad Valorem Tax. Ad valorem tax is a tax on the value of real estate
as assessed by a duly authorized appraiser appointed or elected to
serve in that capacity. The rate of taxation—the millage—usually is
expressed in one-thousandths of a dollar. For example, 23 mils
means $.0023. Various states and even counties within a state
apply various rates (and even various values) for tax purposes. This
tax applies to land, buildings, fixtures, and all other improvements
to real estate physically located within a jurisdiction.

Some states may have special taxing districts that assess an ad
valorem tax on the property for special services (water manage-
ment, flood control, fire, school, and many others).

Documentary Stamp Taxes. Documentary stamp taxes are taxes
assessed against the execution of certain documents. Although
varying in rates across states, this tax generally is applicable on
promissory notes, mortgages, trust deeds, security agreements, and
other written promises to pay money. Typically not a significant tax
(usually being about $.15–$.20 per $100 face value), it is an obli-
gation that must be met in the consummation of certain financial
transactions.

Tangible Personal Property Tax. Tangible personal property taxes,
like ad valorem (real property) taxes, generally are assessed by
counties at a rate sometimes equal to the ad valorem tax. This tax
is based on the assessed value or the value declared by the owner,
for business supplies, fixtures, furnishings, and so on. Some states
extend this tax to motor vehicles, rail cars, trucks, buses, aircraft,
and even ships and boats. Often states that exempt these items from
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this tax collect a like amount through licenses. Some states include
inventories and work-in-process in this class of taxable property.

Others. States may have enacted various other miscellaneous
taxes and fees that may impose both a reporting and filing require-
ment. For example:

• Charter tax: A fee or tax associated with the filing of articles of
incorporation, amendment to the articles, merger, consolida-
tion, or dissolution

• Excise tax: Tax usually collected directly from the ultimate con-
sumer on the sale of utility services

Local Government Requirements

Local governments—cities and counties—have varying amounts of
licensing and taxing authority. These powers arise as a result of
constitutional provisions, state statutes, county ordinances, special
acts of state legislatures, and charters and municipal code provi-
sions. Some of these requirements may include:

• Occupational licenses. Counties and incorporated municipalities
may be authorized to levy a tax for the privilege of engaging in
or managing a business, profession, or occupation within the
jurisdiction. The basis and rates for license payments vary con-
siderably. Inquiries concerning these restrictions usually can be
handled by individual county or city clerks.

• Zoning restrictions. Land use restrictions and limitations may be
governed by a local zoning board. This may be under the author-
ity of city or county governments. Zoning restrictions usually
are established for an area or a parcel. Variances to restrictions
may be petitioned for on an exceptional basis. Often the nature,
character, and use of parcels will change over time, bringing
about updating and change to land use plans. For example, with
the growth of suburbs, land previously zoned agricultural may
be changed to residential; some may change to commercial to
accommodate malls, shopping areas, and business activities.
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Evaluating the Operations of the Business

• Sales taxes. Sometimes counties or cities impose local option
sales taxes. These may be ongoing taxes or may have limited
durations designed to meet specific needs (e.g., construction of
a jail or courthouse, road improvement, modernizing a hospital
or school). These taxes may be collected by the state and remit-
ted back to the city or county.

• Gasoline and special fuels taxes. Generally all gasoline and diesel
fuel used for on-road vehicles is taxed by the state and federal
governments. However, counties may have an additional local
option tax. Sometimes special fuels sold for residential, agricul-
tural, or commercial marine purposes are exempt from this tax.

• Local income taxes. Some large cities (notably New York) have
local income taxes. These are levied in addition to federal and
state income taxes. There is often a credit or deduction applica-
ble for state and local income taxes against federal income tax.

Creditors

Companies that have advanced credit to a business or that have
invested money in the enterprise want to know how their invest-
ment is faring. Generally they will insist on some form of status
report on a timely basis—weekly, monthly, quarterly, or other reg-
ular period. The frequency of the necessary reporting will depend
on various factors: risk, volatility of the market, past performances,
solvency, and others.

Often several documents must be prepared (balance sheet,
income statement, cash flow statement) to inform creditors of the
business status and financial conditions.

Together these reports afford a comprehensive model of the
operations, liquidity, and the past and current operations of the
business. Creditors may also request pro forma or forward-looking
financial statements to create an educated future forecast of the
business operations of the enterprise.

When loaning money to a business, creditors may require notes
and mortgages to carry conditions or covenants. In Chapter 5, we
explained how the investors of debt capital probably will condition
the loans on a showing of certain ratios. We also discussed how you
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can and should, to the extent practicable, negotiate these covenants.
Covenants are conditions or assurances. They may include:

• Maintenance of specified current ratios or quick ratios
• Limitations on payments or salaries to officers or directors
• Ratios of debt to equity
• Restrictions on dividend payments
• Restrictions on additional debt obligations

Equity Holders

Equity holders are not dissimilar to creditors in their interest in
the business results. Secured debt holders have a lien against the
property superior in claim to equity holders in the case of default.
Debt holders have a superior claim to the equity holder’s claim.
Equity holders have claims to dividends in after-tax dollars (if
any). Therefore, the risk to equity holders is higher and, with luck,
so is the expected return.

Management Reports

Chapter 1 discussed how a business generates a budget for opera-
tions including targets for materials, and labor and overhead by
product and/or by operation. These operating budgets are monthly
projections and targets against which actual performance can and
should be measured. An overall report against the business plan
should be prepared to ensure that the objectives set are being
approached. These reports can be generated based on standards
showing variances from plan. Variance reporting permits you to
address variances with reports of performance and exception reports,
which identify reasons for the various and curative steps taken.

Thus far, we have concentrated on reporting requirements to
entities outside of a company. There are also a wide range of reports
that a management team will want to see that clearly outline its
internal performance. We review some of the more useful internal
management reports in this section.
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Evaluating the Operations of the Business

In any operation, there are a number of statistics that manage-
ment wants to review every day. These will vary by type of com-
pany, because every business operates in a unique manner that
requires a tight focus on different performance measurements.
Some information will be common to all such reports, such as the
daily cash balance or sales from the previous day. Others, such as
the production scrap percentage, will be useful only to a manufac-
turing company, whereas the number of meals served will be of
more consequence to a restaurant. The key underlying reason for
adding any measurement to a daily management report is that
excluding it could harm operations. This criterion should keep the
number of measures on the daily report quite low, usually in the
range of two to six measures. Because there are so few of them,
they are generally disseminated to management in an informal
manner—not in a paper-based report, but rather by voice mail or 
e-mail. An example of the daily management report, if sent by 
e-mail, follows.

Here is the daily management statistics report. Sales yesterday
were $120,000, and month-to-date sales were $1,320,000. The
cash balance is $275,000. Yesterday’s average machine utilization
was 72 percent, scrap was 4 percent, and employee overtime was
14 percent.

By keeping the amount of information in the report to just the
few key items that management needs to run the business on a
daily basis, the report avoids bogging down the recipient in exces-
sive detail. The report should be issued as early in the day as possi-
ble, so that the management team has the bulk of the day in which
to follow up on the information.

In addition to the daily report, there should be a more compre-
hensive weekly report that summarizes a business’s main operating
statistics, as well as a few key financial figures. It is best to cluster
the statistics within the report by department, so that department
managers can spot all of the measures that pertain to them without
any searching. Also, the report format should include the average
measures for each of the last three months, plus the previous
weekly measures for the current month; this format presents the
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reader with a trend line of information from previous periods that
reveals any significant changes in the statistics. Finally, every effort
should be made to keep the report to one page. The intent is not to
overwhelm management with too much data, but rather to focus
its attention on only the most important statistics. Very few busi-
nesses require more than one page to convey this information. An
example of such a weekly management statistics report is shown in
Figure 9.1.

Note that Figure 9.1 contains the key statistics for five depart-
ments and working capital, which is recorded as if it were a sepa-
rate department. This is because working capital is an extremely
important use of cash that must be kept clearly in front of the man-
agement team.

A few variations can be included in the weekly management
statistics report. One is to add a column listing the goal for each sta-
tistic. For example, the inventory accuracy goal may be set at 95
percent, the backlog goal at $3 million, and the machine utilization
percentage at 75 percent. This is a useful tool if the management
team appears complacent in accepting performance levels that are
lower than the goals. You can also add comments to the report. The
simplest kind is to list unusual statistics in bold, to make them more
prominent. For example, an unusually low cash balance can be
highlighted in bold. Also, if the report is maintained on an elec-
tronic spreadsheet, such as Excel, you can include comment fields
for any cell in the worksheet. These comments are most useful for
describing the calculation methods used for each statistic, which
readers can access if they have the file (which can be distributed to
them each week by e-mail). A spreadsheet containing the goals col-
umn and field comments is shown in Figure 9.2. All of these changes
improve the informational content and clarity of the weekly man-
agement statistics report.

This weekly report is the primary one that management will use
to ascertain the condition of a business. However, the information
presented in it does not give management a sufficient level of detail
to determine the exact causes of problems that are affecting the
statistics. To resolve this issue, additional reports are needed. For
example, if a company is plagued with high overtime costs, then
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managers need to know which departments, as well as which peo-
ple within those departments, are incurring the overtime. Armed
with this information, managers can determine the exact causes of
the overtime and correct them. An example of such a report is
shown in Figure 9.3. The example is sorted by department and lists
every hourly employee within each one. The report lists the per-
centage of overtime for every pay period (the example assumes two
periods per month), so that you can quickly scan the report and see
if there are consistently high overtime figures for particular depart-
ments or individuals.

Another measure on the weekly report that will result in a
request for more detailed analysis is the on-time shipping statistic.
If the percentage is low, managers have no way of knowing what
shipments were delayed or why, so they can correct similar problems
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FIGURE 9.2

Weekly Management Statistics Report with Enhancements
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FIGURE 9.3

Employee and Departmental Overtime Report

1/15 1/30 2/15 2/28 3/15 3/31 4/15 4/30

Accounting
Banuelos, Abel 15% 12% 13% 14% 0% 5% 10% 8%
Errett, Cynthia 18% 15% 16% 17% 3% 8% 13% 8%
Hick, Maggie 10% 7% 8% 9% 0% 0% 2% 4%
Knopf, Tom 14% 12% 12% 14% 2% 4% 9% 6%

Departmental Total 14% 12% 12% 14% 1% 4% 9% 7%

Engineering
Belval, Tom 0% 1% 2% 6% 5% 4% 3% 8%
Fine, David 8% 8% 8% 8% 8% 8% 8% 8%
Holland, Drew 4% 3% 8% 5% 6% 7% 9% 2%
Kramer, Ted 10% 14% 12% 16% 20% 18% 14% 11%

Department Total 6% 7% 8% 9% 10% 9% 9% 7%

Logistics
Bowker, Abby 14% 14% 16% 16% 16% 18% 14% 15%
Galleher, Patti 12% 13% 11% 10% 9% 8% 12% 15%
Jimenez, Brenda 3% 5% 4% 2% 1% 6% 16% 0%
Laramie, Connie 4% 7% 9% 2% 4% 6% 8% 2%

Department Total 8% 10% 10% 8% 8% 10% 13% 8%

Production
Castaneda, Jerry 16% 15% 14% 25% 2% 5% 8% 1%
Goick, Gina 11% 15% 12% 20% 8% 8% 8% 8%
Josephson, Mike 4% 0% 3% 21% 6% 6% 4% 3%
Lomheim, Louis 9% 2% 4% 24% 4% 20% 6% 14%

Department Total 10% 8% 8% 23% 5% 10% 7% 7%

Sales
Drexler, Tom 2% 0% 5% 12% 20% 25% 12% 6%
Gordon, Frank 8% 3% 8% 10% 15% 20% 10% 5%
Kennedy, Dennis 6% 0% 0% 8% 16% 21% 8% 4%
Mansfield, George 4% 2% 4% 6% 19% 24% 6% 3%

Department Total 5% 1% 4% 9% 18% 23% 9% 5%

Company Total 9% 7% 8% 12% 8% 11% 9% 7%
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in the future. To remedy this issue, distribute a listing of all cus-
tomer orders that were not shipped on time, which should include
the reason for the problem. There are generally a standard number
of reasons, so the problem section of the report can be a simple
matrix that lists the standard error at the top and a check mark in
the underlying grid for each delayed shipment. This is a sufficiently
detailed amount of information for managers to use in conducting
their own investigations. An example of the report is shown in
Figure 9.4.

Similarly, an additional report is needed if management wants
to know more detail about the reasons for changes in the level of
machine utilization. An example of such a report is shown in
Figure 9.5. This report groups machines by type, so that you can
determine the overall usage of each group. If the usage level for an
entire group is low, and there is a consistent trend line of results at
that level, then management can eliminate some of the machines
in that group in order to raise the average utilization level. The
reverse decision, that of buying more machinery, may also result if
a group utilization number is consistently tracking at a very high
level. Also, if utilization suddenly drops to zero for a specific
machine, there may be a maintenance problem that is bringing it
down. This level of detail is generally sufficient for management to
obtain a clear understanding of the reasons for changes in machine
utilization.

In the machine utilization example, we are tracking the usage
of machines that are employed in the production of candy. Three
utilization issues arise in the report. The first is in the candy extruder
machine group, in which the total machine usage approximates 50
percent in most months. Assuming that this trend will continue,
management could consider selling one of these machines, which
would bring the utilization of the remaining machines to approxi-
mately 75 percent. The second issue is in the candy wrapper machine
group, in which a new machine (CW-01) was added in the begin-
ning of the year and gradually ramped up to full production by
April; however, utilization in this area is extremely high, so the
purchase of yet another machine for this group appears to be justi-
fied, especially if the breakdown of any machine in this group
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Evaluating the Operations of the Business

would result in a bottleneck that could cut into total facility sales
levels. Finally, the candy cane twister machine group, located at the
bottom of the report, produces a seasonal item. Because of its sea-
sonality, there is no cause for alarm when seeing utilization jump
from 0 percent to 100 percent and then back to 0 percent—this is
just the nature of the manufacturing process for a seasonal product.
These are some of the issues that will be revealed by a machine uti-
lization report.

The “Lost Customers” statistic on the weekly management sta-
tistics report yields only the number of lost customers, not who they
are or why they left. This information can be included in another
report, such as the one shown in Figure 9.6. This is a more free-form
document, since there may be lengthy explanations for losing a cus-
tomer that cannot be readily included in a problem matrix format,
such as the one shown in Figure 9.4. The standard information to
include in this report is the name of the customer, the date on which
the company first learned of the lost business, the names of the
salesperson and customer service person who were responsible for
the customer, and the reason given by the customer for leaving. The
names of the two contact people are important to track, in case one
or more of them have a history of losing customers. The information
in this report should be stored for at least a year, so that managers
can review the historical data to see if there are repeated problems
that are consistently causing the company to lose customers. This
report can also be modified slightly to track lost quotes. The only
difference is that the identifying quote number should be listed on
the report. All other fields remain the same.

The lost customers report in Figure 9.6 reveals a consistent prob-
lem with a single customer service person, about whom three cus-
tomers complained at the time they dropped the company as a
supplier. By using this report format to discover continuing prob-
lems, such as the one with the customer service person, a company
can identify and correct ongoing problems that irritate its customers.

The preceding sample reports were all connected to the statistics
shown in the weekly management statistics report. The next report
is not, because it focuses on a variety of errors that are not easily
summarized. It is intended to put the spotlight on repeated transac-
tional errors, so that the management team can focus on correcting
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corporate systems before they cause errors. To create this report,
which is shown in Figure 9.7, you must extract all error correction
transactions from the computer system. These are, for example,
credits given to customers to adjust originally invoiced amounts, or
cycle counting adjustments to correct inaccurate inventories, or
scrap transactions for discarded materials. This information can be
gleaned from the computer system by extracting the detail on these
transactions—credits, adjustments, or scrap entries—and summa-
rizing them into a report that notes the type of error, the date on
which it occurred, the amount of the error in dollars, and the rea-
son for the error. When the information in this report is summa-
rized for a number of months, the summary-level report reveals
where the bulk of a company’s problems are occurring, so that
management can focus its attention on these areas.

The main problem with a system errors report, such as the one
in Figure 9.7, is that it can be used for a “witch hunt” by manage-
ment, since it is possible to target the people who are repeatedly
involved with errors, rather than the systemic problems that cause
errors to arise. When employees realize that management is tar-
geting employees instead of the system as a result of this report, a
common response is to not make any adjusting entries in the com-
puter system, so that the number of reported errors drops to zero,
even though the errors are still occurring. This is a very detrimen-
tal result, for the accuracy of the data in the company database
will decline rapidly when the staff stops correcting the informa-
tion contained in it. Consequently, it is very important for the man-
agement team to use this report for systemic improvements, or
else it will rapidly lose the trust of employees as well as database
accuracy.

The reports in this section give management a comprehensive
view of company operations. There are daily reports for the small
number of crucial daily activities, as well as a more all-encompassing
weekly report for which there are a number of supporting detailed
reports that give management a thorough view of why there are
problems with specific measurements. This type of interlocked
internal reporting system is a good way to ensure that the manage-
ment team is thoroughly apprised of company performance and
the reasons for changes in it.
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Profit Center Reporting

The last section was concerned primarily with reporting on opera-
tional issues, such as machine utilization and scrap rates. However,
these are of no import if a company cannot consistently create a
profit or spin off enough cash flow to keep those operations run-
ning. In this section, we review the concept of profit centers, and
how one should report their results.

Every company creates and issues an income statement that
reveals the financial performance of the entire company. For smaller
organizations that deal with just a single line of business, such as a
plumbing service company, this is sufficient. However, if there are
several lines of business, such as a plumbing service group, a
plumbing hardware store, and an air conditioning repair staff, then
the revenues and costs of each one should be recorded separately,
so that management can see if some areas are less profitable than
others. An example of this report is shown in Figure 9.8, where we
list a separate income statement for each profit center, which sum-
marizes into the summary-level income statement for the entire
company, as shown at the far right side of the report. Also in the
report is a separate column for corporate overhead. These are costs
that cannot be specifically allocated to a profit center. The basic rule
for making the allocation determination is whether an overhead
cost will disappear if a profit center is eliminated; if not, then do not
allocate the overhead cost to the profit center. Also, there is an
interest expense charged to each profit center, based on the amount
of fixed assets and working capital that each one uses. Finally, after
the profit figures at the bottom of the report, we add back the
depreciation expense for each profit center (since this is a noncash
expense), which yields the actual cash inflow or outflow to or from
each profit center. The report reveals that the plumbing hardware
store is making very little money, partially because of the interest
expense charged to it that covers the cost of funds for the store
facility and inventory (as pointed out by the arrows in the figure).
Both service groups, having no significant assets, have a much
lower interest expense and so earn a larger profit. Based on this
analysis, it is evident that the hardware store is a drag on the over-
all corporate earnings percentage.
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To create a profit center analysis, the accounting staff must track
billings and expenses by specific profit center, rather than recording
them all in a single set of account numbers, which is a slightly more
complicated accounting transaction. Also, all assets should be
recorded in accounts that are specifically assigned to profit centers,
so that interest expenses can be charged based on these amounts.
The most difficult item to track is working capital for each profit

Reporting CHAPTER
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FIGURE 9.8

Profit Center Income Statement (000s)

Air Summary
Plumbing Plumbing Conditioning Corporate Income

Description Service Hardware Repair Overhead Statement

Revenue $1,400 $1,750 $972 $0 $4,122
Direct Expenses:

Material 625 1,115 410 0 2,150
Direct Labor 450 250 350 0 1,050

Total Direct Cost 1,075 1,365 760 0 3,200
Total Direct Margin 325 385 212 0 922
Direct Margin Percentage 23% 22% 22% 0% 22%

Overhead Allocation 14 57 14 375 460
Gross Margin 311 328 198 −375 462
Gross Margin Percentage 22% 19% 20% — 11%

General & Administrative 25 85 25 175 310
Interest Expense 42 193 29 0 264

Net Profit (Loss) 244 50 144 −550 −112
Net Profit Percentage 17% 3% 15% — −3%

+ Depreciation Expense 21 81 21 37 159

Cash Inflow (Outflow) 264 131 165 −513 47

Capital Usage:
Working Capital 325 1,578 175 0 2,078
Fixed Assets 145 565 145 258 1,113

Total Capital Usage 470 2,143 320 258 3,191
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center, because this requires the identification of all accounts receiv-
able, inventory, and accounts payable by profit center. To record
working capital accurately, it may be necessary to either maintain a
separate set of accounting records for each profit center or manu-
ally compile this information whenever the accounting staff creates
a profit center financial statement. Given the amount of detailed
information that results from this report, the added work is well
worth the effort.

Customer Margin Reporting

If a company creates an income statement report by profit center
and the management group still feels that it does not have enough
information, the next logical step is to create a customer margin
matrix, because it reveals an additional level of detail by showing
profits by customer for each profit center. This method results in a
matrix, as shown in Figure 9.9, that segregates all company cus-
tomers into one of four quadrants on a profitability and volume
chart. The quadrant in the lower left corner contains those cus-
tomers that are marginally profitable and also have minimal sales
volume. The quadrant in the lower right corner is the worst one,
for it contains those customers with low profit margins and high
volume (e.g., the company is expending much effort for little
result). The company’s objective for the customers located in these
first two quadrants is to either eliminate them or raise their prices
to improve profits. The quadrant in the upper left corner contains
customers with high margins but low sales volume. The objective
here is to improve their purchasing volume. The final quadrant,
which is in the upper right corner, is for high-volume, high-profit
customers, and contains all the prized customers that a company
absolutely does not want to lose. This report format is extremely
revealing in terms of which customers should be dropped and
which given special treatment, and, with some deft customer man-
agement, can result in a much more profitable mix of customers.
The cutoff figures for margin and volume, as noted in the example,
will change depending on the business. The dividing line for high
and low margins may not be 25 percent, as shown in the example,
nor may the volume demarcation be $100,000. A company can set
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its own boundaries with different figures. Also, the margins on
which this information is based can be calculated in several ways.
One is to use direct costing (i.e., price minus direct labor and mate-
rial costs), because of its simplicity. Alternatively, the margin calcu-
lation can include fully burdened costs, although this approach
may result in overhead costs being assigned that have little real
basis in fact. Accordingly, if margins are to include overhead costs,
use activity-based costing to ensure that there is a justifiable reason
for assigning costs to a customer.

With the operations reports, profit center analysis, and cus-
tomer margin matrix, a management team will have a plethora of
information on which to base its decisions to improve company
profitability.
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FIGURE 9.9

Customer Margin Matrix

Margin

25%

$100K

All Day Fitness
Better Body Fitness
Body Builder Warehouse
Custom Bodies Co.
Fitness Designs
Jump Higher Aerobics
Weights by Design
Weights Warehouse

No. of Customers = 8
Total Sales = $450K
Average Margin = 41%

52%
38%
41%
43%
45%
39%
62%
29%

Margin

Revenue Volume

Central City Gym
Fitter Bodies Co.
Nationwide Gyms
Powerbuilder Plus
Runner’s Palace

No. of Customers = 5
Total Sales = $800K
Average Margin = 38%

41%
47%
33%
35%
34%

Margin

All Round Fitness
Dumbells Only
Fit by Night Inc.
Ladies Workout Co.
Midwest Fitness
Powerhouse Bodies
Pumped Workouts Co.

No. of Customers = 7
Total Sales = $325K
Average Margin = 1%

–3%
0%
3%
7%
5%
0%

–14%

Margin
Barbells Plus
Fitness Distribution Co.
Kids Gyms and Day Care
Southern Fitness

No. of Customers = 4
Total Sales = $1,417K
Average Margin = 11%

13%
7%

11%
10%

Margin
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Evaluating the Operations of the Business

Summary

Businesses have varying reporting responsibilities to federal, state,
and local jurisdictions. They have other external reporting require-
ments to creditors and investors. Finally, they have internal report-
ing functions used for planning and control.

The federal reporting requirements include employment reports
on wage-earning employees, tax reports, and Social Security taxes.
Employers pay unemployment taxes for their employees. The fed-
eral government has arranged for banks and federal depositories to
receive taxes collected from employees and those paid by the
employer. The employer withholds federal income tax and Social
Security taxes and pays those into the federal depository pursuant
to IRS guidelines. Annually, the IRS requires employers to report to
their employees the wages and taxes paid and withheld.

Depending on the form of the business organization, there are
various reporting requirements for federal tax liabilities. Sole pro-
prietorships, S corporations, and partnerships pay income taxes for
the business entity. However, S corporations and partnerships file
information returns. Corporations are taxed as a separate legal
entity.

Other reporting requirements arise out of the nature of the
business. For example, dealers in firearms are strictly licensed and
regulated by the United States Treasury Department. Other busi-
nesses are regulated as to rates, charges, and services offered.
Utilities, transportation companies, banks, and other such indus-
tries are closely regulated. Some, because of the dangers associated
with working conditions, are closely scrutinized. Coal mining, toxic
chemical companies, and airlines are just a few such activities.

State governments also regulate and tax many businesses and
activities. States generally tax the real property of businesses and
the structures attached to the property through their ad valorem
taxing authority. A business’s equipment, fixtures, appliances, and
inventories might be taxed using tangible personal property taxes.
Intangible items of ownership, such as stocks, bonds, and notes, are
taxed through intangible personal property taxes. In some cases,
sales and purchases made in other states are taxed. Some products,

SECTION

III
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such as groceries, medicines, and telephone services, are exempt in
some states.

Local governments may impose taxes, licensing requirements,
and zoning restrictions on the operations of some businesses. Some
county or city governments may have franchise requirements for
the provision of services; these may be exclusive rights to provide
services, such as cable television.

Creditors have or seek certain information to ensure the like-
lihood of payment. Balance sheets, income statements, and state-
ments of cash flow may be prepared and distributed. Investors,
likewise, are concerned with these reports.

Finally, businesses have internal reporting requirements for plan-
ning and control. These needs vary with the size and type of busi-
ness and with the style of management used.

Reporting CHAPTER

9
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A

Accounts payable
Controls, 90
Number of days sales in,

164–165
Reduction of, 145

Accounts receivable
Controls, 85–86
Liquidity, 184–186
Number of days sales in, 

164
Reduction of, 144–145

Acid test ratio, 184
Ad valorem tax, 266
Advances, non-payment of, 

80
Agency securities, 106–107
Annuity definition, 40
Arithmetic mean, 210
Asset

Theft, 80
Turnover ratio, 192

Automation, budgeting, 7

B

Bad debt method, 233
Balanced scorecard, 204–207
Balloon loans, 169
Bank

Financing, 167
Reconciliations, 83–84

Banker’s acceptance, 107
Boiler and machinery insur-

ance, 245–246
Bond financing, 170, 171
Breakeven analysis, 69,

222–229
Brokerage house financing,

167
Budget

Capital, 33–34
Cash flow, 112–132
Definition, 3–4
Direct labor, 29–30
Facilities, 33
General and administrative,

32
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Index

Budget (Continued)
Improvements, 6–8
Ineffectiveness, signs of, 4–6
Interlocking system of,

25–35
Inventory, 29
Overhead, 30–31
Marketing, 32
Production, 28
Purchasing, 29
R&D, 28
Reports, 23, 24
Revenue, 26
Tracking and maintenance,

21–25
Updates, 7, 35–36

Business interruption insur-
ance, 246

C

Capacity utilization, 215–222
Capital

Asset pricing model, 51
Budgeting, 7, 33–34, 39–75
Cost of, 49–54

Captive insurance company,
249

Cash
Controls, 81–84
Disbursement, 127–130
Flow, analysis of, 108–112
Flow, budgeting, 112–132
Flow, discounted, 58–59
Flow, example of, 133–142
Flow worksheet, 54–57

Forecast, 34–35, 160–161
Fraud, 79
Investment factors, 104–105
Management, 113–126

Certificate of deposit, 107–108
Charter tax, 267
Claim administration, 

242–243
Coefficient of variation, 212
Collateral, 173
Commercial paper, 107, 170
Commercial property insur-

ance, 246
Common stock, see Stock
Compensation planning, 236
Comprehensive auto insur-

ance, 246
Concentration banking, 109
Control systems

Accounts payable, 90
Accounts receivable, 85–86
Cash, 81–84
Cost of goods sold, 93–94
Current liability, 90–91
Elimination of, 97–99
Fixed assets, 88–89
General, 96–97
Inventory, 86–88
Investment, 84–85
Need for, 77–79
Notes payable, 91–92
Payroll, 95–96
Prepaid expenses, 88
Revenue, 92–93
Travel and entertainment

expense, 94–95
Controlled disbursement, 110
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Corporation tax return,
259–260

Cost
Accumulation of, 11–25
Center, 10–11
Fixed, 12–14
Historical, 17–19
Of capital, 49–54
Of goods sold controls,

93–94
Variable, 14–16
Mixed, 16–17

Coverage ratios, 188–189
Creditors, 268–269
Current liability controls,

90–91
Current ratio, 163
Customer margin matrix, 

285

D

Debt
Convertible, 152–153
Cost of, 50
Description of, 149–150
Ratios, 187–188

Deferred installment sales,
232–233

Definitions
Annuity, 40
Budgeting, 3–4
Capital budgeting, 39
Internal rate of return, 41
Net present value, 40
Payback period, 40

Present value, 40
Present value index, 41

Delayed shipment report, 
276

Depreciation
Estimates, 65
Rapid, 235

Direct labor budget, 29–30
Directors and officers insur-

ance, 246
Discounted cash flow, 58–59
Disbursement, controlled, 110
Distribution of outcomes, 62
Dividend restrictions, 172
Documentary stamp tax, 266

E

Earning power percentage,
192

Economic development
authority loans, 170

Employee stock ownership,
236–237

Environmental Protection
Agency, 262

Excise tax, 267
Expense account fraud, 80

F

Facilities, 33
Federal Energy Regulatory

Commission, 262
Feedback loops, 5

Index
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Index

Federal employer identifica-
tion number, 255–256

Federal unemployment tax,
256

Fidelity bond, 246–247
Financial statements

Linkage to budget, 34
Misrepresentation, 80
Profit center, 283

Financing
Debt, 149–150
Intermediate, 150–152
Lease, 168
Long-term, 152
Mortgage, 168–169
New business, 143–144
Secured loan, 150–152
Sources of, 167–168
Stock, 153–160

Fixed asset
Controls, 88–89
Theft, 80

Fixed costs, 12–14
Forecast, cash, 34–35,

160–161
Fraud, types of, 79–81

G

Gasoline tax, 268
General and administrative

budget, 32
General liability insurance,

247
Government loans, 168
Grace period, 174–175
Gross profit margin, 190

I

I-9 form, 256
Income tax

Estimated, 261
Return, 258–261

Industrial revenue bonds,
170–171

Inflation estimates, 57–58
Inland marine insurance, 247
Insurance

Broker, 241–242
Claims administration,

250–252
Company financing, 167
Company, captive, 249
Coverage, 245–248
Unemployment, 262–263

Interest
Account, 105–106
Expense, 66
Rate limitation clause, 174

Internal rate of return
Definition, 41
Example, 70–72

Inventory
Budget, 29
Controls, 86–88
Loans, 152
Number of days supply, 165
Obsolete, 87–88
Reduction of, 145
Theft, 80

Investment
Banker financing, 167
Center, 11
Controls, 84–85
Factors, 104–105
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Fraud, 79
Tax credits, 235

K

Kickbacks, supplier, 81

L

Lease
Financing, 168
Tax benefits, 236

Lease-purchase decision, 65,
146–147

Letters of credit, 165–166
Leverage-financed loans,

169–170
Life cycle, 42
Liquidity

Investment, 104
Reduction of, 113

Lloyds of London, 249
Loan

Balloon, 169
Collateral on, 172
Commercial, 168
Conversion agreement, 174
Economic development

authority, 170
Government, 168
Grace period, 174
How to obtain, 160–166
Inventory, 152
Leverage-financed, 169–170
Prepayment penalty, 174
Restrictions on, 171–173

Secured, 150–152
Small Business

Administration, 170
Lockbox

Controls, 82
Description, 109

M

Machine utilization report,
277

Marketing budget, 32
Median, 210
Mixed costs, 16–17
Mortgage financing, 168–169
Mutual insurance company,

249

N

Net present value definition,
40

Net working capital, 162–163
Notes payable controls, 91–92

O

Occupational Safety and
Health Administration,
262

Ocean marine and air cargo
insurance, 247–248

Operating profit rate of return,
191

Operating ratios, 196–202

Index

293

bindex.qxd  11/28/05  1:35 PM  Page 293



Index

Outsourcing of operations, 147
Overhead budget, 30–31
Overtime, 274

P

Partnerships, 147–148,
258–259

Payback period definition, 40
Payroll controls, 95–96
Personal property tax,

266–267
Petty cash controls, 81–84
Policies, risk management, 238
Preferred stock, see Stock
Prepaid expense controls, 88
Present value

Definition, 40
Index, 40
Table, 61, 72

Product
Bailout, 68–69
Discontinuance, 66–68
Life cycle, 42

Production
Budget, 28
Schedule, 20

Profit
Center, 11, 282–284
Projections, 162

Profitability ratios, 190–191
Purchasing budget, 29

Q

Quick ratio, 163

R

R&D
Budget, 28
Financing arrangements,

171
Ratio

Acid test, 184
Analysis, 180–182
Asset turnover, 192
Coverage, 188–189
Current, 163, 182–184
Debt to net worth, 163–164,

187
Debt to total capital,

187–188
Management, 202–204
Operating, 196–202
Profitability, 190–191

Reports
Budgeted versus annual

costs, 23
Capacity utilization, 219
Comparison of budget to

actual, 24
Customer margin matrix,

285
Errors report, 281
Delayed shipment, 276
Lost customers, 279
Machine utilization, 277
Management, 269–285
Overtime, 274
Risk management, 245
Statistics, 272

Responsibility
Accounting, 9–10
Centers, 10–11
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Revenue
Budget, 26
Center, 11
Controls, 92–93
Forecasting, 19–21

Risk
Analysis, 209–215
Investment, 104
Management, 237–245
Return relationship, 48–49

S

S corporation, 261
Sales tax, 263–265
Sales, deferred installment

method, 232–233
Securities

Agency, 106–107
Treasury, 106

Self-insurance, 249–250
Signature plates, 82
Small Business Administration

loans, 170
Social security tax, 256
Sole proprietor ship tax

return, 258
Split-dollar life insurance, 248
Standard deviation, 211–212
Statistics report, 272–273
Stock

Common, 153–156
Company, 249
Private placement of,

157–158
Preferred, 156–157
Rate of return on, 191

Subscriptions, 159–160
Swap for expenses, 

158–159
Warrants, 159

Supplier kickbacks, 81

T

Taxable entity, 234–235
Tax

Ad valorem, 266
Charter tax, 267
Documentary stamp, 266
Excise, 267
Filings, 257–258
Gasoline, 268
Income, 258–261
Personal property, 266–267
Sales and use, 263–264

Tax liability
Control of, 232–237
Deposit of, 257
Individual, 265
Sales and use, 263–265
State, 234

Travel and entertainment
expense controls, 94–95

Treasury securities, 106
Turnover ratio, asset, 192

U

Unemployment insurance,
262–263

Use tax, 263–265
Utilization, capacity, 215–222

Index
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Index

V

Variable, 14–16
Variance analysis, 22
Venture capitalist financing,

168

W

W-4 form, 256
Workers’ compensation insur-

ance, 248
Working capital

Net, 162–163
Zero, 144–148

Worksheet
Capital budgeting cash flow,

54–57
Capital budgeting evalua-

tion, 59–62

Y

Yield, investment, 104

Z

Zero balance account, 109–110
Zoning restrictions, 267
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