TEACHING MODULES FOR SMALL BUSINESS FINANCIAL MANAGEMENT

by

Meganne Ross O'Neil

Final Project Submitted to the Faculty of the
Virginia Polytechnic Institute and State University
In partial fulfillment of the requirements for the degree of

MASTER OF SCIENCE

in

Agricultural Economics

APPROVED: C;)
. dﬁLp

D. M. Kohl, Chairman

/727 N."VY '

K. Alexandgr W. A. B. White

August, 1991

Blacksburg, Virginia



%55

V&SY
199/

D53t



Table of Contents

INtrodUCtion. e eeeeeeeeceeeceeeccosscacsosscscssas
How to Construct Financial Statements........cccc...

Module ObjectiveS..ceeeseescsssscsscnsoaosnae
What Financial Statements Can Tell You.....
Gladys' Gladioluses Financial Statements...
The Balance Sheet....cccv... ceecesssscnnsee

ASSEeLS. . et cveesococcsscssossessssscsosssscssasscsssase 9

Current AssetS.....cc.ccceeececcccocccccs
Fixed Assets.....cceveeeeecncccccocens
Liabilities and Owner's Equity........
Transaction Analysis........... cecsseseenen

Records Necessary to Construct the Balance Sheet....
The Income Statement..... cececans ceceenses cesecessanoe

Quarterly Cash Flow Statement..............
conclusion....‘.0.'................IIIIIOO.

Problem Set: Wee Pee's SchoolhoUS€....cccecceecesnse

School Sclution to Wee Pee's Problem Set...
Financial Analysis Module.......cccceseee .

Module Objectives........ ceeescsececssseesssann ceeae
Atlantic's Financial Statements.......cceeeeeececees

Repayment Analysis....... ceecsssscacensans .

Liquidity AnalysSiS.....ceeeeeeesceosccssscoscassannans
Solvency Analysis...... ceeceaccens cetecsascecsnsns .o
Profitability Analysis....ccciieeececenscccscccacnnas

Financial Efficiency Analysis.....cccceeeee
How Ratios Are Used....cceeeeeescccocacnnos
Limitations of Ratio Analysis.....cceeveess
Problem Set: Lancer's Social Club.....cc..
School Solution to Lancer's Problem Set....

Appendix..... e s essssscecsececscsscsecseccn oo oooeees

Atlantic's Ratio Analysis Sheet.......ccv.
References........ ceeccccesscenns ceececanee



Introduction

Small businesses have been growing at a phenomenal rate
and have become a substantial segment of the American
economy. However, it must also be noted that small
businesses also fail at an alarming rate due to many factors
that often are directly related to poor financial management
practices.

The purpose of the following modules is to provide
small business management instructors with a starting block
for teaching the basics of financial management to
undergraduate students.

The first module "Financial Statement Construction"
focuses on the fundamentals of accounting. Students are
introduced to the balance sheet and income and quarterly
cash flow statements through a reading that illustrates a
sole proprietorship (Gladys' Gladioluses). A problem sét
involving a day care center accompanies this reading.

The second module "Financial Analysis" builds on the
accounting procedures involved in the first module. Various
financial ratios are described and methods to interpret
these ratios are introduced through the financial analysis
of a successful small business "Atlantic's." A problem set
on a bar and restaurant called "Lancer's" accompanies this
module.

It is the objective that through the use of these



modules students may become better equipped to successfully
manage their own small businesses and have a better

understanding of the essentials involved.



How To Construct Financial Statements

Module Objectives:

I. Foster student understanding of basic accounting
principles as they apply to small businesses;

II. Assist students in understanding of transaction
analysis in relation to the basic accounting model; and

ITII. Enable students to examine raw financial business
characteristics and transaction records and organize
these data into financial statements.

Introduction
Poor financial management is a leading cause of failure

among small businesses. Hence, it is critical that small

businesses maintain and organize records, prepare financial
statements and analyze those statements to track their
progress and chart their future.

There are three financial statements that must be
constructed periodically and systematically by all

businesses:

B The Balance Sheet
N The Income Statement

B The Cash Flow Statement

This reading is designed to introduce you to financial
statements. We will assume you have never seen any of the

statements listed above and that you have no accounting



background.
What financial statements can tell you

The balance sheet shows you what a company owns and

what it owes on a certain date. The income statement
presents a summary of business operations over a certain
period of time and will tell you whether the company had a
profit or a loss. The cash flow statement tells you how a
business is managing its cash and if it is able to pay its
obligations without additional short term borrowing.

The next four pages of this reading contain the
financial statements of Gladys' Gladioluses, Inc., a
horticultural business. Look them over carefully, but don't
be alarmed! We will go through the statements line by 1line
and discuss the calculation and significance of each
statement's components.

The major goal of this reading is to arm you with the
vocabulary necessary to read and understand financial
statements. Once the vocabulary and formats of the various
financial statements are mastered, you will be ready to
compile your own set of financial data and construct these

statements for your own small business.



Gladys' Gladioluses Inc.
Balance Sheet

As of December 31, 1989 and 1990

ASSETS 1990 1989
Current Assets
Cash $121,516 $52,600
Accounts Receivable 21,300 15,000
(less allowance for doubtful
accounts 1990 $800; 1989 $500)
Inventories 144,099 48,409
Prepaid Expenses 6,905 2,600
Total Current Assets $293,820 $118,609
Fixed Assets
Land $39,000 $39,000
Buildings 40,000 40,000
Equipment 21,000 11,000
Total Fixed Assets $100,000 $90,000
Less Accumulated Depreciation(17,200) (11,400)
Net Fixed Assets $82,800 $78,600
Total Assets $376,620 $197,209




LIABILITIES AND OWNER'S EQUITY 1990 1989

LIABILITIES

Current Liabilities

Accounts Payable $17,500 $16,000
Notes Payable 24,600 21,500
Accrued Expenses Payable 11,400 11,400
Federal Income Taxes Payable 66,644 11,240

Total Current Liabilities $120,144 $60,140

Long-term Liabilities

Note payable $65,000 $45,700
Total Long-term Liabilities 65,000 45,700
Total Liabilities $185,144 $105,840

OWNER'S EQUITY

Gladys' Equity $ 10,000 $10,000
Accumulated Retained Earnings 181,476 81,511
Total Owner's Equity $191,476 $91,511

Total Liabilities and Owner's
Equity $376,620 $197,209




Gladys' Gladioluses, Inc.
Income S8tatement

For the Years Ended December 31, 1989 and 1990
1990 1989
Net Sales $400,600 $250,000
Less: Cost of Goods Sold 22,000 46,700
Gross Margin $378,600 $203,300
Operating Expenses
Wages and Salaries $95,300 $84,722
Utilities 7,000 6,200
Maintenance 11,500 9,600
Depreciation 5,800 3,800
Office Supplies 700 500
Inspection & License Fees 770 770
Dues and Subscriptions 360 360
Shipping 12,000 8,000
Advertising 42,530 32,535
Insurance 7,568 7,568
Legal and Accounting 1,700 1,700
Stock Loss 3,000 1,800
Miscellaneous 1,300 800
Total Operating Expenses $189,528 $158,355
Operating Profit $189,072 $44,945
Less: Interest Expense (22,463) (16,845)
Income Before Taxes 166,609 28,100
Income Taxes 66,644 11,240
Net Income $99,965 $16,860




Gladys®' Gladioluses
Quarterly Cash Flow S8tatement
For the Year Ended 1990

First Second Third Fourth
Quarter Quarter Quarter Quarter

Inflows:
Cash Balance From

Previous Quarter $52,600 $ 242 $49,289 156,944
Cash from Sales 11,000 168,000 0 0
Accounts Received 9,200 0 179,100 21,600
Proceeds from Loans 0 0 0 43,900
Total Cash Inflows $72,800 168,242 228,389 178,544
outflows:
Wages and Salaries $27,823 34,123 19,060 16,000
Cost of Goods Sold 4,000 5,500 5,000 4,500
Equipment Purchase 10,000 0 0 0
Accountant and Legal Fees 0 500 700 500
Accounts Payable 5,580 9,700 13,580 0
Subscriptions and Dues 55 0 260 45
Utilities 1,875 1,875 1,875 1,875
Payment on Debt 12,208 12,208 12,208 12,208
Payment on Short Term Note 0 21,500 0 o
Maintenance 460 2,670 5,400 2,970
Shipping 120 8,900 2,850 130
Advertising 10,362 10,362 10,362 10,362
Insurance 0 0 0 7,568
Inspection and License FeesO 0] 0 770
Federal Income Taxes 0 11,240 0 0
Office Supplies 75 375 150 100
Total Outflows $72,558 118,953 71,445 57,028
Net cCash $ 242 49,289 156,944 121,516




THE BALANCE SHEET

The balance sheet, also called the net worth statement,
is analogous to a snapshot because it shows the financial
position of a business at a specific point in time. The
balance sheet on pages 3 and 4 shows the financial picture
of Gladys' Gladioluses, Inc. for December 31, 1990 and for
December 31, 1989. This enables you to compare Gladys'
Gladioluses, Inc. financial position over the last two
years.

The balance sheet lists the dollar value of what
Gladys' Gladioluses, Inc. owned and what it owed on December
31, 1990. The balance sheet is divided in half with assets
listed on the left-hand side; 1liabilities and owners!'
equity are listed on the right. The two sides always
balance which gives rise to the accounting model for the
balance sheet:

Assets = Owners' Equity + Liabilities
This model can be illustrated using Gladys' balance sheet
figures:

$379,620
(assets)

$185,144 + $191,476
(liabilities) + (owners equity)

nn

Assets
Assets are the resources owned by the company. There
are two major categories of assets: current and fixed.

There is a third type of asset called intangible assets



which have value to the firm but no physical existence.
Goodwill is an intangible asset that measures the
reputation, dependency, customer confidence, or overall
quality of firm. When a firm is purchased, the price of the
firm less the market value of the assets is equal to
goodwill. In other words goodwill is the inherent worth of
a company above and beyond the market value of its assets.
According to generally accepted accounting

principles, it is important to list the historical cost of
all assets rather than the market value of such assets. The
historical cost is the price paid at the time of purchase
and the market value represents what the asset could sell
for today. In other words the value that was paid for the
asset is recorded on the balance sheet and not what it would
be worth on the date of the balance sheet. Many small
businesses use the market value on their statements, however
the Financial Accounting Standards Board (FASB) considers
such practices unacceptable at this time.
Current Assets

Current assets include cash and those assets that can
be turned into cash in the near future. The near future is
generally less than one year. Hence, any asset that can be
converted into cash within twelve months of the balance
sheet date is a current asset. Let's look at Gladys'
current assets for 1990.

10



Cash
Includes all money in cash registers, petty cash, cash

on hand, deposits in bank accounts.

Cash $121,516

Accounts Receivable

This is the amount that has yet to be collected from
customers who have already received goods or services. Many
businesses allow customers to buy goods on credit and give
those customers a certain amount of time in which to pay.
However, there are times when customers are unable to pay.
Many businesses account for expected non payment of accounts
receivable with an allowance for doubtful accounts.

In 1990 Gladys' customers owed $22,100 and she expected
3.62% of those accounts to remain uncollected based on past
experiences. To arrive at accounts receivable, Gladys made
an allowance for doubtful accounts of $800 (3.62% x $22,100)
and deducted that amount from her total accounts receivable

($22,100 - $800) before putting it on the balance sheet.

Accounts Receivable
(less allowance for doubtful
accounts $800) $21,300

Inventories

11



Inventory varies among businesses. For a manufacturer
inventory includes raw materials, partially finished goods
in process, and finished goods. Gladys' inventory consists
of fertilizers, bulbs still being nurtured and not yet ready
for sale, and bulbs ready to be planted by gardeners

everywhere.

Inventories $144,099

Inventories, like all assets, are valued at their cost.
Service- based businesses may have very small inventories,
or no inventories at all.

Prepaid expenses

Sometimes a company may make a payment in advance of
when the benefits from such expenditures will be realized.
This is conceptually similar to accounts receivable:
accounts receivable is cash owed to the small business;
prepaid expenses represent benefits (services or assets)
owed to a business. Insurance policies and advertising
contracts are two examples of prepaid expenses.

Gladys purchased an insurance policy on November 30 of
1990 that was to last through November 29, 1991. She paid
$7,568 (as shown on the cash flow) and used the insurance
policy for 32 days in 1990. Gladys calculated her prepaid
expense as follows:

12



((365 - 32 days) / 365 days) X §7,568 = §6,905

Had she not paid the insurance premium, the $6,905 of
the policy allocated for 1991 would be included in cash.
The insurance policy will also be used over the next year,

hence it is a current asset.

Prepaid expenses $6,905

Other Current Assets

One type of current asset that Gladys does not own is
that of marketable securities. A company can keep their
excess idle cash invested in short term securities that are
readily available and quickly convertible into cash.
Total Current Assets

The sum of cash, accounts receivable, inventories, and

prepaid expenses equals total current assets for Gladys.

Total Current Assets $293,820

Fixed Assets
Assets that are used by a company exclusively for the
manufacture of their product or the operational activities

of their business and are not intended for sale are fixed

13



assets. Land, buildings, furniture, trucks, machinery and

equipment are examples of fixed assets.

Fixed assets

Land $39,000 $39,000
Buildings 40,000 40,000
Equipment 21,000 11,000
Total fixed assets $100,000 $90,000

Accumulated Depreciation
Fixed assets, other than land, are valuated at their
historical cost less the accumulated depreciation. Using an
asset over time reduces its usefulness, hence the cost of
the asset needs to be spread out over time. Depreciation is
the reduction in the value of an asset due to age, wear and
tear, or obsolescence. Accumulated depreciation is the sum
of all the years' depreciation expense for the fixed assets
listed. Let's examine Gladys' fixed assets.
Calculation for Depreciation Expense on Building:
Gladys bought a building for $40,000 in 1987. The
building is expected to have a useful life of 20 years.
At the end of 20 years (in 2007) the building is
expected to be worth $8,000. In other words the

building will have a salvage value of $8,000. Gladys
uses the straight line method of depreciation.

14



Annual Depreciation Cost - salvage value
Expense =

useful life

$40,000 - $8,000
= = $1600/year
20 years

Calculation for Accumulated Depreciation on Building:

In 1987 Gladys' accumulated depreciation on the
building was $1,600; in 1988 $3,200; in 1989 $4,800; in 1990
$6,400. The accumulated depreciation account on Gladys'
balance sheet includes accumulated depreciation expense for
equipment which was $10,800 in 1990. Remember that land is
never depreciated!

The value for accumulated depreciation is usually
enclosed in brackets to indicate that it is to be subtracted
from fixed assets.

The annual depreciation expense is listed on the income

statement.

Less accumulated depreciation (17,200)

The Internal Revenue Service has designed structured
schedules, methods, rates and salvage values for various and
sundry assets. It is very important for a small business to

be aware of the tax requirements prescribed by the law. The

15



many publications, instructions and forms available through
the IRS can help small businesses determine their annual
depreciation expense.
Net fixed Assets

Total fixed assets less accumulated depreciation is

called net fixed assets.

Net Fixed assets $82,800

Total Assets

Total assets is the sum of total current assets, net
fixed assets and intangible assets. Total assets represent
the dollar value of everything physically and intrinsically
owned by the business and is always equal to the liabilities

plus owner's equity.

Total assets $376,620

16



Liabilities and Owners' Equity

Liabilities are what a company owes other people or
other firms and represent creditors' claims against the
assets of the company. There are two categories of
liabilities that will be discussed: current and long term.
Current Liabilities

Similar to current assets, current liabilities are
those debts that are due within the next year.
Accounts Payable

Companies often purchase goods and services from other
businesses on credit. Accounts payable represents the
amount that a business owes to its suppliers and business

creditors.

Accounts Payable $17,500

Notes Payable

Money owed to banks and lenders is listed under notes
payable on the balance sheet. A note payable may be either
a long term or current liability depending on its due date.
A loan is one example of a note payable. Gladys had $24,600

in current notes payable for 1990:

Notes Payable $24,600

Gladys' note payable of $24,600 represents the

17



principal she owes the bank. Notes payable does not include
interest payable. Interest on notes payable is included
under accrued expenses payable.
Accrued Expenses Payable

Just as a company lists its obligations to suppliers
under accounts payable, it must list its obligations to pay
expenses. Wages, salaries, interest on notes payable, and
fees to accountants and attorneys are among the components
of accrued expenses payable since a company is likely to owe
at least some of these expenses at the time the balance
sheet is made. Gladys owes $11,400 in expenses on December

31, 1990.

Accrued Expenses Payable $11,400

Federal Income Taxes Payable

Federal income taxes payable is an accrued expense
listed separately due to its importance. A company owes the
Internal Revenue Service taxes based on the year's income.
If you look at Gladys' Income Statement on page 5 you will
see income taxes of $66,644 for the year ended December
1990. Gladys' has until April 15, 1991 to pay these taxes,

therefore they are a current liability.

Federal Income Taxes Payable $66,644

It should be noted here that the Internal Revenue Service

18



requires most small businesses and firms to make quarterly
prepayments on expected tax liability. Gladys' federal
income tax expense and liability are rather high and she
would be required to pay quarterly an amount equal to
$66,644 X .25 or $16,661.
Total Current Liabilities

All current liabilities listed on the balance sheet are

summed to arrive at total current liabilities.

Total Current Liabilities $120,144

Long Term Liabilities

Obligations and debts due more than one year from the
date on the balance sheet are classified under long term
liabilities. Gladys has one long term liability; a note

payable that is due after the close of 1991.

Long-term Liabilities
Note Payable $65,000

Total Long-term Liabilities $65,000

If a firm may has more than one long term liability
total long term liabilities would be equal to the sum of
those long term liabilities.

Total Liabilities

Current and long term liabilities added together are
total liabilities. Remember total liabilities are an
important variable in the accounting model for the balance

19



sheet discussed earlier.

Total Liabilities $185,144

Contingent Liabilities

If Gladys had used fertilizers excessively in 1989 and
her neighbors had petitioned and filed a class action suit
on the basis that she has contaminated their water source a
contingent liability would exist for Gladys' Gladioluses,
Inc since there is a possibility that Gladys' firm will be
sued. Creditors, investors, and Gladys should be aware of
the potential for this liability to arise. Gladys should
list this contingent liability as a footnote to her balance
sheet.
owner's Equity

The last major component of the balance sheet and the
accounting model is owner's equity. Owner's Equity
represents the net worth of a company after all its
liabilities are subtracted from all its assets. Owner's
equity is the amount the owners of the firm have invested
plus the accumulated retained earnings of the firm. Larger
businesses with stockholders list stockholders' equity on
the balance sheet under owners' equity to reflect their
investment in the firm.

Gladys is a sole proprietor and she invested $10,000 in
Gladys' Gladioluses, Inc. The $10,000 represents Gladys'

20



equity in the firm.

Gladys' Equity $10,000

Accunmulated Retained Earnings

The sum of net income for all the years a company was
in business is the accumulated retained earnings. Hence, to
arrive at this year's accumulated retained earnings this
year's net income is added to last year's accumulated
retained earnings. (NOTE: A corporation with stockholders
calculates accumulated retained earnings as follows: All
the years net income summed LESS all dividends paid out.)

For 1990 Gladys' accumulated retained earnings was
calculated as follows:

1989 Accumulated Retained Earnings $ 81,511
PLUS 1990 Net Income (from Income Statement) $ 99,965

EQUALS 1990 Accumulated Retained Earnings $181,476

Accumulated retained earnings is an important account
in the link between the income statement and balance sheet.
The accumulated retained earnings account is the destination
for that portion of net income (the end result of the income
statement) which will be put back into the business, rather
than be paid out to the owners and creditors of the company
in a given year.

If a firm had a loss (negative net profit) listed on

their income statement, then that loss should be subtracted

21



from accumulated retained earnings. For example, if Gladys
had a $15,000 loss in 1990 her accumulated retained earnings
would be $66,511 (calculated as: $81,511 - 15,000 =
$66,511) .

The sum of accumulated retained earnings and owner's

equity equals total owner's equity:

Total Owner's Equity $191,476

Total Liabilities and Owner's Equity
The very last line on the balance sheet represents the
total liabilities and owner's equity. Notice that this
value is equal to that of total assets. When constructing a
balance sheet these two values must always be equal - that
is to say that the accounting model must always be in check.
Transaction Analysis
Every transaction that takes place during a financial
year should change the value of the balance, however assets
always equal liabilities plus owners equity. Let's take a
look at a few transactions and their affect on the balance
sheet:
0 Gladys purchases a new rototiller for $575:
B Cash decreases by $575;
B Current assets decrease by $575;
®m Equipment increases by $575;
B Fixed assets increases by $575;

B Total assets remain unchanged; and
Assets = Liabilities + Owner's Equity

22



0 Gladys purchases the same rototiller on credit:
Equipment increases by $575;

Fixed assets increases by $575;

Total assets increases by $575;

Accounts payable increases by $575;

Total current liabilities increases $575;
Total liabilities increases by $575; and
Assets = Liabilities + Owner's Equity
$377,145 = $185,719 + 191,476

0 Gladys collects $2,500 in accounts receivable:
B Cash increases $2,500;
B Accounts receivable decreases $2,500;
Assets remain unchanged because the two
current assets move in opposite directions by
an equal amount: A =L + O. E.
Records Necessary To Construct Balance Sheet
To formulate a balance sheet financial data must be
compiled and organized for every account listed on the
balance sheet (i.e. cash, inventory, accounts receivable,
etc...). Below is a brief list of the types of records
necessary for each account on the balance sheet. Although
this list appears lengthy it does not represent a
comprehensive exhaustive summary of all records required.
As a small business owner, we are sure that you will be able
to add to this list!
0 Cash =-- all receipts for cash expenditures and
sales, canceled checks, petty cash, receipts for other cash
inflows and outflows. The cash flow statement, which will

be discussed later, is very useful in determining the cash

value for the balance sheet.
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0 Accounts Receivable -- all receipts for credit
purchases, invoices, credit card slips, I.0.U.s held,
deposit slips.

0 Inventories =-- accurate tally sheet for all goods
presently held by a business, packing slips, invoices, sales
receipts, and production summary receipts.

0 Prepaid expenses -- Advertising vouchers, insurance
vouchers, insurance premium statements, insurance policy
with terms of agreement such as period of coverage, canceled
checks, contracts.

0 Land -- deeds, survey maps, title history, court
clerks receipt, mortgage indentures, canceled checks, land
contracts, tax statements.

© Buildings -- mortgage indentures, canceled checks,
contract for construction, building permit receipt,
architects invoices, supply receipts and invoices, contract
for grading.

0 Equipment -- loan indentures, canceled checks,
service contracts, installation records, purchase or lease
receipt, depreciation records.

0 Accounts Payable -- service contractors' invoices,
credit purchase receipts, canceled checks.

0 Wages Payable -- payroll records, time cards,
canceled checks, FICA, State and Federal tax estimations,
travel vouchers, itineraries.

24



O Short term note payable -- bank statement,
promissory indentures, equipment sales contracts and
receipts, deposit slips, service contracts.

0 Accrued expenses payable -- utility and phone bills,
interest statement, other term contracts, canceled checks,
interest schedules.

0 Federal Income Tax Payable -- Estimated taxes
payable, income statement, federal income tax expense.

0 Long term note payable -- promissory note/indenture,
equipment and other capital purchase agreements, sales and
or service contracts.

0 Gladys' Equity -- canceled checks, bank statements,
agreements, stock, corporate indenture.

0 Accumulated Retained Earnings -- all revenue
receipts, all expenditure receipts, after tax and interest

income, dividends, income statement.

25



The Income Statement

The income statement, also called the profit-loss
statement, shows how much the company makes or loses over a
given period of time. Since the income statement shows a
firm's activity over time, it is analogous to a film of the
company's operations. The accounting period usually is a
calendar year that begins on January 1 and ends on December
31. The accounting period on the income statement should be
consistent with the balance sheet and cash flow statement.
The income statement for Gladys' Gladioluses, Inc. is on
page 5 of this reading. As you can see, a calendar year is
used on all of her financial statements.

The income statement lists the sources and amounts of
revenue and then deducts all the expenses incurred during
the accounting period. The accounting model for the income
statement is:

Revenues - Expenses = Income

When constructing financial statements the accrual
method of accounting must be used:

B Revenues are recorded at the time the sale
is made or the service rendered, and not when
the cash is collected;

B Expenses are recorded when they are
incurred, not when the cash is paid.

26



Revenues
Sources of revenue include sales of goods or services,
performance of services, and grants from government
agencies. If there is more than one source of revenue, the
most important source is listed first. 1In 1990, Gladys had
net sales of $400,600.
Cost of Goods Sold
Cost of goods sold (COGS) is deducted from revenues to
yield gross margin. Some firms, such as those found in a
service-based industry, may not have COGS and consequently
no gross margin figure. Gross margin can be useful in
determining the direct cost involved in producing a product
before other expenses are subtracted. The gross margin for
Gladys' Gladioluses was $378,600 for 1990.
Expenses
Expenses are divided into three categories on the
income statement:
B Operating
B Interest
B Income tax
Operating expenses are listed separately on the income
statement. Expenses will vary from business to business but
usually include items such as: 1labor, utilities, rent,

supplies, advertising, insurance, legal fees, etc.
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Depreciation expense is listed on the income statement.
For example, we determined that the depreciation expense on
Gladys' building was $1,600 per year. The depreciation
expense on the income statement includes $1,600 for the

building and $4,200 for the equipment:

Depreciation Expense $5,800

Operating expenses are totaled and then subtracted from
gross margin to determine operating profit.
Interest expense

Interest expense is the total interest on all

outstanding loans during the accounting period. Gladys had
interest expense of $22,463 in 1990. Interest expense is
subtracted from operating profit to determine income before
taxes.
Income tax expense

The last expense to be subtracted from revenues is
income tax expense. Gladys has income taxes of $66,444 in
1990 which is a composite of state federal and local tax
liabilities.
Net Income

Total revenues less all expenses brings us to net
income. Gladys had a net profit in 1990 of $99,965 which

was a great improvement from 1989 net profit of $16,860.
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QUARTERLY CASH FLOW STATEMENT

The cash flow statement gives the small business owner
the ability to see all cash coming into and going out of the
firm for the entire year. It is similar to a log book
showing the movement of cash and answering: what? when? and
how much? For our purposes we will be using the quarterly
cash flow statement although any time span can be used
(weekly, monthly, annually).

Receipts are arranged to show the cash coming in for
each quarter and expenses are listed so the small business
owner will know if cash outflow will be greater or less than
the cash inflow for the quarter. Now let's examine Gladys'
1990 quarterly cash flow statement that was displayed
previously.

Inflows

The cash flow statement lists cash inflows from all
sources. The very first source of cash listed is that cash
that is on hand. Gladys had a cash balance of $52,600 on
December 31, 1989 which is shown on her 1989 balance sheet.

The second cash inflow source is cash from sales.

Since Gladiolus bulbs are planted in the spring, cash from
sales is highest in the second quarter (April 1 through June
30). Cash inflows from accounts received represents cash
collected on accounts receivable. The last source of cash
for Gladys' Gladioluses is proceeds from the loan she took

29



out to help counteract the seasonality inherent in her

sales.
First Second Third Fourth
Quarter Quarter Quarter Quarter
Inflows:

Cash Balance From
Previous Quarter $52,600 $ 242 $49,289 156,944
Cash from Sales 11,000 168,000 0] 0
Accounts Received 9,200 0 179,100 21,600
Proceeds of Loans 0 0 0 43,900
Total Cash Inflows $72,800 168,242 228,389 178,544
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Outflows

Outflows list all operating expenses from the income
statement for which cash was paid during the year.
Depreciation expense is not a cash flow and does not appear

on the cash flow statement.

outflows:

Wages and Salaries $27,823 34,123 19,060 16,000
Cost of Goods Sold 4,000 5,500 5,000 4,500
Equipment Purchase 10,000 0 0 0
Accountant and Legal Fees 0 500 700 500
Accounts Payable Pmt. 5,580 9,700 13,580 4]
Subscriptions and Dues 55 0 260 45
Utilities 1,875 1,875 1,875 1,875
Payment on Debt 12,208 12,208 12,208 12,208
Payment on Short Term Note 0 21,500 o 0
Maintenance 460 2,670 5,400 2,970
Shipping 120 8,900 2,850 130
Advertising 10,362 10,362 10,362 10,362
Insurance 0 0 0 7,568
Inspection and License Fees0 0 0 770
Federal Income Taxes 0 11,240 0 0
Office Supplies 75 375 150 100
Total Outflows $72,558 118,953 71,445 57,028

Net Cash Flow

The difference between total cash inflows and total
cash outflows is net cash flow. If the cash inflow is less
than the cash outflow, an operating loan may be necessary
for that quarter. A cash flow statement also allows a
business owner to see when a surplus of cash is available so
that plans to pay on current loans or for purchase of needed
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equipment can be made.

Gladys' net cash flows by quarter for 1990 were:

Net Cash S 242 49,289 156,944 121,516

CONCLUSION

Financial statements come in a variety of different
shapes, flavors and sizes which depend greatly on the type
of business. Although there is not a standard presentation
format, generally accepted rules do place limits on how the
information is presented and more importantly, calculated.
This uniformity of calculations for businesses' financial
statements enables objective evaluation of a firm, free from

most reporting biases.
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Name
Class
Date

Financial Statement Construction Problem set
Wee Pee's Schoolhouse, Inc.

You are a financial consultant specializing in
assisting small business persons to organize their financial
information into the appropriate financial statements. They
realize, as do you, that by creating and teaching the
business person to effectively use these financial
statements will greatly improve their chances of succeeding.

Wee Pee Mervin has been operating a day care center
since January 1,1990. He has hired you to assist him with
the financial management of his schoolhouse.

Your assignments are to:

A. Construct Wee Pee's School House's balance sheet
for December 31, 1990

B. Do the business transactions for 1991 and prepare
an income statement for Wee Pee's Schoolhouse for the
year ended December 31, 1991

C. Develop and present a quarterly cash flow statement
for 1991, quarterly periods ending: March 31, 1991;
June 30, 1991, September 30, 1991, and December 31,
1991

D. After completing the income and cash flow

statements, prepare a balance sheet for Wee Pee's
Schoolhouse, Inc. for December 31, 1991.
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Some helpful hints before you get started:

* Your work must be shown and labeled for full credit
to be given

* Round each number off to the nearest whole digit,
but do so at the end of the transaction only

* Don't Panic! This assignment will take time, but
patience pays off.

* For our purposes, advertising and professional
memberships are considered as expenses, not prepaid
expenses

* Use straight line depreciation for all appropriate
transactions

* ALL TRANSACTIONS TAKE PLACE ON THE LAST DAY OF THE
MONTH UNLESS OTHERWISE SPECIFIED DIRECTLY IN THE TEXT
OF THAT TRANSACTION!

When you are having difficulty, take Dr. Kohl's advice:

A. Check your arithmetic

B. Check your figures for accuracy with the case
C. Go through the transactions one by one

D. Go to office hours

E. Ask a friend for help

F. Watch out for transcription errors

Good Luck!
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A. Wee Pee has provided you with the following information
to get you started on the Schoolhouse's 1990 balance sheet:

1. Cash on hand is $8,405.

2. Wee Pee converted 1990 profits of $5,625 to retained
earnings.

3. Accounts payable is $2755.

4. Accounts receivable on December 31, 1990 were $1,250,
but Wee Pee thinks 10% of the people won't pay him. This
assumption carries forward into 1991.

5. Wages payable were $6,300.

6. On October 1, 1990, Wee Pee's Schoolhouse took out a 10%
APR note in the amount of $1250 for an indoor sandbox and a
stocked 200 gallon aquarium. The note is due in full on
March 31, 1991.

7. Prepaid insurance for the months of January and February
was $800.

8. Wee Pee purchased the following equipment for the
Schoolhouse on January 1, 1990:

* Used chairs and tables worth $4,000

* Toys costing $2,500

* Ten easels costing $500
The useful life on this equipment is 5 years and the salvage
value is zero.

9. The Schoolhouse did not have any long term liabilities
this year.
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B. The following transactions were conducted in 1991:

January, 1991

1. Wee Pee paid all wages payable with cash and received
the first half of a $30,000 per year state grant which the
Schoolhouse was provided with for excellence in child
development services.

2. Wee Pee collected, in cash, 90% of the tuition from 52
"students," each child attending the day care cost its
parents $500 per month (or $26,000 total revenue for the
month of January). The remainder of the tuition revenue was
put in accounts receivable.

3. Wee Pee paid utilities of $600 and the first of four
quarterly rent payments of the year with cash. The monthly
rent is $4,332.

4. Wee Pee paid wages of $12,413 with cash.

February

5. Wee Pee collected 95% of $26,000 tuition in cash, the
remainder charged to accounts receivable.

6. Wee Pee paid utilities of $925 and wages of $12,413 both
with cash.

7. The Schoolhouse purchased a 12 month insurance policy
for $4,800 since the old policy ran out today. (Hint: You
may want to deal with the o0ld insurance before you figure
out the purchase of the new.)

8. Wee Pee paid the balance of accounts payable with cash.
March

9. Wee Pee decided to join the Professional Day care
Administrators Association. Cost of membership which runs
until December 31, 1991 is $1,850 which includes a one time
$50 application processing fee. The Schoolhouse paid cash.

10. The Schoolhouse collected 85% of accounts receivable
before receiving $24,000 cash of tuition from 50 students.
Tuition is the same throughout the year and is $500. The
remainder of the tuition revenue was put on accounts
receivable.
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11. Wee Pee retired the short term note on schedule, paid
out of cash, and purchased on credit a new computer for
$3,500. The computer has a useful life of 8 years and a
salvage value of $300.

12. Wee Pee paid utilities of $750 and wages of $12,413 out
of cash.

April

13. On April 1, 1991 the Schoolhouse took out a $30,000,
10%, four year balloon payment loan to purchase a new day
care bus to assist parents in getting their kids to and from
the Schoolhouse safely. the bus will depreciate over four
years and have a salvage value of $6,000. the bus driver
Wee Pee hired today will add $950 per month to wages.

14. Wee Pee collected 90% of tuition from 52 students in
cash with the remainder going on accounts receivable.

15. The Schoolhouse paid utilities of $600 and all wages,
both with cash.

16. Wee Pee paid the second quarterly rent payment with
cash.

May

17. Wee Pee took a vacation to Aruba where he purchased
$250 worth of toys made from sea shells and coral which his
two daughters would enjoy. The cost of the plane ticket and
hotel of $1,700 was paid with cash, but meals totaling $425
were put on credit. Wee Pee was very careful to keep all
his receipts.

18. The Schoolhouse collected 80.05% of accounts receivable
and used it to pay all of accounts payable.

19. Wee Pee paid all wages and $650 for utilities out of
cash.

20. The Schoolhouse collected 80% of tuition from 49
students, the remainder charged to accounts receivable.

June
21. Wee Pee, having noticed many successes in child care
development, decided to give all employees a five percent

pay increase which he paid out of cash. He also held a
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press conference where he publicly refused to accept the
second installment of the state grant that he had earned for
his excellent day care service. Wee Pee is quoted as
saying," Just seeing those little happy faces is reward
enough for me."

22. The Schoolhouse collected all tuition from 50 students
in cash.

23. Wee Pee had the pre-existing jungle gym refurbished for
$9,005 which he put on accounts payable.

24. Wee Pee paid $750 in utilities out of cash.

July

25. A child was injured when another student accidently
struck the child with a Tonka Toy. Although the children
were being properly supervised, the accident potentially was
avoidable. To avoid a law suit, the child and its parents
received $30,000 in insurance payout from the Schoolhouse's
provider. There is a $600 cash deductible that applies.

26. Wee Pee collected tuition from 51 students, 95% in
cash, 5% charged to accounts receivable.

27. The Schoolhouse paid the third quarterly installment of
rent with cash.

28. Wee Pee's utility company recently received permission
for a rate hike. Wee Pee paid $1,100 in utilities, this
month's wages, and all accounts payable in cash.

August

29. The Schoolhouse received 55% of accounts receivable
prior to collecting $19,000 in cash tuition from 40 students
at the standard rate. The remainder was put on accounts
receivable.

30. Wee Pee paid $1,225 in utilities (The Schoolhouse was
using lots of air conditioning) and all wages with cash.

September

31. Wee Pee collected 90% of tuition from 51 students in
cash, the remainder on accounts receivable.

32. The Schoolhouse paid utilities of $1,125 and all wages
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out of cash.

33. In order to ensure a full Schoolhouse next January, Wee
Pee simultaneously placed an ad on television and one in the
local newspaper. Wee Pee paid $800 cash for the newspaper
ad, and split the cost of the television commercial
($19,000), one half paid in cash, the other on accounts
payable. The television ad stars Wee Pee in a full 1 minute
feature that was shot on location at the Schoolhouse.

October

34. Wee Pee paid the fourth quarterly installment of rent
out of cash.

35. The Schoolhouse collected all but $870 of accounts
receivable, paid all wages, and paid utilities of $1,235
with cash.

36. Wee Pee collected $24,000 tuition from 50 students in
cash, the remainder on accounts receivable.

November

37. Wee Pee collected only 60% of tuition from 52 students
in cash, the remainder on accounts receivable. He largely
attributes this to the pre-Christmas jump in consumer
spending.

38. Wee Pee paid utilities of $1,160, all wages and $5,000
of accounts payable, all in cash.

December

39. The Schoolhouse collected $17,500 of tuition from 48
students, the remainder on accounts receivable.

40. The Schoolhouse paid $1,375 in utilities with cash.

41. Wee Pee paid all wages and gave a 2.5% Christmas bonus
to all employees with cash.

42. Wee Pee paid the interest on due on the long term bus
loan

43. Wee Pee made all necessary adjusting entries, for

example, to ensure that the appropriate amount of
depreciation is accounted for this year.
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C. It is suggested that you use the following format to
construct each of your quarterly cash flow statements.

Wee Pee's Schoolhouse, Inc.
Cash-flow Statement
For the Quarter Ended xxxx xx, 1991

Inflows:

Cash Balance at Close

of Last Quarter $
Tuition

State Grants

Total Inflows

Outflows:

Utilities

Rent

Payroll

Professional Membership Fees
Insurance

Debt Retirement

Advertising

Maintenance

Interest

Total Outflows

Net Increase (Decrease) in Cash $

D. You may use any acceptable form that you feel
comfortable with to construct your income and balance
sheets. You're almost Home!
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Wee Pee's Schoolhouse, Inc.

Solutions to the problem set on financial statement
construction:
The 1990 balance sheet should be similar in format to

A.
the

following example.

Wee Pee's Schoolhouse, Inc.
Balance Sheet
As of 31 December 1990

Assets
Current Assets:
Cash $8,405
Accounts Receivable $1,250

Less allowance for doubtful accounts (125) 1,125
Prepaid Expenses 800
Total Current Assets $10,330
Fixed Assets:
Equipment 7,000

less accumulated depreciation (1,400) 5,600
Total Fixed Assets 5,600
Total Assets $15,930
Liabilities
Current Liabilities:
Accounts Payable 2,755
Notes Payable 1,250
Wages Payable 6,300
Total Current Liabilities 10,305
Long Term Notes Payable Y
Total Long Term Liabilities 0
Total Liabilities 10,305
Owner's Equity:
Accumulated Retained Earnings 5,625
Total Owner's Equity 5,625
Total Liability and Owner's Equity $15,930
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The individual accounts should look as follows:
Assets

Wee Pee's Schoolhouse, Inc.
Cash Account

Month Transaction # Description Amount
Beginning Balance $8,405
January 1 paid w/p, received grant 8,700
2 collected 920% Jan. tuition 23,400
3 paid util., 1st quarter rent (13,596)
4 paid wages (12,413)
February 5 collected 95% Feb. tuition 24,700
6 paid utilities and wages (13,338)
7 paid for insurance policy (4,800)
8 paid in full, accounts payable (2,755)
March 9 paid for prof. membership (1,850)
10 collect 85% a/r, 24k tuition 28,378
11 paid s.t.n.payablet+interest (1,281)
12 paid utilities and wages (13,163)
April 14 collected 90% April tuition 23,400
15 paid utilities and wages (13,963)
16 paid 2nd quarter rent (12,996)
May 19 paid wages and utilities (14,013)
20 collected 80% May tuition 19,600
June 21 paid wages, 5% raise (14,031)
22 collected 100% June tuition 25,000
24 paid utilities (750)
July 25 paid insurance deductible (600)
26 collected 95% July tuition 24,225
27 paid 3rd quarter rent (12,996)
28 paid utilities, wages, and a/p(24,136)
August 29 collect 55% a/r, 19000 tuition 22,876
30 paid utilities and wages (15,256)
September 31 collected 90% Sept. tuition 22,950
32 paid utilities and wages (15,156)
33 paid part of advertising (10,300)
October 34 paid 4th quarter rent (12,996)
35 collect a/r, paid wages
and utilities (9,415)
36 collected 24k Oct. tuition 24,000
November 37 collected 60% Nov. tuition 15,600
38 paid utilities, wages and a/p (20,191)
December 39 collected 17.5k Dec. tuition 17,500
40 paid utilities (1,375)
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41 Paid wages + christmas bonus (14,382)
42 paid interest on 1l.t. bus loan (2,250)

Cash Account Total $30,732

Wee Pee's Schoolhouse, Inc.
Accounts Receivable Account

Month Transaction # Description Amount
Beginning Balance $1,250
Jan. 2 10% Jan. tuition 2,600
Feb. 5 5% Feb. tuition 1,300
March 10 collected 85% a/r,
+1k tuition (3,378)
April 14 10% April tuition 2,600
May 18 collected 80.05% a/r,pd a/p(3,500)
20 20% May tuition 4,900
July 26 5% July tuition 1,275
Aug. 29 collected 55%, +1000 (2,876)
Sept. 31 10% September tuition 2,550
Oct. 35 collected $5581 (5,851)
36 +1000 October tuition 1,000
Nov. 37 40% November tuition 10,400
December 39 +6500 December tuition 6,500
Accounts Receivable Account Total $18,770
Allowance for Doubtful Accounts (10%) $1,877

Wee Pee's Schoolhouse, Inc.
Prepaid Expenses Account

Month Transaction # Description Amount
Beginning Balance $800
February 7 bought 12 mo. insurance 4,000
December adj 10 mo's at $400 each (4,000)
Prepaid Expenses Account Total $800
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Wee Pee's Schoolhouse, Inc.

Equipment Account

Month Transaction # Description Amount
Beginning Balance $7,000
March 11 bought computer 3,500
Equipment Account Total $10,500
Wee Pee's Schoolhouse, Inc.
Bus Account
Month Transaction # Description Amount
Beginning Balance $0
April 13 bought bus, 4yr. $2000 sal. 30,000
Bus Account Total $30,000
liabilities
Wee Pee's Schoolhouse, Inc.
Accounts Payable Account
Month Transaction # Description Amount
Beginning Balance $2,755
Feb. 8 paid balance in full (2,755)
March 11 bought computer on credit 3,500
May 18 paid balance in full (3,500)
June 23 bought maintenance on jungle gym9,005
July 28 paid balance in full (9,005)
September 33 bought part of advertising 9,500
November 38 paid 5000 (5,000)
Accounts Payable Account Total $4,500
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Wee Pee's Schoolhouse, Inc.
Short Term Notes Payable Account

Month Transaction # Description Amount
Beginning Balance $1,250
March 11 retired s.t. note payable (1,250)
Short Term Notes Payable Account Total $0

Wee Pee's Schoolhouse, Inc.
Wages Payable Account

Month Transaction # Description Amount

Beginning Balance $6,300
Jan. 1 paid all w/p (6,300)
Wages Payable Account Total $0

Wee Pee's Schoolhouse, Inc.
Long Term Notes Payable Account

Month Transaction # Description Amount
Beginning Balance $0
April 13 bought bus 4/1, 10%, 4yr note 30,000
Long Term Notes Payable Account Total $30,000
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owner's equity

Wee Pee's Schoolhouse, Inc.
Utilities Expense Account

Month Transaction # Description Amount
Beginning Balance $0
Jan. 3 paid utilities 600
Feb. 6 paid utilities 925
March 12 paid utilities 750
April 15 paid utilities 600
May 19 paid utilities 650
June 24 paid utilities 750
July 28 paid utilities 1,100
August 30 paid utilities 1,225
September 32 paid utilities 1,125
October 35 paid utilities 1,235
November 38 paid utilities 1,160
December 40 paid utilities 1,375
Utilities Expense Account Total $11,495

Wee Pee's Schoolhouse, Inc.
Rent Expense Account

Month Transaction #Description Amount

Beginning Balance $0
Jan. 3 paid 1st quarter r 12,996
April 16 paid 2nd quarter r 12,996
July 27 paid 3rd quarter r 12,996
October 34 paid 4th quarter r 12,996
Rent Expense Account Total $51,984

Wee Pee's Schoolhouse, Inc.
Wage Expense Account

Month Transaction # Description Amount
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Beginning Balance
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$0

Jan. 4 paid Jan. wages 12,413
Feb. 6 paid Feb. wages 12,413
March 12 paid March wages 12,413
April 15 Paid April Wages,

new bus drv 13,363
May 19 Paid May wages 13,363
June 21 Paid June Wages, 5% raisel4,b 031
July 28 Paid July Wages 14,031
August 30 Paid August Wages 14,031
September 32 Paid Sept. wages 14,031
October 35 Paid October Wages 14,031
November 38 Paid November wages 14,031
December 41 Paid December wages

+ 2.5% bonus 14,382
Wage Expense Account Total $162,533
Wee Pee's Schoolhouse, Inc.
Professional Membership Expense Account
Month Transaction # Description Amount
Beginning Balance $o
March 9 paid prof. membership 1,850
Professional Membership Expense Account $1,850
Wee Pee's Schoolhouse, Inc.
Insurance Expense Account
Month Transaction # Description Amount
Beginning Balance $o
February 7 old policy expired 800
July 25 paid insurance deductible 600
December adj 10 mo's at 400/mo 4,000
Insurance Expense Account $5,400



Wee Pee's Schoolhouse, Inc.
Advertising Expense Account

Month Transaction # Description Amount
Beginning Balance $0
September 33 bought advertising campaign 19,800
Advertising Expense Account Total $19,800

Wee Pee's Schoolhouse, Inc.
Accumulated Depreciation Expense Account

Equipment

Month Transaction # Description Amount
Beginning Balance $1,400
December adj 1400 old equip.+ 300 n.egp. 1,700
Accumulated Depreciation Expense Account $3,100
Equipment

Wee Pee's Schoolhouse, Inc.
Accumulated Depreciation Expense Account

Bus
Month Transaction # Description Amount
Beginning Balance $0
December adj 9 mo's at 500 each 4,500
Accumulated Depreciation Expense Account $4,500
Bus

Wee Pee's Schoolhouse, Inc.
Maintenance Expense Account

Month Transaction # Description Amount
Beginning Balance $o0
June 23 refurbished jungle gym 9,005
Maintenance Expense Account Total $9,005
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Wee Pee's Schoolhouse, Inc.
Interest Expense Account

Month Transaction # Description Amount
Beginning Balance $0
March 11 retired s.t. note 31
December 42 paid interest on 1l.t. 2,250
Interest Expense Account $2,281
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B. Your 1991 quarterly cash flow statements for Wee Pee's
Schoolhouse should resemble the following:

Wee Pee's Schoolhouse, Inc.
Cash-flow Statement

For the Quarter Ended March 31, 1991
Inflows:

Cash Balance at Close

of Last Quarter $8,405
Tuition 76,478
State Grants 15,000
Total Inflows 99,883
Outflows:

Utilities 2,275
Rent 12,996
Payroll 37,239
Professional Membership Fees 1,850
Insurance 4,800
Debt Retirement 10,305
Advertising

Maintenance

Interest 31
Total Outflows (69,496)
Net Increase (Decrease) in Cash $30,387
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Wee Pee's Schoolhouse, Inc.
Cash-flow Statement
For the Quarter Ended June 30,

Inflows:

Cash Balance at Close
of Last Quarter

Tuition
State Grants

Total Inflows

Outflows:

Utilities

Rent

Payroll

Professional Membership Fees
Insurance

Debt Retirement

Advertising

Maintenance

Interest

Total Outflows

Net Increase (Decrease) in Cash
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$30,387

101,887

2,000
12,996
40,757

3,500

(59,253)

$42,634




Wee Pee's Schoolhouse, Inc.

Cash-flow Statement

For the Quarter Ended September 30, 1991
Inflows:

Cash Balance at Close

of Last Quarter $42,634
Tuition 70,051
State Grants

Total Inflows 112,685
Outflows:

Utilities 3,450
Rent 12,996
Payroll 42,093
Professional Membership Fees

Insurance 600
Debt Retirement 9,005
Advertising 10,300
Maintenance

Interest

Total Outflows (78,444)
Net Increase (Decrease) in Cash $34,241
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Wee Pee's Schoolhouse, Inc.

Cash-flow Statement

For the Quarter Ended December 31, 1991
Inflows:

Cash Balance at Close

of Last Quarter $34,241
Tuition 62,951
State Grants

Total Inflows 97,192
Outflows:

Utilities 3,770
Rent 12,996
Payroll 42,444
Professional Membership Fees

Insurance

Debt Retirement 5,000
Advertising

Maintenance

Interest 2,250
Total Outflows (66,460)
Net Increase (Decrease) in Cash $30,732
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Your 1991 income statement for Wee Pee's Schoolhouse

should resemble the one following:

Wee Pee's Schoolhouse, Inc.
Income Statement

For the Year Ended 31 December 1991

Revenues:

Net Tuition
State Grants

Total Revenues
Operating Expenses:

Utilities

Rent

Payroll

Professional Membership Fees
Insurance

Advertising

Depreciation
Maintenance

Total Operating Expenses
Operating Profit (Loss)

Less Interest Expense
Income Before Taxes
Less Income Taxes

Net Income
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$298,500
15,000

$313,500

11,495
51,984
162,533
1,850
5,400
19,800
6,200
9,005

$268,267
45,233

$25,771




C. Your 1991 Balance Sheet for Wee Pee's Schoolhouse should
resemble the following one:

Wee Pee's Schoolhouse, Inc.
Balance Sheet
As of 31 December 1991

Assets
Current Assets:
Cash $30,732
Accounts Receivable $18,770
Less allowance for doubtful accounts (1,877) 16,893

Prepaid Expenses 800
Total Current Assets $48,425
Fixed Assets:
Bus 30,000

less accumulated depreciation (4,500) 25,500
Equipment 10,500

less accumulated depreciation (3,100) 7,400
Total Fixed Assets 32,900
Total Assets $81,325
Liabilities
Current Liabilities:
Accounts Payable 4,500
Notes Payable 0
Wages Payable 0
Total Current Liabilities 4,500
Long Term Notes Payable 30,000
Interest Payable on Long Term Note 15,429
Total Long Term Liabilities 45,429
Total Liabilities 49,929

Owner's Equity:

Accumulated Retained Earnings 31,396
Total Owner's Equity 31,396
Total Liability and Owner's Equity $81,325
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Financial Analysis

Module Objectives:

I. Introduce students to the most commonly used financial
ratios and explanations of their calculation;

II. Provide students with general guidelines for
determining the strength or goodness of a firm's
financial indicators;

III. Acquaint students with industry norms such as Dun and
Bradstreet and Robert Morris Associates; and

IV. Present students with intuitive explanations of
financial ratios and their importance to small
businesses.

Introduction
Ratio analysis is one of the most simple and commonly

used methods of financial analysis. An advantage offered by

ratio analysis is ease in calculation. since all necessary
data can be found on the firm's balance sheet and income
statement. Ratios also enable financial comparisons over
time in the same firm, between firms, and to industry
standards. Financial ratios are easily understood and
provide firms with a medium to communicate with creditors,
stockholders, investors, and financial authorities.

The purpose of this module is to introduce ratio
analysis. The purpose and definition of fourteen key ratios
will be explained and applied to the financial statements
of Atlantic's, Inc., a seafood distributor.

There are five major areas in which financial ratios
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are grouped:

1. Repayment analysis ratios lend insight to
the ability of the firm to repay loans on
fixed assets.

2. Liquidity ratios indicate a firm's ability to
pay off its current liabilities.

3. B8olvency ratios (also called capitalization or
leverage ratios) describe how a company is
financed.

4. Profitability ratios are used to evaluate
management's ability to generate income.

5. Financial efficiency measures several
aspects of a firm's operations relating
to the processing of sales revenue,
inventory, cash and accounts receivable
management.

Everything we need to perform ratio analysis on
Atlantic's, Inc. can be found in their income statement and

balance sheet that are presented on the next two pages.
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Atlantic's

Balance Sheet

As of December 31, 1991 and 1990:

Assets: 1991 1990
Current Assets

Cash $20,000 $15,161

Accounts Receivable 4,171 6,749

Inventory 72,958 42,000
Total Current Assets $97,129 $63,910
Fixed Assets

Truck 12,000 12,000

Cars 8,000 8,000

Equipment 8,000 8,000

Less Accumulated Depreciation 11,200 5,600
Total Fixed Assets $39,200 $33,600
Total Assets $136,329 $97,510
Liabilities and Owners' Equity
Liabilities:
Current Liabilities

Accounts Payable 5,542 7,600

S. T. Notes Payable 3,750 2,000
Total Current Liabilitie $9,292 $9,600
Long-Term Liabilities

10,000 10,000

Total Long-Term Liabilities $10,000 $10,000
Total Liabilities $19,292 $19,600
owner's Equity:

Retained Earnings 117,037 77,910
Total Owner's Equity $117,037 $77,910
Total Liability and Owner's Equity $136,329 $97,510
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Atlantic's
Income Statement

For the Years Ended 1990 and 1991:

Revenues:
Seafood Sales

Total Revenues

Cost of Goods Sold
Seafood, Raw

Total Cost of Goods Sold

Gross Margin

Expenses:
Payment on Equity Principal
Employee Wages
Payroll Taxes
Gas, 0Oil and Maintenance
Insurance
Utilities
Equipment Repairs
Advertising
Tax Prep., Bookkeeping
Licenses, Titles, and Tags
Miscellaneous
Depreciation

Total Expenses

Earnings Before
Interest and Taxes

Less Interest Expense

Earnings Before Taxes

Less Income Taxes

Net Income
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1991

513,260

$513,260

(299,859)

($299,859)

$213,401

20,000
16,886
2,533
12,062
4,000
2,000
1,300
16,024
1,000
700
5,118
11,200

$71,282

1990

427,500

$427,500

(283,800)

($283,800)

§143,700

50,000
12,000
1,800
7,721
2,500
2,520
1,200
2,400
500
713
1,500
5,600

$32,377




Repayment Analysis

Two of the most useful ratios for determining debt
coverage are the debt payment percentage and times interest
earned (TIE). These ratios lend insight to the ability of the
individual or firm to repay loans on operating capital (or
fixed assets).

The debt payment percentage, which is calculated as
follows:

Annual principal + interest payments
debt payment & =

Total Revenue

examines the relative ability of the firm to repay loans on
time, as well the impact of the loan on the firm. The impact
of the loan on the firm is the reduction in the amount of
revenue received that is available for other uses.
Atlantic's debt payment percentage was 4.24% calculated
as follows:
$20,000 + $1,775

debt payment % = = 4.24%

$513,260

This is interpreted as 4 cents of every dollar of revenue
earned by Atlantic's may not be used for anything but to pay
for debt on capital assets. Since loans are amortized (i.e.

payments are made on principal and interest throughout the
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term of the loan) the debt payment percentage reflects the
ability of the individual or firm to meet these payments and
retire the loan on time. The lower the debt percentage, the
more likely the firm is to retire the loan on time. As a
general rule, a firm with a debt payment percentage less than
15% has excellent debt repayment ability. Firms with a debt
payment percentage greater than 25% need to carefully consider
and examine their ability to pay back lenders.

In an austere year, an individual or firm may not be able
to pay both the interest and principal payment. In this case,
the firm is obligated to at least pay for interest on the
loan, resulting in the unpaid principal being carried forward
to the next year, thereby decreasing the availability of funds
for other uses in the following year. Firm's are obligated to
retire loans on time, but a lender may be primarily concerned
with the borrowers ability to make interest payments should
hard times hit. The times interest earned ratio calculated as

follows:

Earnings before interest and taxes

TIE =

Interest charges

TIE indicates the relative ability of a firm to pay only the
interest charges on a loan. This measure shows the number of
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times interest is "covered" by earnings. Atlantic's 1991 TIE
was:
$120,578
TIE = = 67.9312

$1,775

Atlantic's is able to cover interest nearly 68 times with
earnings. The larger the TIE ratio, the more likely the firm
will be able to pay the lender interest and avoid defaulting
on the loan.
Liquidity

The cbncept of 1liquidity simply refers to the
availability of cash, or other current assets that can be
converted to cash, in order to pay current liabilities. A
firm's ability to generate enough cash from month to month to
pay its bills is a primary concern. Three methods used to
analyze a firm's ability to pay current liabilities are: net
working capital, current ratio, and quick ratio analyses.

Net working capital is the difference between current
assets and current liabilities. Current liabilities are debts
that are due within the year. Current assets is the source
with which those debts are paid. Atlantic's net working

capital for 1990 and 1991 were calculated as follows:
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current assets - current liabilities = net working capital
1991 : $97,129 - $9,292 $87,837
1990 : $63,910 - $9,600 $54,310

Working capital is the amount left for the company to
work with after all current debts are paid. Atlantic's had a
very healthy net working capital of $87,837 in 1991 which
could be used in other investments, for expansion, or other
plans for growth. Atlantic's working capital from 1990 to
1991.

The current ratio is as easy to calculate as net working
capital but it is expressed as a ratio which is more useful in

comparisons over time and especially between firms.

Current assets

Current ratio =

Current liabilities

As a general rule of thumb, the current ratio should be
at least 2:1 for a firm to be considered in a fairly good
liquidity position. A current ratio 1less than 1.5 is
questionable and should be investigated. Atlantic's had an
extremely high current ratio in 1991 calculated as follows:

$97,129

10.453 =

$9,292
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A ratio as high as Atlantic's 1is also questionable.
Investor's and creditors should wonder why Atlantic's has so
much idle cash.

The third and most stringent method of analyzing
liquidity is the quick ratio also called the acid test of

liquidity. It is calculated as follows:

current assets - inventories*

Quick Ratio =

current liabilities

Inventories are deducted from current assets since they cannot
always be readily converted to cash. A good quick ratio is
approximately 1:1. The larger the quick ratio, the more
liquid the firm.

* Other current assets such as prepaid expenses also may be
difficult to convert to cash quickly, hence they should also
be subtracted from current assets when calculating the quick
ratio.

Atlantic's quick ratio is high, but not as high as the
current ratio, due to the large amounts of inventory held in
their current assets.

$97,129 - $72,958

1191 Quick ratio = = 2.6013

$9,292
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8olvency

Solvency ratios describe how much debt a firm has and its
ability to pay long term liabilities. Solvency ratios look at
the sources of long term financing: debt and equity. An
insolvent (or bankrupt) firm is financed solely by debt and
has no equity. Two measures specifically used in solvency
analysis are the debt to equity ratio and the debt to assets
ratio.

The debt to equity ratio also called the leverage ratio
is calculated as follows:

Total liabilities

Debt to Equity Ratio

Total Equity

The debt to equity ratio describes how the company is financed
(capitalized). This capitalization scheme is important when
used to evaluate the strength of a firm. If the firm has a
high debt to equity ratio, it will have a large debt payment
expense. The larger the debt payment expense, the less money
available for other uses - especially during bad economic
times. Also, the more highly leveraged a firm is ( that is
the higher the debt to equity ratio), the harder it becomes

for that firm to borrow additional funds.
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Atlantic's 1991 debt to equity ratio was calculated as

follows:

$19,292

Debt to Equity Ratio = = 16.48%

$117,037

Atlantic's debt to equity ratio is excellent at 16.48%.
The second ratio used to measure solvency is the debt to

asset ratio which is calculated as follows:

Total liabilities

Debt to Asset Ratio =

Total Assets

Atlantic's debt to asset ratios for 1990 and 1991 are:

1991: $19,292 1990: $19,600
= 14.15% = 20.1%
136,329 $97,510

The debt to assets ratio can show how efficiently debt
has been used to create value for the firm - have assets
increased along with debt? The lower the debt to asset ratio,
the stronger the firm. In general a good debt to assets ratio
is usually less than 30%; a fair debt to assets ratio lies
between 30 and 70%; beyond 70% indicates potential solvency
problems. According to the debt to assets ratio, Atlantic's
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solvency has improved over the last two years.
Profitability

There are three aspects of profitability with which we'll
be concerned: profit margin on sales, return on assets and
return on equity.

A firm should be concerned with the reward received for
the firm's efforts which is characterized by the profit margin
on sales.

Net Income

Profit margin on sales =

Net Sales Revenue

The higher the profit margin on sales, the more efficiently
resources are being used to produce the product. Atlantic's
profit margin on sales for 1991 and 1990 are calculated as
follows:

$71,282 $32,377

1991: = 13.89% 1990: = 7.57%
$513,260 $427,500

In 1991, net income comprised 13.89% of net sales
revenue. Of further interest in this analysis is that
Atlantic's profit margin ratio almost doubled over from 1990
to 1991. This is amazing growth, and a very large profit
margin when compared to published industry standards of 2.0%.

Owners and lenders are interested in the return on assets
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that they have financed. This ratio, also known as ROA is
calculated as follows:
Net Income

ROA =

Total Assets
The higher the return on assets, the more efficiently the
assets are being used to produce income, and the greater the
return to the capital that financed those assets. Atlantic's
ROA for 1991 and 1990 was calculated as:
$71,282 $32,377

1991 ROA: = 52% 1990 ROA: = 33.2%
$136,329 $97,510

Again, amazing growth can be seen in Atlantic's profitability.

The third measure of profitability concerns the return to
the owners without regard to the creditors. Return on owners
equity is calculated as such:

Net Income
ROE =

Total Equity
The higher the ROE, the greater the profits returned to the
firm's owners. Atlantic's 1991 ROE was:
$71,282

ROA = = 60.91%
$117,037

Financial Efficiency

Financial efficiency ratios are targeted at comparing
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components related to the processing of sales revenue, and
serve as a rough proxy of managerial capabilities to manage
cash. The four measures we will be concerned with are: The
days outstanding, inventory turnover, total asset turnover and
accounts payable ratios.

The days sales outstanding indicates how quickly credit
sales are converted to cash in hand. The shorter the number
of days that credit sales are outstanding, the less risky the
income stream of the firm. Atlantic's accounts receivable is
so low, due to the direct cash sale nature of the seafood
business, that their days sales outstanding ratio is smaller
than .0001 days. However it can be calculated as follows:

Accounts receivable
Days sales outstanding =

Net Sales Revenue/ 360 days
Inventory turnover indicates how efficiently the product
in the process of manufacturing can be managed to meet
customer demand.

Cost of goods sold
Inventory turnover =

Inventory
The smaller the inventory needed to match demand fluctuations
with no shortfalls, the greater the inventory turnover ratio
and the fewer resources being idled in inventory. Atlantic's
inventory turnover ratio is rather low in 1991:

$299,859
4.11 =

$72,958
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It is important to keep in mind the type of business you are
evaluating with ratios. Atlantic's inventory turnover ratio
of 4.11, indicating that their entire stock is cleared just
over four times per year, should tell you something about the
product they sell. For instance, it 1is obvious that
Atlantic's deals in ice packed fish and seafood, not fresh.
Should it not be the case that Atlantic's sells ice packed
seafood, there is cause for alarm!

Since inventory is an asset, the total asset turnover
ratio is a simple extension calculated as follows:

Net Sales Revenue
Total asset turnover =

Total Assets

This ratio will indicate how quickly revenues will equal total
assets. The greater the total assets turnover, the more
frequently the revenues will equal the total assets and the
stronger the firm. This measure is more indicative of the
managerial efficiency of controlling operations than the
inventory turnover ratio because many firms can manage
inventory well, but lack such skills in the area of cash and
physical plant or equipment management. Atlantic's total
asset turnover ratio is 3.765 calculated as:

$513,620
3.765 =

$136,329
The last measure of financial efficiency we will discuss
is the accounts payable ratio. As with the other efficiency
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measures, the accounts payable ratio is all a "turnover" type
measure. The higher the accounts payable ratio, the more
quickly accounts payable are paid and the stronger the firm.
A lender may be particularly interested in the accounts
payable measure since a firm's ability to pay accounts payable
is very related to the firm's ability to pay notes payable.
Atlantic's accounts payable 1991 ratio is calculated as:

$513,260
92.61 =

$5,542
Atlantic's can pay its accounts receivable 92 times with its
revenue.
How are ratios used?

Ratios can be used internally by a firm to measure their
performance and to identify company strengths and weakness.
Ratio's should be used to gauge a company's progress by
comparing a firm's ratios over time. In appendix I you will
find a summary of Atlantic's financial ratios for 1990 and
1991. Look at the ratios, do you see any trends? Do ratios
increase or decrease over that small time period? What are
the ratios saying?

Another important application and step of ratio analysis
is that of comparing a company's financial position to other
similar companies. Organizations that report measures of

business performance include:
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1. Robert Morris and Associates

2. Dun and Bradstreet

3. Standard and Poors

4. Various stock exchanges around the world

5. The popular press
The first three organizations systematically compile and
report ratios for all types and sizes of businesses. Appendix
II of this reading has a page from Dun and Bradstreet's
"Industry Norms and Key Business Ratios" for fish and seafood
companies. Atlantic's ratios can be compared to these
industry norms to determine how it rates to the competition.

When using these references, always read the descriptions
of ratios before your analysis. It is important that you know
how the ratios were calculated. In order to make a credible
and accurate comparison of ratios, the ratios must be
consistent.
Limitations of Ratio Analysis
Financial ratios are only indicators that present a

warning sign. A change in a ratio may not identify actual
problems, but rather a symptom of a problem. Hence, you must
question why a ratio has changed. Comparisons must be for
similar time periods and for similar companies. Poor

information used to calculate ratios and poor communication of

those ratios can limit ratio analysis.
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Name
Class
Date

Ratio Analysis Problem Set
Lancer's Social Club

You are a confident and intelligent entrepreneur. You
have recently decided to diversify your personal portfolio
and are interested in a local dance club that seems to be
doing surprisingly well. The Lancer's Social Club opened
January 1, 1990, and has been the place to be for all
socialites. You recently obtained a copy of their financial
statements and are faced with the complicated decision
whether to attempt to purchase Lancer's. 1Is Lancer's a
"strong" company to buy?

To successfully fulfill the objectives of this problem
set, you must:

Calculate the ratios indicated on the attached
work sheets. To get credit you must show
your work in the space provided.

Demonstrate mastery of ratio analysis, and its
substantive interpretation by developing a
financial executive summary for Lancer's
based upon your findings. Please note that
in order to fully develop your findings, you
should compare Lancer's to the industry data
that is provided in the appendix. Simply
stating in words the ratios you have
calculated is insufficient; you must
provide meaningful interpretations of the
ratios and the gut reactions they elicit from
you. This executive summary must be a
maximum of two typewritten pages, double
spaced. You will be graded not only on the
format and organization of your executive
summary, but also on the content.

Oon the following two pages you will find Lancer's
balance sheets and income statements for the years 1990,
1991. Following, are the work sheets provided for showing
your ratio calculations. If you prefer, you may use the
Lotus/Quattro template that is available from your teacher.
The reading on Gladys' Gladioluses may prove useful.
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Lancer's
Balance Sheet
As of 31 December:

Assets: 1991 1990
Current Assets

Cash $217,049 $353,760

Accounts Receivable 57,822 35,840

Inventory 92,183 85,400
Total Current Assets $367,054 $475,000
Fixed Assets

Land 200,000 200,000

Building 900,000 600,000

Sound Systen 100,000 100,000

Lighting 250,000 250,000

Tables, Chairs, Bars 175,000 175,000

Cooking Equipment, Cooler 50,000 50,000

Miscellaneous 75,000 75,000

Less Accumulated Depreciation (250,000) (125,000)
Total Fixed Assets $1,500,000 $1,325,000
Total Assets $1,867,054 $1,800,000
Liabilities:
Current Liabilities

Accounts Payable 28,746 20,079

S. T. Notes Payable 35,000 100,000
Total Current Liabilities $63,746 $120,079
Long-Term Liabilities

Mortgage 1,129,921 1,129,921
Total Long-Term Liabilities $1,129,921 $1,129,921
Total Liabilities $1,193,667 $1,250,000
Owner's Equity:

Retained Earnings 673,387 550,000
Total Owner's Equity $673,387 $550,000

Total Liability and Owner's Equity $1,867,054 $1,800,000
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Lancer's
Income Statement

For the Year Ended: 1991 1990
Revenues:
Liquor & Soda $932,904 $810,720
Food 256,152 180,160
Cover Charges 296,640 247,200
Total Revenues $1,485,696 $1,238,080
Cost of Goods Sold
Liquor & Soda 304,271 267,538
Food 119,113 99,088
Total Cost of Goods Sold $423,383 $366,626
Gross Margin $1,062,313 $871,454
Expenses:
Payroll 129,347 152,012
FICA 9,055 10,641
Sales Tax 83,315 69,362
Entertainment 65,865 30,650
Advertising 90,598 20,000
Utilities 74,826 60,000
Telephone 3,725 3,000
Insurance 46,383 31,000
Property Tax 16,405 8,000
Supplies 36,563 20,000
Licenses 2,835 2,300
Uniform/Laundry 1,801 1,500
Attorney/Acct. Fees 9,073 1,000
Miscellaneous 14,814 15,000
Depreciation 125,000 125,000
Administrative 36,251 30,000
Maintenance 10,329 6,000
Total Expenses $756,184 $585,465
Earnings Before
Interest and Taxes $306,129 $285,989
Less Interest Expense (127,881) (127,000)
Earnings Before Taxes $178,247 $158,989
Less Income Taxes (54,860) (63,596)
Net Income $123,387 $95,393
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Name
Class
Date

Problem Set on Ratio Analysis

In the space provided below each of the following ratio's
names, please write the formula for that ratio, input the
values you use and perform the calculation. Enter the
calculated ratio value for each year under the appropriate
year titled at right.

Lancer's Social Club

Repayment Analysis

Debt Payment Percent (Note: in 1991 $100,000 Principal was
paid)
1991 1990

Times Interest Earned
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Liquidity Analysis
Net Working Capital

Current Ratio

Quick Ratio
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Solvency Analysis
Debt to Equity Ratio

Debt to Assets Ratio
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Profitability Analysis

Profit Margin on Sales

Return on Equity Ratio

Return on Assets Ratio
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Financial Efficiency Analysis

Total Asset Turnover Ratio

Days Sales Outstanding Ratio

Inventory Turnover Ratio
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Accounts Payable Turnover Ratio

Please attach your maximum two typewritten pages (double
spaced) financial executive summary to these ratio work
sheets and hand in. Be sure that your name appears on each
page, and that all your work appears on these pages.
Remember to refer to the industry data provided in the
appendix so that you can offer a thorough analysis of
Lancer's financial position. Work written in the assignment
or financial statement portion of the problem set will
receive no credit, even though you hand it in. Good Luck!
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School Solution to Lancer's Problem Set

Lancer's
Ratio Analysis Sheet
As of 31 December:

Repayment Analysis 1991 1990
Debt Payment 15.338% 10.258%
Times Interest Earned (TIE) 2.3938 2.2519

Liquidity Analysis

Net Working Capital $303,308 $354,921
Current Ratio 5.7581 3.9557
Quick Ratio 4.3120 3.2445

Solvency Analysis

Debt to Equity Ratio 1.7726 2.2727
Debt to Assets Ratio 0.6393 0.6944

Profitability Analysis

Profit Margin on Sales 0.0830 0.0770
Return on Equity Ratio 0.1832 0.1734
Return on Assets Ratio 0.0661 0.0530

Financial Efficiency Analysis

Total Asset Turnover Ratio 0.7957 0.6878
Days Sales Outstanding Ratio 0.0001 0.0001
Inventory Turnover Ratio 4.5929 4.2930
Accounts Payable Turnover Ratio 51.6836 61.6604

Please note key topics that must have been included in your
financial executive summary in order to receive full credit:
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Lancer's executive summary major points:

eLiquidity

0 Net Working Capital: Lancer's NWC is 20 times
greater than the industry norm of $17,498 listed in Dun and
Bradstreet. This is not good! High working capital means
idle cash, Lancer's should be investing in other projects.
Lancer's NWC decreased between 1990 and 1991, showing some
improvement.

0 Current Ratio: Lancer's has a very high current
ratio of 3.955 in 1990. This is well above the rule of
thumb 2:1 ratio. The industry norm for a medium sized
drinking place was also 2:1. Lancer's Current ratio
increased between 1990 and 1991.

O Quick Ratio: Industry norm for quick ratio is 0.9
Lancer's quick ratio of 3.24 is significantly higher than
the industry norm. Lancer's quick ratio increased between
1990 and 1991. This ratio is being inflated by the high
percentage of cash current assets to total current assets.
Lancer's does not have to worry about illiquidity. In fact
they appear to have too much cash which is a reflection of
poor financial management.

«Solvency

O Debt to equity ratio: Dun and Bradstreet does not

supply this ratio so it must be calculated from their
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industry figures.

Total liabilities/total equity debt to equity ratio
($115,120 - 63,892) / 63,892 80.18%
Lancer's D/E ratio = 227%

Lancer's has an extremely high debt to equity ratio that
nearly triples the industry standard. Lancer's is financed
by twice as much debt as owners' equity. Thus, Lancer's
will have very high interest payments and a difficult time
getting future loans.

Lancer's D/E ratio has improved from 1990 to 1991.

©0 Debt to Assets ratio: The industry standard debt to
assets ratio was calculated as: $51,228/115,120 = 44.5%.
Lancer's D/A ratio of 69.44% was considerably higher and
should raise serious questions about Lancer's solvency. A
positive trend should be noted - Lancers D/A ratio has
improved from 1990 to 1991.

Solvency appears to be a major weakness for Lancer's.
Acquiring a company with this much debt could be a major
problem if economic times worsen, causing revenues to
decrease and debt payment expenses to remain high.

« Profitability

0 Profit margin on sales: Industry average was

calculated as follows: Net Income / Net Sales

$15,709 / $349,079 = 4.5%
Lancer's profitability ranks slightly above the average at
7.7%. Lancer's profit margin improved from 1990 to 1991.
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0 Return on Owners' Equity: Students could have
different answers on this (as well as other ratios)
depending on how they derived the industry standard for the
ratio. If they calculated the ROE from Net income and total
equity (net worth) they would have ROE at 25%. If they used
the already calculated figures they had three choices: "UQ"
= 43% ; "MED" = 13.4% ; "LQ" = 4.0%. Lancer's ROE = 17.34%
in 1990. Lancer's ROE increased (improved) from 1990 to
1991.

0 Return on Assets: Industry can have one of four
possible standard ratios. 14% (calculated manually) 22.8%,
7.4%, or 2.1% Instructor should notify students what
figures to use. Lancers ROA was 5.30% in 1990. Lancer's
ROA increased (improved) from 1990 to 1991.

+ Financial Efficiency

0 Total Asset Turnover: Industry calculated net
income/ total assets = 349,079 / 115,120 = 3.03. Lancer's
was .6878 or 69% which was very low in comparison. Lancer's
total asset turnover ratio increased although only slightly.

O Days Sales Outstanding: Lancer's = .0001. Industry
calculated as: accounts receivable/net sales revenue/360
days. $4,375 / 349,079 / 360 = .00003 Lancer's DSO is

larger, but not a cause for alarm at this point.

0 Inventory Turnover Ratio: Lancer's 1990 4.293

(net sales

times. Industry calculated as COGS / inventory
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- gross profit) / inventory = (349,079 - 180,823) / 11,972 =
14.05. Lancer's inventory turnover is much lower than the
industry average. There was very little change in inventory
turnover between 1990 and 1991.

O Accounts Payable Turnover Ratio: Lancer's 1990 =

61.66 Industry average calculated as net income / accounts

payable $349,079 / 7,253 = 48.1 Lancer's accounts payable
turnover is more efficient than the industry average.
Lancer's accounts payable ratio decreased from 1990 to 1991,
not below industry average. One caution is that Dun and
Bradstreet lists account payable to sales which is a
different ratio (not merely the inverse!) than the accounts
payable ratio (found in reading).
* Repayment analysis

0 Comparison to industry will be difficult since Dun
and Bradstreet does not provide EBIT, interest expense, or
principal payments. Therefore, analysis is restricted to
Lancer's progress between 1990 and 1991.

0 Debt payment percent increased in 1991 from 1990.

This indicates that Lancer's has less funds available since

interest and debt expense increased.
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Appendix
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Atlantic's
Ratio Analysis Sheet
As of 31 December:

Repayment Analysis 1991 1990
Debt Payment 4.2425% 11.9965%
Times Interest Earned (TIE) 67.9313 42.9930

Liquidity Analysis

Net Working Capital $87,837 $54,310
Current Ratio 10.4530 6.6573
Quick Ratio 2.6013 2.2823

Solvency Analysis

Debt to Equity Ratio 0.1648 0.2516
Debt to Assets Ratio 0.1415 0.2010

Profitability Analysis

Profit Margin on Sales 0.1389 0.0757
Return on Equity Ratio 0.6091 0.4156
Return on Assets Ratio 0.5229 0.3320

Financial Efficiency Analysis

Total Asset Turnover Ratio 3.7649 4.3842
Days Sales Outstanding Ratio 0.0000 0.0000
Inventory Turnover Ratio 4.1100 6.7571
Accounts Payable Turnover Ratio 92.6128 56.2500
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