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PREFACE

This book draws on a number of my academic and professional
experiences.

I have founded and run companies and been CFO and CEO of publicly
traded companies for almost twenty years. More recently, I have been
teaching college and graduate-level accounting courses. The cumula-
tive experience of this life trajectory of studying, working, and
teaching has alerted me that there are simply no quick overview field
guides to Accounting.

I decided to address this knowledge gap. This slim volume fills the gap
in essential accounting knowledge and skill sets. It is what you need to
know to get going and become successful.






INTRODUCTION

“A successful book is not made of what is in it, but of what is left out
of it.”

Mark Twain

This book is an overview of the practical aspects and practice of
Accounting. It is intentionally kept short to give you the essential
information to handle accounting tasks and manage accountants and
bookkeepers.

To practice accounting and manage accountants and accounting tasks,
you must first understand what accounting is trying to achieve. When
you know the ends, the means make much more sense. This book will
provide you with the conceptual underpinnings of accounting and a
context of its fundamental goals in simple, direct, straightforward
language. It will also give you an idea of the various specialties and
jobs in the professional accounting field and describe what kind of
proficiency and responsibility they require.

This book is for business-oriented people and aspiring entrepreneurs
who need to understand and use accounting in this new and rapidly
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evolving economy to get things done. I aim to lead you up the steep
part of the learning curve quickly and efficiently so you can begin the
accounting practice. Accounting is called a “practice” because you get
good at it by doing it.

I want to convey a practical overview ASAP; fill in details as they
come up and allow you to use them as needed. This approach can be
called Just In Time knowledge instead of Just In Case learning. Once you
are up and running, you will continue learning while you are doing;
learn while you earn. The concepts will begin to stick and make sense
at that point. Use this book as a reference tool to refer to specific
sections and cement your new knowledge.

I provide the basics in just enough detail to be comprehensive and
useable. To get started, you don’t need total knowledge, just enough to
get going and start learning by doing. The Pareto principle, or the 80—
20 rule, states that roughly 80% of the effects come from 20% of the
causes. This volume, like all the MBA AS$AP series books, follows this
rule by focusing on the powerful 20% information.

Learning and understanding Accounting can seem initially
intimidating because of all the specialized terminology. This volume
seeks to familiarize you with the names, buzzwords, and acronyms in
business and accounting. These terms can be a barrier to further
reading and study if you are unfamiliar with them, but they are not
difficult to understand, and you don’t have to memorize them. There is
a Glossary of Terms at the end of the book. Refer to the Glossary as
you come across new terminology (just-in-time knowledge) and as
needed. You will soon build a working knowledge of these terms and
concepts. Use the Glossary daily as you read the business press and
watch television business news.

You can benefit from this overview as a primer before you take a
college accounting course. Or as a refresher if you took one long ago. It
is also a good reference volume. In a large company, you can work in
accounting for a long time and still need a good idea of how it all fits
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together. If you have been a bookkeeper or have worked in one partic-
ular area of accounting, like Accounts Receivable, this book will give
you an expanded view of the entire accounting process. This knowl-
edge can help you perform your current job better and open new
opportunities.
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FOREWORD

AUTHOR'S NOTE

I have two experiences to share with you that shaped my earliest and
formative encounters with accounting. First, my girlfriend in college
was a wonderful woman, and her father was an accomplished busi-
nessman who owned and ran a company with factories in the North-
east and the Southwest United States.

At the time, I had worked numerous jobs but needed to learn how
business, in general, was conducted and operated. My worldview was
limited, and I just did what the boss said. I had stars in my eyes and
was highly idealistic. Some would say naive. However, I had a vague,
unformed interest in business activities as a practical route to accom-

plishing grand projects.

And I had an interest in money and how wealth is created. I remember
asking my girlfriend's father what I should first and foremost study to
learn about business. Without hesitation, he said: "Accounting is the
basis of all business activities." He went on to tell me that the numbers
and records were the foundation of his business.
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At the time, it seemed disappointingly too prosaic of an answer. I was
looking for some secret tip to unveil the easy way to become a million-
aire. It took me almost ten more years to begin studying accounting,
but his advice has still stuck with me.

My second seminal experience came as a jolt. I started studying
accounting by jumping into the deep end of the pool. It was in the first
semester of my MBA program. I had no business courses as an under-
graduate. After college, I had a great career working as an electronic
engineer, but I had yet to gain general business experience in my career
to that point.

I wanted an MBA to fill that knowledge gap.

So here I was, sitting high up in a seminar-style amphitheater for
Accounting 101, and the professor launched into the details of
accounting: T accounts and debits and credits. I walked out of that
lecture hall in a daze, confused by the maze of unfamiliar jargon and
concepts.

Accounting is not an intuitive subject.

Compared to many of my classmates, I was ill-equipped for the
accelerated pace of study that began by taking a base level of business
knowledge for granted. I had to scramble to catch up. I spent a lot of
time with the book and teaching assistants and slowly got up to speed,
but it was hard going. And I could have been spared the anxiety had I
been prepared a bit in advance with a primer like this. I still have my
textbook from that class: 800 pages! I always remember that experi-
ence, which is why I created this book.

HISTORICAL PERSPECTIVE

I have added some relevant back-story sections to explain how these
different accounting practices, disciplines, and conventions arose and
how we got here and now.
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Conventions arise over time to streamline or simplify workflow or
address problems. I provide historical accounts to give you a sense of
the logic of accounting practices and rules.

Accounting didn't just happen or burst forth fully formed. Accounting
has evolved as a rational way of keeping a record of transactions and
clearly presenting those records.

The industrial world is based on a lineage of technical innovations and
creative practices starting in the mid-1700s. Business practices have co-
developed over the past 300 years.

It started with the first Industrial Revolution and has moved through
progressive inventions to our current information age. Economics
evolved as a response to the emerging business world as a way of
comprehending and explaining these radically new developments and
their implications. The seminal text of Economics, Adam Smith's "The
Wealth of Nations," was published in 1776.

Accounting is older than economics. Double-entry bookkeeping is an
innovation dating to the beginning of the Renaissance in the late 1400s
and was a world-changing innovation.

Accounting provided a way to keep track of trade dealings and helped
create vast wealth for Florence's newly minted banking families.

Accounting allowed these families to prosper and create the wealth
that fueled the Renaissance. As a form of intellectual property,
accounting is one of the most critical innovations in the history of
humankind.

READY, FIRE, AIM

Accounting can be intimidating. Be sure to start actualizing your abili-
ties. Take action, see what happens, and modify as you go along. Use
this book to help you steer the course.
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This book will help you get it right the first time. And always
appreciate the value of getting it right the first time. And don't worry
about making mistakes. You can correct them quickly, and they are
part of the fast track to learning and expertise.

Computers have revolutionized accounting and made the practice
more straightforward and accurate in many ways. Spreadsheets such
as Excel and accounting software like Quickbooks make our lives as
accountants less error-prone and radically reduce the drudgery associ-
ated with entering and adding long columns of numbers. Take it from
me: It is an excellent time to learn this subject.

Being an effective accountant means being able to communicate and be
decisive. You must be able to communicate the work tasks internally to
the company to record transactions and generate reports.

You will need to determine and decide what level of detail is adequate
for effective reporting. It helps to clearly understand your audience
and what information needs to be delivered. Your audience may
include bankers, lawyers, investors, regulators, bosses, and board
members. We will discuss these parties and what their needs and inter-
ests are.



CHAPTER 1

ACCOUNTING BASICGS

LET'S dive into the underlying structure of business: the numbers.
You must know the accounting basics and have a proper accounting
system to run a business. It is the fundamental way you keep track
of your business and what you are doing. It is the most telling and inti-
mate record of a business.

Learning accounting and reading financial statements can seem
daunting and complicated. Yet you already have a finely calibrated
sense of accounting from your daily life: it's all about money, ain't a
dang thing funny.

You have implicitly learned and wunderstand the accounting
fundamentals from your experience of getting and spending. This
knowledge is what you can always use as your touchstone. Every day,
you balance your checkbook, stretch your paycheck, pay your bills,
and manage your credit cards, car loans, mortgage, and rent. You are
running a complicated enterprise!
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Though it may sometimes seem like it, accounting is not an arcane
exercise but a foundational and practical part of everyday life.

Accounting needs to make sense and be straightforward. It is the way
to record all the transactions of a business and communicate them to
others not intimately involved in the particulars of that business. So,
we need to keep it simple and direct. Keep Occam's Razor in mind,
which is the principle that the simplest solution is always the best, and
try to eliminate unnecessary elements.

There are two basic parts to accounting knowledge: bookkeeping and
financial statements. Bookkeeping is how you enter business transac-
tion information into your accounting system and how you track these
entries. Financial statements are the reports that organize the transac-
tional information of bookkeeping in standardized forms so an inter-
ested party can quickly grasp the financial position and performance of
the enterprise. You will learn how to read financial statements and
how bookkeeping entries are made, revised, and checked.

Before the 1980s, when personal computers revolutionized accounting
with software programs and spreadsheets, accounting and book-
keeping required a relatively high level of expertise, experience, and
concentration. Systems had to be created from scratch, and each
number and account was generated, entered, and written by hand on
ledger sheets. You really had to know your debits from your cred-
its and be the calculator.

Now, computer systems assist in creating the structure and guide the
process of making entries. This technological advance makes
accounting practice much more accessible and less cumbersome.
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The twentieth century saw helpful innovations in accounting before
computers. Adding machines, followed by handheld calculators, were
a huge help in relieving the burden of adding and subtracting numbers
columns and reducing errors. You can imagine how tedious and mind-

numbing accounting must have been before that. Poor Bob Cratchit.

In the past several decades, the practice of accounting has been
transformed with spreadsheets and accounting software. You are so
lucky to be learning and becoming an accounting user now! You can
now add, subtract, and manipulate columns of numbers in spread-
sheets and save them as a handy record of your work. Accounting soft-
ware such as QuickBooks is easy to set up and use, prompts you to
input numbers and helps you check for errors.

We can also import and export between spreadsheets, accounting
software, and word processors to generate reports. These innovations
have removed some of the biggest barriers to starting and running a
business professionally. Lucky us!

BIFURCATING ACCOUNTING

Accounting tracks the monetary aspects of a business operation, where
the money comes from, and where it goes.

To paraphrase the humorist and actor Robert Benchley: "There are two
kinds of people: those who divide things into two groups, and those
who don't." To grasp accounting, let's break the field into Book-
keeping and Financial Statements.

BOOKKEEPING

Bookkeeping is the process of recording each transaction within a busi-
ness: every check that is written, every invoice received and entered,
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all the money that comes in as Revenues, all the money that goes out
as Expenses; and all the assets and liabilities.

It records all purchases, sales, receipts, and payments. These business
transactions occur daily and must be properly recorded in "the
books ."

The books is a slang term referring to the General Ledger and the
various journals a business keeps. The general ledger is a list of all the
accounts grouped by the types of transactions.

FINANCIAL STATEMENTS

Financial Statements are the reports generated from the aggregation of
the bookkeeping activity. The three financial statements are the
Balance Sheet, Income Statement, and Cash Flow Statement. The
balance sheet and income statement are the two to focus on first for
learning. After you get a handle on those two, the Cash Flow State-
ment will make much more sense and be easier to grasp conceptually.

CASH

The lifeblood of business is cash, and keeping track of your cash posi-
tion is an absolute priority. Things come to a grinding halt when the
bank accounts are empty. You need cash to pay bills, purchase
supplies, pay salaries (people become ornery if they don't get paid),
and keep the lights on.

Your accounting system keeps track of how much money is coming in
(revenues) and how much is going out (expenses); how much cash you
have is what is left over.
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BUDGETS

How much cash you have on hand measures how much business
activity you can perform in the foreseeable future. Based on your
budget, you can estimate how long you can operate with a certain
amount of cash in the bank.

How much cash you need to spend each month for your proposed
operations is called your "burn rate." For operating businesses the
burn rate is extremely important, as is the forecasting of when
revenues will be received to replenish the coffers.

If you are in a pre-revenue start-up phase of developing a business, the
conservation and disciplined use of cash is paramount. The budget is
your plan of cash use.

The amount of cash you have, divided by your burn rate, is called your
"runway". It is a flight metaphor related to how much time you have
before you need to "take off," i.e., begin replenishing cash with either
revenues or a round of funding. This metric is also called your horizon
to revenues.

Revenues from sales increase the cash position and fund future
activity. For Start-up enterprises, the amount of cash raised is equiva-
lent to how much development activity you can perform before you
will need to achieve revenues and sales or go out and do another
round of fund raising.

The "runway" represents how long the enterprise can operate, based
on the budget (and disciplined execution and adherence to that
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budget), before things come to a grinding halt or more money is
raised.

Cash is your central resource. You can only be effective with it. A slang
term for thinking of cash this way is "dry powder," an old-fashioned
gunpowder analogy.

Each month, comparing your actual accounting results to your
previously prepared budget is good operating and managerial
practice.

When comparing Actuals to Budget, you are looking for variances:
differences between them. These are the numbers that you need to
understand. Why were you over or under budget? Was it a one-time
unforeseen event or a recurring expense you overlooked in the
budgeting process? This kind of analysis forces you to have detailed
answers to these questions.

If you are over budget, it better be for a very good reason, like
accelerated timetables or expanded opportunities. Caveat: expanding
opportunities can be seductive and not necessarily productive.
Expanded opportunities can dilute efforts and actually reduce chances
of success.

You can only successfully chase some of the possibilities that present
themselves. You can achieve anything, but not everything. Part of
disciplined execution and management is focusing on the specific
goals and eliminating or reducing distractions, even if they seem
attractive. Remember the Sirens from the Odyssey.
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Nobody knew that better than Steve Jobs, who said:

"People think focus means saying yes to the thing you've got to focus
on. But that's not what it means at all. It means saying no to the

hundred other good ideas that there are."

This attention to the numbers is how accounting helps an enterprise
stay on track strategically.

KEEPING TRACK

Your computer-based accounting system helps keep track of all of
these considerations so you can report and operate your business in an
organized and planned manner.

In comparing actuals to budget, you may need to export or import
data between your accounting system and a spreadsheet program.
Current software versions have easy functions to accommodate import
and export sharing between programs.

Now we will discuss bookkeeping and the basic process of making
journal entries, posting them, and creating financial statements from
that information.
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ACCOUNTING PRINCIPLES
The rules, benchmarks, and procedures in the accounting field companies should
follow while reporting financial statements. In the United States, the common set of
accounting standards is GAAP (Generally Accepted Accounting Principles).

ECONOMIC ENTITY

Owner & business are two different
entities with separate liabilities.

et REVENUE RECOGNITION

Revenue should be recognized using
the accrual basis of accounting.

t@l

CONSERVATISM

When there are two acceptable
options for reporting, the less
favorable option should be chosen.

CONSISTENCY

The usage of metheds and principles
should be consistent until another
method proves to be better.

HISTORICAL COST

Assets should be recorded based on
their original purchased value.

FULL DISCLOSURE
All important information should be

disclosed within the financial \
statements or as a footnote. =

8

GOING CONCERN
Business is assumed to carry on
forever with no intention of
liquidation.

MATCHING CONCEPT

All debits should have a matching
credit, and all credits should have
a matching debit.

MATERIALITY

Any information which will have a
significant impact should be
reported on the financial statements.

MONETARY UNIT

Transactions that carry a monetary

a monetary currency (Ex: Dollars)

value should be recorded in terms of

RELIABILITY

Transactions should only be

significant evidence.

recorded that can be proven & have |[—

REVENUE TIMING

Revenues will be recognized at the

whether payment has been made.

time of the transactions regardless of |

1Y)

TIME PERIOD

There should be a standardized time period for the reportin
financial statements (Ex: Monthly, Quarterly, or Annually)

of the
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CHAPTER 2

BOOKKEEPING

BOOKKEEPING IS the process of keeping track of a business's
financial transactions. These services include recording what money
comes into and flows out of a business, such as payments from
customers and payments made to vendors.

Preparing and maintaining the accounting books is the task of
bookkeeping and bookkeepers. Bookkeeping creates a record of every
transaction that a business makes. As you get money in and pay bills
and have money going out, every transaction gets recorded in the
books.

Records are maintained of every transaction: all receipts, invoices,
check stubs, purchase orders, and packing slips are kept in orderly files
related to each time period (months, years) by transaction type,
vendor, or account. Bookkeeping is about recording transactions as
journal entries of debits and credits and posting them to the general
ledger.
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SETTING UP THE BOOKS

When we talk of the "books," we refer to the group of all the accounts
of the transactions of an enterprise. This list or group makes up the
general ledger.

The general ledger collects all asset, liability, equity, revenue, and
expense accounts. Transactions are grouped in some related way as
accounts and accounts are grouped and categorized into the General
Ledger ("GL").

Transactions are usually related by vendor, customer, or type of
transaction. For example, your office rent payments would be grouped
in an account called "Landlord" or "Office Rent" or something similar.
Your sales income might be grouped by customer or simply in a
general "sales revenue" account; all of your electric bills and payments
would be recorded in an account set up for the utility company.

This list of accounts and vendors is the basic organizing principle of
your accounting system. When you start an accounting system for a
company, you create a chart of accounts that classifies different group-
ings of business transactions. The chart of accounts is a listing of all
accounts used in the general ledger of an organization.

The chart of accounts is simply a laundry list of all the accounts.
Usually, when you begin working for an existing company, the chart of
accounts already exists, and as new vendors occur, a new account is
added.

The vendor list shows information about the people or companies
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from whom you buy goods and services, including banks and tax
agencies.

You need to be familiar with this organizing structure conceptually, but
remember, rarely are you called on to set up a chart of
accounts and vendor list from scratch.

In most accounting situations, someone experienced will introduce you
to an already set up and functioning system. If you are in a position to
start a company, you will need more internal supporting resources. At
some point early on, you can hire an experienced accountant as a
consultant to help set up your system, including the chart of accounts
and vendor list, and coach you and review your initial entries.

If you are involved in a start-up or small company, having a pro review
your books and processes regularly, like once a month or quarter, is a
good idea. Another set of eyes is always helpful.

Be honest about the level of your abilities, but don't be intimidated.
After reading this book, you know enough of what you need to iden-
tify, interview, and hire an accounting consultant or a staff accountant
when the time comes.

THE ACCOUNTING CYCLE

The accounting cycle refers to the sequence of activities that occur in
the accounting process, from the occurrence of a transaction through
the generation of financial statements. Here is the sequence of steps in
the accounting cycle:
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* Recognition of the event as a transaction and identify and file the
source document: receipt, bill, check, invoice, etc.

e Analysis of the transaction to determine which accounts are
affected and in which direction (Debit or Credit)

* Journal Entries: the transaction is recorded in the journal as a
debit and a credit. (a transaction can have more than one debit or
Credit, but the debits must equal the credits so that they balance.)

* Post to the Ledger: the journal entries are transferred to the
appropriate T-accounts in the general ledger

* Trial Balance: an unadjusted trial balance is generated and calcu-
lated to verify that the sum of the debits equals the sum of the credits.
At this point in the process, some iterative work may have to be done
to locate any errors if and when the debits and credits don't initially
balance.

* Adjusting Entries: are made of accrued and deferred items (the
ones from the operations section of the cash flow statement)

* Adjusted Trial Balance: a new trial balance is calculated after
making the adjusting entries

e Financial Statements: prepare the financial statements from the
adjusted trial balance

* Closing Entries: transfer the temporary accounts, such as
revenues and expenses, to owner's equity.

o After-closing Trial Balance: prepare a post-closing trial balance
in order to check all the accounts.

The good news is that your accounting software will perform these
tasks for you. You only need to enter the transaction. However, you
need to be familiar with the process so you can quickly troubleshoot
any mistakes if the balances between debits and credits don't
match.

You will make lots of these mistakes, but there is no need to be
concerned. Even very experienced accountants need to correct their
errors. The key is to realize it and quickly locate them and fix them.
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The accounting cycle process provides the step-by-step methodology
and helps us error-prone humans.

The accounting cycle is a systematic set of steps that help ensure the
accuracy and conformity of financial statements. You follow these
steps like a recipe.

Computerized accounting systems have greatly helped reduce entry
and mathematical errors in the accounting process, and the uniform
and rigorous accounting cycle process also helps reduce mistakes and
maintain consistency.

Accounting is a detail-oriented activity. The accounting cycle steps are
a checklist that helps promote accuracy. The deity is in the details!

BOOKKEEPING FLOW

There is a process flow to how business transactions are entered and
recorded into the accounting books. The Accounting Cycle section
above details the steps of the flow. The following section provides
more details about the steps in the bookkeeping parts of the cycle.

Transactions are initiated through a documented request: an invoice, a
bill, or a contract. These are entered as obligations: a payable or receiv-
able, or as a cash disbursement, or revenues. In other words, either you
receive money (revenue or sales) or pay money (expenses), or you are
owed money (account receivable), or you are obligated to pay money
(account payable).

Each transaction is entered as a Journal Entry. Each journal entry
impacts two accounts by reducing one account and increasing another.
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This process is called double-entry bookkeeping. The two entries
offset each other as a debit and a credit.

A transaction can impact more than two accounts. In this case, there
will be debits and credits to multiple accounts. But the sum total of the
debits must equal the sum total of the credits.

An example would be paying for a piece of equipment partially with
cash and partly with a loan; this would impact three accounts, and the
total of the cash and loan would equal the price of the equipment.

All journal entries are posted to the general ledger. In a specific period,
like a month, quarter, or year, they aggregate up to form the basis of
the financial statements.

This journal entry process is the start and the essence of bookkeeping.
Since financial statements are the summation of all the bookkeeping
entries, it is the foundation of the entire accounting process.

DEBITS AND CREDITS

Debit and Credit are the two most basic accounting terms to become
familiar with. They represent the fundamental concept of book-
keeping.

However, the practice of double-entry bookkeeping and applying
debits and credits to accounts could be more intuitive and will take
some time to get used to. With that in mind, let's discuss the concepts
in more

detail.
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In accounting, there are two sides to every transaction, and they are
called Debit and Credit. Each journal entry affects at least two
accounts; it can affect a group of debits and a group of credits, but they
must equal each other.

This concept may take a while to get your head around and get used
to. But you will. Think of a situation where you lend someone $10.
Like Shakespeare said, there are two sides to this IOU-type transaction:
the borrower and the lender.

You record that you expect the money back (asset), and the other party
records that they expect to pay it back (liability). All transactions are
two-sided, like this example: one account is enhanced, and one account
is depleted.

Or think of a deli counter transaction: you get a sandwich, and the deli
receives money. But each side records two entries. From the deli side,
they get money, which increases their revenue, and they give up a
sandwich, which depletes their inventory. From your side, you get a
delicious sandwich, which is an asset (albeit temporary), and you give
up money, which depletes your bank account.

Each side records a double-entry transaction. Each side's transaction
entry is a mirror image of the other: what you gain, they give up, and
vice versa. Accounting is a zero-sum endeavor.

Debit and Credit can be tricky concepts to understand initially. Here is
another attempt at a simple explanation.
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A Debit increases the enterprise's resources, and a Credit reduces the
resources.

So with Asset accounts, ones that are resources, a Debit will increase
the account.

With a Liability account, ones that are obligations of the enterprise, a
Debit will decrease that account because the decrease of a liability, like,
say, a loan, means, in essence, increasing the company's resources.

Think of this as if you pay off a credit card, you have increased your
resources by no longer carrying that debt obligation (and at the same
time, you save a ton of interest payments!)

Credits are the mirror image opposite. When you pay a bill, you credit
cash (an asset account) because you have reduced the amount of cash
you have. If you take out a loan, you credit the loan account (a liability
account) because you have increased an obligation of the company.

You will probably have to refer back to this concept of debits and
credits several times (I still do!).

Just acknowledge that this concept may be challenging, and don't
become frustrated. It will become clear with use.

Here is a short cheat sheet to help.

CHEAT SHEET FOR DEBITS AND CREDITS

Asset accounts have debit balances.
¢ Debits increase Asset accounts.
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e Credits decrease Asset accounts.

Liability accounts have credit balances.

e Credits increase Liability Accounts.

® Debits decrease Liability Accounts.

Equity accounts have credit balances.

e Credits increase Equity Accounts.

¢ Debits decrease Equity Accounts.

Income accounts have credit balances.

e Credits increase Income Accounts.

e Debits decrease Income Accounts.

Cost of Goods Sold accounts have debit balances.
¢ Debits increase the Cost of Goods Sold accounts.
¢ Credits decrease the Cost of Goods Sold accounts.
Expense accounts have debit balances.

® Debits increase Expense accounts.

¢ Credits decrease Expense accounts.

GENERAL LEDGER BASICS: DEFINITION AND EXAMPLES

A general ledger records all financial transactions within a company
and contains essential information needed to prepare a company's
financial statements. Companies that use double-entry bookkeeping
use general ledgers to register their business transactions.

Double-entry accounting requires each transaction to have a debit and
a credit entry. The debit balance should always be equal to the credit
balance.

This chapter will examine a general ledger, why it's essential, and how
to use it. More specifically, we'll discuss:

* What is a general ledger?

® Why are general ledgers important?

® six common types of general ledger accounts

e How do you perform entries to a general ledger?
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WHAT IS A GENERAL LEDGER?

A general ledger is the master accounting document. It includes a busi-
ness's past credit and debit transactions and serves as the foundation
of the double-entry accounting system. These transactions are orga-
nized by account, like assets, liabilities, expenses, and revenue.

The general ledger is essential for assessing a company's financial
performance. As a business owner, you can use a general ledger to
form a more accurate picture of your company's financial standing and
profitability, which may lead to better financial decisions.

Financial statements, the cash flow statement, income statement, and
balance sheet, are created using the transaction details contained in the
general ledger.

Let's look at an example of a general ledger entry. Let's say you own a
software development company and receive a $2,000 payment from a
client for your services. You delivered this service to your client the
previous month.

Your company has more cash after receiving payment, which is
considered an asset. This transaction means that your cash account will
increase by $2,000. Asset accounts increase on the debit side, so the
cash account needs to be debited $2,000. Your accounts receivable
account, also an asset, must be credited to reflect that you have now
received the money your client owed you.

With the double-entry bookkeeping method, every debit has a credit of
an equal amount to ensure that total debits equal total credits. This
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example entry meets this criterion since the cash account was debited
and the accounts receivable account was credited.

The accounting equation, which states that total assets must be equal
to total liabilities and equity, remains balanced.

WHY ARE GENERAL LEDGERS IMPORTANT?

General ledgers are important for your company's financial health
because they can help you balance your books by compiling a trial
balance and producing financial statements.

Overall, general ledgers help companies:
e Track financial performance and cash flow.
e File taxes correctly
e Visualize every financial transaction.

Staying on top of your company's accounting records is a challenging task.
While many small business owners use Excel to track their finances, this
process is often time-consuming and potentially creates accounting errors.

Ensure your books are up-to-date and all transactions are recorded
accurately without cutting corners by using a computer-based
accounting system like QuickBooks.

SIX TYPES OF GENERAL LEDGER ACCOUNTS

A general ledger typically records the following accounts:
® Assets
e Liabilities

* Equity
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e Revenue
* Expenses
e Other income accounts

This organizational  structure helps investors, management,

stakeholders, and analysts assess the company's ongoing performance.

“Egig 14 Types of Costs

Fixed Costs Variable Costs
costs that remain constant regardless | costs that vary in direct proportion
of the level of production or services to the level of production )
Semi-variable Costs Step Costs

costs that contain both fixed and costs that remain fixed only for a

: certain volume or range of activit
variable components g s

COSTS BY TRACEABILITY

Direct Costs Indirect Costs
costs that can be traced directly to costs that cannot be traced
a specific cost object directly to a specific cost object
COSTS BY FUNCTION
Product Costs Period Costs )
inventoried costs associated with the |costs not related to production and
production of products or services = expensed in the period
Manufacturing Costs Conversion Costs )
costs associated with the production | costs incurred when converting
of goods raw materials into finished product)
Operating Costs Overhead Costs
costs associated with day-to-day indirect costs not tied to a specific
business operations product or service )
COSTS BY RELEVANCE TO DECISION MAKING

Relevant/Incremental Costs [ Irrelevant/Sunk Costs
future costs that are irelevant past costs that are irrelevant
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ASSET ACCOUNTS

Asset accounts record assets owned by your company. These accounts
are debited if assets enter the company and are credited if assets leave
the company.

Assets provide economic benefits to the company, now or in the future.
Some examples of asset accounts include:

® Accounts receivable

e Cash

¢ Inventory

¢ Investments

LIABILITY ACCOUNTS

This account type records all your company's liabilities (debts). When-
ever your company incurs more debt, these accounts are credited to
increase liabilities. If your company makes a payment toward debt, the
liability account is debited.

The following are examples of liability accounts:
e Accounts payable
* Notes payable
¢ Accrued expenses
e Customer deposits

STOCKHOLDERS' EQUITY ACCOUNTS

Stockholders' equity can also refer to shareholders' or owner's equity.
You can calculate your company's equity by subtracting its liabilities
from its assets.
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Stockholders' equity equals the remaining assets available to the
company after all liabilities have been paid.

Below are some examples of stockholders' equity accounts:
¢ Common stock
* Retained earnings
* Treasury stock

Revenue refers to the assets your company has earned through its
business activities, such as revenue earned by delivering a service. For
example, suppose you own a bakery and have delivered bread to a
customer. In that case, the revenue account will be credited since
revenue accounts increase on the credit side.

This entry is conceptually tricky because you might think revenue is an
asset account and should be debited when revenue increases.
However, revenue and expenses are temporary accounts embedded in
the shareholder's equity portion on the right side of the balance sheet.

The following are examples of revenue accounts:
* Sales
* Service fee revenues

EXPENSE ACCOUNTS

Expense accounts represent the expenses that your company has
incurred. These accounts generally include all money spent on busi-
ness activities with the hopes of generating a profit.

Expense accounts record the cost of doing business and include the
following accounts:
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e Salaries

® Rent

* Advertising

e Cost of goods sold

NON-OPERATING OR OTHER INCOME ACCOUNTS

Non-operating or other income accounts refer to business income unre-
lated to core business operations and generally occur outside of day-
to-day operations.

For example, your business might sell an asset you've owned for years
and record the revenue received from the asset's sale in a non-oper-
ating income account.

Below are examples of non-operating or other income accounts:
e Gain on sale of assets
e Interest
 Loss on disposal of assets

HOW DO YOU PERFORM ENTRIES TO A GENERAL LEDGER?

A general ledger contains the date and description of each transaction.
Follow these basic steps to write a general ledger:

1. Write the account name at the top of the page so it's easy to find
later. Each account should have at least one entire page in the general
ledger.

2. Add the account numbers below the account name in the general
ledger.

3. When recording the transactions, go in chronological order to
keep your financial records organized so it's easy to find specific items
by date.

4. In the description column, write what the transaction involves so
you can keep track of all financial transactions.
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5. Decide whether the account needs to be debited or credited. iabil-

ities, equity, and revenue increase on the credit side and decrease on
the debit side.

To balance the general ledger, the account balances of your debits and
credits must be equal. If your ledger doesn't balance, you must investi-
gate and make the appropriate adjusting entries at the end of the
accounting cycle.

For example, You received $900 from a debtor on May 1. On May 15,
you purchase inventory with $200 cash. The entries in the general
ledger will look like this:

On May 1, the cash in your company's bank account increases and is
debited, while the debt account (liability) is credited since your debtor
now owes you less money.

Buying goods on May 15 decreases the cash in the company by
crediting the cash account, but the amount of inventory in your
company increases, and the inventory account gets debited.

T-accounts are also helpful in creating a visual representation of your
transactions in the general ledger.

Subsidiary ledgers, also known as sub-ledgers, help by breaking down
the numbers in the general ledger by showing all the transactions asso-
ciated with the account.



BUSINESS ACCOUNTING A$AP! 27

Accounting software makes bookkeeping more straightforward, but
managing the process can still be a lot of work and take a lot of time. If

you feel overwhelmed, ask for, or hire, help.

calendar and schedule
the closing date.

O Communicate the
closing schedule to
relevant departments
and team members.

Review Subsidiary Ledgers
O Ensure thatall
subsidiary ledgers, such
as accounts receivable,
accounts payable, and
inventory, are up-to-
date and reconciled.
0 AllSubledgers are
closed.
Adjusting Entries
H 3 Make any necessary
adjusting journal entries
to account for accruals,
prepayments, and other
adjusting itemns.
@ Revenue Recognition
B’ O Recognize revenue in
accordance with
accounting standards.
Ensure that all revenue
transactions are
accurately recorded.

Expense Recognition
Record and allocate
£03  expensesappropriately.

Verify that all incurred
expenses are included

b,

Depreciation and
Amortization
3 Run (calculate if manual)

depreciation and
amortization for fixed
assets and intangible
assets.

7= Bank Reconciliation
ol Perform a bank

reconciliation to ensure
that the cash accountin
the General Ledger
matches the actual bank
balance.

Accruals
2 Reverse any accruals

made at the end of the
previous month if not
reversed already

3 Record this month's

accruals

= Financial Statement
Prepamion
=-F O Generate the financial

statements, including the
balance sheet, income
statement, and cash flow
statement.

e

Ms]aB g
;:v

Review and Approval

O Have the financial
statements reviewed
and approved by
appropriate personnel,
such as the CFO or
Controller.

Documentation & Audit Trail
O Maintain detailed records
! of the closing process,

5.

Adjusting Entries
=10 Make any necessary
ﬁ adjusting journal entries

including journal entries,
reconciliations, and
financial statements.

to account for accruals,
prepayments, and other
adjusting items.

Aging Reports
-‘2—* O Generate aging reports
to analyze outstanding

E: Final Review

&

&

balances.
Post-Closing Adjustments
O Address any issues or
discrepancies identified
during the closing
process and make
necessary corrections.

O Conduct a final review of
the financial statements
and other closing
activities to ensure
accuracy & completeness.
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BANK

A COMPARISON BETWEEN MANUAL AND AUTOMATED PROCESS

mEmP
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Obtain the bank statement and the

corresponding accounting records, such as the GATHERING DATA
genetal ledger and cashbook
Mamzally compare each transaction listed on the
bank statement with the corresponding entry in MATCH TRANSACTIONS
the accounting records
Identify Differences. Note any discrepancies,
such as missing transactions, errors in amounts,
’ F
or timing differences. RN HEENEFRRENLES
Make manual adjustrments to the accounting
tecards 1o coerect erfors or account for hissing ADJUSTMENTS
transactions.
Calcutate the adjusted ending balance for both
the bank staterment and the accounting records, ENDING BALAMCES
Document the reconciliation process, inchuding
the adjustments made and the reasons for any RECONCILIATION
diserepancies
Have a superidsor or manager review the
reconciliation report and approve it for accuracy. REVIEW & APRROVAL
Investigate and resobve any discrepancies
between the bank statement and the accounting RESOLVE DISCREPANCIES
records.
Once all discrepancies are resolved, finalize the
reconcliation process and upiate the FINAL RECONCILIATION
accounting records accordingly.
= Efficlency = Scalability
dbank li ireconciliation Ismare

typically much faster than manual
reconciliation, as it eliminatesthe
need for manual comparison and
calculation,

= Accuracy
Automated recanciliation reduces
the risk of human error compared
to manual reconciliation.

scalable for businesses with large
transaction volumes c to

Control
Manual recanciliation may offer
more control over the

manual reconciliation,

Cost

While automated reconciliation
software may involve initial setup
and subscription costs, it can save
costs in the long run.

reconcili a5 users
have a direct hand in reviewing
and adjusting transactions.
However, automated reconciliation
provides audit trails and
documentation for accountability
and oversight.

HISTORY OF DOUBLE-ENTRY ACCOUNTING

The concept of debits and credits may seem mundane, if not obvious,
but double-entry bookkeeping is one of the significant innovations in
the history of civilization. Its invention and adoption represent one of
the great inflection points in history.
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The first recorded description of double-entry bookkeeping was in
1458 in a work titled Book on the Art of Trade. The author's name was
Benedikt Kotruljevié. He was born in Ragusa, now known as
Dubrovnik, in 1416. His achievement is considered a great intellectual
breakthrough, and he is famous in Dubrovnik.

Bookkeeping in this manner enabled merchants, entrepreneurs, and
their investors to keep track of every penny they received or spent.

The invention of double-entry bookkeeping is usually attributed to
being invented in Milan by Luca Pacioli. Luca wrote the Summa de
Arithmetica, Geometria, Proportioni et Proportionalita in 1494 and was
living with Leonardo da Vinci as his math teacher at the time.

The idea was first implemented functionally by the Medici and other
banking families of Florence in the late 1400s. This concept was their
trade secret, allowing Florence to become a prosperous and powerful
city-state conducting wide-ranging international trade. It gave the city
the financial resources to become the center and engine of the Renais-
sance, change the course of history, and start humanity on the course
of becoming modern, of becoming us.

Double-entry bookkeeping represents an ingenious workaround for a
society that had yet to discover the powerful number zero. It is strange
for us to imagine the idea of zero as being a breakthrough innovation.
The concept of Zero came to the West through Persia and the Ottomans
via India.

The two countervailing numbers that cancel each other out in double-
entry bookkeeping were a way to show the impact of a transaction on
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two parties or on assets and liabilities whose net effect is equal to

Zero.

The history of accounting is tied to the history of trade and, thus, the
history of human progress. Accounting is an extremely significant and
influential innovation. Keep this legacy in mind as you study and
learn it.

ACCRUAL VS. CASH ACCOUNTING

Most accounting is done on an accrual basis instead of a cash basis.
Accrual means that transactions are recorded when they occur, not
when cash is received or dispersed.

Conversely, cash basis accounting calls for the recognition of an
expense when the cash goes out the door, regardless of when the
expense was actually incurred; and recognition of revenue only when
cash is received, not taking into account when the corresponding sale
was actually consummated.

Although cash-based accounting may seem logical at first glance, it
leads to confusion in recording and reporting business operations.
Accrual accounting provides you with a more accurate picture of the
business activities.

Here is an example of accrual accounting: your business has sold a
product, and the customer has 60 days to pay; the transaction is
booked as a receivable, so it is recorded that revenue was generated at
that time, but cash wasn't collected. When the cash is collected, the
receivable is cleared out (Credit), and cash is recorded (debit).
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On one side of the equation, the customer received the product, and a
transaction clearly has occurred. On the other side, the cash has not
been collected for the sale. The receivable account records the obliga-
tion. This recording completes both sides of the transaction with a
debit and credit recording.

If you recorded this transaction on a cash basis, you would record the
cost of the sale two months before you recorded the receipt of the cash
so that you would have more expenses one month and more revenues
in another. That is not an accurate picture of what has occurred.

Take a look at the Khan Academy videos (KhanAcademy.org) on
accrual vs. cash accounting. Sal does a great job of explaining it by

running through some comparison examples.

Accrual accounting operates on the principle of matching expenses
and revenues in the same period for a given transaction. Two kinds of
accounts are created to record accrual-type activities:

* Accounts Receivable (AR), which deals with money that is owed to
you but not yet received

* Accounts Payable (AP), which deals with bills that have been
received and recorded but not yet paid

Accrual accounting is based on the matching principle. The matching
principle states that expenses should be recorded during the period in
which they are incurred, regardless of when the transfer of cash

occurs.
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If cash related to a sale has not yet been collected, then the expense
should be matched to an Accounts Receivable.

If a bill is acknowledged as something to be paid, but the check still
needs to be cut, then the liability should be entered as an Accounts
Payable.

A transaction is usually determined to have occurred based on this
cause-and-effect relationship. If no cause-and-effect relationship exists,
such as a sale or purchase, costs are recognized as expenses in the
accounting period they occurred.

Prepaid expenses are not recognized as expenses in the period that you
pay them. They represent an asset that will be used over time. Prepaid
expenses provide future benefits. Prepaid expenses are booked as
assets until they are used, and the benefit is received. At this point, that
used or spent portion is recognized as an expense.

As a prepaid expense is used up, an adjusting entry is made to update
the reduced value of the asset. In the case of prepaid rent, the cost of
rent for the period would be deducted from the Prepaid Rent account.

The matching principle and accrual accounting allows for a more
objective and accurate analysis of profitability. By recognizing costs in
the period they are incurred, a business can see how much money was
spent to generate revenue, reducing "noise" from timing mismatches
between when costs are incurred and when revenue is realized.
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PAYROLL

Payroll is an accounting function that administers paying all employ-
ees, calculating the appropriate withholdings for taxes and processes
all the checks or direct deposits.

Payroll is performed on a regular, repeating schedule. Typical
schedules are weekly, every two weeks, or on the first and fifteenth of
the month.

The first and 15th is a good schedule as they smooth out the
differences in the number of days each month. Employees receive two
checks monthly and can better plan their monthly budget and

expenses.

Also, it ends on the last day of the year, which is critical for keeping
annual payroll accounting less complicated.

Payroll is paid for work completed; employees are paid for the prior
period's work.

There are several withholding deductions that are made from gross
payroll. These withholding deductions include Federal and state taxes,
Social Security, workers comp, and Unemployment. They are calcu-
lated on an individual basis per employee.

QuickBooks and other accounting software provide schedules for
calculating these tax withholdings. New schedules come out annually
and must be updated as tax rates and other details may change.
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Accounting software also provides for the printing of checks, including
the reporting, the withholding amounts, and net pay. Special checks
are ordered for the printer and usually include, besides the check
number, two copies of the detail portion: one for the employee and one
for your files.

There are also payroll services that outsource the entire payroll
process. The number of employees, the size of the payroll, and your in-
house resources determine whether to employ a payroll service or do it
in-house.

You can outsource at first and bring it in-house as you grow, or vice
versa. It is something to routinely consider as your company grows.
An added advantage of payroll services is having more controls and
procedures in place when cutting large numbers of checks and offsets
some liabilities if mistakes are made.

FRAUD PREVENTION

Many points in the accounting cycle are vulnerable to fraud.

Bookkeepers and accountants have significant responsibilities. As
such, we need a solid sense of business ethics. We handle the day-to-
day money operations and must be scrupulously honest and not
tempted to steal.

A company is prey to fraud and stealing from the personnel who
report the transactions, maintain the books, and cut the checks. And
the people who are responsible for this work are prey to rationalizing
bad behavior. A glance at the business news any day provides many
examples of these types of bad actors.
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From a business operator's perspective, we must be aware of these
temptations and institute controls and procedures to protect against
them.

These concerns are also critical if you are lucky enough to be a successful
performer or artist. There are a lot of tragic stories of musicians and
other artists being ripped off by their accountants and managers or a
combination of the two. It is crucial to know accounting in order to
review your books with your accountant and manager and scrutinize
the methods being used. You must know where your money is going!

CONTROLS AND PROCEDURES

Separating the duties associated with managing and reporting the
money that comes in and goes out of a business is extremely important
to protect against fraud.

This process is codified and formalized in the Controls and Procedures
document. It is also essential to have mechanisms to detect any
unusual transactions and track down their origins quickly.

This kind of scrutiny and transparency will aid in preventing anyone
tempted to defraud you. The perception of easy money and the
prospect of getting it can easily lead to a distorted perception of
reality.

Documented procedures need to be developed and followed relating to:
* who opens the mail,
* who records the transactions,
* who reviews and authorizes payments
* who prepares the checks to pay bills
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* who reviews and signs the checks,
e who reconciles the accounts,
e who reviews the books.

These functions must be separated and records reviewed regularly to
help prevent fraud. You may not be able to eliminate the possibility of
fraud, but you can take steps to create an environment in which it is
difficult to perpetrate it.

Good accounting systems prevent fraud.

Your accounting system also provides a record of every transaction
and, when properly managed, helps insure against fraud, theft, and
"leakage."

Review of financial statements is an integral part of identifying and
preventing fraud. We have all heard horror stories of entertainers and
other victims who unscrupulous managers and accountants exploited.

Learning accounting and how to read and assess accounting records or
"books" through financial statement review will help protect you and
your assets against such a fate.

Just an aside: The incredible longevity and success of the Rolling
Stones is due in no small part to their business savvy (and astonishing
musical and songwriting talent!). Mick Jagger is a graduate of the
London School of Economics. Word to the wise.
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COMPUTER-BASED ACCOUNTING SYSTEMS

We are now going to discuss accounting software. There is no reason to
do accounting manually these days. Software packages are inexpensive
and have major advantages such as speed and accuracy of operation,
record storage, and the ability to see the real-time state of the compa-
ny's financial position.

There are many different software packages to handle business
accounting. I recommend QuickBooks as the accounting software to
start. QuickBooks is by Intuit, which also owns TurboTax. It has
become the standard accounting software for small businesses because
it has a vast installed base of experienced users.

There are many consultants and small business accountants who can
help you set it up and get running. The company provides excellent
instructional tutorials and support. And there is also tons of instruc-
tional information on YouTube and other sites such as LinkedIn

Learning.

In most cases, you can set it up and operate it yourself. With these
online resources and tutorials, you can learn basic QuickBooks in a
matter of hours.

Find an experienced user and ask questions if you encounter an
impasse. A cloud-based version you access via their website is attrac-
tive because it is less expensive as an entry option and is convenient
from an IT standpoint. You don't have to load and install the program
on your computer; just set up an account, and you are ready to go.
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There are many alternative systems to QuickBooks that you can
explore online. But taking the easy alternative means one less thing to
think about.

USERS OF ACCOUNTING INFORMATION

There are many users of accounting information, each with their own
needs and agenda.

Management needs to know how the overall company is performing
or how their division is doing. Managers may need feedback ASAP on
how a new marketing campaign or pricing strategy is working.

When and how transactions are booked is very important to users of
accounting information. Users need timely information about how the
business is doing in order to make decisions.

Besides the internal interests of management, there are external users

of accounting information such as:

* Bankers who are interested in your creditworthiness and ability to
repay loans,

* Vendors who are interested in your ability to pay and your credit-
worthiness,

e Investors who want to know whether to invest or how their
investment is performing,

* Stock Analysts who research companies and opine on whether or
not they are suitable investments for their clients,

e Potential customers, especially of big-ticket items or services,
who want to know that the company is sound and will be around to
offer support and spare parts, and
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e Taxing authorities who want to know how much money the busi-
ness has made or lost.

Reporting business activity results on an accrual basis is essential to
these parties with a stake in the company's performance and health.

Accrual provides a much more accurate picture of the operations to
those not intimately involved in the day-to-day operations but who
need to know the operational details.

The way this kind of reporting of the accounting information is
prepared, organized, and conveyed is in Financial Statements.



CHAPTER 3

FINANCIAL STATEMENTS

FINANCIAL STATEMENTS ARE REPORTS. They are the
formats in which accounting information is organized so users of finan-
cial information have a consistent, quick, and thorough means of
reading and understanding what is going on in the business. There are
two basic financial statements: the Balance Sheet and the Income
Statement.

Interested parties need to understand the financial and accounting
activities of a business. The Balance Sheet and Income Statement are a
formal record of the financial activities of a business, presented in a
structured manner and in a form easy to understand.

Financial Statements provide a high level view of accounting and a
summary of how a business is performing. They provide a quick
picture that can be easily compared across businesses and industries.
Understanding how to read and analyze a Balance Sheet and Income
Statement is a great place to start understanding accounting and
finance. It is the end-point of bookkeeping; it's the goal. When you
know where you are going and who the audience is, it is easier to
make good bookkeeping decisions. When you understand the liquid-
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ity, solvency and capital structure of a company you can make good
financing and investment decisions.

Financial Statements are the tools and information required to quickly
analyze and assess the relative health of a business. A basic under-
standing of financial statements also provides the high level perspec-
tive on the goals of the bookkeeping work and entries. The daily
operations of a business are measured in the money that comes in as
revenues, the money that goes out as expenses, and the money that is
retained as profit. It’s all about the money.

The report that measures these daily operations, of money in and
money out over a period of time, is the Income Statement.



CHAPTER 4

INCOME STATEMENT

THE INCOME STATEMENT can be summarized as: Revenues less
Expenses equals Net Income. The term Net Income simply means
Income (Revenues) net (less) of Expenses. Net Income is also called
Profit or Earnings. You understand this concept intuitively. We always
strive to sell things for more than they cost us to make or purchase.
When you buy a house you hope that it will appreciate in value so you
can sell it in the future for more than you paid for it. In order to have a
sustainable business model in the long run, the same logic applies.

Think of the Income Statement in relation to your monthly personal
finances. You have your monthly revenues: in most cases a salary from
your job. You apply that monthly income to your monthly expenses:
rent or mortgage, car loan, food, gas, utilities, clothes, entertainment,
etc. Our goal is to have our expenses be less than our income. Duh.

Over time, and with experience, we become better managers of our
personal finances and begin to realize that we shouldn’t spend more
that we make. We strive to have some money left over at the end of the
month that we can set aside and save. What we set aside and save is
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called Retained Earnings. Some of what we set aside we may invest
with an eye toward future benefits. We may invest in stocks and bonds
or mutual funds, or we may invest in education to expand our future
earning and working prospects. This is the same type of money
management discipline that is applied in business. It’s just a matter of
scale. There are a few additional zeros after the numbers on a large
company’s Income Statement but the idea is the same.

This concept applies to all businesses. Revenues are usually from Sales
of products or services. Expenses are what you spend to support the
operations: Salaries, raw materials, manufacturing processes and
equipment, offices and factories, consultants (like a good accountant),
lawyers, advertising, shipping, utilities etc. What is left over is the Net
Income or Profit. Again: Revenues — Expenses = Net Income. Your
Income needs to be more than your Outflow or your Upkeep is your
Downfall. My Mom used to say that. : )

Net income is either saved in order to smooth out future operations
and plan for unforeseen events; or invested in new plant, equipment,
and technology; or paid out to the owners as a dividend.

On the next page is a sample Income Statement.
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XYZ CORPORATION

INCOME STATEMENT
For the period ended April 30, 2021

Sales Revenue $90,000.00
Less: Cost of Goods Sold

Materials 15,000.00
Labor 22,000.00
Overhead 10,000.00 47,000.00
Gross Profit 43,000.00

Less: Operating Expenses

Selling expenses 15,000.00

Administrative expenses 12,000.00

Depreciation 10,000.00 37,000.00
Operating Profit 6,000.00
Add: Sale of Extraordinary Items 3,000.00
Less: Lawsuit Settlement 2,000.00
Earnings Before Interest and Taxes 7,000.00
Interest Income (Expense) 1,000.00
Earnings Before Tax 8,000.00
Less: Income Tax 1,000.00
Net Profit $7,000.00

The Income Statement is also known as the "profit and loss statement"
or "statement of revenue and expense." Professionals sometimes use
the shorthand term "P&L," which stands for profit and loss statement.
A manager is said to have “P&L responsibilities” if they run an
autonomous division. P & L responsibility is one of the most impor-
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tant responsibilities of any executive position and involves monitoring
the net income after expenses for a department or entire organization,
with direct influence on how company resources are allocated. The

"non

terms "profits," "earnings" and "net income" all mean the same thing
and are used interchangeably.

Remember: Income (revenue or sales) — Expenses = Net Income or
profit

Google the term “income statement” and you will see lots of exam-
ples of formats and presentations.
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FINANCING NEGATIVE INCOME

There are situations where a company may have more expenses than
revenue to cover them. In many cases this situation reflects a poorly oper-
ating company that is ultimately unsustainable. But in some cases nega-
tive net income or cash flow can be part of sensible operations or strategy.
One such case that is common in operating a business occurs when
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revenues are lagging in accounts receivable and bills come due or salaries
need to be paid. Many expenses are regular and repeating like salaries,
but revenues are often much more variable and unpredictable. For this
reason, most companies use a line of credit from their bank to smooth out
these short term cash shortfalls. This revolving credit instrument needs to
be used judiciously. It should only be used if there are accounts receivable
in the offing that can repay it within the following thirty or sixty days max.

To make the analogy to our personal lives, credit cards are a
personal form of a line of credit. In learning to manage our money; it is
common to have a few tough experiences with managing debt and its
consequences. Personal debt usually occurs when we attempt to
augment our income by using credit cards and spend more than we
make. Incurring debt is seductively easy. Monthly payments can
quickly become a burden and the situation becomes increasingly diffi-
cult to favorably resolve.

Loans are described as debt with a fixed structure. It is structured
with a set term such as five years with equal installment payments of
interest and principal. At the end of the term both the principal (the
amount you borrowed) and the interest have been paid off. Debt can
be used to finance assets.

Debt is sometimes referred to as leverage. In analyzing a balance
sheet leverage refers to the ratio of a company's loan capital (debt) to
the value of its common stock (equity). Leverage can be a powerful
business tool. But as we may learn navigating our personal finances it
can also be seductive and dangerous. Especially if the assets purchased
with debt lose their value. The financial crisis and recession starting in
2007 was a result of sophisticated and interconnected debt instruments
defaulting in a cascade through the financial and banking system.
Smart business people are not immune to making bad decisions and
choices.

Another situation that requires financing negative income is the
strategy of incurring losses in order to gain market share. This is a
strategic decision, where financing lagging receivables with a line of
credit is tactical. The losses incurred while chasing market share, while
not sustainable in the long term, can accumulate over several years.
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This situation is funded with equity, the selling of shares of stock in the
company.

Debt is a category we keep track of on the Balance Sheet as a
Liability. Assets can be financed with debt and equity or a combina-
tion of the two. These three items: assets, debt and equity are what
constitute a Balance Sheet.



CHAPTER 5

BALANCE SHEET

THE BALANCE SHEET can be summarized as: Assets = Liabilities
+ Equity. These three balance sheet segments give interested parties an
idea as to what a company owns (assets) and owes (liabilities), and
the amount invested and accumulated by the shareholders (equity).

The Balance Sheet is a snapshot of the financial position of a
company at a particular point in time. It is compiled at the end of the
year or quarter. It is a summary of the Assets, Liabilities and Equity.
Think of how your home is financed as simple balance sheet. The asset
is the value of the house (determined by an appraisal or sale); the
liability is the mortgage balance and the equity is the difference
between the two. If the house is worth more than you owe, then you
have positive equity. The same concepts apply to a corporate balance
sheet. If the assets are greater than the liabilities then there is positive
shareholder’s equity. If the liabilities are more than the assets, the
company is considered insolvent. The same applies if your home mort-
gage is more than the value of the house. This situation is referred to as
“upside-down” or “under water”.

Balance Sheet Presentation

A Balance Sheet is constructed of two parts. Assets are listed in a
column and totaled at the bottom of the column. Liabilities and Equity
are listed in another column with the liabilities section listed above the
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equity section. Liabilities and Equity are each totaled separately and
then together at the bottom. Sometimes these columns are presented in
a stacked form with the Asset column on top. And sometimes these
columns are presented side by side with the Assets on the left hand
side and both Liabilities and Equity on the right hand side. When
someone talks about the left hand side of the balance sheet, they are
referring to Assets; if they talk about the right hand side of the balance
sheet, they mean liabilities and equity. Liabilities and Equity totals in
the right hand column must exactly equal the Asset total at the bottom
of the left hand column. For comparison purposes, the Balance Sheet
numbers of the previous year are also usually presented.. Remember
the goal of these Financial Statements is to present the financial infor-
mation in a clear and meaningful way so interested parties can quickly
grasp the performance of the company.

According to GAAP, the U.S. accounting standard, assets and liabil-
ities are listed in the order of their liquidity, from short term to long
term, as you go down the items listed in each column. Cash is the most
liquid asset so it is listed on the top left of the Balance Sheet. Long term
debt comes after short term debts in the Liability Column and Equity is
listed below the Liabilities. Equity is listed below Liabilities because
shareholders have a junior claim on the assets of the corporation. In
case of a bankruptcy or liquidation of the company, the money
collected from the sale of assets goes first to pay the lenders. Any
residual money after the lenders are paid off is distributed to the share-
holders.

On the following page you find an example of a Balance Sheet.
Since they vary in their contents and presentation it is a good idea to
take a quick look at a bunch of examples. Google the term “balance
sheet” and you will see lots of examples in various formats and presen-
tations.
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XYZ COMPANY
Balance Sheet
123112017
ASSETS
Current Assets;
Cash §12,000
Arcounts Recevable 35,000
Imventary 120,000
Prepaid Rent 8,000
Total Curment Assets 175,000

Long-Term Assets
Land 5126,000

Buidings & Imorovemerts 300,000
Furniture & Fixturas &0,000
Gengral Equipment 125,000
Total Fixed Assets 601,000
TOTAL ASSETS $776.000
LIABILITES
Current Liabilities:
Accounts Payatle §60,000
Tanes Payable 25,000

SalaneaiWages Payable 30,000
Interest Pryable 25,000
Tatal Current Liahilities 540,000

Long Term Liabilities:
Lean 1 5322 000
Total Long Tarm Liabilities 5322,000
TOTAL LIABILITIES FA62,000

OWNER'S EQUITY
Paid in Cagtal §64,000
Fetaned Eamings 260,000
TOTAL OWNER'S EQUITY 3314,000

TOTAL LIABILITIES & OWNER'S EQUITY $776.000

ASSETS AND DEPRECIATION

Assets are listed on the left hand side of the balance sheet. There are
liquid assets such as cash, marketable securities, and Accounts Receiv-
able. These are called Current Assets. Many assets are long lived items
like equipment, vehicles, factories, and machines. These are called
Fixed Assets. A significant amount of money is spent when fixed
assets are purchased. Fixed assets have a shelf life that is significantly
longer than the year in which they are purchased. For these reasons
fixed assets are capitalized at their cost and each year of their
proposed useful life a portion of the price is expensed to show how
much of the asset was “used” in that year. This concept is called
Depreciation. It provides a more accurate picture of how the operating
assets of a company are contributing to the operations and spreads the
expense through the years of its useful life when the asset is
contributing to generating revenues. .
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For example if we buy a machine that is assumed to last five years
for $50,000 we would record this transaction and list the machine on
the Balance Sheet at $50,000 as a Fixed Asset. Each year we would
reduce that number by $10,000 of depreciation. So in the second year
the asset would show up as being worth $40,000; $30,000 in the third
year and so on. The number shown on the balance sheet is the original
asset at cost, less (net of) depreciation. Assets are not listed individu-
ally on the Balance Sheet but are aggregated together and shown as a
total number.

This is one reason why we need a Cash Flow Statement. The
$50,000 would reduce our cash position in the first year and that would
show up in the Investment section of the Cash Flow Statement. Each
subsequent year, the $10,000 depreciation expense listed in the Income
Statement would be added back in the Cash Flow Statement because it
was not a cash expense in that year. It was just an accounting expense
to keep track of the amount we are allocating to the “use” of the
machine.



FIXED

LIFE CYCLE MANAGEMENT SYSTEM

Must Have Functionalities

* Integration with other Finance
Software — especially AP and GL

*  Maintains Audit Trail

= Automatic generation of Asset
Number

* Automated depreciation
calculations based on different
methods

*  Ability to define fixed asset
categories

*  Restriction to select asset
categories only from the pre-
defined list juser shouldn’t be able
to define any category during data
entry)

= Assign useful life to various
categories

*  Automatically assign useful life
based on asset category

= Split assets entered as bulk assets

* Mass capitalization for more
significant projects

Mandatory Flelds

= Asset Description

* Purchase Date

= Depreciation start date if it is
different from the purchase date

= Asset Category

= Asset location

= Serial Number

*  User/Custodian Name

= Asset Tag Number

* Cost value

»  Accumulated Depreciation (once
the depreciation is calculated)

= NBV
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Repon!ng
Fixed Assets Register with the
minimum following information
Asset Description
Asset ID/Number
Asset Category
Asset Location
Asset User/Custadian, if any
Cost
Accumulated Depreciation
NBV
* Depreciation schedule with
following information:
Cost
Accumulated Depreciation
NBV
Useful Lite
Life Remaining
Depreciation start date
Depreciation Expense for the
period
= Assets Disposal Report
*  Assets Movement/Transfer Report
= Depreciation forecast report
*  Physical verification reconciliation
report

Must Have Options
+  Exportfimport FA data —necessary
for bulk assets upload

EI.?

Nice to Have Options
= Integrity reports if it is interfaced
with any other financial system
* Asset Sub-Categories Levels
*  Useful life is assigned at the lowest
level of the asset category
*  Merge assets
*  Nice to have fields:
Vendor Information
Warranty Information
Asset Images/Attachments
Lease/Rental Information
Barcodes
Insurance Information
Condition of the Asset
Asset taken out of service
information
Motes/Comments

Ewlpmom for Physical Verification
Barcode Printer

= Barcode Scanners

Barcode or OR Code Labels

Asset Tags

*  Mobile Devices or Tablets

= Digital Cameras or Smartphone
Cameras

= Asset Register Software or Mobile
Apps

*  GPS Devices

Juip for RFID Option

*  Scalability and C ion —for
future growth

* Able to add cost to the same asset
in case of additional cost arising at
a later date

*  Ability to automatically reconcile
physical inventory with the FAR

*  Able to restrict user access based
on the job responsibilities

RFID Readers

«  RFID Tags or Labels

RFID Antennas

RFID Handheld Scanners
RFID Middleware

RFID Tags with Sensors

RFID Portal or Gate Systems
RFID-Enabled Mobile Devices
RFID Software or Apps

= RFID Printers

Amortization is similar to depreciation. Depreciation is used

for tangible assets and amortization is used for intangible assets such
as intellectual property like patents and trademarks. Amortization
roughly matches an asset’s expense with the revenue it generates.
Amortization can also refer to the paying off of debt with a fixed
repayment schedule in regular installments over a period of time.
These types of non-cash events are what are compensated for in the
Cash Flow Statement in order to accurately reconcile the financial
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statements to how much cash is in the bank. We will discuss the Cash
Flow Statement in more detail after we finish talking about the right
side of the Balance Sheet: Liabilities and Equity.
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LIABILITIES

Liabilities are claims against the company’s assets. These claims are
categorized as current or noncurrent. Current liabilities are ones that
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will come due within the year. Liabilities consist of obligations the
enterprise owes to others. Along with Equity, they are how assets are
funded. The debt can be to an unrelated third party, such as a bank, or
to employees for wages earned but not yet paid. Accounts payable,
payroll liabilities, and notes payable are examples of Liabilities.

Both assets and liabilities are categorized as current and noncur-
rent. This distinction is essential for the user of the financial statements
to perform ratio analysis. We will discuss ratio and other financial
statement analysis techniques later in this book.

Current Liabilities

Current liabilities are ones the company expects to settle within 12
months of the date on the balance sheet. Assets are used to pay these
liabilities. The money can come from revenues generated from sales, or
from current assets such as cash in the bank account.

The most common Current Liabilities are accounts payable. Any
money a company owes its vendors for supplies or services, or to
employees in the form of wage, or the government for taxes is consid-
ered a current liability. Most companies accrue payroll and related
payroll taxes, which means the company owes them but has not yet
paid them. All these types of obligations are acknowledged by the
company and are intended to be settled in the relative near term.

Loans due in less than 12 months after the balance sheet date are
also current liabilities. For example, a business may need a brief bridge
loan in order to meet a payroll expense. Often this is structured as a
line of credit with the expectation that the LOC will be paid off from
the collection of accounts receivable or the sale of inventory.

Current portion of long-term notes payable is also considered a
current liability. A long-term note will be paid back in full after that 12-
month period. However, you must show the current portion, that
which will be paid back in the current operating period, as a current
liability.

Unearned revenue is a category that includes money the company
has collected from customers but hasn’t yet earned by performing the
work. The company anticipates completing the tasks and earning the
income within 12 months of the date of the balance sheet.

Long Term Liabilities
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Noncurrent or long-term liabilities are ones the company doesn’t
expect to be liquidating or settling within 12 months of the balance
sheet date. Businesses use debt to finance their activities and assets.
These are structured as loans, notes, or bonds with interest and prin-
cipal payments over the term. A business is financed by a mixture of
debt and equity. This is called the capital structure of the company.

STOCKHOLDERS' EQUITY

Stockholder's Equity, along with liabilities, can be thought of as the
funding sources of the company's assets. The stockholders are the
owners of the company. The ownership of a corporation is divided into
stock or shares. There is an amount of shares authorized for the
company when is created. This amount of authorized shares can be
increased by a vote of the existing shareholders. A corporation raises
money by selling shares. The amount of shares issued and sold is
called the Shares Outstanding. This represents 100% of the ownership
of the corporation. The amount of money raised and the amount of
shares issued is tabulated and displayed in the Equity section of the
Balance Sheet.

Stockholder's equity is equal to the asset amounts reported on the
balance sheet minus the reported liability amounts. Equity is the resid-
ual of assets minus liabilities. In order to understand this think of the
basic accounting equation:

Assets = Liabilities + Equity

And rearrange it to solve for Equity

Equity = Assets — Liabilities

In a corporation there may be more than one type of stock issued.
These classes of stock will have different rights relative to voting and
claims on assets and as such will have different values. In simple terms
we can classify stock into two types: Common and Preferred.

Common Stock is the type of stock that forms the ownership of
every corporation. Shares of common stock provide evidence of
ownership in a corporation. Holders of common stock elect the corpo-
ration's directors and share in the distribution of profits of the
company via dividends. If the corporation goes bankrupt and liqui-
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dates, the secured lenders are paid first, followed by unsecured
lenders, preferred stockholders, and lastly the common stockholders.

Another financing instrument that corporations can issue in addi-
tion to their common stock is preferred stock. Preferred Stock is a class
of stock that provides for preferential treatment of dividends. The
preferred dividend can be thought of like interest on a loan. Preferred
stockholders will be paid dividends before the common stockholders
receive dividends. These dividends are sometimes paid in stock
instead of money.

Both the common and preferred stock accounts are separated into
two categories: Par Value and Additional Paid-in Capital or APIC. The
bulk of the money is allocated to APIC. The Par Value account is a way
to keep track of the amount of shares outstanding. The par value is a
small monetary value attributed to each share. It is an arbitrary
number, usually $.01. So if the company has 1,000 shares outstanding
there would be $100.00 in the par value account. Par Value may also be
$0.001. Par Value has no connection to the market value of the share of
stock.

The Additional Paid-in Capital (APIC) account is where the
amount paid for a share of stock, less the par value, is recorded. When
a share of common stock having a par value of $0.01 is issued for $15,
the account Common Stock will be credited for $0.01 and the corre-
sponding Additional Paid-in Capital or APIC account will be credited
for $14.99 (and Cash will be debited for $15.00).

Retained Earnings is the stockholders' equity account that records
and reports the net income of a corporation from its inception until the
balance sheet date less the dividends declared from its inception to the
date of the balance sheet. This account tracks the profits or losses accu-
mulated since a business was opened. The profits and losses accrue to
the shareholders. At the end of each year, the profit or loss calculated
on the income statement is used to adjust the value of this account. In
an analogy from your personal life, think of Retained Earnings as your
savings left over after you have paid all your expenses.

Contra Accounts

A contra account offsets the balance in another, related account
with which it is paired. If the related account is an asset account, then a
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contra asset account is used to offset it with a credit balance. If the
related account is a liability or equity account, then a contra liability or
equity account is used to offset it with a debit balance. Stockholders'
equity accounts normally have credit balances.

Contra equity accounts are a category of equity accounts with deb-
it balances. A debit balance in an owner's equity account is contrary
(contra) to an equity account's usual credit balance. An example of a
contra stockholders' equity account is Treasury Stock. Treasury stock is
a corporation's own stock that has been repurchased from stockholders
and is being held by the corporation. Because it is stock that is
outstanding but not in the hands of shareholders, it needs to be
subtracted from the value of the outstanding stockholder’s shares in
order to properly value the equity. This is the purpose of a contra
account. Depreciation is an asset contra account that reduces the value
of an asset in a similar way.

We have now discussed the major equity accounts. Some may be
named differently but these synonyms represent the same functions.
The stockholders' equity section of a corporation's balance sheet will
look like this:

Stockholder’s Equity

Paid-in capital

Common Stock

Preferred Stock

Additional Paid-in Capital - Common Stock

Additional Paid-in Capital — Preferred Stock

Additional Paid-in Capital — Treasury Stock

Retained Earnings

Less: Treasury Stock

Total Stockholder’s Equity

OWNER'S EQUITY VS. COMPANY'S MARKET VALUE

Since the asset amounts reported on the Balance sheet are the cost of
the assets at the time of the transaction, less depreciation, (their book
value) they do not reflect current fair market values. The market value
is how much you could sell the asset for or how much it would cost to
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replace. For example, a machine which cost $100,000 four years ago
may now have a book value of $60,000. However, the current value of
the machine might be just $15,000. An office building purchased by the
company five years ago at a cost of $14,000,000 may now have a book
value of $50,000,000. However, the current value of the building on the
books with depreciation might be $10,000,000. Another example is
Marketable Securities that were purchased for $2,000,000 but are now
only worth a tenth of that. Since the assets are reported at their book
value on the balance sheet and not reported at their current fair market
value, the assets can be grossly under, or over, valued. This will affect
the value of owner's equity since what appears on the balance sheet
is not an indication of the fair market value of the company. In order to
arrive at a realistic value of the equity, one must calculate market
values of all the assets and subtract the liabilities from that total
number. Remember Assets — Liabilities = Equity.

Fair value accounting takes a different approach to valuing assets
and liabilities that can under the right circumstances provide a more
accurate assessment of equity. Mark-to-market or fair value account-
ing refers to accounting for an asset or liability based on the
current market price for similar assets or liabilities. The key here is that
there must be an active, liquid, and measurable market upon which to
make the assessment. Fair value accounting has been a part of Gener-
ally Accepted Accounting Principles (GAAP) in the United States since
the early 1990s.

Mark-to-market accounting changes values on the balance sheet as
market conditions change. In contrast, historical cost accounting, based
on the past transactions, is simpler, more stable, and easier to perform,
but does not represent current market value. Instead, it summarizes
past transactions and historical prices.

Mark to market accounting needs market transaction information
in order to work. When markets dry up or freeze such as in 2008 it is
difficult to value assets based on this approach. Mark-to-market
accounting can become volatile if market prices fluctuate greatly or
change unpredictably.



60 JOHN COUSINS

TEMPORARY ACCOUNTS

Revenues, expenses, and the resulting gain or loss are income state-
ment accounts. The income statement accounts are called temporary
accounts because they reset to zero each year after they are reconciled
to Retained Earnings. The gain or loss from the income statement is
resolved to the Retained Earnings in the Equity section of the Balance
Sheet. Revenues and gains cause owner's equity to increase. Expenses
and losses cause owner's equity to decrease.
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CHAPTER 6

GASH FLOW STATEMENT
[THE OTHER FINANCIAL
STATEMENT)

CASH FLOW
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BESIDES THE INCOME Statement and the Balance Sheet, there is
a third financial statement called the Cash Flow Statement. The Cash
Flow Statement reconciles the Income Statement with the actual cash
position of the company (the balance in the bank account) by adding
and subtracting revenues and expenses that were properly recorded on
the Income Statement, but are non-cash events. Depreciation and
Accounts Receivable are examples of non-cash events. This reconciled
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bank account balance is the number that then is used for the Cash
account at the top of the asset column on the Balance Sheet. This is
important. This is how the financial statements are interconnected.

The need for a Cash Flow Statement arises from Accrual
Accounting where we book Receivables and Payables and Deprecia-
tion in order to provide a more accurate picture of the operations of a
company by matching revenues and expenses. These “non-cash” trans-
actions distort the Income Statement relative to how much cash actu-
ally came in and went out of the company and how much is actually in
the bank. The Operations portion of the Cash Flow Statement recon-
ciles these differences.

Besides Operations, there are two other parts of the Cash Flow
Statement that follow the Operations portion: Investing and Financing.
The Investing section shows the money that was spent on capital
equipment items that don’t show up as expenses on the Income State-
ment because they have been capitalized as Assets. The Financing
section primarily shows money that has come into the company
through the sale of stock or through a loan.
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mER¥ Cash Flow Statement
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The concepts behind the Cash Flow Statement are a nuanced and
might be confusing to someone familiarizing themselves with the basic
principles of accounting for the first time. It might be wise learn more
about the Cash Flow Statement after one has a solid handle on the
basics. For now, just be aware that there is such a thing as a Cash Flow
Statement and what its basic functions and purpose are.
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The Cash Conversion Cycle (CCC) evaluates
how efficiently a company manages working capital. ','\\J)

@@

CCC measures how long cash is tied up in working capital
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CHAPTER 7

FINANCIAL STATEMENT
INTERCONNECTIONS
AND FLOW

THE THREE FINANCIAL Statements are interconnected. Basically
you start a year with a Balance Sheet showing the financial position at
the beginning of the period; next you have the Income Statement that
shows the operations during the year period, and then a balance Sheet
at the end of the year. The Cash Flow reconciles the cash position from
the Income Statement and that cash number is used as the Cash
account balance at the top right of the end of year (EOY) Balance Sheet.

Think of it as a system of two Balance Sheets acting as book-ends
for the Income Statement. And the Cash Flow Statement used to recon-
cile the Net Income (or Loss) at the bottom of the Income Statement
with the amount of cash actually in the bank. This cash number is used
in the Cash account on the second end of year Balance Sheet.

This section, though short, ties together the functionality of the
financial statements. This might be an “aha” moment for you. It was
for me when I finally realized how this all fit and worked together.



CHAPTER 8

FINANCIAL STATEMENT
ANALYSIS

ACCOUNTING and Finance overlap in this area. The launching
place for Corporate Finance is the ability to read and understand
Financial Statements. The analysis of financial statements and subse-
quent assumptions and projections based on that analysis is the next
step. Financial statement analysis is the process of analyzing a compa-
ny's financial statements and comparing the analysis across companies
and industries in order to make better operating and investing deci-
sions. This analysis method involves specific techniques for evaluating
and quantifying risk, performance, financial health, and the future
prospects of an enterprise.

We can look at the performance of a particular company over time
such as year to year results. This is called Horizontal Analysis. And
we can look at various performance characteristics within a single time
period. This is called Vertical Analysis. We can create metrics across an
industry segment as an average value to compare our company
against. This is called Benchmarking. We can also aggregate up
different industry groups and see how they perform relative to each
other. This type of analysis can be helpful in gauging where to allocate
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investment dollars in a portfolio. It can also be used to see how a
management team is performing relative to its competition.

Financial Statements are analyzed and scrutinized by a variety of
stakeholders including debt and equity investors, government agen-
cies and taxing authorities, and management decision-makers. It is
what credit analysts do. These stakeholders have different interests
and apply a variety of different techniques to meet their needs. For
example, some equity investors are more interested in the long-term
earnings power of the organization and perhaps the sustainability and
growth of dividend payments. Some equity investors like hedge funds
may be looking for latent risks and pitfalls in order to capitalize on a
short position. This means they are looking for companies about to
collapse. Creditors want to ensure that interest and principal on the
organization’s debt securities are paid on time and when due. Banks
and commercial lenders use financial statement analysis as part of their
credit analysis to determine whether or not to make loans and lend.
Ratings Agencies such as Moody’s, Standard and Poors, and Fitch
perform financial statement analysis in order to rate the risk and cred-
itworthiness of companies and their debt. Managers use it to see how
their company is performing relative to historical performance, their
targets, and their industry.

Techniques of financial statement analysis include fundamental
analysis, the use of financial ratios and DuPont analysis. Analysis
methods are performed in a horizontal or vertical fashion across a
company.

In order to project future performance, historical information is used
combined with assumptions about the prospect for the company and
the future economic environment. This stream of profits from future
years is what is used to calculate the value of a business. This is the
foundational concept of Business Valuation and Corporate Finance.
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Before we get into the nitty-gritty of these techniques, let’s start with
an historical overview of how financial statement analysis developed
and has evolved.

HISTORY OF FINANCIAL STATEMENT ANALYSIS

The stock market crash in October 1929 was a catastrophic event that
led to the Great Depression and worldwide economic strife. It also led
to social unrest and political turmoil. These events called into question
the viability of Capitalism and Democracy as unsettling systemic flaws
were exposed and many, many people suffered.

A major basis of the problem was that many companies who traded
on the stock market did not provide meaningful information about the
state of their business. There were no financial statements to review.
There was no transparency. In order to clean up the mess and maintain
investor confidence in the stock market, the Roosevelt administration
created the Securities and Exchange Commission (SEC) to regulate
and oversee the stock market. Roosevelt needed someone to run the
SEC who knew all the dirty tricks of the stock market so they could
effectively identify and combat abuse.. The man who rose to the occa-
sion was Joseph P. Kennedy, John F. Kennedy’s father; a famous stock
manipulator and patriot.

Part of the SEC’s new rules were that every traded company had to
have financial statements prepared by an outside third party auditing
firm under a rigorous set of accounting rules called GAAP, Generally
Accepted Accounting Principles. These financial statements along with
disclosures about the operations had to be filed and made publicly
available through the SEC each and every year. That document is
called a 10K. This kind of disclosure and transparency, allows investors
and the public to understand a company’s operations and prospects
and make determinations about whether or not to invest.

This set of regulations seems obvious and eminently sensible now,
but it was bold, and brilliant, and a revelation at the time. Funda-
mental analysis, a system of analyzing this new information, came to



70 JOHN COUSINS

prominence almost immediately. To this day, the 10K is the basic docu-
ment and fundamental analysis is the tool set for stock market analysis
and corporate investment decision making.

FUNDAMENTAL ANALYSIS

The SEC and financial reporting regulations were instituted in two
legislations: the "33 Act and the "34 Act. Benjamin Graham and David
Dodd first published their influential book "Security Analysis" in 1934.

Warren Buffett is a well-known disciple of Graham and Dodd's
philosophy.

The Graham and Dodd approach is referred to as Fundamental
Analysis and includes: Economic analysis; Industry analysis; and
Company analysis. Company Analysis is the primary realm of finan-
cial statement analysis. On the basis of these three analyses the value of
the security is determined. Fundamental analysis is how bankers,
analysts, and investors make long-term investment decisions.

Their book has gone through many revisions and editions and is
available in a recently revised edition. You may want to check it out;
especially if you have any aspirations to be like Warren. Another
proponent of Graham and Dodd is Bill Ackman the American hedge
fund manager. He is the founder and CEO of Pershing Square Capital
Management. Bill is also a billionaire.

Here is the information on the book:

Dodd, David; Graham, Benjamin (1998). Security Analysis. John
Wiley & Sons, Inc. ISBN 0-07-013235-6.

HORIZONTAL AND VERTICAL ANALYSIS

Horizontal analysis compares financial information over time, typi-
cally from past financial statements such as the income statement.
When comparing this past information we look for variations of partic-
ular line items such as higher or lower earnings, sales revenues, or
particular expenses. Horizontal analysis is used to look for trends that
can be extrapolated in order to predict future performance.

Vertical analysis is a proportional analysis performed on financial
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statements. It is ratio analysis. Line items of interest on the financial
statement are listed as a percentage of another line item. For example,
on an income statement each line item will be listed as a percentage of
Sales.

FINANCIAL RATIOS

Financial ratios are powerful tools used to assess company upside,
downside, and risk. There are four main categories of ratios: liquidity
ratios, profitability ratios, activity ratios and leverage ratios. These are
typically analyzed over time and across competitors in an industry.
Using ratios “normalizes” the numbers so you can compare companies
in apples-to-apples terms.

Liquidity and Solvency

Solvency and liquidity are both refer to a company’s financial
health and viability. Solvency refers to an enterprise's capacity to meet
its long-term financial commitments. Liquidity refers to an enterprise’s
ability to par short-term obligations. Liquidity is also a measure of how
quickly assets can be sold to raise cash.

A solvent company is one that owns more than it owes. It has a
positive net worth and is carrying a manageable debt load. A company
with adequate liquidity may have enough cash available to pay its
bills, but may still be heading for financial disaster down the road. In
this case a company meets liquidity standards by is not solvent.
Healthy companies are both solvent and possess adequate liquidity.

Liquidity ratios are used to determine whether a company has
enough current asset capacity to pay its bills and meet its obligations in
the foreseeable future (current liabilities). Solvency ratios are a
measure of how quickly a company can turn its assets into cash if it
experiences financial difficulties or is threatened with bankruptcy. Both
measure different aspects of if, and how long, a company can pay its
bills and remain in business.

The current ratio and the quick ratio are two common liquidity
ratios. The current ratio is current assets/current liabilities and
measures how much liquidity (cash) is available to address current
liabilities (bills and other obligations). The quick ratio is (current assets
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— inventories) / current liabilities. The quick ratio measures a compa-
ny’s ability to meet its short-term obligations based on its most liquid
assets, and therefore excludes inventories from its current assets. It is
also known as the “acid-test ratio.”

The solvency ratio is used to examine the ability of a business to meet
its long-term obligations. The ratio is most commonly used by lenders
and bankers. The ratio compares cash flows to liabilities. The solvency
ratio calculation involves the following steps:

All non-cash expenses are added back to after-tax net income. This
approximates the amount of cash flow generated by the business. You
can find the numbers to add back in the Operations section of the Cash
Flow Statement.

Add together all short-term and long-term obligations. This is the
Total Liabilities number on the Balance Sheet. Then divide the esti-
mated cash flow figure by the liabilities total.

The formula for the ratio is:

(Net after-tax income + Non-cash expenses)/(Short-term liabilities
+ Long-term liabilities)

A higher percentage indicates an increased ability to support the
liabilities of a business over the long-term.

Remember that estimations made over a long term are inherently
inaccurate. There are many variables that can impact the ability to pay
over the long term. Using any ratio to estimate solvency needs to be
taken with a grain of salt.

Profitability ratios are ratios help discern how profitable a company is.
To be profitable, a company has to cover costs. The breakeven point
and the gross profit ratio address the dynamics of cost coverage in
different ways. The breakeven point calculates how much cash a
company must generate to break even with their operating costs. The
gross profit ratio is equal to (revenue - the cost of goods sold)/revenue.
This ratio provides a quick snapshot of expected revenue that can be
applied to the overhead expenses and fixed costs of operations.
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Some additional examples of profitability ratios are profit margin,
return on assets and return on equity. The higher the value in these
ratios, the more profitable a company is. Having a higher value relative
to a competitor's ratio or the same ratio from a previous period is
indicative that the company is performing relatively well and going in
the right direction.

AR

~&1  ROCE

What is ROCE?
A ratio that measures how efficiently a company uses its and debt to generate profits.
Income Statement Balance Sheet
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When comparing the performance of companies in the same industry.
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+ Inconsistenciesin = Sensitivity to short- + High debt levels
definition term fluctuations distorting results
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ROCE | ROE | ROA | ROIC

WHAT DOES EACH RATIO MEASURES?
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in it to generate profits
It's a metric that can help
investors determine the
quality of a management
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total capital
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a company utilizes i
assets to generate
investment in the company

EQUITY + LONG TERM DEBT ASSETS - LIABILITIES TOTAL ASSETS EQUITY + LONG TERM DEBT
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Activity ratios are calculated to show how well management is
doing managing the company's resources. Activity ratios measure
company sales relative to another asset account. The most common
asset accounts used are accounts receivable, inventory, and total assets.
Since most companies have a lot of resources tied up in accounts
receivable, inventory and working capital, these accounts are used in
the denominator of the most common activity ratios.
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Accounts receivable (AR) is the total amount of money due to a
company for products or services sold on a credit account. The length
of time until AR is collected is critical because that expected revenue
must be financed in some way. The accounts receivable
turnover shows how rapidly a company collects what is owed to it and
indicates the liquidity of the receivables.

Accounts Receivable Turnover = Total Credit Sales/Accounts
Receivable

The average collection period in days, equal to 365 days divided by
the accounts receivable turnover is another ratio that helps gain insight
into AR collection:

Average Collection Period = 365 Days/Accounts Receivable
Turnover

Analysts frequently use the average collection period to measure
the effectiveness of a company's ability to collect payments from its
credit customers. The average collection period should be less than the
credit terms that the company extends to its customers.

A significant indicator of profitability is the ability to manage
inventory. Inventory is money and resources invested that do not earn
a return until the product is sold. The longer inventory sits, the less
profitable a company can be. A higher inventory turnover ratio indi-
cates more demand for products, better cash management and also the
reduced risk of inventory obsolescence. The best measure of inventory
utilization is the inventory turnover ratio. It is calculated as either the
total annual sales, or the cost of goods sold (COGS), divided by the
cost of inventory.

Inventory Turnover = Total Annual Sales or Cost of Goods Sold /In-
ventory Cost

Using the cost of goods sold in the numerator can provide a more
accurate indicator of inventory turnover because it allows a more
direct comparison with other companies. Different companies have
different markups to the sale price and this can obscure apples-to-
apples comparison.

The average inventory cost is usually used in the denominator to
compensate for seasonal differences.

Leverage ratios analyze the degree to which a company uses debt
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to finance its operations and assets. The debt-to-equity ratio is the most
common. This ratio is calculated as:

(Long-term debt + Short-term debt + Leases)/ Equity

Companies with high debt ratios need to have steady and
predictable revenue streams in order to service that debt. Companies
whose revenues fluctuate and are less predictable should rely more on
equity in its capital structure. Leverage also has obvious implications
for solvency.

DuPont analysis was developed by the DuPont Corporation in the
1920s as a tool to assess their investments across their various compa-
nies and operations. As an early conglomerate, they need a tool to
assess the relative performance of varied business in order to make
decisions of where and how to allocate resources. By now it has been
widely adopted as a managerial and investment tool.

DuPont Analysis is an expression which breaks return on equity
(ROE) into three parts.

The basic formula is:

ROE = (Profit margin)*(Asset turnover)*(Equity multiplier) =

(Net profit/Sales)*(Sales/ Assets)*“(Assets / Equity) = (Net
Profit/Equity)

The three constituent parts are:

» Profitability: measured by profit margin
« Operating efficiency: measured by asset turnover
« Financial leverage: measured by equity multiplier

DuPont analysis enables you to understand the source of superior
(or inferior) return by comparison with companies in similar industries
or between industries. It also provides a deeper level of understanding
by parsing apart the significant variable of return on equity. And ROE
is certainly a metric that equity investors find important.
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DuPont Formula “7g
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RETURN ON EQUITY EXPLAINED
» Return on Equity is a performance measure to analyze returns for owners & investors.
« The formula is Net Income (Income Statement) divided by Equity (Balance Sheet)
= The DuPont Formula breaks down Return on Equity into its individual components for analysis.

DUPONT FORMULA
RETURN ON EQUITY (ROE)
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= Return on Equity is Net Prafit divided by Equity: u v e
» Dupont Formula breaks out Net Profit and Equity into multiple components.
= In the formula above, everything cancels out except for Net Income and Equity.
Example: Operating Income is in the Top of the - Result: Operating Income is canceled out.
Operating Margin and Bottom of Interest Burden Ratio. Only Net Income and Total Equity will remain!
THE THREE DRIVERS _ DOWNSIDE
ghted by the net d Manipulation: All ing metrics can easily
;mfl In or net inl:ome." revenue be manlpulated ar a.d]usted to look better.
ncy measured by the asset turnover a Not Cash: This isn't cash. A higher ROE does not
ratio, or rm.renue / total assets *=" mean more cash is available to pay bills.
AFi everage: 1 by the equity 4 & Lacks Context: Ratios are the result. It doesn't
multiplier formul.a, or total assets / total equity A" give a why.

WORKING CAPITAL

Working Capital is a term used to describe the amount of money and
liquid assets available and required to operate a business. It is a finan-
cial metric which represents operating liquidity. Working capital is the
difference between current assets and current liabilities. Along with
fixed assets such as plant and equipment, working capital is consid-
ered a part of operating capital. The management of working capital
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involves managing inventories, accounts receivable, accounts payable,
and cash.

Current assets and current liabilities include three accounts which
are of special importance. These accounts represent the areas of the
business where managers have the most direct impact and influence:

« Accounts receivable (current asset)
« Inventory (current assets), and
« Accounts payable (current liability)

Short-term loans and the current portion of long-term
debt (payable within 12 months) are also critical, because they repre-
sent short-term claims on current assets and are often secured by long-
term assets. Bank loans and lines of credit are common types of short-
term debt

An increase in net working capital indicates that the business has
either increased current assets or has decreased current liabilities.
Financing and managing working capital is a major operating chal-
lenge, especially for companies that are rapidly growing.
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Financing Working Capital

Receivables and inventory are usually financed with a line of credit
(revolving debt like a credit card). Managing receivables aims at
making sure that all your customers pay and that they pay in a timely
manner; you need that cash in the door! Accounts Receivables
turnover is a ration we discussed earlier that indicates the timeliness of

credit sales being paid.
Managing inventories a means not letting inventories build up. You
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do this by monitoring sales, manufacturing activity, and the Inventory
turnover ratio. You want enough inventories so you can accommodate
a spike in sales, but you also don’t want to risk having too much
inventory that you can’t unload. This is especially important with
products that have a short life cycle and can become obsolete. If not
sold in a timely manner this might force you to deeply discount prod-
ucts in order to sell them. This can lead to incurring a loss. Operations
Management is the discipline focused on these issues and mitigating
potential problems.

You can quickly asses how a company is doing in this regard by
looking at their balance sheet and comparing Current Assets to
Current Liabilities and seeing if there is a larger amount of Current
Assets. Do this comparison for the last few years and you can see if
there is a change in Working Capital and if it is due to a build-up of
inventories.

FINDING FINANCIAL STATEMENTS TO READ AND UNDERSTAND

Now you know what information is conveyed in Financial Statements
are, how they are structured and presented, and techniques for
analyzing them. You can now use this knowledge to look up, review
and analyze companies. Look at other businesses in your line of work
and compare how your company is doing in comparison to them. Or
check out companies you might be interested in investing in. You can
find tons of such information online related to publicly traded
companies.

Company Specific Financial Information

Public companies are corporations that are traded on the stock
market. Most large companies you are familiar with are publicly
traded. Their stock price is listed in the paper and on Yahoo! Finance
and other websites. The Securities and Exchange Commission (SEC)
regulates these companies and the stock markets. One of the require-
ments for these companies is to submit audited financial statements
along with descriptive information about their operations to the SEC.
These annual reports, called 10Ks, are available online for public
review. You can now begin to put your new found knowledge to use.
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Look on the www.SEC.gov website for 10Ks of public companies.
Besides their annual financial statements, public companies must also
disclose information about their operations and strategy such as:

« Who they believe their competitors are,

« How they plan to grow the business,

« What the general economy looks like and

« How they predict it will affect their business segments.

This represents a wealth of expert opinion on your specific business
domain and makes for great and profitable reading
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CHAPTER 9

THE ROLE OF AUDITORS

AS PER THE SEC requirements and regulations, in order to be
eligible to be traded on a stock exchange, a publicly traded company’s
financials must be prepared by the company and then reviewed and
audited by an outside Certified Public Accountant (CPA).

What is an auditor?

The auditing process entails reviewing the financial statements
prepared and drafted by the company to make sure they conform to
GAAP and other rules. The auditors also “test” the numbers by
requesting and reviewing supporting documentation such as invoices,
checks, bills, and contracts. They send letters to the company’s banks
to confirm bank balances and contact lawyers the company has
worked with to confirm that there are no liabilities or law suits
pending that have not been disclosed.

THE AUDITING PROCESS

As we have discussed, there are strong temptations to commit fraud.
People who run companies have the power to exploit financial infor-
mation for personal gain. For publicly traded companies annual
auditing is a legal requirement. The investors of many privately held
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companies, including their bankers, also require annual audited finan-
cial statements.

The audit process is designed to protect against misrepresenting
financial information to improve results, avoid taxation, hide fraud, or
not report latent liabilities. Audits are a process of gaining information
about the financial systems and the financial records of a company.

Financial audits are performed to ascertain the validity and reliabil-
ity of information, as well as to provide an assessment of the compa-
ny’s internal control system. Audits are carried out by a third party
impartial account that is certified as a CPA.

To work on other company’s financials you must be a CPA. In
the United States a CPA will have passed the Uniform Certified Public
Accountant Examination and met additional state education and expe-
rience requirements for membership in thier state’s professional
accounting body. You don’t have to be a CPA to work for a company
internally as an employee in accounting or finance.

Since the auditor cannot feasibly know or discover everything
about a company, an audit seeks to provide reasonable assurance that
the financial statements are free from material error. Test work and
sampling of documents is performed in audits as a way to statistically
confirm that the accounting has been done properly by the company. A
set of financial statements are understood to be ‘true and fair’ when
they are deemed free of material misstatements. The auditor confirms
this in their opinion letter that precedes the financials in the presenta-
tion. The opinion given on financial statements depends on the audit
evidence obtained. You find the opinion letter at the beginning of the
audited financial statements.

GAAP AND IFSR

GAAP is short for Generally Accepted Accounting Principles. These
are the rules and accounting principles that have been adopted by the
accounting profession in the United States. The rest of the world has
adopted a different set of standards called IFSR. IFSR stands for
International Financial Reporting Standards. It is the accounting stan-
dard used in more than 110 countries. Both standards intend to capture
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and represent the economics of accounting transactions as accurately
and clearly as possible.

The fact that there are two different accounting frameworks in the
world creates problems for users of accounting information and are a
burden to international companies. International companies must keep
two sets of accounting records and provide two completely different
sets of audited financial statements. That ends up being a cumbersome
amount of extra work. Although there has been an effort to harmonize
the two standards into one universal standard, they have not arrived at
one yet.
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INTERNAL CONTROLS

Budget Controls
Establish clear budget procedures and
approval processes and monitor
performance. Ensure review and

np Is for financial acc bili

| Data Integrity & Validation
Financial data accuracy, completeness,
and reliability in FPRA require data

| validation checks, reconciliation, and

| periodic reviews of data sources.

Forecast Accuracy Monitoring
Implementing controls to monitor actual
outcomes versus forecast. Deviations
should be recognized and investigated.

Review & Approval Process |

Implement contrals to ensure financial ! B
alyses, reports, and rec dati \ N

are subject to review and approval to |

help ensure accuracy and reliability.

Segregation of Duties

Establish SaD to prevent conflicts of
interest and reduce the risk of errors.
Different individuals should prepare and
approve financial analyses or forecasts,

Data Security & Confidentiality
Implement cantrols to protect sensitive
financial data, Restricting access to data
and regularly reviewing and updating
SECUrity measures,

Change Management

Implement controls to manage changes
in processes or models. This includes
documenting and reviewing changes and
assessing their potential impact.

) Document and Audit Trail
Maintain proper documentation,
including assumptions, models, and
calculations. Establish an audit trail that
allows for traceability and verification.

Compliance Monitoring

Ensure compliance with relevant
financial regulations, accounting
standards, and internal policies. Conduct
periodic assessments.

| Performance Measurement |
Monitor the performance and {
effactiveness of the FP&A function. ' |,
Establish KPIs and conduct periodic [
performance assessments.

BEST PRACTICES |

Alignment with Strategy

To keep the campany in line with its
strategic goals and objectives, FP&A
activities must be aligned with the
comparny's mission, vision, and priorities.

Driver-Based Planning
Develap financial models that
key operational drivers drive, This

i enhances forecast accuracy by directly
linking outcomes to influencing factors.

Ci and Ci

Ta ensure that financial plans and
analyses are accurate and relevant, the
FPRA teams need to work closely with
other departments and leadership.

Use of Technology

Leverage FPEA tools to streamline
processes and improve data analysis.
Automating routine tasks allows FP&A
teams to focus on higher-value activities.




CHAPTER 10

BUDGETING

BUDGETS ARE financial projections developed for a relatively short
and predetermined period of time. Most budgets are prepared for the
next year and divided into detailed monthly budgets. Budgets can be
expected to be reasonably accurate because they represent estimates of
relatively short time periods and because they rely on historical infor-
mation about the company.

Budgets are created, reviewed, and approved and then used to
measure the actual performance of the company each month. Did the
company under or over perform relative to the budget? The differences
between the actual accounting prepared at the end of the month and
the budget amounts is called a Variance. Variances are reviewed and
discussed to see why some line items went over budget and why some
may be significantly under budget. Budgets are developed using
historical performance data, which means that they are relatively
predictive of the levels at which a company should be operating. And
the budget will reflect the goals that management hopes to achieve in
the coming year.

Budgeting is part of the planning process and reviewing the actual
results against the budget on a regular basis is good management
practice.
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FINANCIAL PROJECTIONS

Financial projections are less accurate than budgets because they are
forecasting sales and expenses three to five years into the future. The
ability to predict the future with any level of accuracy diminishes as
the timeframe gets more remote and removed from the present.
Financial projections are made for start-ups or new divisions of
companies. This is done for long term planning and valuation
purposes. Financial projections are used to assess whether a project is
financially worth pursuing. They serve as an instrument to analyze
whether or not to make an investment or fund a project or venture.

SPREADSHEETS

Budgets and Financial Projections are prepared in spreadsheets. The
rows and columns are perfectly suited for a quick summation of
revenues and expenses in columns and rows. The actual accounting
figures can be imported into a spreadsheet from the accounting soft-
ware for variance analysis.

Many of you are probably very familiar with spreadsheets and how
they operate. Here is a short summary for those of you becoming
familiar with them.

Spreadsheets are computer programs used a lot in accounting
as worksheets. Arranged in the manner of a mathematical matrix, they
contain a multicolumn, multi-row layout. Using them makes your life
simple when adding columns of numbers and it gives you clear a
record of those columns and calculations. This can be convenient six
months later when you can’t remember how the heck you came up
with a certain number that is throwing your books out of whack.
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Microsoft Excel is the most common spreadsheet program, both
powerful and easy to learn. Become familiar with the basic functions
and features of Excel. There are great online tutorials from Microsoft
from absolute beginner through sophisticated applications of Excel.
There are also many third party tutorials freely available on YouTube.



CHAPTER 11

MANAGERIAL AND COST
ACCOUNTING

WHAT WE HAVE BEEN DISCUSSING SO FAR is called
Financial Accounting: recording transactions and preparing financial
statements. Another part of accounting is Cost Accounting. While
Financial Accounting information is of interest to users both internal
and external to the company, cost accounting is a set of techniques that
is strictly applied and used only internally

The goal of cost accounting is to clearly understand the costs associ-
ated with the products produced and services provided by a company.
Understanding costs in detail is extremely important in order to figure
out the best and least expensive ways to make products.

Cost accounting is an important management decision making tool.
Managers use cost accounting to make decisions to maximize prof-
itability.

DIFFERENCES BETWEEN FINANCIAL AND COST ACCOUNTING

Financial accounting aims at recording and presenting the results of an
accounting year in the form of an Income Statement, Balance Sheet,
and Cash Flow Statement. Cost Accounting aims at computing the
costs of production or services in a rigorous analytic manner that facili-
tates cost control and cost reduction.
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Financial accounting reports the results and position of business to
management, government, creditors, investors, and other external
parties, while Cost Accounting is an internal reporting system to aid
management in their decision making processes.

In financial accounting, cost classification is based on various types
of transactions, such as salaries, repairs, insurance, inventory etc. In
cost accounting, classification is made on the basis of functions, activi-
ties, products, and processes. It is a different approach and way of
looking at costs and how they aggregate up. Cost accounting classifica-
tions and presentation is directed at internal planning and control and
serves the information needs of the organization.

Financial accounting aims at presenting a ‘true and fair’ view of the
transactions, profit and loss for a period, and the Balance Sheet on a
given date.. These concepts are not the focus in cost accounting since
we are not making reports to share with the general public.

WHAT IS COST ACCOUNTING?

Managers need actionable information to make informed decisions
about how to increase profits.
There are two ways to increase net income or profit:

« Increase revenues

« Reduce costs

Rarely can you increase revenues without also increasing costs to
support the increased revenues. If costs increase at a faster rate than
revenues increase, due to inefficiencies, then increasing revenues is
counterproductive. Or in the second case, if a reduction in costs, say
marketing of advertising, has an unintended negative impact on
revenues, then that cost reduction strategy is also counterproductive.
These scenarios illustrate the fundamental importance of really having
a good handle on all the aspects of costs and the dynamics of how they
vary.

Understanding cost structure and determining costs of producing
goods or delivering services can get complicated. Complexity increases
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as the number of variables and components of cost increase.
Complexity can vary depending on the scale of an operation, the
degree of automation and labor, the number of inputs, and the
complexity of overhead calculations and estimates. Cost accounting is
a sub discipline of accounting that deals with measuring costs accu-
rately. Cost Accounting is a function internal to the enterprise and not
shared with the outside world like Financial Accounting.

Cost accounting is a process of collecting, analyzing, summarizing,
and evaluating the various elements that make up the total costs of
production and delivery. Cost accounting techniques are used to
understand the cost structure and how different cost components vary
with the amounts produced. Operations and production processes can
be optimized with a greater understanding of cost structure.

Cost accounting is used to analyze different alternatives in order to
make optimal decisions about the most cost efficient use of resources
and production and distribution processes. Cost accounting has close
ties to operation’s management and industrial process design. You
may be able to reduce costs by substituting less expensive materials, or
streamlining a workflow in a manufacturing floor design.

Looking at it from an Income Statement point of view the goal of
managing and controlling costs allows the maximum amount of
revenue to fall to the bottom line as net income.

Cost accounting provides detailed cost information for manage-
ment to control current operations and plan for the future. Its primary
function is to facilitate decision making for managers. This is why cost
accounting is sometimes called managerial accounting.

The goal is to produce reports or computer dashboards that are
used by management to determine the most appropriate course of
action based on the cost efficiency and production capability.

There is wide variety of approaches to cost accounting and the
systems used by different companies and even in different parts of the
same company or organization. Unlike the financial accounting
systems that record the debits and credits of transactions and assist in
the preparation of periodic financial reports, cost accounting systems
and reports are not subject to rules and standards such as Generally
Accepted Accounting Principles.
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Financial Statements are shared with parties outside a company
like bankers, investors, governmental authorities, and suppliers.
Because they are shared with outsiders for them to make decisions
about the health and profitability of a company, they need to be
uniform, consistent, and adhere to certain standards.

Managerial and cost accounting reports are proprietary. They are
not shared outside the company. There is more latitude and flexibility
in preparing what information is important and how best to present it
to be actionable.

HOW COSTS ARE CATEGORIZED

There are two basic types of accounting: managerial, also called cost,
accounting, and financial accounting. Financial accounting is shared
with the outside world in the form of reporting financial statements.
Cost accounting is proprietary and only shared within a company. If
done well, cost accounting is a competitive advantage.

In financial accounting we show costs as expenses on the Income
Statement. Direct costs are sometimes shown as an expense line right
below revenues. We call this expense line Cost of Goods Sold or COGS.

In cost accounting our focus is on what is costs to produce some-
thing. Our goal is to manage costs and optimize them. The less some-
thing costs to make, the more profit.

We bundle expenses to parse cost information so we can gain
managerial insights. Our goal is to better analyze product or manufac-
turing costs.

We separate our costs into two general categories: direct and indi-
rect costs. There are three basic elements of costs: direct materials,
direct labor, and overhead. Materials and labor are the major compo-
nents that make up direct costs. Overhead is an indirect cost. We group
these all together as manufacturing costs.

In financial accounting we show costs as expenses on the Income
Statement. Direct costs are sometimes shown as an expense line right
below revenues. We call this expense line Cost of Goods Sold or COGS.

What gets measured gets managed, so measure what matters.

In cost accounting our focus is on what is costs to produce some-
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thing. Our goal is to manage costs and optimize them. The less some-
thing costs to make, the more profit.

We bundle expenses to parse cost information so we can gain
managerial insights. Our goal is to better analyze product or manufac-
turing costs.

We separate our costs into two general categories: direct and indi-
rect costs. There are three basic elements of costs: direct materials,
direct labor, and overhead. Materials and labor are the major compo-
nents that make up direct costs. Overhead is an indirect cost. We group
these all together as manufacturing costs.

Creating value is the process of transforming inputs into a product
or service. The cost of raw materials and labor are what make up direct
costs.

Direct materials include purchased parts. They are directly associ-
ated with making the product. There are materials that support the
process but don't end up in the finished good. Things like oil for
machines or masking tape for painting. These are indirect materials.
We account for indirect materials as part manufacturing overhead.

Direct labor is the cost of the workers who make the product. Indi-
rect labor includes workers who do not use the direct materials to
build the product. Supervisors, managers, and maintenance workers
are indirect labor. Indirect labor is part of manufacturing overhead.

Manufacturing overhead costs include indirect materials, indirect
labor, and all other manufacturing costs. Depreciation on factory
equipment is part of overhead. Costs related to the factory like rent,
insurance, taxes, and utilities are also part of manufacturing overhead.

DIRECT, INDIRECT, FIXED AND VARIABLE COSTS

This nomenclature is interrelated and can be confusing. You may have
to read through this section a couple of times to refresh and clarify
these concepts. It may be a bit confusing at first, but will become clear
with use.

All types of businesses track their activities with cost accounting
techniques. Managers need to understand the costs of running the
business. If you don’t know your costs accurately, you don’t know if
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you are making money. You need to sell things for more than they cost
to make to have a sustainable business.

Cost accounting developed with the industrial revolution. As the
scale of enterprises increased so did their complexity. Operating
complex enterprises led to the development of systems for recording
and tracking costs. Understanding costs help managers make better
decisions. We now have 300 years of cost accounting experience to
draw upon.

In the beginning of the industrial age costs were primarily variable
costs. Labor, raw materials, and power varied directly with the level of
production. The total variable costs were a rough guide for decision-
making.

Variable costs go up and down according to the volume of work.
Other costs tend to remain the same whether a factory is busy or idle.
Manufacturing has become more mechanized and automated. As a
result, fixed costs have become more important in management.

Fixed costs include factories, equipment, and maintenance. They
also include overhead costs like quality control, storage, plant supervi-
sion and engineering. These costs were not part of businesses in the
early days of industrialization. With the growth of industrial scale
enterprises like railroads, fixed costs became important. You can't
move freight on a railroad without first putting down tracks and
buying locomotives. These are fixed costs.

Not understanding how to allocate fixed costs to products initially
lead to poor decision making. Today we know that understanding
fixed costs is crucial to making informed decisions about products and
pricing.

Direct costs such as labor and raw materials are variable costs. Total
variable costs increase as more units are manufactured. For example,
every pizza made in a pizzeria uses a certain amount of dough. That
dough, the raw material, is a variable cost.

Direct costs can be variable or fixed. A supervisor is a direct
cost. Her salary is the same each week no matter how many products
are manufactured. Her salary is a fixed cost. By contrast, raw materials
are a direct cost, and a variable cost. The amount of supplies used
increases as the volume or activity increases. Got it?
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Fuel used operating a machine is an indirect cost. The cost of the
fuel is variable because more is used when the machine runs longer
and more products are made. Depreciation is also an indirect cost. It is
a fixed cost since the machine's depreciation expense is the same each
year and not tied to its amount of use.

Costs are categorized as direct or indirect. The cost is fixed if the total
amount of the cost does not change as production volume changes. If
the cost changes as a function of activity or volume, it is a variable cost.
Classifying costs in these ways help managers understand the
dynamics of their operations. It helps them use data about the past, in
the present, to make better decisions about the future. A deep under-
standing of costs and their dynamics is a competitive advantage.
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CLASSIFICATION OF COSTS

“The Secret of all victory lies in the organization of the nonobvious.”

Marcus Aurelius
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In cost accounting we classify and group costs according to their
common characteristics. The basic characteristics are what we have just
discussed.

There are four basic categories for organizing costs: element, trace-
ability, function and structural. There are three elements of costing:
material, labor and overhead. Traceability refers to Direct and Indirect
Costs. Functions have to do with departments and how the operation
is organized like production, administration, selling and distribution,
and R&D. Structural classification means whether a cost is fixed or
variable.

ALLOCATING INDIRECT COSTS

In order to allocate an indirect cost to a specific product, we need to
determine a function or cost driver that will attribute the proper
portion of the indirect cost to the product (cost object). This driver can
be related to one of the direct inputs like labor or material, or calcu-
lated as a function of time. In this manner standard cost accounting
typically determines indirect and overhead costs as a percentage of a
direct cost. This is called activity-based costing.

There are two main approaches to aggregating up these costs
depending on the manufacturing or production environment based on
product or period. The product approach focuses on the product and
the resources used to make and individual product. These costs then
get accumulated based on how many products were manufactured.
The period approach focuses on a period of time such as each month
and is used for manufacturing processes that are continual such as
producing breakfast cereal. It would not be efficient to analyze the
inputs into each Cheerio. In these cases it is more efficient to look at the
process flow and the volume produced during a specific time period
and to use that as the cost driver for allocating indirect costs.

INVENTORY, WIP AND COGS

The Product Cost approach takes raw materials and labor, both direct
and indirect, and overhead, and adds them up in an account called
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Work in Progress or WIP. When materials are first purchased they are
recorded in inventory accounts. As a product is created, more costs are
added to the WIP account. When a product is completed, the WIP
account transfers to a finished goods inventory. When an item is sold
the finished goods inventory account transfers the costs to the Cost of
Goods Sold account (COGS). COGS reflects all the direct, indirect, and
overhead costs that have gone into making that product or delivering
that service.

This procedure of developing a product with a WIP account
outlines the flow through the journal accounts of the process of manu-
facturing.

TRANSLATING COST ACCOUNTING TO THE INCOME STATEMENT

COGS shows up on the Income Statement as the first line under Sales
Revenue. It is subtracted from Sales Revenue in order to calculate Net
Sales Revenue.

What COGS does not include are the administrative, sales, and
marketing expenses that support the distribution and sales of products
and also support the operation of the firm. These expenses are listed on
the Income Statement after Net Sales Revenue and are totaled and
subtracted from Net Sales in order to calculate Net Income.
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COGS PER MANUFACTURING
EMPLOYEE

Total Cost of Goods Sold / Number of
Manufacturing Employees

COST PER CLICK (CPC)

Total Advertising Cost / Total Clicks

ACCOUNTS PAYABLE (AP)
CARRYING COST

(Annual Interest Rate / 360) * Average
AP Balance * Days Held

TOTAL OPERATING COST

Operating Expenses (OPEX) + Cost of
Goods Sold (COGS)

OPEX PER NON-MANUFACTURING
EMPLOYEE

Total Operating Expenses / Number of
MNon-Manufacturing Employees

COGS MARGIN
COGS / Sales

COGS PER SQ.FT./SQ. M

COGS / Square Footage or Square
Meters of Manufacturing Space
TOTAL FIXED COST

Sum of all costs that do not vary with
the level of output

TOTAL VARIABLE COST PER UNIT

Total Variable Cost / Total Units
Produced

OPEX MARGIN
(Sales - OPEX) / Sales

CLIENT ACQUISITION COST

Total Marketing and Sales Expenses /
Number of New Customers Acquired

OPEX PER SQ.FT.

Total Operating Expenses (OPEX) /
Total Square Footage of the Facility
INVENTORY HOLDING COST
Inventory Carrying Rate * Average
Inventory Value

TOTAL PAYROLL TO COGS + OPEX
Total Payroll / (COGS + OPEX)

SELLING, GENERAL, AND
ADMINISTRATIVE (SG&A) MARGIN

(Sales - SG&A Costs) / Sales
ACCOUNTS RECEIVABLE (AR)
CARRYING COST

(Annual Interest Rate / 360) * Average
AR Balance * Days Held

RESEARCH AND DEVELOPMENT
(R&D) MARGIN

(Sales - R&D Costs) / Sales
AVERAGE COST OF DEBT

Total Interest Expense [ Total Debt

SALES & MARKETING COSTS MARGIN
(Sales - Sales & Marketing Costs) / Sales

AVERAGE COST OF EQUITY

Dividends per Share / Market Price per
Share OR (Dividends per Share / Market
Price per Share) + Dividend Growth Rate

MANAGERIAL ECONOMICS AND COST ACCOUNTING

The structure and dynamics of costs and revenues vary from one
company to the next. They vary based on the volume produced and
sold. Managerial economics and cost accounting overlap in measuring
and analyzing these relationships.

The goal of managers is to maximize profit. Managerial economics
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is a set of tools to minimize costs and maximize revenues. It applies the
techniques of microeconomics to total, average, and marginal costs. It
determines levels of costs and revenues that optimize profit. Cost
accounting and economics overlap in the field of managerial
economics. We will now look at several very useful cost and revenue
analysis techniques.

BREAK EVEN ANALYSIS

The break-even point is a concept used in economics and business. It
is derived from cost accounting data. It is the number where total costs,
fixed and variable, and total revenue are equal. It is the number of
units that need to be sold so there is no net loss or gain.

At break-even, all the costs are covered. The profit at the breakeven
point is 0. This is the point after which additional sales will contribute
to a profit.

Total Costs
Break-Even Point

Units

The break-even point is the sales amount required to cover total
costs. Total costs are both fixed and variable costs. It can be measured
either in units or revenue. Break-even is only possible if the price
charged per unit is higher the variable cost per unit. The difference
between price and variable cost contributes toward covering fixed
costs. We call this amount the Contribution Margin.

The goal of business is to make a profit. Break-even analysis deter-
mines the sales that must be exceeded to make a profit. It is a measure
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of the sustainability of a business. It also measures the impact of
marketing campaigns.

The break-even point is clear and direct analytical tools for manage-
ment. It provides insight into the relationship between revenue, costs,
and net income.

The retail industry tracks break even on an annual basis. Break-
even in retail doesn’t usually occur until late in November. That is why
we call the Friday after Thanksgiving Black Friday. That is when most
retail operations go from operating in the “red” (at a loss) to operating
in the “black” (making a profit). Red and black refer to the ink colors
used in accounting ledgers to denote a loss or a profit.

TARGET INCOME SALES

The break-even point relates to the concept of Target Income Sales.

Target Income Sales is the required revenue to achieve a budget-
ed profit goal. A CEO may focus on a target net income (profit)
number. This goal needs translation into a sales revenue target for the
sales team. Target Income Sales is a way of backing out the sales
required to achieve a profit goal.

The calculation is similar to breakeven analysis. Here is the
formula:

(Fixed costs + Target income) + Contribution margin percentage

Lets say a company's president wants to achieve profits of
$1,000,000. The firm's fixed costs are $2,400,000 and the average contri-
bution margin percentage (revenue minus variable costs) is 40%. In
this case Target Income Sales is $8,500,00:

($2,400,000 Fixed costs plus $1,000,000 Target income)/40% Contri-
bution margin percentage = $8,500,000

The Target Income represents the desired income point. Target
Income Sales are the sales targets developed in the budget.

COST-VOLUME-PROFIT ANALYSIS

Cost-volume-profit (CVP) is an analytic tool based on cost accounting
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measures. CVP analysis is a framework for figuring out how you get to
profitability. It can be very useful for making decisions and analysis.
CVP analysis expands on break-even analysis. An important transi-
tion point in CVP analysis is the break-even. This is where total
revenues equal total costs. At break-even an enterprise has no profit or
loss and costs are covered.
CVP is based on the same assumptions as break-even analysis:

« Costs and revenues behave linearly.

« Costs are either fixed or variable.

« The amount of activity is the only factor affecting costs.

+ All the units produced are sold. There is no inventory
build up.

« The product mix remains constant.

The CVP elements are:

« Activity Level

« Unit prices
 Unit Variable Cost
o Total fixed costs

Economics is considered a science. Science seeks to gain insights by
using assumptions to reduce complexity. Managerial economics
reduces the complexity of situations to gain better understanding and
insight. This insight is helpful for informed decision making and
future planning.

CVP assumptions create a simplified linear model of how costs and
profits interact. This interaction plots levels of volume sold at a consis-
tent unit price. Increases in volume effect total revenues and costs in a
linear fashion. This is because we assume constant costs and prices.

CVP identifies the contribution of revenue to cover fixed costs. This
contribution margin is what is left after variable costs are covered. The
nature of the contribution margin is the main insight of CVP. If the
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unit price is greater than the unit variable cost, then each successive
unit sold will chip away at fixed costs. The break-even point is a
special case of CVP where revenue covers total fixed and variable
costs.

The following are the formulas for deriving CVP:

Total Costs = Total Fixed Costs + (unit variable costs X number of
units)

Total Revenues = Sales Price X number of units

Now we need a little algebra. Don’t be intimidated. We are just
putting the elements of the above formulas into abbreviations:

TC=FC+VxU

TR=PxU

Where:

o TC = Total costs

« FC = Total fixed costs

o V = Unit variable cost

o U = Number of units

« TR = Total revenue or Sales
» P =Sales price per unit

We calculate profit as TR-TC. It is a profit if this is a positive number
and a loss if it is negative.

Next we unbundle the components of Costs and Sales. This will
provide further insight into operations. We will do this by deriving a
formula for the contribution margin. This will take a bit more algebraic
manipulation. Hang with me and don’t let the algebra intimidate you.
It will follow the narrative description above about what the Contribu-
tion Margin means.

First, we separate total costs into the fixed and variable costs
components:

TC=FC+VxU

We can now unbundle the components of sales as contribu-
tion plus variable costs. Contribution is what's left after deducting
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variable costs from sales. Before achieving break-even, contribution
goes towards offsetting fixed costs. After breakeven, contribution is the
amount of a unit sale going towards profit.

TR=CxU+VxU

We can think of profit/loss (PL) as the contribution margin from
the units sold minus the total fixed costs:

PL=CxU-TEFC

CVP analysis is a framework for figuring out how you get to prof-
itability. It describes how many units at what price you need to sell to
cover all your costs. In practice, the assumptions can limit its accuracy.
It is a way to get a handle on the dynamics of how your cost structure
affects your goal of turning a profit. And turning a profit is how you
remain a sustainable business.

COST ACCOUNTING SUMMARY

Cost accounting is a fundamental set of tools for analyzing a business
and making decisions. Cost accounting overlaps with finance in
making informed managerial decisions. Now that you are familiar
with cost accounting terminology and techniques, put them to use
ASAP!



CHAPTER 12

TAX ACCOUNTING

TAX ACCOUNTING IS ALSO its own specialty and profession.
The rules differ from state to state in the U.S. and tax laws and rules
change on a regular basis. Keeping up with these changes and their
implications is a full time job. Tax accounting in the US is governed by
the Internal Revenue Code and overseen by the Internal Revenue
Service (IRS) which dictates the specific rules that companies and indi-
viduals must follow when preparing their tax returns. Tax accounting
principles differ from Generally Accepted Accounting Principles
(GAAP).

There are several taxing authorities that you need to be aware of and
remain in compliance with: Federal (IRS), and State and local authori-
ties, such as county or city. Hire the services of a CPA that specializes
in taxes to help you initially prepare and file quarterly estimates and
tax returns.

Never defer paying taxes and contemplate using the tax money to
finance the business. You may rationalize that you only need it to cover
expenses for a short while and then will pay the taxes later. This is a
slippery slope and a recipe for disaster; do not fall into this trap.
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CHAPTER 13

SUMMARY

THE FOUNDATIONAL IMPORTANCE and Impact of
Accounting in Modern Life

The history of accounting is several thousand of years old and can be
traced back to the great ancient civilizations. The early development
of accounting dates back to ancient Mesopotamia and the Sumerians,
and is closely related to the basic developments of writing, count-
ing and money. The Egyptians and Babylonians had developed exten-
sive auditing and accounting systems. By the time of the
Emperor Augustus two thousand years ago, the Roman govern-
ment had access to detailed financial information relating to their
empire.

The invention of double entry bookkeeping is attributed to Luca
Pacioli. He was a Franciscan monk and is referred to as the father of
accounting. The book in which he describes double entry bookkeeping
was a mathematics text called the Summa de Arithmetica, Geometria,
Proportioni et Proportionalita. He wrote it in 1494. Luca was living with
Leonardo da Vinci at the time in Milan and was Leonardo’s math tutor.
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The first actual recorded description of double entry bookkeeping was
in 1458 in a work titled: Book on the Art of Trade. The author’s name was
Benedikt Kotruljevi¢. He was born in Dubrovnik in 1416.

Double entry bookkeeping is one of the great intellectual
breakthroughs and turning points in history. It is the basis of modern
accounting. This method enables traders, merchants, entrepreneurs, to
accurately keep track of every transaction in detail. It provides
investors with an accurate summary of the business activities of an
enterprise.

Accounting allows people to organize massive amounts of transac-
tional information and produce summary financial statements. These
financial statements distill the information into readable form that
communicates the operational performance of a business.

The income statement shows total revenues minus total expenses,
leaving either a profit or loss. The balance sheet illustrates the assets,
the debts, and the difference between them as owners' equity.

These financial tools have enabled business owners, investors, and
governments to allocate resources more effectively. For example, if a
business person owned two shops, they could look at each income
statement and review the profits or loss. From this information they are
able to determine in which one to invest more money, effort and time;
or which one to close.

As this type of analysis developed, more decisions began to be made
using the information provided by accounting. This led to more effi-
cient and effective use and deployment of capital. Capital grew, and as
it did so did the surplus benefits to society.

From analysis of the income statement the idea of the return on
investment (ROI) evolved. ROI enabled investors to compare invest-
ments objectively with the simple ratio formula. They could then
double down on the better performing ones.

Investors, bankers, and the business community started to add
calculations and assessments of risk to the analysis. An entrepreneur
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might ask: if we could make a $1,000 on investment A and a $1,000 on
investment B, which one has the least risk thereby making the invest-
ment safer? Or which investment has the more important outcome,
making bearing the risk more acceptable? This combination of risk and
return into business analysis became the basis of Corporate Finance.

Organizing financial information and the results of operations into the
balance sheet has had a great impact as well. The balance sheet shows
how assets are financed and grow by reducing accounting into a
simple elegant equation: Assets = Liabilities + Owners' Equity. The
equation shows that everything owned is financed with a combination
of debt and equity.

With these insights owners, investors and entrepreneurs were able
to value their assets more accurately and to sell them to others for what
they were worth. People began to make better and wiser decisions and
became financially literate. This drove markets to develop around the
world. Wealth has been created on an unprecedented scale, lifting
millions of people out of poverty. Accounting is foundational in the
modern capitalist economic miracle.

NEXT STEPS

In this book we have gone over bookkeeping; financial statement
preparation and basic analysis; budgeting and financial projections.

Accounting is not a spectator sport. You will really learn accounting
by doing it. But first you need to know what to do. Jump-starting
through the complexity of that paradox is no small feat.

Your intention to learn is the first step. Purchasing this book was
the second step. Journeys start with initial steps. But they are of no use
to you unless you read it, comprehend the ideas and internalize the
concepts. As you are reading this: Congratulations! You have digested
the material. No one can take that away from you. This is an accom-
plishment that you can be proud of.

Now that you have read through it once, you may want to return to
sections again more thoughtfully until you own this subject.
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Now you are part of this tradition. It's now time to put your
accounting knowledge to work! Go forth and prosper!

This leads to our next related topic: Finance. Check out MBA ASAP
Guide to Corporate Finance. It is an award winning book on the
subject.



CHAPTER 14

0&A

THESE ARE questions and answers that I initially published on
Quora related to Accounting, Financial Statements, Financial Analysis,
and Corporate Finance.

ACCOUNTING

WHAT IS THE DIFFERENCE BETWEEN REVENUE AND EBITDA?

Both are Income Statement numbers. Revenue is the top line on the
Income Statement. It is the money from sales. EBITDA is what is left
from Revenue after expenses have been subtracted. EBITDA stands for
Earnings Before Interest Taxes Depreciation and Amortization.

Earnings, Profit, and Net Income are all terms for the same number.
They are synonyms.

Here is more information on the Income Statement and how to
read one.

INCOME STATEMENT

The Income Statement can be summarized as: Revenues less Expenses
equals Net Income. The term Net Income simply means Income (Rev-
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enues) net (less) of Expenses. Net Income is also called Profit or Earn-
ings. Revenues are sometimes called Sales.

You understand this concept intuitively. We always strive to sell
things for more than they cost us to make. When you buy a house you
hope that it will appreciate in value so you can sell it in the future for
more than you paid for it. In order to have a sustainable business
model in the long run, the same logic applies. You can’t sell things for
less than they cost you to make and stay in business for long.

Think of the Income Statement in relation to your monthly personal
finances. You have your monthly revenues: in most cases a salary from
your job. You apply that monthly income to your monthly expenses:
rent or mortgage, car loan, food, gas, utilities, clothes, phone, entertain-
ment, etc. Our goal is to have our expenses be less than our income.

Over time, and with experience, we become better managers of our
personal finances and begin to realize that we shouldn’t spend more
that we make. We strive to have some money left over at the end of the
month that we can set aside and save. What we set aside and save is
called Retained Earnings.

Some of what we set aside we may invest with an eye toward
future benefits. We may invest in stocks and bonds or mutual funds, or
we may invest in education to expand our future earning and working
prospects. This is the same type of money management discipline that
is applied in business. It's just a matter of scale. There are a few addi-
tional zeros after the numbers on a large company’s Income Statement
but the idea is the same.

This concept applies to all businesses. Revenues are usually from
Sales of products or services. Expenses are what you spend to support
the operations: Salaries, raw materials, manufacturing processes and
equipment, offices and factories, consultants, lawyers, advertising,
shipping, utilities etc. What is left over is the Net Income or Profit.
Again: Revenues — Expenses = Net Income. “Your Income needs to be
more than your Outflow or your Upkeep is your Downfall.” My Mom
used to say that. :)

Net income is either saved in order to smooth out future operations
and deal with unforeseen events; or invested in new facilities, equip-
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ment, and technology. Or part of the profits can be paid out to the
company owners, sometimes called shareholders or stockholders, as
a dividend.

The Income Statement is also known as the "profit and loss state-
ment" or "statement of revenue and expense." Business people some-
times use the shorthand term "P&L," which stands for profit and loss
statement. A manager is said to have “P&L responsibilities” if they run
an autonomous division where they make the decisions about market-
ing, sales, staffing, products, expenses, and strategy. P & L responsibil-
ity is one of the most important responsibilities of any executive
position and involves monitoring the net income after expenses for a
department or entire organization, with direct influence on how
company resources are allocated.

"non

The terms "profits," "earnings" and "net income" all mean the same
thing and are used interchangeably.

Remember: Income (revenue or sales) — Expenses = Net Income or
profit

Google the term “income statement” and you will see lots of exam-
ples of formats and presentations. You will see there is variety
depending on the industry and nature of the business but they all
follow these basic principles.

You can download my free ebook on Reading and Understanding

Financial Statements on my website http:/ / www.mba-asap.com

WHY DO NET LOSSES REDUCE RETAINED EARNINGS?

This question is a perfect one because it straddles the three financial
statements and their impact on each other.

The impact of the Income Statement on the Balance Sheet is a great
question that goes to the heart of accounting, financial statements, and
financial reporting.

Net profits and net losses are recorded at the end of the period to
the Balance Sheet in the Retained Earnings account. That is what
retained earnings means. The bottom line of the Income Statement
impacts the equity section of the Balance Sheet via Retained Earnings.
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Below is a description of how accounting numbers flow through
the three financial statements and how they are interconnected.

THE BIG PICTURE OF FINANCIAL STATEMENTS

The three Financial Statements: Balance Sheet, Income Statement, and
Cash Flow Statement are interconnected, and the accounting numbers
flow through them. They are the measure of a company's performance
and health.

The interconnection starts with a Balance Sheet showing the finan-
cial position at the beginning of the period (usually a year); next, you
have the Income Statement that shows the operations during the year,
and then a Balance Sheet at the end of the year.

The Cash Flow Statement is necessary to reconcile the cash position
starting from the Net Income number at the bottom of the Income
Statement.

The cash number calculated from the Cash Flow Statement is
added to the cash reported on the beginning Balance Sheet in the Cash
account. This number needs to match the actual money in the bank at
the end of the period. These steps represent the reconciliation process
where you reconcile the cash account number in your accounting soft-
ware to the actual balance in your bank account.

The reconciled amount is recorded as the Cash account balance at
the top right (Asset column) of the end of year (EOY) Balance Sheet.

The Net Income number from the Income Statement (profit or loss)
is then added, or subtracted in the case of a loss, to the Retained Earn-
ings number in the Equity section (lower left-hand side) of the end of
year (EOQY) Balance Sheet. A profit increases retained earnings, and a loss
decreases retained earnings. (This addresses your specific question.)

Changes in non-cash accounts like Accounts Receivable and
Accounts Payable and Depreciation and Amortization will make up
the difference between the Cash Flow number added on the right side
of the Balance Sheet and the Net Income number added on the left-
hand side.

When these steps are performed correctly, all the numbers should
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reconcile. The Assets will be equal to the Liabilities and Equity
(remember the Accounting Equation A = L + E) on the EOY Balance
Sheet.

FINANCIAL STATEMENT INTERCONNECTIONS AND FLOW

Think of it as a system of two Balance Sheets acting as bookends for
the Income Statement. The Cash Flow Statement reconciles the Net
Income (or Loss) at the bottom of the Income Statement with the
amount of cash actually in the bank.

This process accounts for every penny that has come in, gone
through, and gone out of a company during the period.

Understanding the three financial statements and how they knit
together will allow you to assess the financial health, viability, and
prospects of any company, and help you make rational fact-based
investment decisions. It's the basis of Value Investing, and this is how
Warren Buffett does it.

This post ties together the functionality of the financial statements. I
hope this might be an “aha” moment for you. It was for me when I
finally realized how this all fit and worked together.

Understanding how to read and understand financial statements is
the basis of Financial Literacy and Capitalism. Following this big
conceptual picture of accounting will provide a context to keep you
from ever getting lost in the details like specific debits and credits.

Suffice it to say one of the greatest thinkers and writers Johann
Wolfgang von Goethe called double entry accounting "among the
finest inventions of the human mind."

WHY MIGHT A COMPANY HIRE ONE BIG 4 ACCOUNTING FIRM OVER ANOTHER
TO AUDIT ITS FINANCIAL STATEMENTS?

There are lots of very good accounting firms that offer corporate
auditing services. The Big 4 have consolidated from what used to be
called the Big 8. They are the largest accounting firms and have
international operations. Choosing one over the other would come
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down to whether their offices overlap with a companies operations
geographically, price, timing, and whether a CFO feels a comfortable
relationship with the accountants handling the audit.

Here is more general information on the role of auditors and the
process.

The Role of Auditors

As per the SEC requirements and regulations, in order to be eligible
to be traded on a U.S. stock exchange, a publicly traded company’s
financials must be prepared by the company and then reviewed and
audited by an outside Certified Public Accountant (CPA).

What is an auditor?

The auditing process entails reviewing the financial statements
prepared and drafted by the company to make sure they conform to
GAAP and other rules. The auditors also “test” the numbers by
requesting and reviewing supporting documentation such as invoices,
checks, bills, and contracts. They send letters to the company’s banks
to confirm bank balances and contact lawyers the company has
worked with to confirm that there are no liabilities or lawsuits pending
that have not been disclosed.

The Auditing Process

In a company, performance is paramount. There are strong tempta-
tions to commit fraud for personal gain or to make the numbers look
better.

People who run companies have the power to exploit financial infor-
mation for personal gain. For publicly traded companies annual auditing
is a legal requirement. The investors of many privately held companies,
including their bankers, also require annual audited financial statements.

The audit process is designed to protect against misrepresenting
financial information to improve results, avoid taxation, hide fraud, or
not report latent liabilities. Audits are a process of gaining information
about the financial systems and the financial records of a company.

Financial audits are performed to ascertain the validity and relia-
bility of information, as well as to provide an assessment of the compa-
ny’s internal control system. Audits are carried out by a third party
impartial account that is certified as a CPA.
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What does it take to be an auditor?

To work on other company’s financials you must be a CPA. In the
United States a CPA will have passed the Uniform Certified Public
Accountant Examination and met additional state education and expe-
rience requirements for membership in their state’s professional
accounting body. You don’t have to be a CPA to work for a company
internally as an employee in accounting or finance. You can be a CFO
and not be a CPA.

Since the auditor cannot feasibly know or discover everything
about a company, an audit seeks to provide reasonable assurance that
the financial statements are free from material error. Test work and
sampling of documents is performed in audits as a way to statistically
confirm that the company has done the accounting properly.

A set of financial statements is understood to be ‘true and fair’
when they are deemed free of material misstatements. The auditor
confirms this in their opinion letter that precedes the financials in the
presentation. The opinion given on financial statements depends on
the audit evidence obtained. You find the opinion letter at the begin-
ning of the audited financial statements.

You can review the audited financial statements of publicly traded
companies on the SEC website under the EDGAR tab. Look for the
company’s most recent 10K filing.

WHAT HAPPENS WHEN AN EXTERNAL AUDITOR QUALIFIES A FINANCIAL
STATEMENT WHICH DOES NOT COMPLY TO THE STANDARDS?

A company never wants to get a qualified opinion from their auditors.
That means the company did not follow Generally Accepted
Accounting Principals GAAP. It can mean poor controls and proce-
dures for accounting, or fraud and cover-up. Its not a good situation.

If the company is publicly traded the regulators like the SEC can
remove their listing. If the company is private then the investors,
owners, creditors, banks, vendors and others involved with the
company may stop doing business with the company or move to

remove tOp management or sue.
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A company’s ability to keep good records and accounting is critical
to maintaining confidence in its ability to operate well.

BY ADOPTING THE COST ACCOUNTING METHOD, CAN A FIRM PREPARE A
FINANCIAL STATEMENT?

The short answer is financial statements are not derived from cost
accounting accounts.

Cost accounting and financial accounting have different audiences.

Cost accounting is an internal activity for managers. Cost
accounting focuses on measuring direct and indirect costs.

What gets measured gets managed, so measure what matters.

Cost accounting measures manufacturing and inventory as Work In
Progress (WIP) though all its progressive stages.

This information is proprietary and strategic and not shared with
the outside world.

Financial accounting used different accounts. Its end product is the
preparation of financial statements.

Financial Statements are for external audiences that have an interest
in the company.

Financial statements provide information on the performance of the
company. Interested parties are investors, creditors, government agen-
cies, vendors, and others.

It's the same numbers sliced and diced in different ways to meet
different ends.

WHAT ARE MONTHLY FIXED COSTS AND UNIT VARIABLE COSTS?

Fixed costs are the costs incurred no matter how many units you sell.
For example a Pizzeria needs an oven no matter if it sells zero pizzas or
1,000. Monthly fixed costs are all those costs for the month, or annual
costs divided by 12.

Variable costs are the cost of the things that go into the product or
service. For a pizza it would be the dough, sauce, and labor to make it.
Each pizza is a unit. These costs are a function of how many units you
make.
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Your total costs are your fixed costs plus your variable costs.

CAN AVERAGE FIXED COST BE ZERO?

There are two kinds of costs in a cost structure: fixed and variable. If all
the costs of a product or service are variable, then fixed costs could
conceivably by zero. With digital products delivered via the internet
the fixed costs can be very small.

HOW DO YOU KNOW IF THE ASSETS LISTED IN THE BALANCE SHEET SHOW THE
REAL VALUE?

The assets listed on a balance sheet don’t show their current market
value. Assets are initially recorded at cost. Then, each year, their cost
value is reduced by the depreciation recorded for that year.

For example, if a machine cost $100,000 it will be recorded at
$100,000. Then the accountant for the company will estimate its useful
life. Say that is 5 years. So each year $20,000 worth of its value will be
recorded as an expense in the Income Statement. And that $20,000 will
be subtracted from the purchase price on the Balance Sheet as accumu-
lated depreciation. So, its “value” on the Balance Sheet is now $80,000.

The next year another $20,000 is recorded and now the value is
$60,000. It is the original cost less accumulated depreciation.

After five years the asset is worth zero on the books even though it
may be used for another ten years.

This process shows the difference between the book value of assets
and their market value.

FINANCIAL STATEMENTS

WHAT IS THE DEFINITION OF THE TERMS FINANCIAL STATEMENT?

What are financial statements?
There are 3 Financial Statements: Balance Sheet, Income Statement,
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and Cash Flow Statement. They are the reports that accounting
produces. Financial Statements are the end product of accounting.

Financial Statements are the primary language of money and busi-
ness. Everyone should have a basic understanding of Financial State-
ments: what they are and what information they provide. It's a
competency that can open up opportunities and vistas that are closed
off otherwise.

Executives in a company like the CEO, COO, and CFO routinely
share and discuss financial data with marketing, operations, and other
direct reports and personnel. They also compile and share financial
information with stakeholders outside the firm, such as bankers,
investors, and the media.

But most people don’t understand finance and the numbers. A
recent investigation into this question concluded that even most
managers and employees don't understand enough to be useful.

THREE MAIN FINANCIAL STATEMENTS

There are three main financial statements, and they are linked together
to provide a picture of an enterprise's financial position and health.
They represent the end product of accounting, meaning they are the
reports generated by accounting covering all of a company's trans-
actions.

The three primary financial statements are the

. Balance Sheet: which shows firm's assets, liabilities, and net
worth on a stated date

« Income Statement: also called profit & loss statement or
simply the P&L: which shows how the net income of the
firm is arrived at over a stated period, and

« Cash Flow Statement: This shows the inflows and outflows
of cash due to the firm's activities during a stated period.

Knowing how to read and understand financial statements is a
business skill you can't ignore. It can help work your way up the
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corporate ladder by communicating with others in your company and
understanding the big picture. It is also a useful skill to know where
your efforts and work can make the most impact.

When you are thinking about possibly changing jobs and working
for a company, you can check their financials and make sure they are
healthy. If you are considering starting your own company, you will
need to have financials prepared by your accountant to talk to
investors, bankers, and vendors.

Suppose you want to invest wisely in the stock market, analyze the
competition, or benchmark your performance. In that case, you can
look up any publicly-traded company's financials at the Securities and
Exchange Commission website's' EDGAR filings and get an idea of
how they are doing. Check out any public company's most recent 10K
filing there. A 10K is the Annual Report of the company and its most
important business and financial disclosure document.

WHAT IS THE BALANCE SHEET EQUATION?

The Balance Sheet can be summarized as: Assets = Liabilities +
Equity. This is called the accounting equation; memorize it. These
three balance sheet segments give the interested reader an idea as to
what a company owns (assets) and owes (liabilities), and the amount
invested and accumulated by the owners or shareholders (equity).

The Balance Sheet is a snapshot of the financial position of a
company at a particular point in time. It is compiled at the end of the
year or quarter. It is a summary of the Assets, Liabilities and Equity.

Think of how your home is financed as simple balance sheet.
The asset is the value of the house. This is determined by an appraisal
or sale. The value of your home varies as the market varies. An
appraiser takes into account recent sales in the area and adjusts for
differences like an extra bedroom or bathroom. An appraisal also takes
into account replacement value; how much would it cost to recreate
the house with the current costs for materials and labor. The liability is
the mortgage balance and the equity (in this case we call it the home-
owner’s equity) is the difference between the two.
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If the house is worth more than you owe, then you have positive
equity. If the mortgage balance is more than the value of the home,
then you have negative equity, sometimes called being “upside down”
or “underwater”.

The same concepts apply to a corporate balance sheet. If the assets
are greater than the liabilities then there is positive shareholder’s
equity. If the liabilities are more than the assets, the company is consid-
ered insolvent. In this case a company declares bankruptcy.

BALANCE SHEET PRESENTATION

A Balance Sheet is constructed of two basic parts. Assets are listed in a
column and totaled at the bottom of the column. Liabilities and Equity
are listed in another column with the liabilities section listed above the
equity section. Liabilities and Equity are each totaled separately and
then together at the bottom. Sometimes these columns are presented in
a stacked form with the Asset column on top. And sometimes these
columns are presented side by side with the Assets on the left hand
side and both Liabilities and Equity on the right hand side.

The Liabilities and Equity show how the Assets are financed.
Liabilities and Equity totals in the right hand column must exactly
equal the Asset total at the bottom of the left hand column.

When someone talks about the left hand side of the balance sheet,
they are referring to assets; if they talk about the right hand side of the
balance sheet, they mean liabilities and equity.

For comparison purposes, the Balance Sheet numbers of the
previous year are also usually presented next to this year’s numbers.
Remember the goal of these Financial Statements is to present the
financial information in a clear and meaningful way so interested
parties can quickly grasp the performance and status of the enterprise.

According to GAAP, the U.S. accounting standard, assets and liabil-
ities are listed in the order of their liquidity, from short term to long
term, as you go down the items listed in each column. Cash is the most
liquid asset so it is listed on the top left of the Balance Sheet. Long term
debt comes after short term debts in the Liability column and Equity is
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listed below the Liabilities. Equity is listed below Liabilities because
shareholders have a junior claim on the assets of the corporation. In
case of a bankruptcy or liquidation of the company, the money
collected from the sale of assets goes first to pay the lenders. Any
residual money after the lenders are paid off is distributed to the share-
holders.

Outsides the United States, the rest of the world presents balance
sheet items in the reverse order, from least liquid on top to most liquid
at the bottom. The International Accounting Standards are referred to
as IAS.

HOW DO YOU CALCULATE THE BOOK VALUE ON A BALANCE SHEET?

The book value of assets is what is reported on the balance sheet. It is
the cost of the asset less depreciation. Book value can be a misleading
indicator of the value of an asset. The asset may have appreciated in
value over the time it has been depreciated on the books. Real estate is
a good example.

HOW DO YOU ACQUIRE LEVERAGE?

Leverage is a fancy word for borrowing. Debt is leverage. Leverage is
how one buys a house for only 20% equity. Leverage in a business is
how much debt is used relative to equity for purchasing assets. It is the
right-hand side of the balance sheet.

You usually acquire leverage from a bank in the form of a loan. The
bank does credit analysis to gauge whether you can repay the loan.
Default is the bank’s biggest risk. That means you need to show steady
historical income streams that can support the loan payments.

The amount of the income streams relative to the loan payments is
called the debt service coverage ratio DSCR.

HOW CAN | CALCULATE THE STOCK VALUE OF MY BUSINESS?

Stock is the value of equity. They are synonyms. It is a balance sheet
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value. Assets = Liabilities + Equity. So Equity = Assets - Liabilities.
That is the value of your stock.

WHAT DO NEGATIVE RETAINED EARNINGS MEAN ON THE BALANCE SHEET?

Negative retained earnings on the Balance Sheet means the company
has been reporting net losses on the Income Statement and has chewed
through all its equity.

In this situation, the Assets of the company are worth less than its
debt and obligations.

It's a situation similar to if you own a house and the appraised
value of the house is less than the mortgage.

The company, like the house, is under water.

WHAT MAKES A BALANCE SHEET GOOD OR BAD?

The basic measure of the health of a Balance Sheet is whether the value
of Assets is greater than Liabilities. The Accounting Equation is:

Assets = Liabilities + Equity

Shareholders or owners of a company essentially own the Equity.
Equity has a positive value if Liabilities are less than Assets.

Think of a Balance Sheet like owning a home. The Asset value is set
by an appraisal. The Liability is the mortgage. The Equity in the home
is the difference between the two.

HOW DO YOU INCREASE CAPITAL ON A BALANCE SHEET?

A company increases its capital in two ways. It either 1) makes an
operating profit through net income and cash flow, or 2) it takes on
financing by either selling stock or taking on debt.

This increase in cash will show up on the balance sheet as an asset
in the cash category. The offsetting entry will be to equity if it is from
selling stock, a liability if it is from debt, or retained earnings if it is
from operating earnings as profit.
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FINANCIAL ANALYSIS

HOW CAN A PERSON FROM A NON-FINANCE BACKGROUND LEARN
FUNDAMENTAL ANALYSIS FOR VALUING COMPANIES?

The value of a company is essentially the estimate of the present value
of its future cash flows.

The technique that is at the core of corporate finance is calculating
the present value of future cash flows. That is a mouthful, but the basic
gist is based on the time value of money and the idea that a company
is essentially an entity that generates cash flows each year into the
future. The trick is estimating those future cash flows and how much
they might grow or shrink and what the risks are to realizing them.

This is where you have to polish your crystal ball and do some
deep analysis of the business and its markets and competitors. All this
information is compiled in a spreadsheet of financial projections and
the bottom line future cash flows are discounted back to the present
value at some determined discount rate. The discount rate takes into
account what similar investments are commanding in the market and
any and all risks specific to this particular enterprise or asset.

This technique of calculating the present value of a stream of cash
flows becomes essential when trying to value start-ups that have no
revenue history or assets, or companies that are predicted to grow
rapidly. In these cases you can’t rely on past performance and history
in order to come up with a value based on P/E or existing assets.

This is the technique favored by investment bankers, venture capi-
talists, private equity, hedge funds, and savvy investors, banks and
credit analysts, and CFOs. It’s not difficult to understand and you will
be amazed how useful and powerful it can be.



128 JOHN COUSINS

FINANCIAL STATEMENT ANALYSIS: WHAT CHARACTERISTICS DOES A HEALTHY
BALANCE SHEET HAVE?

A good balance sheet conveys the information in a clear and trans-
parent manner.

The Balance Sheet is a condensed statement that shows the financial
position of an entity on a specified date, usually the last day of an
accounting period.

Among other items of information, a balance sheet states

« What Assets the entity owns,

« How it paid for them,

« What it owes (its Liabilities), and

« What is the amount left after satisfying the liabilities (its
Equity)

Balance sheet data is based on what is known as the Accounting
Equation: Assets = Liabilities + Owners' Equity.

Think of a Balance Sheet in terms related to everyday life. Home
ownership, when you have a mortgage, is represented as a Balance
sheet. Your home ownership basically has the three components of
Asset, Liability and Equity. The Asset is the value of the house. This is
determined by an appraisal. An appraisal takes into account recent
sales of homes in the area and compensates for differences like the
number of bath or bedrooms, the size of the lot, etc.

The Liability is the mortgage. This is how much you owe against
the house. The Equity is the difference between the value of the Asset
and the amount of the Liability. If your home is worth $200,000 and
you have a remaining mortgage balance of $150,000, then you have
$50,000 in Equity. We sometimes call this homeowner’s equity.

If your mortgage balance is more than the value of the home, then
you are considered “upside down” or “under water”. The same prin-
ciple applies to a business: if the value of its Liabilities is more than the
value of the Assets then the enterprise is insolvent and probably
headed for bankruptcy.

A Balance Sheet is organized under subheadings such as current
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assets, fixed assets, current liabilities, Long-term Liabilities, and Equity
With income statement and cash flow statement, it comprises the finan-
cial statements; a set of documents indispensable in running a

business.

HOW DO | FIND WHETHER A COMPANY IS FUNDAMENTALLY GOOD OR NOT?

The Graham and Dodd approach is referred to as Fundamental
Analysis and includes: Economic analysis; Industry analysis; and
Company analysis. Company Analysis is the primary realm of finan-
cial statement analysis. On the basis of these three analyses the value of
the security is determined. Fundamental analysis is how bankers,
analysts, and investors make long-term investment decisions.

WHAT ARE THE "BALANCE SHEET RATIOS" USED IN FINANCIAL STATEMENT
ANALYSIS?

Financial ratios are powerful tools used to assess company upside,
downside, and risk.

There are four main categories of financial ratios: liquidity ratios,
profitability ratios, activity ratios, and leverage ratios. These are typi-
cally analyzed over time and across competitors in an industry.

Using ratios "normalizes" the numbers so you can compare compa-
nies in apples-to-apples terms.

Ratios compare numbers reported on the Balance Sheet and the
Income Statement.

LIQUIDITY AND SOLVENCY

Solvency and liquidity are both refer to a company’s financial health
and viability. Solvency refers to an enterprise's capacity to meet its
long-term financial commitments. Liquidity refers to an enterprise’s
ability to pay short-term obligations. Liquidity is also a measure of
how quickly assets can be converted to cash by being sold.

A solvent company is one that owns more than it owes. It has a
positive net worth and is carrying a manageable debt load. A
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company with adequate liquidity may have enough cash available to
pay its bills, but may still be heading for financial disaster down the
road. In this case, a company meets liquidity standards but is not
solvent.

Healthy companies are both solvent and possess adequate
liquidity.

Liquidity ratios determine whether a company has enough current
asset capacity to pay its bills and meet its obligations in the foreseeable
future (current liabilities).

Solvency ratios are a measure of how quickly a company can turn
its assets into cash if it experiences financial difficulties or bankruptcy.

Liquidity and Solvency ratios measure different aspects of whether
or not a company can pay its bills and remain in business.

The current ratio and the quick ratio are two common liquidity
ratios. The current ratio is current assets/current liabilities and
measures how much liquidity (cash) is available to address current
liabilities (bills and other obligations). The quick ratio is (current assets
—inventories) / current liabilities.

The quick ratio measures a company's ability to meet its short-term
obligations based on its most liquid assets and therefore excludes
inventories from its current assets. It is also known as the “acid-test
ratio.”

The solvency ratio examines the ability of a business to meet its
long-term obligations. Lenders and bankers commonly review
solvency. The ratio compares cash flows to liabilities. The solvency
ratio calculation involves the following steps:

All non-cash expenses are added back to after-tax net income. This
approximates the amount of cash flow generated by the business. You
can find the numbers to add back in the Operations section of the Cash
Flow Statement.

Add together all short-term and long-term obligations. This
summation is the Total Liabilities number on the Balance Sheet. Then
divide the estimated cash flow figure by the liabilities total.

The formula for the ratio is:

(Net after-tax income + Non-cash expenses)/(Short-term liabilities
+ Long-term liabilities)
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A higher percentage indicates an increased ability to support the
liabilities of the enterprise over the long-term.

Remember that estimations made over the long term are inherently
inaccurate. Many variables can impact the ability to pay in the long
run. Using any ratio used to estimate solvency is subject to a degree of
uncertainty.

PROFITABILITY RATIOS

Profitability ratios are ratios that help discern how profitable a
company is. To be profitable, a company has to cover costs. The
breakeven point and the gross profit ratio address the dynamics of cost
coverage in different ways.

The breakeven point calculates how much cash a company must
generate to break even with their operating costs.

The gross profit ratio is equal to (revenue - the cost of goods
sold)/revenue. This ratio provides a quick snapshot of expected
revenue that can cover the overhead expenses and fixed costs of
operations.

Some additional examples of profitability ratios are profit margin,
return on assets, and return on Equity. The higher the value in these
ratios, the more profitable a company is. Having a higher value relative
to a competitor's ratio, or the same ratio from a previous period, is
indicative that the company is performing relatively well and going in
the right direction.

Return on Equity

Return on Equity (ROE) = Net Income / Average Shareholders'
Equity

Earnings per Share

Earnings per share (EPS) is the portion of the company's profit,
which is allocated to each outstanding share of common stock.

Earnings per share is an excellent indicator of the profitability of
any organization, and it is one of the most widely used measures of
profitability.

Activity ratios

Activity ratios show how well management is doing managing the
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company's resources. Activity ratios measure company sales relative to
another asset account.

The most common asset accounts used are accounts receivable,
inventory, and total assets. Since most companies have a lot of
resources tied up in accounts receivable, inventory, and working capi-
tal, these accounts are in the denominator of the most common activity
ratios.

Accounts receivable (AR) is the total amount of money due to a
company for products or services sold on a credit account. The length
of time until AR is collected is critical. A company must finance that
expected revenue in some way. You can't pay bills with AR.

The accounts receivable turnover shows how rapidly a company
collects what is owed to it and indicates the liquidity of the receivables.

Accounts Receivable Turnover = Total Credit Sales/Average
Accounts Receivable

The average collection period in days is equal to 365 days, divided
by the Accounts Receivable Turnover.

Another ratio that helps gain insight into AR collection is:

Average Collection Period = 365 Days/Accounts Receivable
Turnover

Analysts frequently use the average collection period to measure
the effectiveness of a company's ability to collect payments from its
credit customers. The average collection period should be less than the
credit terms that the company extends to its customers.

A significant indicator of profitability is the ability to manage
inventory. Inventory is money and resources invested that do not earn
a return until the product is sold.

The longer inventory sits, the less profitable a company can be. A
higher inventory turnover ratio indicates more demand for products,
better cash management, and also a reduced risk of inventory obso-
lescence.

The best measure of inventory utilization is the inventory turnover
ratio. You calculate it as either the total annual sales or the cost of
goods sold (COGS), divided by the cost of inventory.

Inventory Turnover = Total Annual Sales or Cost of Goods
Sold / Average Inventory
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Using the cost of goods sold in the numerator can provide a more
accurate indicator of inventory turnover because it allows a more
direct comparison with other companies. Different companies have
different markups to the sale price, and this can obscure apples-to-
apples comparison.

The average inventory cost is usually used in the denominator to
compensate for seasonal differences.

LEVERAGE RATIOS

Leverage ratios analyze the degree to which a company uses debt to
finance its operations and assets. The debt-to-equity ratio is the most
common. You calculate this ratio as:

(Long-term debt + Short-term debt + Leases)/ Equity

Companies with high debt ratios need to have steady and
predictable revenue streams to service that debt. Companies whose
revenues fluctuate and are less predictable should rely more on Equity
in its capital structure. Leverage also has obvious implications for
solvency.

Startups rely almost entirely on Equity as they have no revenues or
very uncertain revenues that can service debt.

DUPONT ANALYSIS

The DuPont Corporation developed DuPont analysis in the 1920s as a
tool to assess their investments across their various companies and
operations. As a conglomerate, they need a tool to evaluate the relative
performance of their different business units.

Dupont analysis is a tool to make decisions about where and how
to allocate resources. It has become a widely adopted managerial and
investment tool.

What drives ROE?

DuPont Analysis analyzes Return on Equity by deconstructing it
into its main drivers.

DuPont Analysis is an expression, which breaks return on Equity
(ROE) into three parts.
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The basic formula is:

ROE = (Profit margin)*(Asset turnover)*(Equity multiplier) =

(Net  Income/Sales)*(Sales/Assets)*(Assets/Equity) = (Net
Income / Equity)

The three constituent parts are:

« Profitability: measured by profit margin
+ Operating efficiency: measured by asset turnover
« Financial leverage: measured by equity multiplier

DuPont analysis enables you to understand the source of superior
(or inferior) return by comparison with companies in similar industries
or between industries. It also provides a deeper level of understanding
by parsing apart the significant variables and drivers of Return on
Equity. And ROE is undoubtedly a metric that equity investors (stock
investors) find essential.

Summary

Financial ratios are powerful tools. Use them to assess company
upside, downside, and risk when you are evaluating stock
investments.

There are four main categories of financial ratios:

-Liquidity ratios,

-Profitability ratios,

-Activity ratios,

-Leverage ratios.

These are typically analyzed over time and across competitors in an
industry.

Ratios "normalize" the numbers so you can compare companies in

apples-to-apples terms.
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IS IT POSSIBLE TO CALCULATE ROUGHLY HOW MUCH HAS BEEN INVESTED IN A
COMPANY IN TERMS OF THE SUM OF ALL PRICES PAID FOR ITS CURRENTLY
OWNED STOCK? MARKET CAP ISN'T THE ANSWER, THAT IS THE CURRENT
PRICE * NUMBER OF SHARES, NOT THE AMOUNT INVESTED.

Look at the Equity section of the Balance Sheet. There are three parts to
the equity section:

« Par Value
« Additional Paid In Capital (APIC)
 Retained Earnings

You want to look at Par and APIC together. Par is a way to keep
track of all the shares issued. Par is an arbitrary number like one dollar
or one cent. APIC is all the additional money that was invested in the
company when shares were issued.

Retained Earnings is the cumulative amount that has been
contributed to Equity by operations over the years. Each year the addi-
tion, or subtraction, to RE is the Net Income (or loss) less any
dividends.

WHAT ARE A FEW REASONS THAT YOU WOULD INVEST IN A COMPANY WITH A
HIGH PRICE TO EARNINGS RATIO?

Companies command high PEs when investors bid up the stock price
because they believe the company has significant growth prospects for
the future.

The value of a stock is basically the accumulated guesses of all the
investors as to the present value of the stream of future earnings.

All the investors are doing this calculation, either in their head as a
rough estimate, or with fancy spreadsheet models with lots of refined
assumptions.

As a rough rule: high growth companies have high PE ratios and
low growth companies have low PE ratios.
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HOW DOES ONE VALUE A COMPANY? WHERE CAN | LEARN MORE ABOUT WHAT
DETERMINES THAT VALUE? IS THERE A WAY TO DO BACK OF A NAPKIN
CALCULATION (LOOK AT PUBLICLY KNOWN METRICS) AND ARRIVE AT A
BALLPARK VALUE THAT IS DEPENDABLE?

Valuation is an estimate of something’s worth. Something’s worth can
be set at auction where people bid and the highest bidder wins. But
how do bidders know how much to bid and how much is too much?

The stock market is essentially an auction where investors place
bids: how much they are willing to pay for a stock and asks: how much
an investor is willing to sell for.

The book Barbarians at the Gates tells the story of the conglomerate
RJR Nabisco and its sale to the highest bidder. The buyout firm KKR
ultimately won with the highest bid and bought the company. All the
bidding groups went through lots of machinations to uncover the
value of all the assets and divisions of RJR Nabisco.

Valuation of companies and assets can seem mysterious; where do
you even begin? How can you value a startup that doesn’t even have
any revenues yet?

There are essentially two basic techniques that are used in Valua-
tion. One is ratio analysis of financial statements and the other is calcu-
lating the present value of future cash flows. Bankers, investors,
financiers and entrepreneurs use these tools and techniques.

By ratio analysis we mean taking two numbers from financial state-
ments and dividing one by the other. This technique is good for
comparing different companies or the same company over time. This
works well because it eliminates any relative size differences between
the companies so you can compare apples to apples.

A particularly common valuation of companies done by ratio
analysis is based on multiples of Earnings. The price/earnings ratio
P/E is a way companies are compared based on their stock price rela-
tive to their earnings (also called net income or profit) in the most
recently reported year. The earnings number is the bottom line of the
Income Statement. This works well for comparing public companies
that report these numbers. This technique can be used to value a
private company by comparing its earnings and valuation range to an
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average of public reporting companies in similar industry sectors and
markets. This ratio technique can be used based on a multiple of
revenues, the top line of the Income Statement.

You can also value the Assets of a company from its Balance Sheet.
Here you have to make adjustments for assets that have been depreci-
ated and are reported as less valuable on the balance sheet, their book
value, than their market value is. A company can be thought of as a
bunch of income producing assets.

The second technique that is at the core of corporate finance is
calculating the present value of future cash flows. That is a mouthful,
and I will break down the methodology in some subsequent posts, but
the basic gist is based on the time value of money and the idea that a
company is essentially an entity that generates cash flows each year
into the future. The trick is estimating those future cash flows and how
much they might grow or shrink and what the risks are to realizing
them.

This is where you have to polish your crystal ball and do some
deep analysis of the business and its markets and competitors. All this
information is compiled in a spreadsheet of financial projections and
the bottom-line future cash flows are discounted back to the present
value at some determined discount rate that takes what similar invest-
ments are commanding in the market and any and all risks specific to
this particular enterprise or asset.

This technique of calculating the present value of a stream of cash
flows becomes essential when trying to value start-ups that have no
revenue history or assets, or companies that are predicted to grow
rapidly. In these cases, you can’t rely on past performance and history
in order to come up with a value based on P/E or existing assets.

This is the technique favored by investment bankers, venture capi-
talists, private equity, hedge funds, and savvy investors, banks and
credit analysts, and CFOs. I will go into detail on this powerful tool in
subsequent blog posts. It’s not difficult to understand and you will be
amazed how useful and powerful it can be.
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HOW DO YOU ASSESS WHETHER A COMPANY'S DEBT LOAD IS TOO RISKY?

Basic credit analysis is a place to start. Analyze how robust and steady
the revenues are. Are there lots of customers? Are there long-term
contracts in place? Do they have a long operating history? Then
analyze net income. Is it stable and growing?

Then look at the debt obligations. Are there big payments coming
due? Is there a crisis at maturity for paying back debt? What is the debt
service coverage ratio DSCR? That is how much of net income is
needed to service debt each month.

Has the debt been used to purchase long term productive income
producing assets?

Less debt is better.

CORPORATE FINANCE

DO WE CONSIDER CAPITAL BUDGETING AS AN ACCOUNTING CONCEPT OR A
FINANCIAL ONE, OR IS IT IN BETWEEN?

The capital budgeting process is a hybrid of accounting and finance. It
is forward looking so it uses corporate finance techniques. And
budgets are constructed using pro forma financial statements so it is
part accounting.

Budgets are financial projections developed for a relatively short
and predetermined period of time. Most budgets are prepared for the
next year and divided into detailed monthly budgets. Budgets can be
expected to be reasonably accurate because they represent estimates of
relatively short time periods and because they rely on historical infor-
mation about the company.

Budgets are created, reviewed, and approved and then used to
measure the actual performance of the company each month. Did the
company under or over perform relative to the budget? The differences
between the actual accounting prepared at the end of the month and
the budget amounts is called a Variance.
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Variances are reviewed and discussed to see why some line items
went over budget and why some may be significantly under budget.
Budgets are developed using historical performance data, which
means that they are relatively predictive of the levels at which a
company should be operating. And the budget will reflect the goals
that management hopes to achieve in the coming year.

Budgeting is part of the planning process and reviewing the actual
results against the budget on a regular basis is good management
practice.

WHEN A COMPANY’S AWARD SPECIAL DIVIDEND PAYMENTS, IS THAT EQUITY
EXTRACTED FROM MARKET CAPITALIZATION?

Market capitalization is the value that investors place on a company
through trading in its stock.

If a share of stock is trading at $10 per share and there are 100
million shares outstanding, then the company’s market cap is $1
Billion.

Dividends are paid out of earnings. Earnings, Profit, and Net
Income mean the same thing; they are synonymous. Earnings, net of
dividends, are plowed into the Retained Earnings section of Equity on
the Balance Sheet.

So, the amount that gets put into Retained Earnings at the end of
the year is less by the amount paid out to shareholders as a
dividend.

The accounting book value of the company and the market cap are
independent of each other.

HOW DO YOU ESTIMATE THE AGGREGATE VALUE OF PRIVATE COMPANIES?

If you are selling or acquiring a company, then the value will ulti-
mately be determined by negotiation. To support the ask and offer
there will two methods of valuation:
Valuing the assets: how much each asset is worth in the market.
Present Value of future cash flows: an estimate of the future cash
flows discounted back to the present. Picking a discount rate and esti-
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mating future revenues and costs etc. requires a number of assump-
tions that can be challenged and must be agreed upon.

If you want more information on discounting cash flows and
present value calculations, check out my book on corporate finance.

WHAT'S THE REASON A COMPANY DOESN'T WANT TO GO PUBLIC?

Highly functioning public equity markets are one of the two greatest
economic innovations of the twentieth century. The other is the corpo-
rate form of organization. Together these two forces have driven
economic development and rising standards of living.

There was a time when the public markets were the only vehicle for
raising large sums of money for growing enterprises. Now there are
alternative sources of significant capital.

There are many companies these days that have surpassed a billion
dollars valuation without being publicly traded. Private Equity is a
thriving investment segment where public companies are acquired and
taken private. The idea here is to unleash latent value that the public
market was underpricing.

These are two examples of industry segments that do not rely on
public markets for pricing or funding.

Going public via an IPO is an expensive and time consuming
proposition. Once a company is public there are burdens of reporting
that require staff and auditors. A lot of information about the company
and its operations must be disclosed. That information disclosure can
compromise some competitive advantage.

Investors are quick to punish a public company by selling its stock
if it doesn’t meet quarterly expectations. This can detract from long
term strategic planning and put an emphasis on short term expediency
in operations.

I took two companies public and was a public company CEO and
CFO for almost two decades. I also took one of those companies
private again.

Going public is the right choice under certain circumstances.
Staying private has advantages under other sets of circumstance. It's
about choosing the right tool for the right job.
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HOW MANY INDUSTRIES ARE THERE IN THE WORLD? HOW CAN | GET
TRUSTFUL SOURCES THAT UPDATES ABOUT THIS?

The standard industry classification SIC system is a good place to look.
Every publicly traded company lists their SIC on the front page of their
10K so you can tell in which industry they consider themselves
primarily operating.

SIC is a system for classifying industries by a four-digit code. It was
established in the U. S. in 1937. It is used by government agencies and
corporations to classify industry areas. The SIC system is also used by
agencies in other countries such as the UK.

HOW DOES A COMPANY BENEFIT FROM A LOW STOCK PRICE?

I can’t think of any benefits that can accrue to a company from a low
stock price. Low and high are relative terms and have to do with
investor’s perception of the company’s prospects to grow and make
profits in the future. The stock price is essentially the cumulative esti-
mate of the present value of the future cash flows of the company. A
low stock price means that investors don’t think too highly of the
company’s prospects going forward.



CHAPTER 15

ACCOUNTING CONCEPTS,
PRINGIPALS, AND
GLOSSARY

ACCOUNTING PRINCIPALS

ACCOUNTANTS OFTEN NEED to make judgments. We make
decisions relative to recording and presenting transactions in the
clearest and most meaningful way. We use consistent principles to
guide our decision-making process. Here are some general rules and
concepts.

« Matching principle: This principle states that a company’s
revenue should be matched with the expenses that relate to
that revenue. The concept of simultaneously recognizing the
revenues and expenses that jointly result from the same
transactions.

« Principle of conservatism: Conservatism relates to
decisions about presentation and reporting. Reporting
should err on the side of generating the least attractive
financial result. If there’s a decision about revenue, the
conservative choice is to delay recognizing revenue in the
financial statements. Expenses should be posted to the
financial statements sooner rather than later. These choices
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generate financial statements that are less optimistic and less
likely to mislead investors and potential investors. The idea
is to manage expectations and not mislead investors and
other parties that make decisions about the financial viability
of the company based on the presentation in the financial
statements.

Materiality: refers to the judgment standard of what level of
detail is significant to report on financial statements. It is
about relevancy and importance. The concept that
accounting should disclose separately only those events that
are relatively important. Materiality defines the threshold at
which financial information becomes relevant to the decision
making needs of users. Information is deemed material if its
omission or misstatement could influence the economic
decisions of users. Accounting information is deemed
material if the judgment of a reasonable person relying on
the information would have been changed or influenced by
the omission or misstatement. Materiality relates to the
significance of transactions and is relative to the size and
circumstances of individual companies and situations.

Fair value accounting is a financial reporting approach in
which companies are permitted to revalue certain assets and
liabilities based on estimates of the current prices. Because
historical prices can be misleading, companies make
estimates of what they currently would receive if they were
to sell the assets or would pay if they were to be purchased.
An active market or other objective basis of valuation is very
important in this regard.

True and Fair View of Financial Statements are auditing
and financial reporting concepts. True and fair view in
auditing means that the financial statements are free from
material misstatements and faithfully represent the financial
performance and position of the company. True means that
the financial statements are factually correct and have been
prepared according to GAAP in the US or IFRS for
international companies. They do not contain any material
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misstatements that may mislead users. Fair means the
financial statements present the information faithfully
without any bias and that they substantially reflect the

economic transactions being reported.

COMMON ACCOUNTING TERMS GLOSSARY

These are important words and phrases, in alphabetical order, you will
become familiar with as you study and acquire a working knowledge
of accounting:

Account

An account is a device for accumulating additions and subtractions
relating to a single asset, liability, or owner’s equity item, including
revenues and expenses. An account is a record used to classify the
transaction activity that is recorded in the General Ledger.

Account balance

An account balance is the sum of debit entries minus the sum of
credit entries in an account. If positive, the difference is called a debit
balance; if negative, a credit balance.

Accounting

Accounting is a service activity whose function is to provide quan-
titative information, primarily financial in nature, about economic enti-
ties that is intended to be useful in making economic decisions.
Accounting is the recording and reporting of financial transactions,
including the origination of the transaction, its recognition, processing,
and summarization in the financial statements.

Accounts Payable

Accounts Payable is an amount owed by the enterprise for deliv-
ered goods or completed services. Accounts Payable is a liability repre-
senting an amount owed to a creditor. In most companies checks are
cut in batches and obligations are first entered through Accounts
Payable accounts before they are paid. It is normally a current liability.

Accounts Receivable

Account Receivable is an amount owed to the enterprise from a
completed sales transaction or for services rendered. Accounts Receiv-
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able is an asset related to sales revenue. It is a claim against a debtor
arising from sales or services rendered. Normally, a current asset.

Accrual Basis

Accrual basis is a method of accounting that recognizes revenue
when earned, rather than when collected and expenses when incurred
rather than when paid. It is the method of recognizing revenues as
goods are sold (or delivered) and as services are rendered, indepen-
dent of the time when case is received. Expenses are recognized in the
period when the related revenue is recognized independent of the time
when cash is paid out. Accrual basis creates an accurate picture of
transactions. Enterprises use the accrual basis for their accounting as
opposed to a cash basis. Accrual accounting is a consequence of imple-
menting the Matching Principle.

Additional Paid-in Capital (APIC)

The Additional Paid-in Capital (APIC) account is where the
amount paid for a share of stock, less the par value, is recorded.
Another alternative title for the account is capital contributed in excess of
par value.

Adjusting Entries

Adjusting entries are journal entries usually made at the end of an
accounting period to allocate income and expenditures to the period in
which they actually occurred. It is an entry made at the end of an
accounting period to record a transaction or other accounting event,
which for some reason has not been recorded or has been improperly
recorded during the accounting period. It is an entry to update the
accounts.

Adjusted Trial Balance

An adjusted trial balance is a listing of all the account titles and
balances contained in the general ledger after the adjusting entries for
an accounting period have been posted to the accounts. The adjusted
trial balance is an internal document. It is not a financial statement but
is used to create the financial statements.
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Amortization

Amortization is the process of liquidating or extinguishing a debt
with a series of payments to creditor. It refers to the calculation and
schedule of the paying off of debt with fixed repayments in regular
installments over a period of time. Consumers are most likely to
encounter amortization with a mortgage or car loan. Amortization can
mean the accounting for the payments themselves. An amortization
schedule for a mortgage is a table showing the allocation between
interest and principle.

Amortization can also mean the spreading out of capital expens-
es for intangible assets over a specific period of time (usually over the
asset's useful life) for accounting and tax purposes. Amortization is
similar to depreciation, which is used for tangible assets, and to deple-
tion, which is used with natural resources. Amortization roughly
matches an asset’s expense with the revenue it generates.

Asset

An asset is what the enterprise owns. An asset is defined as having
probable future economic benefits obtained or controlled by an entity
as a result of past transactions. For example: land, factories, office
buildings, equipment, vehicles, cash in bank accounts, other invest-
ments, accounts receivable, and intellectual property such as patents
and trademarks.

Audit

An audit is a systematic inspection of accounting records
involving analyses, tests, and confirmations. It is a formal examina-
tion and official endorsement of the accuracy of the financial state-
ments of the enterprise conducted by an independent certified public
accountant (CPA). In the U.S., an audit is based on GAAP and FASB
rules. Most companies are required to have an audit performed each
fiscal year.

Balance Sheet

A Balance Sheet is a summary report of a company’s financial posi-
tion on a specific date that shows Total Assets = Total Liabilities +
Owner’s Equity.

Bookkeeping

Bookkeeping is the process of analyzing and recording of financial
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transactions in the accounting records. Transactions include purchases,
sales, receipts and payments by an individual or organization.

The Books

The “books” is a general term referring to the General Ledger and
the various journals that are kept by a business. Book can be used as a
verb: to record a transaction.

Book Value

Book value is the value of an asset according to its balance sheet
account balance. For assets, the value is based on the original cost of
the asset less any depreciation, amortization or impairment costs made
against the asset. It refers to the net amount.

Budget

A budget is a financial plan that is used to estimate the results of
future operations. A budget is an estimate of revenue and expense
activity for a fiscal year or period. It is used to help control future oper-
ations. A budget can be created for a department or a project. In a
corporation, budgets are aggregated up to the corporate level and
reviewed and approved by the board of directors. The budget then
becomes an operational document for the coming year and actual
results are measured against it. In governmental operations, budgets
often become the law.

Capitalize

To capitalize is to record an expenditure that will benefit a future
period as an asset rather than to treat it as an expense in the period of
its occurrence. It is an accounting method used to delay the recognition
of a significant expense by recording the expense as a long-term asset.
In general, capitalizing expenses more accurately depicts the situation
as companies acquiring new assets with a long-term lifespan can
spread out the cost over a specified period of time. That period of time
is an estimate of the asset’s useful life, when it will be contributing to
the generation of revenues.

Cash
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Cash is currency and coins, negotiable checks, and balances in bank
accounts. We all know what cash is but in accounting it refers to the
first account in the Assets category of the Balance Sheet. This is aggre-
gated from all company bank accounts and it is derived as the bottom
number on the Cash Flow Statement.

Cash Flow Statement

A cash flow statement is a financial statement that shows how
changes in balance sheet accounts and income affect cash. The cash
flow statement breaks the analysis down into operating, investing and
financing activities.

Chart of Accounts

The chart of accounts is a listing of all accounts used in the
general ledger of an organization. The chart is used by the accounting
software to aggregate information into an entity's financial statements.
It is a list of the names and numbers, systematically organized, of
accounts.

Common Stock

Common Stock is the type of stock that is present in every corporation.
Shares of common stock provide evidence of ownership in a corpora-
tion. These shares represent the class of owners who have residual
claims on the assets and earnings of a corporation after all debt and
preferred shareholders’ claims have been met. Holders of common
stock elect the corporation's directors and share in the distribution of
profits of the company via dividends. If the corporation were to liqui-
date, the secured lenders would be paid first, followed by unsecured
lenders, preferred stockholders (if any), and lastly the common stock-
holders. If a company is acquired, the proceeds go to the shareholders
after the debts are paid off.
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Cost of Goods Sold

Cost of Goods Sold (COGS) is the direct costs attributable to the
production of the goods sold by a company. This amount includes
the cost of the materials used in creating the good along with the direct
labor costs used to produce the good. It excludes indirect expenses such
as distribution costs, marketing and sales force costs.

Credit

A credit is an entry on the right side of a double-entry accounting
system that represents the reduction of an asset or expense or the addi-
tion to a liability or revenue. It is the countervailing entry to a debit.

Current Assets

Current Assets are balance sheet accounts that represent the value
of assets that are reasonably expected to be converted into cash within
one year in the normal course of business. Current assets include cash,
accounts receivable, inventory, marketable securities, prepaid expenses
and other liquid assets that can be readily converted to cash.

Debit

A debit is an entry on the left side of a double-entry accounting
system that represents the addition to an asset or expense or the reduc-
tion to a liability or revenue. It is the countervailing entry to a credit.

Debt

Debt is an amount owed usually for funds borrowed. Debt is the
general name for loans, notes, bonds, mortgages, and the like that are
evidence of amounts owed and have definite payment dates and
schedules. The lender agrees to lend funds to the borrower upon a
promise by the borrower to pay interest on the debt, usually with the
interest to be paid at regular intervals. Debt is a Liability to the
company (an asset to the lender) and is shown on the balance sheet net
of how much has been repaid.

Depreciation

Depreciation is a method of allocating the cost of a tangible asset
over its useful life. It is the process of allocating the cost of an asset to
the periods of benefit. Businesses depreciate long-term assets for both
tax and accounting purposes. Different depreciation schedules are
used for different fixed assets. Depreciation schedules can vary in
length and also in how fast depreciation is incurred. There are acceler-
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ated depreciation techniques that apply more depreciation to early
years in the schedule. Depreciation can also mean a decrease in an
asset's value caused by unfavorable market conditions.

Dividend

A dividend is a payment made by a corporation to its shareholders,
usually as a distribution of a portion of profits. When a corporation
earns a profit or surplus, it can re-invest it in the business (called re-
tained earnings), and/or pay a fraction of the profit as a dividend to
shareholders. A dividend can be paid in cash (cash dividend) or stock
(stock dividend).

Double-Entry Accounting

Double entry is the system of recording transactions that maintains
the equality of the accounting equation. Each entry results in recording
equal amounts of debits and credits. Double-entry accounting is a
method of recording financial transactions in which each transaction is
entered in two or more accounts and involves two-way, self-balancing
posting. Total debits must equal total credits.

Equity

Equity is a claim on assets. Equity is short for owner's equity or
shareholder’s equity. It consists of the net assets of an enterprise. It is
the residual interest in the assets of an entity that remains after
deducting its liabilities. Net assets are the difference between the total
assets of the entity and all its liabilities. Equity appears on the balance
sheet. Remember the balance sheet formula: Assets = Liabilities +
Equity.

Expense

An expense is funds paid by the enterprise. For example: paychecks
to employees, and payments to vendors for goods or services. It is a
decrease in owners’ equity caused by the using up of assets in
producing revenue or carrying out other activities that are part of the
entity’s operations.

FASB
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FASB stands for Financial Accounting Standards Board and is an
independent, private, nongovernmental authority for the establish-
ment of generally accepted accounting principles in the United States.

Financial Statements

Financial Statements are a series of reports showing a summary
view of the various financial activities of a company. There are three
major financial statements: Balance Sheet, Income Statement, and Cash
Flow Statement. Each statement tells a different story about the finan-
cial activity of an enterprise. Financial statements also include the
notes thereto.

Fiscal Year

A fiscal year is a period of 12 consecutive months chosen by a busi-
ness as its accounting period for annual reports. Most fiscal years are a
calendar year (January 1- December 31) but a fiscal year can start and
end on any month. For example most government agencies run a fiscal
year from October 1 — September 30.

Fixed Asset

A fixed asset is any tangible item with a useful life of more than one
year, for example-office buildings, factories, major equipment and
vehicles. Computers used to be thought of as fixed assets but personal
computers now cost less than $1,000 and have useful lives of not much
more than a year and so are usually expensed instead of capitalized as
a fixed asset. A fixed asset is an asset and is listed on the Balance Sheet.

GAAP

GAAP stands for Generally Accepted Accounting Principles which
are conventions, rules, and procedures that are required to be followed
in preparing financial statements. GAAP defines accepted accounting
practice in the U.S. These principles are defined by FASB. They include
both broad guidelines and detailed practices and procedures.

General Ledger

The general ledger is the collection of all the financial statement
accounts including: asset, liability, equity, revenue and expense
accounts. The general ledger is what is used to prepare financial
statements.

Income Statement

An Income Statement is a summary report that shows revenues,
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expenses, gains or losses over a specific period of time, typically a
month, quarter or fiscal year. An income statement is structured as:
Revenue — Expenses = Net Income. Net Income is also referred to as
Profit or Earnings. The earnings-per-share amount is usually shown on
the income statement.

Intellectual Property

Intellectual Property (IP) is a broad categorical description for the
set of intangibles owned and legally protected by a company from
outside use or implementation without consent. From an accounting
standpoint, Intellectual property can consist of patents, copyrights, and
trademarks. IP are assets listed on the balance sheet and valued at the
cost of procuring them net of depreciation.

Journal Entry

A journal entry is a group of debit and credit transactions that are
posted to the general ledger. All journal entries must net to zero so
debits must equal credits. An explanation of the transaction is
included, if necessary.

Leverage

Operating leverage refers to the tendency of net income to rise at a
faster rate than sales when there are fixed costs. Financial leverage
means the use of long-term debt in securing funds for the enterprise. A
measure of financial leverage is the debt to equity ratio. It is calculated
as the ratio of a company's loan capital (debt) to the value of its
common stock (equity). Debt/Equity.

Liability

A liability is an obligation to pay a definite amount at a definite
time in return for a past or current benefit. It is what the company
owes. For example: loans, taxes, payables, long term debt from a bond
issue.

Line of Credit (LOC)

A line of credit is an arrangement between a financial institution,
usually a bank, and a customer for short term borrowings on demand.
The borrower can draw down on the line of credit at any time, but
cannot exceed the maximum set in the agreement.
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Liquidity

Liquidity refers to the availability of cash, or near cash resources,
for meeting a firm’s obligations.

Mark-to-market

Mark-to-market or fair value accounting refers to accounting for the
"fair value" of an asset or liability based on the current market price, or
for similar assets and liabilities, or based on another objectively
assessed "fair" value. Fair value accounting has been a part of Gener-
ally Accepted Accounting Principles (GAAP) in the United States since
the early 1990s.

Net Income (loss)

Net Income (loss) is the amount the company made or lost for a
specific period of time. It is the excess of all revenues and gains for a
period over all expenses and losses of the period. It is the bottom
number on the Income Statement. To arrive at net income take total
revenues minus total expenses. Net Income is sometimes called Profit
or Earnings.

P & L responsibility

P&L stands for profit and loss statement or income statement. P & L
responsibility is one of the most important responsibilities of any exec-
utive position. It involves monitoring, and being judged on, the net
income after expenses for a department or entire organization. The
executive’s performance is judged on the financial results. The execu-
tive has direct influence on how company resources are allocated and
how tactics are developed to implement strategy.

Par Value

Par value is the face amount of a security. The Par Value account is
a stock equity account shown on the Balance Sheet. It is a way to keep
track of the amount of shares outstanding. The par value is a small
monetary value attributed to each share. It is an arbitrary number,
usually $.01

Preferred Stock

Preferred Stock is a class of corporation stock with claims to income
or assets after bondholders but before common shares. Preferred stock
provides for preferential treatment of dividends. Preferred stock-
holders will be paid dividends before the common stockholders
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receive dividends. These dividends are sometimes paid in stock
instead of money.

Principal

Principal refers to the face amount of a loan. It is the original sum
invested or lent.

Retained Earnings

The percentage of net income not paid out as dividends,
but retained by the company to be reinvested in its core business, or to
pay debt. It is recorded under shareholders' equity on the balance sheet
and is measured as owners’ equity less contributed capital.

Revenue

Revenue is funds collected by the company usually from sales. It is
the monetary measure of sales or services rendered.

SEC

Securities and Exchange Commission, the agency authorized by the
U.S. Congress to regulate, among other things, the financial reporting
practices of public corporations.

Shares Outstanding

A company's stock currently held by all its shareholders, including
restricted shares owned by the company’s officers and insiders.
Outstanding shares are shown on a company’s balance sheet under the
heading “Capital Stock.” The number of outstanding shares is used in
calculating key metrics such as a company’s market capitalization, as
well as its earnings per share (EPS).

Stock

Stock, or shares, is the general term used to describe the ownership
certificates of a company. Stocks are the investment instrument or
vehicle of equity.

T-accounts

A T-account is an account from shaped like the letter T with the title
above the horizontal line. Debits are shown to the left of the vertical
line and credits to the right. Accountants and bookkeepers often use T-
accounts as a graphical aid for visualizing and understanding the
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effect of the debit and credit on the two (or more) accounts related to a
journal entry.

Trial Balance

A trial balance is a listing of account balances. All accounts with
debit balances are totaled separately from accounts with credit
balances. The two totals should be equal. Trial balances are taken as a
partial check of the arithmetic accuracy of the entries previously made.

A company prepares a trial balance periodically, usually at the end
of every reporting period, as the initial step in preparing financial
statements. This statement of all debits and credits is used to quickly
locate any disagreements indicating an error. The trial balance is a
trouble shooting tool.

Vendor List

The vendor list shows information about the people or companies
from whom an enterprise buys goods and services, including banks
and tax agencies.

The End
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Thank you for reading!

Dear Reader,

I hope you enjoyed Business Accounting ASAP! and found it filled
with useful and valuable information..

As an author, I love feedback. Candidly, you are the reason that I
organize my thoughts, write, and explore these topics. So, tell me what
you liked, what was helpful and what could be better explained or left
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Finally, I need to ask a favor. If you were so inclined, I'd love a
review on Amazon. I'd really appreciate your feedback.

Reviews can be tough to come by these days. You, the reader, have
the power now to make or break a book. A quick review will be
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Thank you so much for reading and for spending the time and
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