Turning
Black Ink
in to Gold
How to increase your company’s profitability
and market value through excellent financial
performance reporting, analysis and control
,

Fifth Edition

By

Toby Tatum
Print this book as a doubled sided document (Print on Both Sides)
i

Copyright 2011 by Toby Tatum, MBA
Certified Business Appraiser (CBA)
Certified Valuation Analyst (CVA)
Master Analyst in Financial Forensics (MAFF)
Fifth Edition Copyright October 2020
All rights reserved
775-847-7481
tobywt123@gmail.com
www.TobyTatum.net

ii

A

lliance

Business Transfer Services
& Business Appraisal
Business Brokerage, Broker’s Price Opinion Reports, Certified Business Appraisals, Transaction Consulting

Turning Black Ink Into Gold is published by Alliance Business Appraisal
& Alliance Business Transfer Services, an industry leader in all things
related to the valuation, sale or purchase of small and lower middle market
businesses.
For assistance in improving your monthly financial statement reports and
analyses, obtaining an appraisal of your business or assistance in the sale
of your business call 775-847-7481 or contact us via email
tobywt123@gmail.com. Visit our website at www.TobyTatum.net

iii

iv

Table of contents
Part I
How to increase your company’s profitability and market value through
excellent financial performance reporting, analysis and control
Chapter

Page

Preface

vi

1. Introduction

1

2. Cash versus Accrual Accounting

3

3. The Danger in Minimizing Your Income Tax Liability

7

4. Improving Planning and Control via Improved P&L Formatting

11

5. How to Analyze Your P&L

15

6. The Single Most Important Information to Glean From Your P&L

19

7. Advanced Cost Control

31

8. Advanced Cash Flow Forecasting

39

9. Change In Cash Analysis

45

10. Parsing and Reformatting the Income Statement

57

11. Estimating Your Businesses’ Value

65

12. Controlling Your Cost of Goods Sold

69

13. Controlling Labor Cost

73

v

14. How and Why to Develop a Break-Even Analysis

77

15. Improving Financial Control through Comparisons to Industry Averages

81

16. Introduction to the Balance Sheet

85

17. Introduction to an Analysis of the Balance Sheet

89

18. Detailed Analysis of the Balance Sheet

91

19. Fixed Asset Management

95

20. Considerations Regarding Debt Financing

97

21. Strategic Management of Inventory, Accounts Receivable and Accounts Payable

101

22. Return on Investment Analysis

105

23. The Altman Z-Score

109

24. Bookkeeper Policies and Procedures

115

25. Conclusion

123

Part II
Positioning Your Business For Sale

125

vi

Preface
I graduated from San Francisco State University with a Master’s Degree in Business
Administration in the early 1970’s. Rather than pursue a career with a large corporation, I chose
instead to go into business for myself. I bought a small restaurant which employed 11 people with
annual gross sales of $300,000. From that beginning, over the next 20 years I built my company
to one owning six restaurants employing 275 people serving approximately a million customers
per year. There is no question but that my ability to grow my company as I did is attributable in
large part to my aggressive pursuit of excellent financial performance reporting, analysis and
control.
I sold my company in the early 1990’s. With that career behind me, I chose a new career in
business brokerage and business valuation. This gave me the opportunity to meet with many
business owners in a vast array of different types of small and lower middle market businesses
(i.e., with annual sales revenue up to around $20 million). However, no matter what type of
business I come across, I consistently find the quality of these businesses’ internal financial
statements generally range from just okay to exceedingly poor. This fact, coupled with poor
positioning for sale, in turn renders these businesses very difficult and often impossible to sell.
Indeed, there is general agreement among business brokers serving small and lower middle market
businesses that around 80% of these businesses offered for sale will not sell. This problem is
further compounded by individuals who call themselves “bookkeepers” who are not qualified to
do so. I come across this a lot. They are essentially ‘data entry clerks’ with little or no knowledge
of Generally Accepted Accounting Principles (GAAP) and it shows in their work product. In some
cases, they do have the ability to produce accurate financial statements, but are careless and
produce sloppy statements because the business owner doesn’t want to or doesn’t know how to
oversee their work product and hold them accountable to a high standard of performance.
I have written this book specifically for small and middle market business owners and their
bookkeepers. For the most part you will find it to be an easy and entertaining read. You will also
find that the ways I demonstrate how to achieve excellent financial reporting, analysis and control
are not difficult to understand or costly to implement. Thus, when it comes to finding ways to
improve your company’s profitability and market value, what is presented here is low-hanging
fruit. Opportunities like this to greatly improve your company’s profitability, market value and
enhance your competitive advantage as well don’t come along very often.
Many charts and graphs that interpret the financial performance data in ways that make complex
concepts easy to understand are presented in this book. Also introduced are Excel worksheets that
facilitate the transformation of the financial statements produced by Quickbooks or whatever
bookkeeping software you use into financial statements that are far easier to understand and
analyze. I have combined all of these Excel charts, graphs and templates into one Excel workbook
titled Catalyst which is available to purchase. The User’s Guide for this workbook can be
downloaded free from my website.
Toby Tatum, MBA
Certified Business Appraiser
Certified Valuation Analyst
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Chapter 1
Introduction
Central to the process of assisting folks in the buying, selling or appraisal of small businesses, is
the need to analyze the business’s financial statements. Over the years, I have examined many
financial statements from all kinds of small businesses. These statements range in quality from
next-to-useless to pretty good. However, I have yet to see the financial statements for a small
business that I think couldn’t be improved.
I’m not talking about the accuracy of the statements, that is, whether or not revenue and expenses
are reported correctly. I’m talking about the format of the statements. That is, how well organized
the statements are and how readily one can interpret the financial performance and financial
condition of the business by examining the Profit & Loss statement and the Balance Sheet.
My purpose here is to share some examples of really poor financial statements I have seen and
offer some advice on what I think excellent financial reports should look like. The reason I’m
addressing this topic is threefold. First, having excellent financial reports and the ability interpret
what they’re saying is critically important for the ambitious business owner who wants to grow
his or her business. Beyond a certain level of business activity and complexity which varies from
one type of business to another, poor financial reporting can likely be the kiss of death. Second,
having excellent financial statements is a key ingredient in an ability to sell one’s business for the
best price possible. And finally, it has been my experience that nearly all small business owners
think their financial statements are really pretty good and are extremely sensitive to any criticism
about them. For this reason, I keep my mouth shut on this matter when working with clients. This
presentation is the best way I can think of to address this topic without offending someone (or
perhaps offending everyone all at once, and just getting it over with).
Nowadays, all of the statements I see are computer generated. Manually produced statements are
a thing of the past. But even so, the computer will only do what the bookkeeper tells it to do and
following are examples I have come across of really poor report formats.
My first example is the P&L for a restaurant. The operation’s expenses were presented first, and
Gross Sales Revenue was the last line item on the statement. All expenses were reported in perfect
alphabetical order. So, the first expense to appear was Advertising. Then came Bookkeeping,
Cleaning Supplies, Cost of Goods Sold, Depreciation, and so on. It’s common for me to see P&L’s
where the report format is based solely on the alphabetical order of revenue and expense
descriptions and much can be done to improve statements like these.
The next example of a poor report format is where there are way too many revenue and expense
descriptions, often with no account category subtotals. I once had the opportunity to examine the
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P&L for a retail business that was three pages long. The statement had about a hundred revenue
and expense line item descriptions and no category subtotals. In fact, some expense accounts had
the same description with different account numbers. When the business owner ran out of new
descriptions to use, he just reused ones already appearing on the statement but with different
account numbers (e.g., ‘Miscellaneous Expenses’ and ‘Other’). This owner explained to me that
even though the expense accounts had the same description, they really were for different kinds of
expenses; it’s just that the differences were subtle. He also said he was having a hard time finding
and holding on to a good bookkeeper. Little wonder. There is no “correct” number of revenue
and expense accounts that should appear on the financial reports. Having too few can be as bad
as having too many. It’s a matter of judgment and establishing a good report format—including
meaningful account descriptions—is more an art than it is a science.
And finally, I want to tell you about the P&L for a retail business I visited that the owner wanted
to sell. In this case, the business owner also owned the real estate in which his business was
situated. This is not uncommon. The principal weakness in this owner’s P&L stemmed from the
fact that he included the real estate as one asset of his business.
In cases where the business owner also owns the operation’s real property, it’s best for a number
of reasons to hold title to that property within a separate legal entity and charge the business fair
market value rent. From a financial reporting perspective, the reason to do this is so that you can
clearly distinguish between the profit or loss, as the case may be, from business operations and the
income from the investment in real estate.
In the case of this example, the owner was showing a “profit” of around $30,000 a year. However,
it was my guess that the fair market value rent his property could generate was around $60,000 a
year. Thus, his business was actually losing about $30,000 a year and the owner would have been
that much better off by closing the business and leasing his property to someone else. I honestly
don’t think he realized this fact. When I looked at the trend in his business’s profitability—or lack
thereof to be more precise—it was evident to me that his cash flow would turn negative within 18
to 24 months and that his business (excluding the real estate) was worthless. I tried to explain this
to the owner as delicately as I could, but alas, not delicately enough. He ran me off and that was
that. However, true to my prediction, the business went dark about 20 months later.
I selected the preceding examples of poor financial reporting because they boldly illustrate the
weaknesses I see in many small business’s financial statements. In my opinion, essentially all small
business’s financial reports can stand improvement and I will offer some suggestions on how to
do this in the following chapters.
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Chapter 2
Cash versus Accrual Accounting
The theme throughout this book is that every business—all the way down to the smallest of the
small—can benefit from improved financial performance reporting. To make my point, in this
chapter I want to tell about the owner of a small businesses that suffered greatly because his
financial statements were so poor.
The individual I want to tell you about owned a firewood retail business. He wanted to sell his
business because he wasn’t making any money. (This is a common scenario, but alas, one for
which I cannot offer any help as a business broker). In any case, the owner confided in me that
over the three-year period he owned the business, he had put more money into it after buying it
than he had taken out. He told me that he just couldn’t understand why because he just knew he
should be making a profit.
Well, this is not what his profit & loss statement indicated. His year-end statements for each of
the three years he owned this business showed an operating loss. He said he didn’t pay any
attention to the profit & loss statements his bookkeeper produced because they never made any
sense. He said he knew what profit he should be making, but he never had the cash in his checking
account that he figured he should have.
He was right on one score: his monthly profit & loss statements didn’t make any sense. This was
because the reported “cost of goods sold” on his monthly P&L fluctuated from 0% of sales to well
over 100% of sales from month to month. When I asked the owner about this, he said he that his
cost of goods sold was always 60% of sales despite what his P&L indicated. He knew this because
he bought big logs, on average, for around $100 a cord, converted them into firewood and sold the
finished product, again on average, for around $167 a cord. Moreover, based on that assumption,
with annual sales of approximately $300,000 he should be making somewhere around $50,000 to
$60,000 a year.
However, when I averaged his reported monthly cost of goods sold for the preceding 36 months,
I found that it was 80% of sales—not 60%. There was no way he could make a profit, given his
labor cost and other costs, if his cost of goods sold was 80% of sales revenue. The fundamental
problem from a financial reporting perspective in this case was that this owner was keeping his
books on a “cash” basis as opposed to an “accrual” basis. This is to say, he booked his sales when
he got the cash (which was often a month or more before and sometimes a month or so after he
delivered the firewood) and booked his expenses when he paid his bills which was always a month
or more after he took delivery of the raw materials.
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In order to accurately assess the financial performance of a business like this, it is critically
important to keep one’s books on an accrual basis. This means to book sales revenue when the
buyer takes physical possession of the goods—despite when the cash is received—and book
expenses when the raw materials are delivered—despite when they are paid for. This accounting
procedure also necessitates taking an accurate month end inventory of the goods available for sale
because the cost of goods sold determined using the accrual based accounting methodology is the
sum of last month’s ending inventory plus purchases this month minus this month’s ending
inventory.
This implies, in turn, that in order to obtain a truly accurate monthly calculation of a business’s
cost of goods sold, it is imperative to obtain a very accurate determination of the inventory’s value
at cost after close of business on the last day of the month. Doing this is a pain in the you-knowwhat to be sure, but it is the only way to produce an accurate financial report. Based on my
experience I can say that most small business owners do not take a month-end physical inventory
of their products on hand. If you believe you are compelled to estimate the value of your ending
inventory rather than take a physical count, my advice is to get really good at it and don’t just use
the same standard “plug-in” value month-in-and-month-out.
Had this firewood business owner kept his books on an accrual basis and taken an accurate monthend inventory every month, his P&L would have indicated that his cost of goods sold was 80% of
sales. Assuming he was paying $100 a cord for raw materials and selling split firewood for $167
a cord, then he could have readily realized that either he was not receiving all the raw materials he
thought he was paying for, or there was considerably more “shrinkage” in the conversion process
than he imagined, or his employees were delivering more split wood than he was charging for
(they’re looking for a big tip don’t you know) or not all the cash customers were supposed to pay
was getting into the till or one or more of his employees were stealing inventory or embezzling
cash. If the person who administers the Accounts Payable has larceny in his or her heart, stealing
money from this owner undetected would be as easy as sealing candy from a baby. However,
because his financial statements were maintained on a “cash” basis, he never had a financial report
that would enable him to see that some oand possibly all of these things were occurring.
I’m aware that knowledge of the principals of accounting are beyond many small business owners
and that this discussion of “cash” versus “accrual” accounting may be somewhat intimidating.
Such business owners must rely totally on their bookkeepers to provide them with accurate
financial reports. However, speaking from experience, I can say that the vast majority of small
business financial statements that I have seen are maintained on an accrual basis (but not all—as
evidenced by what I have just described).
I can’t imagine anyone who represents him or herself as a professional bookkeeper who is not
perfectly clear on what I’m talking about. So, if you want to know more about the difference
4

between accrual and cash accounting, or any of the remaining topics in this book, discuss them
with your bookkeeper or CPA; I’m sure they will be happy to accommodate you. In fact, in my
opinion, I think you should discuss my suggestions with your bookkeeper or CPA. After all, those
people are not mind readers. In the absence of any specific direction from their clients regarding
how they want their financial statements to appear, I suspect many of them tend to produce
monthly and year-end reports based on some time-and-cost-saving standard “default” format that
they have developed specifically for income tax reporting.
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Chapter 3
The Danger In Minimizing Your Income Tax Liability
“Call me Ishmael.”
With that introduction, one of the greatest works of fiction about adventure on the high seas begins.
Through the eyes of Herman Melville’s fictional character Ishmael, we see Captain Ahab’s pursuit
of the great white whale, Moby Dick, and through this literary experience learn an important object
lesson: the folly of blind obsession. In the end of course, Captain Ahab is killed and his ship the
Pequod is sunk. And all because he abandoned common sense and good judgment in his
overwhelming need to kill the white whale.
In the course of my work as a business broker and business appraiser, I occasionally encounter
business owners who remind me of Captain Ahab. This is to say, I see them consumed in an
apparent overwhelming need to kill their white whale. The white whale is the same in every case.
What I’m talking about is their need to avoid paying income taxes; to put cash in their pocket at
the end of the day, but show a loss on paper. In other words, to put one over on the I.R.S.
Among this genre of small business owners, there is one individual whom I met that stands out
from all the rest. He was the epitome of one obsessed with a need to minimize his reported taxable
income. I was amazed at the lengths he went to, to distort his sales revenue and expenses on his
financial statements. You name it, he did it: pocket cash sales and never enter them on the books,
bloat reported expenses by recording personal purchases such as travel, meals, magazine and
newspaper subscriptions, personal auto expenses, home repairs and maintenance, home utility
bills, and so forth as business expenses. He held back credit sales in November and December and
didn’t book them until January. He stuffed his postage meter in December with enough postage to
last him until August but reported the total purchase as an expense in December, and on and on.
Moreover, he was quite proud of this accomplishment. He told me that he met with his CPA
several times a year to “brain storm” new ways to minimize his reported income. The energy he
put into this practice was enormous. He was truly consumed not with just a desire, but it seemed
to me, a compelling need to avoid paying income taxes.
The reason he was explaining all of this to me was because he had to sell his business. About a
year earlier he suffered a very debilitating injury and was not recovering well. He was not a young
man and he was in constant pain. He even had a cot set up in his office so he could lie down and
rest periodically throughout the day. He doubted he would ever recover fully. He told me he must
sell his business and retire—and, the sooner, the better.
His business was quite unique and thus, it was unlikely I would be able to find many interested
buyers. However, I found two individuals who showed an interest—until. That is, until they saw
his actual financial statements and not the profit I advertised based on the adjustments I made
7

according to his explanations of what his real revenue and expenses were. Mind you, I never
doubted that his explanations were true and that his business really was fairly profitable. I never
doubted that he wasn’t lying to me or to the prospective buyers. He only lied to the I.R.S.
However, the enormous difference between his advertised earnings and what appeared on his
financial statements and tax returns didn’t sit well with the buyers. As he explained to prospective
buyers the differences between reported sales and actual sales and reported expenses and actual
expenses, I could see the buyers’ eyes sort of roll back in their heads. Clearly, they were thinking
to themselves, “oh brother!”
Neither buyer made an offer. Ultimately, after several months of trying to sell his business but
racked with pain and unable to carry on, the owner closed it down and walked—actually limped—
away. All he got was the liquidation value of his operating equipment. This was truly unfortunate,
because he had a profitable, viable business. I can only estimate what I think this owner could
have sold his business for had he been able to present accurate financial statements. It is my guess
that the selling price would easily have been somewhere close to five times the amount he probably
saved in income taxes over the years by under-reporting earnings. Think about it. If his income tax
is 30% of pre-tax earnings and he concealed $1.00 from reported earnings, he makes an extra thirty
cents. But if his business is worth three times earnings, he has devalued his business by three
dollars. It would take ten years to catch up and if you consider the present value of thirty cents a
year, then it would be more like fifteen years to catch up assuming the company’s earnings stay
the same over that time period. If earnings rise over that time period, then he will never come out
ahead by under-reporting actual earnings.
My recounting of this incident is not to suggest that small business owners should turn a blind eye
to ways of minimizing reported earnings on their income tax returns. There are legitimate ways to
do this and I’m sure your CPA will be more than happy to discuss them with you. And, based on
my personal experience, I can say that most prospective buyers are willing to add back some
additional cash flow to reported earnings arising from artificially bloated expenses such as meals
& entertainment and auto expenses when making their determination of what a business is worth.
Few buyers, however, seem willing to add back the seller’s claim of skimmed cash sales revenue
or add back earnings concealed through other egregious tax avoidance schemes when computing
a business’s value.
In addition to the negative affect that distorted financial performance reporting has on a business’s
market value, such statements also become less useful—and in many cases useless—as a business
planning and control tool. This is dangerous because, as I have said before, there comes a point in
a growing business where the absence of good financial reporting becomes the kiss of death.
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There also comes a time in most growing businesses when the need arises to borrow money to
finance new operating equipment, leasehold improvements, the purchase of real estate, inventory
perhaps and so forth. Without good financial statements (and accompanying tax returns) that
demonstrate a history of solid earnings, the ability to borrow the needed money becomes
significantly more problematic.
And finally, one always runs the risk of being audited by one or more taxing authorities. If they
should discover that you have been deceptive in reporting your company’s earnings, they can make
you wish you hadn’t. In fact, I asked the business owner I have told you about here if he wasn’t
concerned about an audit. He assured me he was not. He said he was confident that he was much
too clever to get caught by an auditor. I had my doubts about that. After all, he readily spilled the
beans to both prospective buyers. One of those buyers could have been an under-cover I.R.S. agent.
They really do stuff like that. Now there’s something else to think about—especially if you are
also obsessed with killing the same white whale.

9
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Chapter 4
Improving Planning & Control via Improved P&L Formatting
The practice of management is embodied in five fundamental tasks: planning, organizing, staffing,
controlling and leading. To some degree, well-developed financial statements assist in all of those
activities. However, a firm’s financial statements are among the principal tools required for
effective planning and control. Thus, the better the quality of a firm’s financial performance
reporting, the better the owners can be at those tasks.
A company exhibiting excellent financial reporting will routinely (generally, monthly) produce
three reports: The Profit & Loss Statement, the Balance Sheet and the Change in Cash statement
aka Sources and Uses of Cash statement. From my experience, I can say that the Profit & Loss
Statement is the report small business owners tend to rely on the most and it is certainly the most
important report that a prospective buyer wants to see. For this reason, I will focus on how to
improve the quality of this report first.
The Profit & Loss Statement is comprised of rows and columns of information. The rows are the
descriptions of revenue and expense accounts, subtotals of various account categories and, of
course, the quintessential bottom line; “net profit”—the difference of revenue minus expenses.
The order in which the rows of revenue and expenses are arranged on the P&L and the kinds of
subtotals appearing on this report greatly affect its usefulness.
The standard practice for every type of business is to report sales revenue first. This is well
understood and since I’ve only encountered one business not following this convention, I won’t
spend any more time on it here. It is the way in which a business’s various expense accounts,
account categories and subtotals appear on the P&L where I think there is room for improvement
among every small business based on my experience.
Every business’s operating expenses are comprised to two fundamental types: variable costs and
fixed costs. Variable costs are those that vary nearly directly with a business’s sales volume. The
best example of a variable cost is the cost of goods sold. When sales volume goes up, so does the
cost of goods sold. Conversely, if sales volume drops, so does this cost. If sales volume is zero,
the cost of goods sold would also be zero. In other words, it is the level of business sales that drives
a business’s variable costs.
Fixed costs, on the other hand, are not directly determined by the level of business sales (over the
short run). Good examples of fixed costs are rent, middle management salaries, interest on fixed
debt, frequently utility expense, liability insurance premiums, bookkeeping, office administration,
and income tax preparation. Obviously, none of these fixed costs remain the same indefinitely;
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the term “fixed” only means that they do not rise and fall proportionally with the ebb and flow of
sales volume from month to month.
Central to effective planning and control is to group variable and fixed costs separately on the
P&L. This is because the way in which this cost data is employed in planning and analyzed for
the purpose of control is different. It is standard practice to report variable costs first, and then
fixed costs. Thus, the basic structure of the P&L should look like this:
Sales Revenue
$xxxxx
Variable Costs:
Cost A
$xxxxx
Cost B
$xxxxx
Cost C
$xxxxx
Total Variable Costs
$xxxxx
Contribution Margin
$xxxxx
(Sales Revenue minus Total Variable Costs)

Fixed Costs
Cost D
Cost E
Cost F
Total Fixed Costs

$xxxxx
$xxxxx
$xxxxx
$xxxxx

Total Costs

$xxxxx

Net Profit

$xxxxx

(Sales Revenue minus Total Costs)

It is also standard practice to report the Cost of Goods Sold as the first variable cost for businesses
that sell merchandise and to report the difference between this cost and sales revenue as the Gross
Profit. For such businesses, the first part of the P&L should look like this:
Sales Revenue
Cost of Goods Sold
Gross Profit

$xxxxx
$xxxxx
$xxxxx

(Sales Revenue minus COGS)

Other Variable Costs:
Cost A
Cost B
Cost C
Total Variable Costs
Contribution Margin

$xxxxx
$xxxxx
$xxxxx
$xxxxx
$xxxxx

(Sales Revenue minus Total Variable Costs)
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Additionally, all costs, in particular variable costs, associated with one fundamental cost category
should be grouped together and subtotaled. For example, Cost B above could be Direct Labor
Cost. Thus, on your P&L, Cost B should look something like this:
Direct Labor Cost
Straight time pay
Overtime pay
Vacation pay
Sick pay
Employer payroll taxes
Workers’ Comp Insurance
Employee Health Insurance
Total Direct Labor Cost

$xxxxx
$xxxxx
$xxxxx
$xxxxx
$xxxxx
$xxxxx
$xxxxx
$xxxxx

The order in which the variable cost categories such as Direct Labor Cost, Marketing, Repairs &
Maintenance and so forth appear on the statement is not critical. I recommend they be presented
in descending order of magnitude but that’s just my preference. Additionally, the types of cost
categories that should be established for a business depend on the type of business. Here I
recommend using categories that are the standard practice within your industry. Your CPA should
be able to help you with this and I will address this topic in depth in another chapter.
And finally, as you focus on your various costs to determine if they are variable or fixed, it will
become evident that many of them contain elements of both; they are hybrid costs, so to speak,
and it’s not obvious in which category they most appropriately belong. It may be best to allocate
them to a variable or fixed category depending on what they are most nearly like. Or, you may
allocate some subjectively determined portion to variable costs and the balance to fixed costs.
Similarly, there may be a fixed cost, for example Yellow Page Advertising, which you feel should
more appropriately be included within your Marketing category as a sub-component of that
variable cost even though it is a fixed cost. Ultimately, it’s all a matter of judgment about which
way will best facilitate your efforts at planning and control.
Creating excellent financial statements is as much an art as it is a science and there are few
absolutes regarding the advice I’m giving. Probably the best thing to do with what I have presented
throughout this book is to use it as the basis of a strategy meeting with your CPA.
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Chapter 5
How To Analyze Your P&L
In the previous chapter, I offered my opinion on the order in which the revenue and expense
accounts should be presented on the Profit & Loss Statement. I said that the P&L should be
comprised of three basic sections: sales revenue, variable costs and fixed costs. In this chapter, I
will offer some suggestions on the columns of data that could be reported for each account line
item on the P&L to better assist the business owner with the tasks of operation planning and
control.
More than half of the small business P&L’s that I see display only one column of data. That is,
the P&L only shows the dollar volume of each revenue and expense account for the month.
Actually, there are many additional columns of information that could be reported on the P&L;
some to assist in operation control and some to assist in planning. I’m not suggesting that every
conceivable additional column of data must necessarily appear on your P&L, but the merit of each
is worth considering. The single best additional column of data that can be included on the P&L
is the ratio of each revenue and expense account expressed as a percentage of total net sales
revenue i.e., Total Gross Sales Revenue minus Sales Tax. For example:

Sales Revenue
Cost of Goods Sold
Gross Margin
Other Variable Costs:
Cost A
Cost B
Cost C
Total Other Variable Costs
Contribution Margin

June 2003
$100,000

% of
Rev enue
100.0%

$61,275
$38,725

61.3%
38.7%

$9,564
$3,125

9.6%
3.1%

$1,997
$14,686
$24,039

2.0%
14.7%
24.0%

One
very worthwhile approach to financial control is
June 2002
comparative ratio analysis. There are all kinds of ratios that
can be generated from the numbers on your financial
statements and first among them for the purpose of cost
control is the ratio of your variable costs to sales revenue.

For example, let’s suppose that in May sales revenue was
$90,000 and the Cost of Goods Sold was $55,170.
Comparing $55,170 to June’s COGS of $61,275 is not very
Fixed Costs:
Cost D
$7,500
7.5%
enlightening. However, May’s COGS as a percent of sales
Cost E
$1,500
1.5%
revenue is 61.3% ($55,170/$90,000) and June’s COGS is
Cost F
$1,000
1.0%
Total Fixed Costs
$10,000
10.0% also 61.3%. The ratios are identical.
This means the
Total Costs
$85,961
86.0%
control of the cost of goods sold is consistent but not
Net Profit
$14,039
14.0%
necessarily good—i.e., well contained. I will have more to
say about this distinction in another chapter. If you have perfectly consistent control of your
variable costs, then all of your variable cost/sales revenue ratios will be the same every month.
Unfortunately, this never happens. These ratios for each of your variable expense accounts will
always fluctuate a little from month to month. In a perfect world, you would know the reasons for
all of the inconsistencies but as a practical matter, this is impossible. Given this fact, the challenge
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becomes one of what you might call “financial control triage.” That is, devoting your limited staff
resources to an investigation of the most severe inconsistencies or indications of a problem.
The most obvious inconsistency is a sudden spike in a variable cost’s percent of sales revenue.
For example, suppose that a business’s cost of goods sold has historically hovered around 61% of
sales (plus or minus 1%) but in June it is 65%. An unexpected increase of this magnitude is a big
deal and worthy of investigation. A four-percentage-point spike in a variable cost’s percent of
sales over a historical average will usually represent a significant drop in net profit. Assuming the
spike is not the result of a bookkeeping error, then it is generally impossible to recover the loss.
The task for management at this point is forward-looking damage control. That is, finding the
cause for the spike and making appropriate changes in policies and procedures to ensure that it
won’t happen again—including eliminating persistent bookkeeping errors. This is all much easier
said than done. Trust me. As an example, I appraised a business where their annual cost of postage
was $1,300 in 2015, $1,200 in 2016, $1,000 in 2017, $1,250 in 2018 and $51,000 in 2019—hmm.
Do you think this might be something management should look into?
The other type of inconsistency in operating costs and profit both in absolute values as a percent
of sales is trends. Trends in sales, costs and profit are nearly always affecting a business either for
the better or the worse. However, regardless of the direction in operating costs or net profit are
trending, it’s important to try to identify and track them.
One way to do this (and identify spikes as well) is by adding additional columns of data to your
P&L. There are several possibilities. An excellent P&L, in my opinion, will have one or more of
the following column categories (in addition to the aforementioned cost-to-revenue percentages):
➢
➢
➢
➢

Same month last year
Year-to-date
Year-to-date last year
Rolling 12-month average

I say “column categories” because each of the preceding categories can conceivably be comprised
of four columns. These would be the absolute value, the value as a percent of sales revenue and
the amount of change in dollars and percentages. For example, if you added a “Same month last
year” category to your P&L with all four columns, it would look like this:
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Sales Revenue
Cost of Goods Sold
Gross Margin
Other Variable Costs:
Cost A
Cost B
Cost C
Total Other Variable Costs
Contribution Margin

June 2003
$100,000

% of
Rev enue
100.0%

$61,275
$38,725

61.3%
38.7%

$57,985
$35,471

62.0%
38.0%

$9,564
$3,125

9.6%
3.1%

$10,008
$2,978

10.7%
3.2%

($444)
$147

-1.1%
-0.1%

$1,997
$14,686
$24,039

2.0%
14.7%
24.0%

$2,201
$15,187
$20,284

2.4%
16.3%
21.7%

($204)
($501)
$3,755

-0.4%
-1.6%
2.3%

% of
June 2002 Rev enue
$93,456 100.0%

Change Change
in $
in %
$6,544
0.0%
$3,290
$3,254

-0.8%
0.8%

Fixed Costs:
Cost D
Cost E
Cost F
Total Fixed Costs
Total Costs

$7,500
$1,500

7.5%
1.5%

$7,000
$1,200

7.5%
1.3%

$500
$300

0.0%
0.2%

$1,000
$10,000
$85,961

1.0%
10.0%
86.0%

$925
$9,125
$82,297

1.0%
9.8%
88.1%

$75
$875
$3,664

0.0%
0.2%
-2.1%

Net Profit

$14,039

14.0%

$11,159

11.9%

$2,880

2.1%

If you incorporated all four columns for all four of my suggested comparison categories then,
counting the two columns of data for the current month, your P&L would be 18 columns wide!
One might argue that that’s a bit of an over-kill and perhaps it is. On the other hand, paper and
ink are cheap and you don’t have to look at every number every month. I think it’s better to have
the information and not need it than the other way around.
I don’t want to understate the effort it will take learning how to interpret and appropriately react
to all of the information that is possible to incorporate into your P&L. This learning process could
take several years. However, for the learning process to begin and for you to start down the road
toward excellent financial planning and control, you first have to start generating the requisite
financial performance data.
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Chapter 6
The Single Most Important Information to Glean From Your P&L
Billy Bob's Barbecue
Sales Revenue
Food cost
Beer & Wine

Apr-19
$97,852.25

In virtually all small businesses and many
medium size businesses the purpose of the P&L
is primarily and, in many cases, exclusively for
the preparation of income tax returns. The P&L
is an historical report of what occurred over the
past month or quarter or year. It tells you where
you’ve been. However, in your capacity as the
Chief Financial Officer for you company, your
focus should be on the future. You need to see
where you’re heading.

$31,258.32
$4,208.53
Total Cost of Goods Sold $35,466.85
Gross Profit $62,385.40

Bookkeeping & Accounting
Bad debt
Charitable Contributions
Cleaning Materials
Depreication & Amortization Expense
Direct Labor
Direct Mail Advertising
Dues & Subscriptions
Employer's SS
Federal Unemployment Insurance
Fine
Interest on Bank Loan
Newspaper Advertising
Outside Maintenance
Overhead on Owner's Salary
Overtime Labor
Owner's Automobile Expenses
Owner's Health & Life Insurance
Owner's Salary
Property & Liability Insurance
Radio Advertising
Rent
Repair & Maintenance
Sales Tax
Small Wares
State Unemployment Insurance
Travel & Entertainment
Utilities
Vacation Pay
Worker's Comp Insurance
Yellow Pages
Total Expenses
Operating Profit

$264.75
$0.00
$0.00
$433.91
$1,706.71
$13,998.97
$158.81
$75.00
$1,197.05
$114.35
$0.00
$423.05
$1,588.12
$512.51
$610.00
$952.87
$188.54
$416.67
$5,000.00
$425.46
$2,001.36
$10,000.00
$316.00
$5,558.44
$205.95
$171.52
$188.54
$1,597.76
$704.66
$428.79
$39.70
$49,279.49
$13,105.91

Other Income & Expense
Gain on Sale of Equipment
Interest Income
Total Other Income & Expense
Pre-Tax Net Profit

$0.00
$75.00
$75.00
$13,180.91

Robert Trueblood led an AICPA study group
from 1971 to 1973 the purpose of which was to
assess and articulate the purpose of financial
statements. A key conclusion from this study is
that the single most important information
management should be able to glean from the
firms’ financial statements is the ability to get a
handle on expected future cash flow (not
expected future profit).
And why not ‘profit?’ The answer to this
question has been put best by Madrid, Spain
University Professor Pablo Fernandez, in his
book [Business] Valuation and Common Sense.
To wit: Net cash flow is a fact; net profit is only
an opinion. In other words, at the end of the day
you don’t put profit in your wallet—you put
cash in your wallet.
So, how can you do this? Interestingly the key
to accomplishing this task is something very
few business owners give little if any attention.
And that is the formatting of your P&L as
explained in Chapter 4.

Here we see a P&L reflecting the typical
format. Sales revenue at the top, then the cost of
goods sold, then all remaining costs in alphabetical order or approximately so. This is perfectly
acceptable for the purpose of preparing an income tax return.
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Once the determination of each operating cost’s type has been made, the P&L needs to be
formatted as described in Chapter 4. In some cases, it may take some careful thought to determine
into which category a cost belongs. Some types of costs with similar descriptions need careful
consideration regarding their type. For example, Worker’s Compensation and Employee Health
Insurance are variable costs that should be included in the Direct Labor cost center. Liability and
casualty insurance are fixed costs. Vehicle insurance is a fixed cost. Owner’s life insurance is an
owner perk.
Following is the preceding P&L reformatted. NOTE: Instructions in how to transform your current
monthly statements into the following format via Microsoft Excel to follow.
Figure 1
Billy Bob's Barbecue
Sales Revenue
Gross Revenue
Less Sales Tax
Net Revenue

$97,852.25 106.02%
-$5,558.44
-6.02%
$92,293.81 100.00%

Cost of Goods Sold
Food Cost
Beer & Wine
Total Cost of Goods Sold
Gross Profit

$31,258.32
$4,208.53
$35,466.85
$56,826.96

33.87%
4.56%
38.43%
61.57%

$13,998.97
$952.87
$704.66
$1,197.05
$171.52
$114.35
$428.79
$17,568.21
$53,035.06
$39,258.75

15.17%
1.03%
0.76%
1.30%
0.19%
0.12%
0.46%
19.04%
57.46%
42.54%

Direct Labor Cost
Direct Labor
Overtime Labor
Vacation Pay
Employer's Social Security
State Unemployment Insurance
Federal Unemployment Insurance
Workers' Compensation Insurance
Total Direct Labor
Total Prime Costs
Gross Margin

prime cost is helpful for benchmarking addressed in Chapter 16.
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The first two variable costs are
the cost of goods sold and direct
labor cost. It’s common to see
the cost of goods sold defined as
a “cost center” meaning that all
of these costs are itemize and
then totaled as a cost center.
This is generally not the case for
all remaining costs. However, it
is extremely helpful to do so as
will be explained in the next
chapter. Here we see all direct
labor costs itemized with a cost
center total. Notice a new cost
category “prime costs” and
profitability description “gross
margin.” The prime cost is the
sum of the cost of goods sold and
direct labor cost. Tracking the

Figure 2
Marketing
News Paper Advertising
Radio Advertising
Yellow Pages Advertising
Direct Mail Advertising
Total Marketing Expenses

$1,588.12
$2,001.36
$39.70
$158.81
$3,787.99

Here are the remainder of the
variable costs itemized and
totaled in their respective
cost centers.

1.72%
2.17%
0.04%
0.17%
4.10%

And we see the contribution
margin,
a
profitability
Other Variable Costs
Cleaning Materials
$433.91
0.47% subtotal. This profitability
Small Wares
$205.95
0.22% subtotal is unfamiliar to the
Outside Maintenance
$512.51
0.56%
vast majority of small and
Repairs & Maintenance
$316.00
0.34%
medium
size
business
Total Other Variable Costs
$1,468.37
1.59%
However, this
Total Variable Costs
$58,291.42 63.16% owners.
Contribution Margin
$34,002.39 36.84% metric lies at the center of
getting a handle on future
cash flow. The contribution margin is the cash flow resulting by subtracting all variable costs from
sales revenue.
Figure 3
Non-Discretionary Fixed Costs
Now we come to the fixed
Rent
$10,000.00 10.83% costs. These are titled nonUtilities
$1,597.76
1.73% discretionary fixed costs
Property Damage & Liability Insurance
$425.46
0.46%
because they generally
Bookkeeping & Accounting
$264.75
0.29%
cannot be avoided. Many
Total Non-Discretionary Fixed Costs
$12,287.97 13.31%
are monthly expenses such
as rent, and many are periodic like property tax, business licenses and permits.
Figure 4
Discretionary costs are
largely owner perks plus
the owner’s salary and
bonuses. Also included
here is interest on debt.
Interest expense is not a
cost of doing business; it is
a cost for borrowed
money. It is discretionary
in the sense that it can be eliminated by paying off the company’s long-term debt.
Discretionary Costs

$5,000.00
$610.00
$416.67
$188.54
$423.05
$188.54
$75.00
$1,000.00
$7,901.80

Owner's Salary
Overhead on Owner's Salary
Owner's Health & Life Insurance
Owner's Automobile Expense
Interest on Bank Loan
Travel & Entertainment
Dues & Subscriptions
Charitable Contributions
Total Discretionary Costs

5.42%
0.66%
0.45%
0.20%
0.46%
0.20%
0.08%
1.08%
8.56%

Next but not last is the calculation of net cash flow.
Figure 5

$20,189.77 21.88%
$78,481.19 85.03%
$13,812.62 14.97%

Total Fixed & Discretionary Costs
Total Operating Costs
Net Operating Cash Flow
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Figure 6
$75.00 0.08%
$2,256.71 2.45%
$11,630.91 12.60%
Now we come to the last section of the P&L. The most common terms to describe this section on
P&Ls is Other Income and Other Expense. This section sill serves the same purpose but it is also
the new venue for depreciation and amortization expense. Notice that this final summation is Net
Profit. This is because these two expenses are regulated by tax law as established by congress,
both federal and by the states. As such they are politically negotiated and reflect the opinions of
legislators. Hence net profit is an opinion.
Non-Recurring & Non-Operating Income
Non-Recurring, Non-Operating & Non-Cash Expenses
Pre-Tax Net Profit

Non-recurring expenses include such things as loss on sale of equipment, bad debt, extraordinary
repair costs, etc. Non-recurring income are things like gain on sale of equipment and interest
income.
The reason for separating these types of income and costs from all preceding income and costs is
to facilitate future cash flow projections. These types of income and costs cloud earnings from
normal business operations and distort future cash flow projections.
Future projections are generated by first calculating historical growth rates in the contribution
margin. The historical time periods can be months, quarters or years. Of these three, I think the
best choice is quarters. Following are several projections of future cash flow based on quarters,
but the same methodology can be employed for months or years.
Cash flow will continue to increase if the contribution’s growth rate exceeds the fixed cost’s
growth rate. If this not the case, cash flow will eventually turn negative. Cash flow will turn
negative when projected fixed costs intercept the projected contribution margin. Following are
demonstrations of this fact employing an Excel forecasting worksheet.

Billy Bob's Barbecue
Number of Quarters
Growth
8
Rates per
4th Qtr 2018 3rd Qtr 2020
Qtr
Contribution Margin
$79,500
$91,321 2.00%
Fixed Costs
$60,964
$65,362 1.00%
Discretionary Cash Flow Projection

Next Qtr

7

2020
4
4th qtr 2020
$93,147
$66,016
$27,132

This is the data entry section. To obtain a free copy of this Excel worksheet, send your request to
me at tobywt123@gmail.com. All light blue cells with a red border require the user to enter data.
In the following demonstrations, the third quarter of 2020 is the most recent P&L data available
so the first future quarter will be the fourth quarter of 2020. These projections are based on the
growth rates over the last eight quarters but you only have to enter P&L data from eight quarters
back and the most recently completed quarter. I recommend using eight to ten quarters. Using too
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few introduces excessive volatility into the analysis and using too many introduces ancient history
into the analysis
$400,000
$300,000
$200,000
$100,000
$0
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-$100,000

-$200,000
-$300,000
-$400,000

Contribution Margin
Fixed Costs

Note: This is a projection of cash flow NOT a prediction.
Cash Flow Projection
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This is the ideal scenario. What follows are projected negative cash flow scenarios. The numbers
along the horizontal axis are the years 2021, 2022, etc.
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Billy Bob's Barbecue
Number of Quarters
Growth
8
Rates
4th Qtr 2018 3rd Qtr 2020 8 Qtrs
Contribution Margin
$132,196
$191,284 3.00%
Non-Discretionary Fixed Costs
$40,731
$65,362 6.00%
Discretionary Cash Flow Projection
$14,000,000

$12,000,000

$10,000,000

$8,000,000

$6,000,000

$4,000,000

$2,000,000

$0
21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

Contribution Margin
Fixed Costs

Note: This is a projection of cash flow NOT a prediction.
Cash Flow Projection
$2,000,000

$0
21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42
-$2,000,000

-$4,000,000

-$6,000,000

-$8,000,000

-$10,000,000

Contribution Margin
Fixed Costs

3.00%
6.00%

Cash flow is declining because fixed costs are increasing at a
greater rate than the contribution margin
Cash flow will turn negative in
30
Quarters
Year and Quarter

2030

1

This is likely to be the most commonly projected negative cash flow scenario. That is that both the
contribution margin and fixed costs have positive growth rates but the fixed cost growth rate is
greater than that for the contribution margin. However, this is no time to panic because cash flow
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is projected to turn negative in the first quarter on 2030. This could be nothing more than that the
third quarter of 2020 was way down due to bad weather. Thus, when projecting cash flow for the
fourth quarter of 2020 the projection could return to looking like the first one.
Here we see that the contribution margin is negative. This means that total variable costs are
increasing at a faster growth rate than sales revenue. If the growth rates are both negative this
means that the variable cost growth rate is slower than that for sales revenue which is really
common when the economy turns sluggish.

Billy Bob's Barbecue

Future qtrs
2020
4
4th qtr 2020
7
$181,720
$66,996
$114,724

Number of Quarters
Growth
8
Rates
4th Qtr 2018 3rd Qtr 2020 8 Qtrs
Contribution Margin
$273,913
$191,284 -5.00%
Non-Discretionary Fixed Costs
$54,987
$65,362 2.50%
Discretionary Cash Flow Projection
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Note: This is a projection of cash flow NOT a prediction.
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Cash Flow Projection
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-$200,000
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-$400,000
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-$700,000

Contribution Margin
Fixed Costs

-5.00%
1.00%

Cash flow is declining because fixed costs are increasing at a
greater rate than the contribution margin
Cash flow will turn negative in
25
Quarters
Year and Quarter

2025

2

On the one hand, this scenario means trouble ahead. On the other hand, cash flow is not
projected to turn negative for four and a half years so there is plenty of time to make various
course corrections as time goes by.
Finally, the worst-case scenario where the contribution margin’s growth rate is extremely
negative and/or the fixed cost growth rate is extremely high.

Billy Bob's Barbecue
Number of Quarters
Growth
8
Rates
4th Qtr 2018 3rd Qtr 2020 8 Qtrs
Contribution Margin
$596,686
$191,284 -15.00%
Non-Discretionary Fixed Costs
$54,987
$65,362 2.50%
Discretionary Cash Flow Projection
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Future qtrs
2020
4
4th qtr 2020
7
$162,591
$66,996
$95,595
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Note: This is a projection of cash flow NOT a prediction.
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-$200,000
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-$400,000
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Contribution Margin
Fixed Costs

-15.00%
2.50%

Cash flow is declining because fixed costs are increasing at a
greater rate than the contribution margin
Cash flow will turn negative in
22
Quarters
Year and Quarter

2022

2

Often times, this scenario is attributable to excessive costs in the Discretionary Costs category.
Not surprisingly, the greatest contributor to this scenario is Owner’s Salary. But, whatever the
reason, it is always a good idea to perform these studies using both Non-Discretionary Fixed Costs
and Discretionary Costs. Doing so may reveal that when basing the study on Non-Discretionary
Fixed costs, everything is coming up roses, but when basing it on the combined costs reveals that
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the firm is on the fast track to financial disaster. I have seen this scenario playing out several times
over the years.
If negative cash flow is projected to occur within three years it begins to morph into a prediction
and it’s time to start taking aggressive action at reducing fixed costs and variable costs.
Additionally, this is time to switch from the quarterly time periods to the monthly worksheet. I
recommend using a twelve-month time span in the data entry fields.
Billy Bob's Barbecue
Number of Months
Growth
12
Rates
Aug-19
Jul-20
8 Qtrs
$70,765
$47,821 -3.50%
$13,747
$16,341 1.58%
Discretionary Cash Flow Projection

Contribution Margin
Fixed Costs
$50,000
$45,000
$40,000
$35,000
$30,000

$25,000
$20,000

$15,000
$10,000
$5,000
Jun-24

Aug-24

Jun-24

Aug-24

Feb-24

Apr-24

Feb-24

Oct-23

Dec-23

Oct-23

Dec-23

Apr-24

Jun-23

Aug-23

Jun-23

Aug-23

Feb-23

Apr-23

Oct-22

Dec-22

Jun-22

Aug-22

Feb-22

Apr-22

Oct-21

Dec-21

Jun-21

Aug-21

Feb-21

Apr-21

Oct-20

Dec-20

Aug-20

$0

Contribution Margin
Fixed Costs

Cash Flow Projection
$40,000
$30,000

$20,000
$10,000

Feb-23

Apr-23

Oct-22

Dec-22

Jun-22

Aug-22

Feb-22

Apr-22

Oct-21

Dec-21

Jun-21

Aug-21

Feb-21

Apr-21

Dec-20

Oct-20

-$10,000

Aug-20

$0

-$20,000
-$30,000
-$40,000

Contribution Margin
Fixed Costs

-3.50%
1.58%

Cash flow is declining because fixed costs are increasing at a
greater rate than the contribution margin
Cash flow will turn negative in Apr-22
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How to transform your current monthly statements in to the preceding format
Billy Bob's Barbecue
Sales Revenue

Apr-19
$97,852.25

Food cost
Beer & Wine
Total Cost of Goods Sold
Gross Profit

$31,258.32
$4,208.53
$35,466.85
$62,385.40

Bookkeeping & Accounting
Bad debt
Charitable Contributions
Cleaning Materials
Depreication & Amortization Expense
Direct Labor
Direct Mail Advertising
Dues & Subscriptions
Employer's SS
Federal Unemployment Insurance
Fine
Interest on Bank Loan
Newspaper Advertising
Outside Maintenance
Overhead on Owner's Salary
Overtime Labor
Owner's Automobile Expenses
Owner's Health & Life Insurance
Owner's Salary
Property & Liability Insurance
Radio Advertising
Rent
Repair & Maintenance
Sales Tax
Small Wares
State Unemployment Insurance
Travel & Entertainment
Utilities
Vacation Pay
Worker's Comp Insurance
Yellow Pages
Total Expenses
Operating Profit

$264.75
$0.00
$0.00
$433.91
$1,706.71
$13,998.97
$158.81
$75.00
$1,197.05
$114.35
$0.00
$423.05
$1,588.12
$512.51
$610.00
$952.87
$188.54
$416.67
$5,000.00
$425.46
$2,001.36
$10,000.00
$316.00
$5,558.44
$205.95
$171.52
$188.54
$1,597.76
$704.66
$428.79
$39.70
$49,279.49
$13,105.91

Other Income & Expense
Gain on Sale of Equipment
Interest Income
Total Other Income & Expense
Pre-Tax Net Profit

$0.00
$75.00
$75.00
$13,180.91

I’m well aware of the fact that reformatting your financial
statements as currently produced via Quickbooks or
whatever bookkeeping software you use into the preceding
format is entirely impactable. The solution is to create
reformatted monthly statements in Excel.
The first step is to create a facsimile of your current
statement in Excel as we see here. Then create your
reformatted statement on a new page.
Then, beginning at the top, copy the value on page one. Next,
go to page two, select the corresponding account and select
the down arrow under Paste, select Paste Special, and in the
bottom left corner, click Paste Link.
In many cases your current P&L includes a lot of detail that
is unnecessary for the purpose of financial analysis. For
example, this statement has three expenses, Bad Debt,
Depreciation & Amortization Expense and Fines that are
condensed into the reformatted statement as Non-Recurring,
Non-Operating & Non-Cash Expenses.

To link all three of these expenses to one expense account on the reformatted statement, on the
statement we see here, select the amount for Bad Debt, go to Non-Recurring, Non-Operating &
Non-Cash Expenses, on the reformatted statement and Paste Link. Then, tap the F2 key and you
will see the link as illustrated here.
Non-Recurring, Non-Operating & Non-Cash Expenses ='Re-Format 1'!$B$11
Enter the plus sign.
Non-Recurring, Non-Operating & Non-Cash Expenses ='Re-Format 1'!$B$11+
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Billy Bob's Barbecue
Sales Revenue

Net Revenue

$97,852.25 106.02%
-$5,558.44 -6.02%
$92,293.81 100.00%

Total Cost of Goods Sold
Gross Profit

$31,258.32 33.87%
$4,208.53 4.56%
$35,466.85 38.43%
$56,826.96 61.57%

Gross Revenue
Less Sales Tax

Cost of Goods Sold
Food Cost
Beer & Wine

Direct Labor Cost

Total Direct Labor
Total Prime Costs
Gross Margin

$13,998.97
$952.87
$704.66
$1,197.05
$171.52
$114.35
$428.79
$17,568.21
$53,035.06
$39,258.75

15.17%
1.03%
0.76%
1.30%
0.19%
0.12%
0.46%
19.04%
57.46%
42.54%

Marketing
News Paper Advertising
Radio Advertising
Yellow Pages Advertising
Direct Mail Advertising
Total Marketing Expenses

$1,588.12
$2,001.36
$39.70
$158.81
$3,787.99

1.72%
2.17%
0.04%
0.17%
4.10%

Direct Labor
Overtime Labor
Vacation Pay
Employer's Social Security
State Unemployment Insurance
Federal Unemployment Insurance
Workers' Compensation Insurance

Other Variable Costs
Cleaning Materials
Small Wares
Outside Maintenance
Repairs & Maintenance
Total Other Variable Costs
Total Variable Costs
Contribution Margin

$433.91 0.47%
$205.95 0.22%
$512.51 0.56%
$316.00 0.34%
$1,468.37 1.59%
$58,291.42 63.16%
$34,002.39 36.84%

Non-Discretionary Fixed Costs
Rent
Utilities
Property Damage & Liability Insurance
Bookkeeping & Accounting
Total Non-Discretionary Fixed Costs

$10,000.00 10.83%
$1,597.76 1.73%
$425.46 0.46%
$264.75 0.29%
$12,287.97 13.31%

Discretionary Costs
Owner's Salary
Overhead on Owner's Salary
Owner's Health & Life Insurance
Owner's Automobile Expense
Interest on Bank Loan
Travel & Entertainment
Dues & Subscriptions
Charitable Contributions
Total Discretionary Costs
Total Fixed & Discretionary Costs
Total Operating Costs
Net Operating Cash Flow

$5,000.00 5.42%
$610.00 0.66%
$416.67 0.45%
$188.54 0.20%
$423.05 0.46%
$188.54 0.20%
$75.00 0.08%
$1,000.00 1.08%
$7,901.80 8.56%
$20,189.77 21.88%
$78,481.19 85.03%
$13,812.62 14.97%

Non-Recurring & Non-Operating Income
Non-Recurring, Non-Operating & Non-Cash Expenses
Pre-Tax Net Profit

$75.00 0.08%
$2,256.71 2.45%
$11,630.91 12.60%
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Return to the first page and place your
cursor on $1,706.71 for Depreciation
and tap the plus sign. Then place your
cursor on $300 for Fines and hit Enter.
Go back to the reformatted statement
and we see here the amount for NonRecurring, Non-Operating & NonCash Expenses will be $2,256.71.
Creating this Excel workbook is a bit
tedious and time consuming. However,
this is a one-time event.
Once the reformatted statement
template has been created the process
turns to entering data from your
Quickbooks monthly statement into the
facsimile.
The time it takes to do this depends on
how many revenue and expense
accounts you have on your actual
financial statements but it won’t be too
much in any case. Perhaps fifteen
minutes to twenty minutes max for a
P&L that’s three pages long. For a onepage P&L it won’t take more than five
or six minutes to enter the data.

Chapter 7
Advanced Cost Control
The first step in the employment of advanced cost control techniques is to describe or define the
concept. If an operating cost is said to be “under control” what exactly does that mean? What
attributes does an under-control operating cost exhibit?
There are two attributes an under-control-operating-cost exhibits and they are both a feature of
historical performance over an extended time period. For our purpose that extended time period
will be the last twelve months. I have included a dashboard with the two gauges to demonstrate an
alternative way to present financial performance data. The idea being, via Management by
Exception that you don’t have to look at any numbers. Just take a quick glance at the gauges and
if performance is in the green zone, move on.
Figure 1
Cost of Goods Sold
39.00%
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36.18%

36.00%
35.00%
34.00%

35.36% 35.20%

35.23%
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33.00%

35.96%
35.34%

35.12%
33.37%

33.63%
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31.00%
30.00%
29.00%
28.00%
Apr-19

May-19

Jun-19

Jul-19

Aug-19

Sep-19

Oct-19

Nov-19

Coefficient of Variation
Highest Value
Average Value
Lowest Value
Hi-Low Spread

Dec-19

Jan-20

Feb-20

Mar-20

0.0281
36.18%
34.74%
33.31%
2.88%

12 Month High-Low Spread

Coefficient of Variation

2.88%
0.028

Acceptability Ranges
Coefficient of Variation
Acceptable
0.05
Marginal
0.08
Out of Control
0.15

Return to Macros

12 Month High-Low Spread
Highest Acceptable
Highest Marginal
Out of Control

4.00%
5.00%
8.00%

Figure 1 presents Billy Bob’s Barbecue’s Cost of Goods Sold expressed in terms of each monthly
cost’s percentage of sales revenue. The red line in the graph is the 12-month average which was
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34.74%. In this case and in virtually every case for every operating cost’s percentage of sales
revenue for every business, this metric will vary from month to month. There will almost always
be a variety of factors in play that cause this and every cost’s percentage of sales revenue to vary
somewhat from month to month.
As a result of the variability of this cost percentage, the line connecting the dots will always form
some sort of zig-zag pattern. It is the attributes of the zig-zag pattern that tell us whether or not
this cost is under control.
The first attribute is the amplitude of the zig zags. How far above and below the average value do
the monthly values swing? Clearly, the amplitude is quite irregular. In some months, the
amplitude of the swing is minimal and in others, by comparison, it is quite substantial. In every
case, the amplitude of the swing is expressed in terms of where the monthly values fall in relation
to the three lines above and below the average value. These three lines above and below the
average value are one, two and three standard deviations of the 12-months’ array from the average.
(An explanation of how the standard deviation is determined to follow).
Notwithstanding the fact that month to month operating cost volatility is impossible avoid,
volatility is always a bad thing. In a perfect world, there would be no month to month volatility.
So, the first cost control objective is to measure the amplitude of this operating cost’s volatility
and compare its measurement to a desired or acceptable level. We measure an operating cost
percent’s degree of volatility by dividing the 12-month array’s standard deviation by its average
value. This measurement is known as the 12-month array’s coefficient of variation. In Figure 1
we see that the past 12-months’ Cost of Goods Sold coefficient of variation is .028. There are two
gauges on the dashboard below the chart. The gauge on the left displays the status of the
coefficient of variation and the gauge on the right displays the status of the High-Low spread.
Here we see that the coefficient of variation of .028 is in the green zone meaning it is within the
acceptable range established by management. The 12-month High-Low spread is in the green zone
because 2.88% less than 4.1%.
The Coefficient of Variation is a metric that enables one to assess the relative degree of volatility
compared to all other variable costs. However, this chart also shows the spread between the highest
percent of sales and the lowest percent of sales for this cost over the last twelve months. This
metric is ideally suited to establishing goals for minimizing a cost center’s volatility.
This raises the question of too high compared to what? The answer is, compared to an acceptable
level that has been subjectively determined by management. In this demonstration, the firm’s
management has established an acceptable coefficient of variation threshold of equal to or below
.05 for all variable costs.
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Figure two shows this same graph for Direct Labor Cost. In his case the coefficient of variation is
16.59 and the 12-month High-Low spread is 12.44. In this case both cost control metrics are
solidly in the red zone and require immediate management attention.
Figure 2
Total Direct Labor Costs
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Marginal
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e
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4.00%
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6.00%
Adjust Unacceptable Value
10.00%

The second cost control attribute to consider is the pattern formed by the blue lines connecting the
dots. The thing we are hoping to see is an entirely irregular, or random zig-zag pattern. In such
cases as we see in both Figures 1 and 2, this operating cost’s 12-month history is said to be
statistically stable. This means, of course, that an operating cost will be defined as “out of control”
if something other than a random pattern is observed. Non-random patterns include
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1. More than 9 consecutive points either above or below the average value.
2. More than 8 consecutive points above or below the average value but all within one or
between two and three standard deviations.
3. More than one point greater than two standard deviations either above or below the
average.
4. More than 6 points in succession with each value greater than or less than the preceding
point (i.e., an upward or downward trend)
5. More than 7 consecutive points above, then below, then above, then below the average
value.
These out-of-control indications do not tell you why this cost is no longer under control; only that
there is something unusual going on that is causing this cost to be exhibiting an out of control
condition. As one possibility for example, if there are eight points in a row all within one standard
deviation, someone might be cooking the books to conceal embezzlement because performance is
just too good to true.
There are two aspects to the statistical stability condition to further consider. The first is that if an
operating cost is under control, this does not mean that it is acceptable. An operating cost can be
too high (or perhaps too low) relative to where management needs it to be—for example
approximately the same as the industry average. Thus, the condition of an operating cost being
under control and the condition of it being at an acceptable level—i.e., properly contained—are
two different things!
And finally, there is an extremely important concept that attaches to the indication that a
performance metric is statistically stable. That concept is that it is impossible to improve a
performance metric that is statistically unstable. In other words, the first order of business in trying
to bring about improvement in any phenomena’s performance is to establish that performance’s
statistical stability. This is because it is impossible to know if efforts to improve an unstable
performance metric are working because its pre-existing instability corrupts measurements of the
degree of improvement, if any, that is being achieved. On the other hand, if management embarks
on an attempt to reduce the Cost of Goods Sold, proof of that effort’s success would be an “out of
control” indication. In other words, in this case an out of control indication is what management
is hoping to see.
The concept of statistical stability presented here is my adaptation of the Shewhart Statistical
Control Chart. That chart is based on measuring 25 consecutive average values over a given time
period. It is in wide use in both the social and physical sciences throughout the world. My
adaptation should properly be considered a “rule-of-thumb” guideline based on the actual
Shewhart Statistical Control Chart. Moreover, if one wants to employ the control tool presented
in this chapter in a closer or identical way to the Shewhart Statistical Control Chart the first order
of business would be to expand the time period along the horizontal axis from 12 to 25 months.
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As a final comment, the following page presents a Table of Contents identifying all the various
analyses that can be applied to your monthly Profit & Loss Statement and Balance Sheet. The
following example is for Billy Bob’s Barbecue for April. Each business will need to adapt this
hypothetical list of analyses to fit their unique financial reporting circumstances.
TABLE OF CONTENTS
Original Income Statement Format
Revised Income Statement Format

4
5
SALES REVENUE

Rolling 12 Month Sale Revenue Review
12 Future Months’ Sales Revenue Projection

7
8

ROLLING 12 MONTH OPERATING COSTS REVIEW & ANALYSES
Cost of Goods Sold
Direct Labor Cost
Marketing Expense
Other Variable Costs
Total Variable Costs
Contribution Margin
Sales Revenue & Contribution
Non-Discretionary Fixed Costs
Discretionary Fixed Costs
Operating Costs Volatility Analysis

9
10
11
12
13
14
15
16
17
18

PROFITABILITY ANALYSES
Profit Before Discretionary Fixed Costs
Pre-Tax Net Profit
Rolling 12 Month Contribution Margin minus Total Fixed Costs
12 Future Months Contribution Margin minus Total Fixed Costs Projection
Rolling 12 Month Contribution Margin minus Non-Discretionary Fixed Costs
12 Months Contribution Margin minus Non-Dis. Fixed Costs Projection
Rolling 12 Month Owner’s Discretionary Cash Flow
12 Month Owner’s Discretionary Cash Flow Projection

20
21
22
23
24
25
26
27

CASH FLOW ANALYSIS
Change in Cash This Month
Rolling 12 Months Monthly Change in Cash Balance
Rolling 12 Month Cumulative Change in Cash Balance
12 Future Months Change in Cash Balance Projection
Rolling 12 Month Cumulative Change in Cash Due To
Net Profit
Net Working Capital
Long-Term Debt
Net Asset Value
BALANCE SHEET ANALYSES

28
29
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31

Inventory Turns Per Month
Working Capital’s Percent of Sales Revenue

36
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CAPSTONE ANALYSES
Breakeven Excluding Discretionary Fixed Costs
Breakeven Including Discretionary Fixed Costs
Industry Averages Benchmark Analyses
The Company’s Altman Z Score Calculation
The Company’s Most Probable Selling Price

38
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40
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User’s Guide on How to Interpret These Analyses
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Statistics Made Simple
Calculating the Standard Deviation

76 inches

72 inches

68 inches

60 inches

(6 ft, 4 in)

70 inches

(6 ft, 0 in)

(5 ft, 10 in)

(5 ft, 8 in)

(5 ft, 0 in)

The standard deviation is a measurement. It is a measurement of how spread out each individual
in a group is from the average. In this case how spread out the heights of these men are from the
average of their heights.
The average height of these five men = 76 +72 +70 +68 + 60 ÷ 5 = 69.60 inches
The deviation of each man’s height from the average is
76 – 69.6 = 6.4 inches
72 – 69.6 = 2.4 inches
70 – 69.6 = 0.4 inches
68 – 69.6 = 1.6 inches (all values are expressed as positive numbers)

36

60 – 69.6 = 9.6 inches
The average deviation is

Average Deviation
6.8
2.8
0.8
1.2
9.2
20.8 ÷
5=
4.16

inches

This is good to know, but the average deviation of 4.16 inches is not the standard deviation
which is the value we really want to know.
To calculate the standard deviation, we must
Value Squared square the calculated height differences and add
76
6.8
46.24 them up. Here we see that the sum of the height
72
2.8
7.84 differences squared is 140.8. The average of the
70
0.8
0.64 squared differences is 140.8 ÷ 5 = 28.16. And
68
-1.2
1.44 finally, we calculate the square root of 28.16
which equals 5.3066 which is the standard
60
-9.2
84.64
deviation of the heights of the five men. “Why”
Total =
140.8 you might ask “must we go to all the trouble of
calculating the standard deviation? What is so special about that value as opposed to the more
intuitively appropriate average deviation?”
The answer is that the standard deviation is a component of a much larger body of statistical
mathematical properties. For example, in the case of our “sampling population” of the heights of
five men, we know that the average of all their heights is 69.6 inches. By using the standard
deviation of 5.033 inches we can predict that 68% of all men within the population from which
our sample was drawn will be between 69.6 – 5.3066 inches and 69.2 +5.3066 inches tall. In other
words, between 5 feet 4 and ¼ inches and 6 feet 2 and ½ inches tall. We can predict that 95% of
the men within our sampling population will be between 4 feet 11 and ¼ inches and 6 feet 7 and
½ inches tall.
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Chapter 8
Advanced Cash Flow Forecasting
Within the world of small businesses, it has been my experience that very seldom do the owners
of these businesses routinely develop sales, earnings or cash flow forecasts. For the most part, this
does not have a negative effect on their businesses’ profitability or market value. However, during
tough economic times when a company is experiencing declining sales and/or rising costs,
declining profit and cash flow, the failure to look into the future as best one can and take corrective
action immediately in order to survive ends tragically in bankruptcy and very often quite
unexpectedly.
For this reason, a business owner would do well to develop the capability to routinely forecast
sales, earnings and especially, cash flow. Fortunately, doing exactly that is reasonably feasible by
simply projecting a trend line through the past twelve months’ performance data. The first metric
to forecast is sales revenue. Figure 1 presents the past 12 months’ sales revenue. Figure 2 projects
the trend line—the linear regression line—forward 12 months.
Figure 1
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Figure 2

Sales Revenue with 12 Month Projection
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Figure 3
Annual Growth Rate of the Projection Line
-0.67%

Projection
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Figure 3 presents the forecasted sales revenue for the next 12 months. The value by which sales
decline each month in this example is the X value of the regression line, in this case -$45.098.
The next two metrics on which to focus are the rolling 12-month history for the company’s
Contribution Margin and Fixed Costs. We will consider the firm’s changing cash balance in the
next chapter.
Since the Contribution Margin is a company’s profit after paying all variable costs its month to
month trend pretty much parallels the company’s month to month trend in sales revenue. When
we superimpose the Contribution Margin’s 12-month trend line over the company’s 12-month
trend line in Fixed Costs which do not mirror the company’s trend in sales revenue and project
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those two trend lines forward twelve to twenty-four months we obtain a forecast of the company’s
month to month expected cash flow over the projected number of future months. Of course, the
relative reliability of our forecast is best assessed in terms of the volatility in the month to month
swings in both the contribution margin and fixed costs. High month to month volatility, generally
in the contribution renders the forward projections less reliable. Ideally, we would like to see these
metrics below around .15
Another very useful purpose a company’s Contribution Margin can serve is to base management
performance bonuses on it. This was the number I used for that purpose throughout my 22-year
restaurant ownership career. The reasoning behind this methodology is that store-level managers
have no influence on a company’s fixed costs. Their area of direct responsibility for control and
improvement are sales revenue and variable costs. In my case, the contribution margin had to
exceed a minimum threshold specified in dollar terms. Store manager bonuses were then paid as
a percentage of the amount above the threshold. Additionally, that threshold was adjusted upward
in January of each year by approximately the past year’s inflation rate.
As an aside, in my opinion, trying to develop a management bonus program based on net profit as
produced from your Quickbooks P&L is a disaster waiting to happen and not paying bonuses based
on objective financial performance data over which management has control is also a disaster
waiting to happen.
Figure 4 presents the rolling 12-months fixed costs (orange line) overlaid with the rolling 12months contribution margin (blue line) and the difference between the two, Discretionary Cash
Flow (green line) together with a 12-month forward projection.
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Figure 4
Contribution Margin, Non-Discretionary Fixed Costs & Discretionary Cash Flow & 12 Month
Projection

$40,000.00
$35,000.00

y = -91.269x + 31660

$30,000.00

$25,000.00
$20,000.00
$15,000.00

y = 4.9613x + 8995.3

$10,000.00
$5,000.00

$0.00
1

2

3

4

5

Projections
for
Apr-20
May-20
Jun-20
Jul-20
Aug-20
Sep-20
Oct-20
Nov-20
Dec-20
Jan-21
Feb-21
Mar-21

6

7

8

9

10

11

12

13

14

Coefficients of Variation
0.06
0.01
Contribution
Discretionary
Margin
Fixed Costs Cash Flow
$41,180
$12,243
$28,936
$41,056
$12,250
$28,806
$40,933
$12,257
$28,676
$40,810
$12,263
$28,546
$40,686
$12,270
$28,416
$40,563
$12,277
$28,286
$40,440
$12,283
$28,156
$40,316
$12,290
$28,026
$40,193
$12,297
$27,896
$40,070
$12,303
$27,766
$39,946
$12,310
$27,636
$39,823
$12,317
$27,506

15

16

17

18

19

20

21

22

23

24

Annual Growth Rates
Contribution Margin
-3.29%
Fixed Costs
0.60%
Cash Flow
-4.94%

Figure 4 spells it out pretty clearly: the company’s projected contribution margin’s growth rate is
negative while the growth rate in fixed costs is essentially flat which results in a decline in
projected Discretionary Cash Flow. If the contribution margin is negative it means that variable
costs have a higher growth rate than sales revenue.
This cash flow forecasting method is more mathematically sophisticated than the method presented
in Chapter 6. However, just as with the method presented in Chapter 6, this forecast is a
mathematical projection, NOT a prediction. In this method, the growth rates are determined by the
slope of the liner regression lines traced through the past twelve months’ data. As a result, the
projected future cash flow presented in Chapter 6 will be different from what we see here.
Using this method, we can calculate what Discretionary Cash Flow is projected to be for any given
number of future months. For example, to calculate what this method projects cash flow will be
60 months in the future, enter a value of 65 for X in the two equations. (60 months in the future is
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64 months beyond month 1 in this graph). Thus, -91.269 times 65 plus 31660—the Contribution
Margin’s equation minus 4.9163 times 65 plus 8995.3 equals $16,410.
Using Excel’s Solver utility, we can calculate how many months in the future cash flow become
zero. Here are the two equations in presented in Excel equation protocol:1
=((-91.269*1A)+31660) – ((4.9613*1A)+8995.3)
In this equation 1A is a cell reference. So, we need to enter a value in Cell 1A that causes this
equation to equal zero—i.e., when the contribution margin minus fixed costs equals zero.
Assuming this equation is in Cell 2A, using Solver we instruct it to make the value in 2A equal
zero by changing the value in Cell 1A. Cash flow will become zero in 235.5257794 months
(which is 19 years, 7 months, 2 weeks 11 hours, 2 minutes and 24 seconds from now in case you
are wondering). Remember, projection, NOT prediction!

1

This process can be accomplished by trial and error of making a best guess which will be wrong then increasing or
decreasing your next estimate until you finally zero in on the right number.
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Chapter 9
Change in Cash Analysis
As previously stated, according to Robert Trueblood who led a distinguished body of accountants
to study the subject of what information users of financial statements really need the most their
final conclusion was both simple and clear: a need to get a handle on anticipated future cash flows.2
I find this interesting in light of the fact that not a single one of the hundreds of small and medium
size business’ financial statement that I have looked at include a cash flow statement aka Sources
and Uses of Cash statement or Change in Cash statement . The Income Statement and the Balance
Sheet are all that any of those business owners ever see.
However, as the saying goes, “running a business is like playing poker: your profitability can ebb
and flow, but when you run out of cash, you’re out of the game.”
For this reason, our purpose here is to present a change in cash analysis specifically for the purpose
of enabling the business owner to be able to understand the dynamics of his or her company’s
constantly changing cash position and how to anticipate future changes in the firm’s cash position
based on forward projections of the past twelve month’s cash flow.
A formal change in cash statement that your CPA may prepare for you also termed a Sources
and Uses of Cash report is comprised of three sections:
1. Change in Cash from Operating Activities. This section includes cash flows from the
principal profit generation activities.
2. Change in Cash from Investing Activities. Changes in cash from investing activities are
cash in-flows and out-flows related to activities that are intended to generate income and
cash flows in future. This includes cash in-flows and out-flows from sale and purchase of
long-term assets.

3. Change in cash from Financing Activities. Changes in cash from financing activities are
the cash flows related to borrowing money, transactions with stockholders and creditors
such as issuance of share capital, purchase of treasury stock, dividend payments etc.
First, let’s look at how to measure a company’s change in cash for one month. It’s all done through
the balance sheet. Figure 1 presents Billy Bob’s Barbecue’s balance sheet for the months of
February and March.

2

Alfred M. King, Valuation: What Assets Are Really Worth, copyright 2002 by John Wiley & Sons, p. 20.
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Figure 1
Billy Bob's Barbecue
ASSETS
Current Assets
Total Cash Accounts & undposited funds
Total Accounts Receivable
Total Inventory
Total Pre-Paid Expenses
Total Other Current Assets
Total Current assets

Feb-19

$52,033.70
$0.00
$18,580.10
$28,449.37
$99,063.18

Fixed Assets
Furniture and Fixtures
Office Equipment & Computers
Machinery and Equipment
Vehicles
Leasehold Improvements
Owned Property Improvements
Deposits
Other Fixed Assets
Accumulated Depreciation
Total Fixed Assets

$0.00
$4,371.00
$174,834.00
$25,600.00

Mar-19

$50,444.59
$0.00
$21,124.88
$0.00
$30,084.30
$101,653.77

Total Assets

-$103,018.30
$116,786.70
$215,849.87

$0.00
$4,371.00
$174,834.00
$25,600.00
$0.00
$0.00
$15,000.00
$0.00
-$104,725.02
$115,079.98
$216,733.75

LIABILITIES
Current Liabilities
Total Accounts Payable
Wages & Employer PR Taxes Payable
Taxes Payable
Other Current Liabilities
Total Current Liabilities

$9,895.54
$21,201.15
$2,454.80
$166.00
$33,717.49

$9,165.09
$21,982.38
$1,950.20
$249.00
$33,346.67

Long Term Liabilities
Total Long Term Liabilities
Total Liabilities

$55,219.10
$88,936.59

$54,766.91
$88,113.58

$70,500.00
$55,195.87
$1,217.41
$0.00
$0.00
$0.00
$126,913.28
$215,849.87

$70,500.00
$55,195.87
$2,924.30
$0.00
$0.00
$0.00
$128,620.17
$216,733.75

$15,000.00

Equity
Paid-In Capital (Common Stock)
Retained Earnings Prior Years
Retained Earnings Curret Year (Net Profit)
Treasury Stock
Owner Draws & Dividends
Other Equity
Total Equity
Total Equity & Liabilities
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First of all, there are two
ways to calculate the change
in the company’s cash
position from one month to
the next. The first is to
simply subtract February’s
cash balance from March’s
cash balance. From Figure 1
that would be $50,444.59
minus $52,033.70 which
equals a negative $1,589.11.
That’s all there is to it.
However, we need to analyze
how changes in the separate
sections of the balance sheet
affect the overall change in a
company’s cash balance.

Figure 2
Billy Bob's Barbecue
ASSETS
Current Assets
Total Cash Accounts & undposited funds
Total Accounts Receivable
Total Inventory
Total Pre-Paid Expenses
Total Other Current Assets
Total Current assets

Feb-19

$52,033.70
$0.00
$18,580.10
$28,449.37
$99,063.18

Mar-19

$50,444.59
($1,589.11)
$0.00
$0.00
$21,124.88
($2,544.78)
$0.00
$0.00
$30,084.30
($1,634.93)
$101,653.77 <--increase

When the value of current assets (not counting Cash Accounts) increase over the prior month, this
means that the company has invested some of its cash to purchase more of a non-cash asset. Here
we see that the value of the company’s inventory is higher in March than in February. This means
that the company used some of its cash to acquire a greater amount of inventory, hence a reduction
in the cash balance. The same is true for Other Current Assets.
Figure 3
Fixed Assets
Furniture and Fixtures
Office Equipment & Computers
Machinery and Equipment
Vehicles
Leasehold Improvements
Owned Property Improvements
Deposits
Other Fixed Assets
Accumulated Depreciation
Total Fixed Assets

$0.00
$4,371.00
$174,834.00
$25,600.00

$15,000.00
-$103,018.30
$116,786.70

$0.00
$4,371.00
$174,834.00
$25,600.00
$0.00
$0.00
$15,000.00
$0.00
-$104,725.02
$115,079.98

$0.00
$0.00
$0.00
$0.00
$0.00
$0.00
$0.00
$0.00
$1,706.72

Fixed assets are reduced in value each month via a “depreciation expense” on the Income
Statement. In tandem with this charge on the Income Statement that same amount is posted to that
fixed asset’s account on the balance sheet where it and all previous monthly charges accumulate
to reflect the total amount of monthly depreciation expense taken to date. However, depreciation
expense is a “non-cash” expense. This means that this bookkeeping entry had no effect on the
company’s cash balance but has a negative effect on net profit.
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Figure 4
Current Liabilities
Total Accounts Payable
Wages & Employer PR Taxes Payable
Taxes Payable
Other Current Liabilities
Total Current Liabilities

$9,895.54
$21,201.15
$2,454.80
$166.00
$33,717.49

$9,165.09
$21,982.38
$1,950.20
$249.00
$33,346.67

($730.45)
$781.23
($504.60)
$83.00

The change in a company’s cash balance caused by changes in its liabilities is calculated by
subtracting the prior month-end balance sheet account balances from the current month’s balances
i.e., opposite the way for current assets. In Figure 4 we see that in February the Accounts Payable
end of the month balance was $9,895.54 and in March it has dropped to $9,165.09. This means
that the company had paid down a portion of the money it owned its vendors with cash and the
same for Taxes Payable. On the other hand, the amount of wages earned by the company’s
employees but not yet paid went up, in this case by $781.23. We could conceptualize this as the
employees having made a shout-term cash loan to the company thus increasing its cash.
Figure 5
Long Term Liabilities
Total Long Term Liabilities
Total Liabilities

$55,219.10
$88,936.59

$54,766.91
$88,113.58

($452.19)

A company’s monthly payments for borrowed money are comprised of two elements: principal
and interest. The portion of the monthly payment applied to the interest payment was expensed
on the Income Statement so that portion of the reduction in cash is captured in Net Profit in the
equity section of the balance sheet. The reduction in the amount of money the company owes the
bank, i.e., the principal payment portion of the total monthly payment does not appear on the
Income Statement. It appears as a reduction in the remaining balance of the loan on the balance
sheet. Thus, the reduction in a company’s cash balance for monthly loan payments is
accomplished partly on the Income Statement (interest expense) and partly on an adjustment to the
Balance Sheet (principal payments).
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Figure 6
Equity
Paid-In Capital (Common Stock)
Retained Earnings Prior Years
Net Profit
Treasury Stock
Owner Draws & Dividends
Other Equity
Total Equity
Total Equity & Liabilities

$70,500.00
$55,195.87
$1,217.41
$0.00
$0.00
$0.00
$126,913.28
$215,849.87

$70,500.00
$55,195.87
$2,924.30
$0.00
$0.00
$0.00
$128,620.17
$216,733.75

$0.00
($0.00)
$1,706.89
$0.00
$0.00
$0.00
($1,589.11)
Net Change

The Income Statement is comprised of “temporary” accounts. This means that its record of the
accumulation of sales revenue, expenses and profit over the course of the month will reside there
only temporarily. At the end of the month, the Income Statement is “closed” meaning that all of
the accounts are reset to zero in order to begin recording the sales, expenses and profit that
accumulates over the next month. The amount of the net profit (or loss) is transferred over to the
Equity section of the Balance Sheet.
Figure 7
Changes From:
Change in Cash
Change in Current Assets except cash
Change in Net Fixed Assets exluding depreciation
Change in Current Liabilities
Change in long-term debt
Change in Accumulated Depreciation
Change in Profit + Retained Earnings
Net Equity excluding net profit

Mar-19
-$1,589.11
-$4,179.71
$0.00
-$370.82
-$452.19
$1,706.72
$1,706.89
$0.00
-$1,589.11

And finally, in Figure 7 we see the summation of the change in cash from all balance sheet accounts
except cash that we get the same net change we got by subtracting February’s cash balance from
March’s cash balance.
Now, with the preceding a prologue, let’s get down to brass tacks and see how to get a really good
handle on understanding the change in cash.
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Figure 8
Rolling Monthly Change In Cash
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Figure 8 plots the company’s month-end cash balance over the past eleven months; clearly
a downward trend, but why? Figure 9 shows the change in cash between April 2018 and
March 2019.
Figure 9
Billy Bob's Barbecue
ASSETS
Current Assets
Total Cash Accounts & undposited funds
Total Accounts Receivable
Total Inventory
Total Pre-Paid Expenses
Total Other Current Assets
Total Current assets

Apr-18

Mar-19
Net Change

$53,533.24 $50,444.59
$0.00
$0.00
$17,000.00 $21,124.88
$0.00
$0.00
$10,258.96 $30,084.30
$80,792.20 $101,653.77

(3,088.65)
(4,124.88)
0.00
(19,825.34)

Fixed Assets
Furniture and Fixtures
Office Equipment & Computers
Machinery and Equipment
Vehicles
Leasehold Improvements
Owned Property Improvements
Deposits
Other Fixed Assets
Accumulated Depreciation
Total Fixed Assets
Total Assets

$0.00
$4,371.00
$164,834.00
$25,600.00
$0.00
$0.00
$15,000.00
$0.00
-$85,951.22
$123,853.78
$204,645.98

$0.00
$4,371.00
$174,834.00
$25,600.00
$0.00
$0.00
$15,000.00
$0.00
-$104,725.02
$115,079.98
$216,733.75

0.00
0.00
(10,000.00)
0.00
0.00
0.00
0.00
0.00
18,773.80

LIABILITIES
Current Liabilities
Total Accounts Payable
Wages & Employer PR Taxes Payable
Taxes Payable
Other Current Liabilities
Total Current Liabilities

$51,190.43
$21,500.00
$2,150.00
$250.00
$75,090.43

$9,165.09
$21,982.38
$1,950.20
$249.00
$33,346.67

(42,025.34)
482.38
(199.80)
(1.00)

Long Term Liabilities
Total Long Term Liabilities $50,000.00
Total Liabilities $125,090.43

$54,766.91
$88,113.58

4,766.91

Equity
Paid-In Capital (Common Stock)
$70,500.00 $70,500.00
Retained Earnings Prior Years
$3,214.22 $55,195.87
Net Profit
$5,841.33
$2,924.30
Treasury Stock
$0.00
$0.00
Owner Draws & Dividends
$0.00
$0.00
Other Equity
$0.00
$0.00
Total Equity $79,555.55 $128,620.17
Total Equity & Liabilities $204,645.98 $216,733.75
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0.00
51,981.65
(2,917.03)
0.00
0.00
0.00
(3,088.65)

Figure 10

11 MONTH CUMULATIVE CHANGE IN CASH
$14,000

$12,379

$12,000

$9,466

$10,000

$7,686

$8,000

$7,657

$8,262
$6,777

$7,397

$7,350

$6,883

$6,000

$4,000
$2,000

$0
May-18

Jun-18

Jul-18

Aug-18

Sep-18

Oct-18

Nov-18

Dec-18

Jan-19

$1,500
Feb-19

Mar-19

$3,089

($2,000)
($4,000)

Figure 10 shows the cumulative change in cash over the past eleven months. That is, the change
in cash in May 2018 from April 2018 plus the change in cash in June 2018 from May 2018 and so
forth out to the change in cash in March 2019 from February. Notice the change in cash in Figures
9 and 10 are the same.
Figure 11

Change in Cash
Change in Current Assets except cash
Change in Net Fixed Assets exluding depreciation
Change in Current Liabilities
Change in long-term debt
Change in Accumulated Depreciation
Change in Profit + Retained Earnings
Cumulative change in equity excluding profit
Total

-$3,088.65
-$23,950.22
-$10,000.00
-$41,743.76
$4,766.91
$18,773.80
$49,064.62
$0.00
-$3,088.65

In Figure 11 we see the change in cash caused by each section of the balance sheet over the past
twelve months. Note that they all add up to -$3,008.65 even though Net Profit was $49,064. This
leads up to the ability to understand how all of the separate sections of the balance sheet contribute
to the last eleven months’ change in cash since April 2018.
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Figure 12
11 Month Cumulative change in cash from net profit excluding
depreciation
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Starting with the change in cash from net profit, we can now look at a graph to see what effect
each section of the balance sheet had on the change in cash over the course of the last eleven
months. Note that sum of each month’s change in cash from net profit in March 2019 is the same
as the value in Figure 11.
Figure 13 shows the cumulative change in cash for current asses. Its negative meaning that $23,950
was invested in additional current assets over the last eleven months.
Figure 13
11 Month Cumulative change in cash from changes in current assets
excluding cash
$6,000.00

$2,737
$1,172
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-$4,000.00
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In Figure 14 we see that cash was expended to reduce the company’s short-term debt.
Figure 14
11 Month Cumulative change in cash from changes in current Liabilities
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Figure 15
11 Month Cumulative change in cash from changes in long term debt
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In the months of May through September the principal payments on the long-term debt caused a
reduction in cash. In October, the company increased its long-term debt by borrowing $10,000.
But the company also made another principal payment on its existing debt of $2,926 resulting in
an increase in cash of $7,704.

53

Figure 16
11 Month Cumulative change in cash from changes in fixed assets value
i.e., original cost
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In the months of May through August the company did not buy or sell any of its machinery.
However, in September in bought a new machine for $10,000 resulting in a $10,000 reduction in
cash (and then borrowed $10,000 in September to pay for it). The company did not buy or sell any
machinery in the months of September through March so there was no additional change in cash
over those months. Thus, the cumulative change in cash for those months was $10,000 + $0 + $0
+$0 + $ + $0 + $0 + $0.
Figure 17
12 MonthCumulative change in cash changes to owner's equity (excluding
Net Profit)
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And finally, we see that there was no change in cash due to changes in the equity section of the
balance sheet excluding net profit.
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The preceding exercise may at first be somewhat overwhelming. However, it shouldn’t take more
than a few months of monitoring these rolling 12-month analyses of changes in cash for you to be
able to appreciate your ability to ‘connect the dots’ so to speak with your company’s month-tomonth financial activity and how they all combine to yield the overall change in cash. The ability
to understand this process will in turn add to your ability to excel at the task of the excellent
financial management of your company.
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Chapter 10
Parsing and Reformatting the Income Statement
To “parse” means to deconstruct. Thus “parsing” the income statement means to deconstruct the
income statement. This is a term that I want to introduce as an important consideration when
analyzing the financial performance of businesses—especially small businesses.
The circumstance where it is appropriate to parse the income statement is when the subject
business is engaged in two (or more) distinctly separate types activities yet only produces an
income statement for consolidated operations. Following are two examples of such businesses I
have encountered that will serve to demonstrate this concept.
The first is a business I valued sold a line of products that, by their nature, once installed required
routine, repetitive maintenance plus occasional repairs. This company also maintained a service
department that provided the required ongoing field service and repairs for the company’s line of
products. As is typical in small businesses, the owner’s only income statement was a consolidated
report for total revenue from both the retail side of the business and the service side. Figure 1
shows the company’s unadjusted actual income statement for 2015, the appropriate normalizing
adjustments, the company’s pre-tax net income and the owner’s discretionary cash flow.
Figure 1

Total Revenue (net of sales tax)
Total Cost of Goods Sold
Gross Profit

2015
Actual
P&L
Adjustments
$546,195
$145,452
$400,743

Total Direct Labor Cost
Total Other Variable Costs
Total Marketing Expense
Total Repairs and Maintenance
Total Variable Costs

$133,758
$70,127
$13,725
$9,876
$372,938

Contribution Margin

$173,257

Company's Consolidated P&L

Total Non-Discretionary Fixed Costs
Total Discretionary Costs & Non-Cash Expenses
Total Other Income
Total Other Expenses
Pre-Tax Income (Loss)
Discretionary Cash Flow

$62,846
$31,600
$613
$613
$78,198

-$8,977

2015
Adjusted
P&L
$534,195
$145,452
$388,743
$97,467
$61,150
$13,725
$9,876
$327,670
$206,525

-$31,600
-$613
-$613

$62,846
$0
$0
$0
$143,679
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Figure 2

Total Revenue (net of sales tax)
Total Cost of Goods Sold
Gross Profit

2015
Actual
P&L Adjustments
$546,195 -$206,531
$145,452 -$130,452
$400,743

2015
Adjusted
P&L
$339,664
$15,000
$324,664

Total Direct Labor Cost
Total Other Variable Costs
Total Marketing Expense
Total Repairs and Maintenance
Total Variable Costs

$133,758
$70,127
$13,725
$9,876
$372,938

$65,022
$45,106
$3,560
$6,847
$135,536

Contribution Margin

$173,257

Company's Field Service & Repairs Division

Total Non-Discretionary Fixed Costs
Total Discretionary Costs & Non-Cash Expenses
Total Other Income
Total Other Expenses
Pre-Tax Income (Loss)
Discretionary Cash Flow

$62,846
$31,600
$0
$613
$78,198

-$68,736
-$25,021
-$10,165
-$3,029

$204,129
-$41,155
-$31,600
$0
-$613

$21,691
$0
$0
$0
$182,438

Figure 2 shows the company’s unadjusted actual income statement, the normalizing adjustments
appropriate for consolidated operations, the adjustments removing all retail sales revenue and
expenses, the company’s pre-tax profit and the owner’s discretionary cash flow from the field
services and repair division. We see that the service division made a profit of $182,438.
Figure 3 does the same for the company’s retail sales division
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Figure 3

Total Revenue (net of sales tax)
Total Cost of Goods Sold
Gross Profit

2015
Actual
P&L Adjustments
$546,195 -$351,664
$145,452 -$15,000
$400,743

2015
Adjusted
P&L
$194,531
$130,452
$64,079

Total Direct Labor Cost
Total Other Variable Costs
Total Marketing Expense
Total Repairs and Maintenance
Total Variable Costs

$133,758 -$101,358
$70,127 -$54,084
$13,725 -$3,560
$9,876 -$6,847
$372,938

$32,400
$16,044
$10,165
$3,029
$192,090

Contribution Margin

$173,257

Company's Retail Sales Division

Total Non-Discretionary Fixed Costs
Total Discretionary Costs & Non-Cash Expenses
Total Other Income
Total Other Expenses
Pre-Tax Income (Loss)
Discretionary Cash Flow

$62,846 -$21,691
$31,600 -$31,600
$0
$0
$613
-$613
$78,198

$2,441
$41,155
$0
$0
$0
-$38,714

Here we see that the company’s retail sales division had a negative owner’s discretionary cash
flow of $38,714 in 2015.
I replicated this analysis for 2014 and 2013 and in both of those years the owner had a negative
discretionary cash flow in the retail sales division of approximately $50,000.
The upshot of this demonstration is that the business owner had absolutely no idea that his retail
sales division was incurring huge operating losses every year—20% of revenue in 2015 and more
than that in 2014 and 2013! Of course, the owner should have been producing three separate
periodic income statements: one for field service operations, one for retail sales operations and a
consolidated operations statement.
Next on the list, I appraised a family-owned 10-unit restaurant and bar business in Las Vegas.
Figure 4 shows a summarized version of the company’s actual year-end income statement
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Figure 4
Sales Revenue
Food Sales
Liquor Sales
Complimentary Liquor
Complimentary Food
Complimentary Liquor-Reversal
Complimentary Food-Reversal
Gaming Revenue
Cigarette Sales Revenue
Vending Machine Revenue
Video Games Revenue
ATM Commissions
Total Revenue

Adjusted
$5,665,994.27
$2,922,659.98
$1,234,035.96
$601,328.61
-$1,542,545.31
-$811,793.62
$2,703,979.41
$4,734.28
$48.50
$62,561.54
$86,375.13
$10,927,378.75

Cost of Goods Sold
Food
Liquor
Minus cost of complimentary food
Minus cost of complimentary liquor
Total Cost of Goods Sold
Gross Profit

$2,275,475.86
$1,168,413.32
-$210,465.01
-$308,509.35
$2,924,914.82
$8,002,463.93

Total of all other costs $6,971,380.15
Pre-Tax Operating Units' Income $1,031,083.78

Pre-Tax Operating Units' Income $1,031,083.78
Minus Headquarters Operating Costs
$790,959.00
Consolidated Corperate Pre-Tax Profit
$240,124.78

It is standard operating procedure in casinos and bars throughout the State of Nevada that the
patrons who are gambling get free alcoholic drinks while gambling and the “high rollers” often
are provided complimentary meals in the establishment’s restaurant(s) as well. Thus, in Figure 3
we see a consolidated income statement for the company’s ten restaurants.
The first two lines in the Income section are actual sales revenue. The “Complimentary” Liquor
and Food entries denote the foregone retail sales for the food and beverages given away free but
reflected here as actual cash received. The “Complimentary” Liquor and Food Reversal entries
denote the reversal of the complimentary food and liquor entries plus the cost for all of the free
food and beverages, thus reflecting a reduction in actual cash received of $2,354,338.93.
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Following those entries are the revenue earned from the slot machines plus the other ancillary
revenue producing elements. This means that the reported Total Revenue of $10,927,378.75 is
actually $518,974.36 less than the amount of cash actually received.
The reported Total Cost of Goods Sold of $2,924,914.82 is not the actual costs incurred. It only
reflects the cost of the food and beverage sales reported on the first two lines of the Income section
of the report. The cost for the food and liquor given away free of charge has been subtracted from
the actual cost of goods sold. Thus, the company’s reported profit is correct because the reduction
in reported sales revenue of $518,974.36 has been offset by an equal reduction in the actual cost
of goods sold.
To say that this financial record keeping format had my head spinning would be an understatement.
The problem with this reporting format is that it makes it impossible to effectively assess the
veracity of the company’s restaurant operations excluding the ancillary revenue, in particular the
ability to benchmark operating cost percentages compared to industry averages. This income
statement format was consistent across all ten restaurants. From a financial performance analysis
perspective, this format made it impossible for management to be able to assess the degree of
operating cost control for the restaurant and bar operations because operating cost percentages of
sales revenue were distorted by the inclusion of non-restaurant revenue in the denominator of the
ratio. Thus, it was altogether possible—and highly likely—that some units with operating costs
under tight control appeared to be out of control due to less than average revenue coming in from
the ancillary sources and some units with unacceptably higher operating costs appeared to be well
managed due to greater than average revenue coming in from the ancillary sources.
So, here again we have a business comprised three distinctly separate types of activities—a
restaurant & bar operation, slot machine gambling and vending machines. We can reasonably
assume that the restaurant operation is the magnet, so to speak, that draws in the ancillary revenue.
For this reason, I felt that in order to get a true picture of this company’s value, it was necessary
to see the revenue, costs and profit for just the restaurant portion of this business—that is, to see
just how viable this “magnet” is.
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Figure 5
Sales Revenue
Food Sales
Liquor Sales
Theoretical Total Restaurant & Bar Revenue

Adjusted
$5,665,994.27
$2,922,659.98
$8,588,654.25

Cost of Goods Sold
Food
Liquor
Total Cost of Goods Sold
Gross Profit

$2,065,010.85
$859,903.97
$2,924,914.82
$5,144,765.07

Figure 5 presents the actual sales of food and liquor, together with the cost of those sales and the
company’s gross profit therefrom.
Figure 6 shows the company’s profitability by subtracting all of the operating units’ additional
operating costs from Gross Profit. And here we must assume, very reasonably I believe, that any
operating costs associated with the slot machines, the vending machine and video games would be
so negligible that we can assume them to be zero for the purpose of this analysis.
Figure 6

Gross Profit
Minus total of all other costs
Theoretical Profit from Restaurant & Bar Operations

$5,144,765.07
-$6,971,380.15
-$1,826,615.08

Here we see the “theoretical” profit or in this case, operating loss from the company’s ten
restaurants assuming this is the company’s only source of revenue. The conclusion is that that
company would be long gone if it didn’t have slot machines.
Figure 7 rounds out the analysis of the restaurant operating profit including the ancillary revenue.
This number ties back to the Pre-Tax Units’ Operating Income in Figure 3.
Figure 7

Plus Ancillary Revenue
Pre-Tax Operating Units' Actual Income

$2,857,698.86
$1,031,083.78

Figure 8 consolidates the ten restaurants, consolidated “theoretical” operating loss with the
company’s corporate overhead operating costs—again assumed to be entirely for the support of
the restaurant operations.
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Figure 8
Theoretical Profit of Restauran & Bar Operations
Minus Corporate Headquarters Operating Costs
Theoretical Profit from Consolidated Restaurant & Bar Operations

-$1,826,615.08
-$790,959.00
-$2,617,574.08

And Figure 9 adds back the revenue from the slot machines, video games and vending machines
and ties back to Consolidated Corporate Pre-Tax Profit in Figure 3.
Figure 9

Plus Ancillary Revenue
Actual Consolidated Operations' Pre-Tax Profit

$2,857,698.86
$240,124.78

Figure 10 presents Figures 5 through 9 altogether.
Figure 10
Sales Revenue
Food Sales
Liquor Sales
Theoretical Total Restaurant & Bar Revenue

Adjusted
$5,665,994.27
$2,922,659.98
$8,588,654.25

Cost of Goods Sold
Food
Liquor
Total Cost of Goods Sold
Gross Profit
Minus total of all other costs
Theoretical Profit from Restaurant & Bar Operations
Plus Ancillary Revenue

$2,065,010.85
$859,903.97
$2,924,914.82
$5,144,765.07
-$6,971,380.15
-$1,826,615.08

Pre-Tax Operating Units' Actual Income

$2,857,698.86
$1,031,083.78

Theoretical Profit from Restauran & Bar Operations
Minus Corporate Headquarters Operating Costs
Theoretical Profit from Consolidated Restaurant & Bar Operations

-$1,826,615.08
-$790,959.00
-$2,617,574.08

Plus Ancillary Revenue
Actual Consolidated Operations' Pre-Tax Profit

$2,857,698.86
$240,124.78

There are couple of points I want to make regarding these presentations. First of all, from a
business appraisal perspective, the parsing and reformatting of these two companies’ actual income
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statements greatly improved my ability to develop an accurate picture of their fair market values
than would have been the case had I not made these changes. Exactly how they influenced my
final value opinion is outside the scope of this article. I will leave it up to each reader to develop
their own opinion of how this exercise might have influenced my final value opinion.
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Chapter 11
Estimating Your Business’s Value
In my nearly 20 years working as a Main Street, Mom-n-Pop, small business broker and as a
Certified Business Appraiser (valuing the smallest of businesses up to businesses with sales above
$150 million a year) it is rare for me to encounter a client or potential client who has a really good
idea of what his or her business is worth. The opinions most of these business owners hold about
the value of their businesses run the gamut from around double to four or five times their business’s
most probable selling price. This misapprehension very often renders their business unmarketable
and they end up never selling it at any price. They end up closing it a walking away.
As one of dozens of examples I can share, there was the business owner who thought his business
was worth $1.8 million. I believed it needed to be priced around $800,000 to sell. He got an offer
for $1 million cash and he rejected it. Eventually, this individual ended up closing his business
and selling his production machinery in a going-out-of-business sale. I have encountered many
other businesses whose owners took almost no interest in developing and providing prospective
buyers with reasonably accurate or properly prepared financial statements. Here again, these
otherwise marketable businesses could not be sold. The general rule of thumb among Main Street
business brokers is that less than half of the small businesses placed on the market will sell. There
are many who claim that the failure rate is as high as 80% of small businesses on the market never
sell.
With this prologue serving hopefully as inspiration to business owners to get serious about
successfully selling their business someday, an easy place to initiate the actions and thought
processes which can make a small business marketable is for the owner to obtain at least a general
idea of about what asking price will attract a buyer. Obtaining that insight is the purpose of this
chapter.
Figure 1

Figure 1 is a reproduction of Figure 5 in Chapter 6. This value is titled Owner’s Discretionary
Cash Flow. Owner’s Discretionary Cash Flow represents money that, in theory, the business
owner could have paid him or herself in cash for the month just ended. Interest expense is included
in this total because it is not a cost of doing business; it is a cost for borrowed money that, in
65

theory, could be eliminated by paying back the outstanding debt. Owner’s Discretionary Cash
Flow is, by far, the number which forms the basis for valuing small businesses by business brokers
and frequently business appraisers. There are two ways that a business broker can estimate a
business’s Most Probable Selling Price based on Owner’s Discretionary Cash Flow. That is by
multiplying Owner’s Discretionary Cash Flow using a Rule of Thumb multiplier or by using the
average multiple from comparable sales data obtained from a business selling price database. This
latter method is the same method that real estate sales persons use to estimate selling prices of
homes.
Figure 2
Figure 2 presents a valuation of Billy
Bob’s Barbecue based on the Rule of
12 Month Totals
Thumb for the valuation of full
$152,775.38 service restaurants. These rules of
thumb were obtained from the most
recent edition of the Business
Reference Guide published annually
1
by the Business Brokerage Press.3
2
The Business Reference Guide is
3
generally considered the best source
for business selling price rule of
thumb multiples among Main Street
$152,775.38
business brokers

Most Probable Selling Price
Billy Bob's Barbecue
Owner's Discretionary Cash Flow
Valuation Rule of Thumb Multiple
Full Service Restaurants
Low
Average
High
Most Probable Selling Price
Low
Average
High
Current Assets Not Included In Selling Price
Enterprise Value
Low
Average
High
Total Liabilities

$305,550.75
$458,326.13

In the case of full service restaurants,
we are provided with a high and low
$69,061.10
multiple. Therefore, we can develop a
high, low and average Most Probable
$221,836.48 Selling Price for Billy Bob’s
This rule of thumb
$374,611.85 Barbecue.
$527,387.23 multiple yields a most probable
selling price for the company’s
$206,394.42 operating equipment, inventory and
goodwill.

Seller's Net Proceeds From Sale

The most probable selling is not what
this company is worth! This is
because the company’s Enterprise
Value is the most probable selling
price plus the value of all the tangible assets that the buyer will not buy; in this case all of the
current assets except for the inventory. But the company’s enterprise value is not how much the
seller gets upon the sale of the business. The money the seller gets is the enterprise value minus
all of the company’s debts that will be paid off immediately upon the sale of the company which
is titled the seller’s net proceeds from sale in Figure 2.
Low
Average
High

3

$15,442.06
$168,217.44
$320,992.81

www,Businessbrokeragepress.com
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It’s only natural for a business owner who is considering selling his or her business to gravitate
toward the highest rule of thumb multiple. Unfortunately for these business owners, this is not
what business buyers will do. It is a wise business owner who makes an unemotional, objective
assessment of all the facts and circumstances that would likely have a positive or negative effect
on the value of his or her business that a typical buyer would consider. For example, Figure 3 is a
reproduction of Figure 11 from Chapter 8. There can be no question but that the typical buyer will
take the story Figure 3 is telling about Billy Bob’s Barbecue into serious consideration. Given the
company’s expected future financial performance depicted in Figure 3, a buyer would likely
gravitate toward the lower rule of thumb selling price multiple presented in Figure 2.
Figure 3
Owner's Discretionary Cash Flow & 12 Month Projection
$25,000

y = -464.09x + 15748
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Annualized
$11,439 $152,775.38
$9,715
$9,251
$8,787
$8,323
$7,858
$7,394
$6,930
$6,466
$6,002
$5,538
$5,074
$4,610

If, as expected, the buyer does conclude that the appropriate offering price for Billy Bob’s
Barbecue is one times the past twelve months’ Owner’s Discretionary Cash Flow as depicted in
Figure 2, then the seller’s net proceeds from sale would be $15,442 as calculated in Figure 2.
Unless the owner of Billy Bob’s Barbecue is under a powerful compulsion to sell, it is unlikely the
calculated Most Probable Selling Price of $152,775 would be accepted. What we are looking at
here is a business that currently is probably unmarketable.
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Chapter 12
Controlling Your Cost of Goods Sold
In the preceding chapter, I noted the importance of including the ratio of each of your business’s
variable cost’s percentage of gross sales revenue on your Profit & Loss Statement. The purpose
being to facilitate effective cost control. That is, without regard to the rise or fall of sales revenue
and variable costs from month to month in absolute values, each variable cost’s percentage of gross
sales should not fluctuate. If this is the case (or nearly so), it is an indication that you have
consistent control of your variable costs. If a particular variable cost’s percent of gross sales
departs by more than a small amount from a historical average or what was expected, then you
know you do not have control of that cost and it’s time to take corrective action.
For the majority of your variable costs, comparing each month’s cost as a percent of sales revenue
to a historical average is generally all you need to do to ensure that cost is under control. The
historical average to use for comparison could be any or all of those I previously suggested which
were “same month last year,” “year to date” “year to date last year,” or “rolling twelve-month
average.”
However, among nearly all businesses that sell a physical product (as opposed to a service), the
Cost of Goods Sold is usually the largest expense and warrants an additional cost control measure.
That measurement is your “expected” Cost of Goods Sold (a.k.a. “theoretical cost “or “ideal cost”).
In order to determine the expected cost, you need to know how many or how much of each item
of inventory you sold, how much you sold each item for and how much each item you sold cost.
For example, if a business sold 10,000 widgets in January for $5.00 each with a wholesale cost of
$3.00 apiece, then the expected Cost of Goods Sold would be $3.00 times 10,000 or $30,000. The
expected Cost of Goods Sold as a percent of sales would be $30,000/$50,000 or 60%.
For businesses that establish their retail price using the percent-of-cost markup method, the
expected Cost of Goods Sold expressed in dollars should align with the reported cost plus the
expected cost and reported cost expressed as a percent of sales should align with the historical
average. For business that establish their retail price by adding a fixed monetary amount to their
cost for the product (gasoline wholesalers and retailers come to mind), then only the expected Cost
of Goods Sold expressed in dollars would align with the reported cost. Their historical average
Cost of Goods Sold expressed as a percent of sales will fluctuate thereby making that measure of
cost an unreliable reference for cost control purposes. For such businesses, moreover, routinely
computing their expected Cost of Goods Sold in absolute dollars and comparing that to reported
actual costs is critically important because it is really their only way to verify that they have control
of this cost.
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In concept, the ability to establish good control of the Cost of Goods Sold is simple. As a practical
matter, for most businesses, it is anything but that. There are two challenges to overcome: knowing
how many or how much of each item was sold (and for how much), and knowing the cost of those
products.
Probably the best way in most cases to know how many or how much of each item was sold for
any given period of time is to capture that transaction data electronically at the point of sale. This
can be accomplished by scanning bar codes on the merchandise sold, by requiring the cashier/sales
clerk to enter that data manually at the point of sale, automatically recording quantities dispensed
or some variation on those themes. For example, when I was in the restaurant business, my
cashiers did not enter dollar amounts for each meal sold into the cash register; they touched buttons
with menu item descriptions. Thus, if someone ordered a cheeseburger, French fries and a soft
drink, the cashier would hit four keys: hamburger, with cheese, fries and soft drink. In this way, I
was able to capture itemized product sales data.
For business that buy inventory at wholesale and re-sell the merchandise at retail, there is minimal
challenge to determining the Cost of Goods Sold assuming the number of each item sold is known.
However, this is an enormous additional task for businesses that convert raw materials into finished
products. This includes every kind of manufacturing company, restaurants and certainly the
infamous firewood retailer I described in Chapter 2. Indeed, I am convinced that the principal
reason why that firewood company went out of business was because the owner grossly
underestimated his per-cord cost for the uncut timber that comprised each cord of firewood he sold
at retail combined with pathetically poor financial reporting.
Relying only on an estimate (i.e., “guess”) of the cost of raw materials that comprise a finished
product is not good enough to achieve good control of the Cost of Goods Sold. In order for any
company that converts raw materials into a finished product to properly calculate its expected Cost
of Goods Sold and to establish an appropriate retail price for finished products, it is vital to
determine as “scientifically” as possible how much it cost to make that product. Undoubtedly,
there will be some estimating involved in the process, but it should be kept to a minimum.
For example, drawing once again from my restaurant management days, it was standard operating
procedure in my company to calculate the cost of each menu item. Thus, the worksheet for a
cheeseburger would list the costs for the hamburger patty, the slice of cheese and the bun, plus a
fairly accurate estimate of the cost of the lettuce leaf, the tomato and pickle slices and a reasonable
estimate of the average amount of mayonnaise, mustard and ketchup each customer used.
In a perfect world, if one were to employ the preceding cost accounting technique, then the
expected Cost of Goods Sold would be known to the penny. Any variance from that number
appearing on the P&L would indicate that actual costs are out of control. However, based on my
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experience in the restaurant business, I must say that it was impossible to precisely calculate my
expected Cost of Goods Sold. Thus, the actual Cost of Goods Sold appearing on my P&L was
never exactly the same as my expected cost. This means that I was never certain that my actual
costs were under perfect control.
Nevertheless, in my opinion, making an effort to calculate your expected Cost of Goods Sold and
comparing that number to the actual cost appearing on your P&L is worth the effort. Ideally the
two values will be reasonably close and pretty much randomly vacillate from month to month
between which is the higher amount. If this is the case, coupled with a similar tendency for actual
costs as a percent of sales to remain aligned with your historical averages, then in my opinion, you
may feel assured that you have achieved very good control of your Cost of Goods Sold.
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Chapter 13
Controlling Labor Cost
In the preceding chapter, I focused on a method to establish control of the Cost of Goods Sold. For
businesses that sell a physical product, the Cost of Goods Sold is generally the largest and therefore
the most important cost of doing business that must be held in control. The second most important
cost to control for most businesses is labor cost with the exception of service businesses where this
will generally be the largest cost. In this chapter I will present a way to improve control over the
cost of labor.
As a preface to the technique I’m about to demonstrate, I want to say that it is, without a doubt,
the most effective cost control program I utilized in my twenty-two-year career in the restaurant
business. This is an approach that I developed entirely on my own. To the best of my knowledge
it has only appeared in print once before and that’s when it was published it in the Winter 1987—
88 edition of National Productivity Review.4 This methodology was borne out of the frustration I
was having with the only labor cost control tool I had at the time which was to monitor this cost’s
percent of sales revenue from month to month in each of my restaurants and compare that number
between my several stores. Why was direct labor cost consistently around 16% of sales in my
West City store (the lowest among all my restaurants) and 18.5% of sales in my East City unit (the
highest among them all)? How could this be when an examination of the staffing schedules
revealed no obvious unnecessary scheduled labor hours in either store and with insignificant
differences in the wage employees were paid? What was my East City store manager doing so
poorly or my West City store manager doing so well to cause such a significant difference in the
cost of direct labor? This was a difference that led me to believe my company’s profitability was
around $35,000 a year less than it could be.
After dozens of hours of research spread out over several months investigating this mystery, years
of frustration from my inability to effectively understand and adequately control my company’s
direct labor cost was brought to a screeching halt with an amazing discovery. The cost of direct
labor (i.e., hourly employee wages) expressed as a percent of sales revenue on the P&L is actually
an expression of the combined effect of three independent variables. The key to this discovery
was the invention of a new way (well, new to me at least) to measure direct labor hours. I called
this measurement “labor productivity.” It is the ratio of the number of customers served in a given
time period—month, week or day—divided by the number of direct labor hours consumed to serve
those customers. For example, for a typical month in my West City restaurant we would serve
around 15,000 customers. It would routinely take right at 4,000 direct labor hours to do that.
Dividing 15,000 by 4,000 means that “labor productivity” was 3.75 customers served per direct
labor hour.
Toby Tatum & Rick Page, Labor Productivity’s Relationship to the Cost of Labor and Profitability in the
Restaurant Industry, National Productivity Review/Winter 1987—88, pp. 28—33.
4
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The other two variables that determine labor cost as a percent of sales revenue are the average
hourly wage and the average revenue per customer. Again, from my West City store, the total cost
of direct labor for a typical month was $20,400 thus the average hourly wage was $5.10 (this was
the mid-1980’s). The average revenue per customer was $8.50. With this data in hand, I found
that direct labor cost as a percent of sales revenue—in this case 16%--is equal to the average hourly
wage divided by the average revenue per customer divided by labor productivity. I.e., $5.10
divided by $8.50 divided by 3.75 = .16. Alternatively, labor productivity is equal to the average
hourly wage divided by the average revenue per customer divided by labor costs’ percent of sales
revenue. Hence $5.10 divided by $8.50 divided by .16 = 3.75. The math is simple and for me, the
knowledge of this relationship was powerful.
Within hours of making this discovery, I reexamined the cost of labor in all of my restaurants.
What I found was that the reason labor cost expressed as a percent of sales revenue in my East
City store was so high was because of the average revenue per customer was much lower than in
my other units. This was because it served a greater number of senior citizens with discounted
menu prices. I discovered that labor productivity in this store was the highest among all my
restaurants meaning it was achieving the lowest cost of labor possible relative to all my other
restaurants. To add to the amazement, I discovered that labor productivity was the lowest in my
West City store, a fact that was previously obscured because it enjoyed the highest average revenue
per customer. This meant that although the West City unit had the lowest direct labor cost
expressed as a percent of sales on the P&L, it was the unit where we had the greatest opportunity
to further reduce the cost of direct labor. In reality, my East City store manager had all along been
doing the best job at containing direct labor cost and my West City store manager, the poorest job!
I refined this approach by calculating labor productivity by job classifications. Eventually, on a
daily basis all of my restaurant managers computed the customers served per cooks’ labor hours,
per cashiers’ labor hours, per dining room service staff labor hours and so forth. This enabled me
to precisely identify potential labor cost problems or, put another way, control direct labor cost
with extreme effectiveness on a daily basis. I found that of the three variables that determine labor
cost percent, the average revenue per customer and average hourly wage are very stable over the
short run and the wild card that demands constant attention is labor productivity. Thus, I
established labor productivity goals by job classification with an overall target of 4.10 customers
served per labor hour. For example (based on my memory of my standards over 20 years ago), the
cooks’ productivity target was 21 customers served per labor hour, cashiers was 24, busboys and
dishwashers was 25.5, salad bar attendants was 19 and dining room attendants was 16. To
reconcile these subgroup goals with the overall goal, the formula is 1/21 + 1/24 + 1/25.5 + 1/19 +
1/16 = 1/overall goal. Hence .047 + .042 + .039 +. 053 + .063 = 1/.244 = 4.10.
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This methodology should work for any business. The only difference in its application will be how
a unit of production is defined. In my restaurants it was the number of customers served. For a
ready-mix concrete business, the logical unit of production would probably be yards of concrete
sold (i.e., labor productivity would be yards delivered per labor hour). For a gas station, gallons of
gas; for a grocery store or almost any retail business, I suggest using the number of items sold. For
many businesses, determining how to best define a “unit of production” may not be obvious and
will require a little imagination and perhaps some experimentation.
Of course, I can’t guarantee that this approach to labor cost control will be the silver bullet for
every business, but it certainly was for me. I suspect it has the potential to serve many business
owners equally well.
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Chapter 14
How And Why To Develop A Break-Even Analysis
So far, I have pretty much concentrated on how to get the most from your Profit & Loss Statement
for the purpose of financial control. In this chapter I’m going to show how to use your P&L to
assist in financial planning. I’m going to show you how to develop a “breakeven analysis” and
some of the ways it can be used.
In Chapter IV, I said “central to effective planning and control is to group variable and fixed costs
separately on the P&L. This is because the way in which this cost data is employed in planning
and analyzed for the purpose of control is different.” In Chapter V I presented the following
hypothetical P&L which demonstrates my recommended way to organize it:

Sales Revenue
Cost of Goods Sold
Gross Margin

June 2003
$100,000

% of
Rev enue
100.0%

$61,275
$38,725

61.3%
38.7%

$9,564
$3,125

9.6%
3.1%

$1,997
$14,686
$24,039

2.0%
14.7%
24.0%

Other Variable Costs:
Cost A
Cost B
Cost C
Total Other Variable Costs
Contribution Margin
Fixed Costs:
Cost D
Cost E
Cost F
Total Fixed Costs
Total Costs

$7,500
$1,500

7.5%
1.5%

$1,000
$10,000
$85,961

1.0%
10.0%
86.0%

Net Profit

$14,039

14.0%

June 2002

There are three features about the way this P&L is organized (a.k.a., “formatted”) that facilitates a
breakeven analysis. All variable costs are grouped together and totaled. Then the total variable
costs are subtracted from gross sales revenue to yield the “contribution margin.” The contribution
margin’s percent of gross sales is also calculated and this number is the key needed to determine
the exact gross sales your business must generate to break even—i.e., where net profit equals zero.
To make this determination simply divide the dollar value of your total fixed costs by your
contribution margin’s percent of sales revenue.
Using the above P&L, breakeven will occur when the company generates gross sales equal to
$10,000 (i.e., Total Fixed Costs) divided by .24 (the Contribution Margin’s % of Sales Revenue)
or $41,666.66. Here’s the proof: since total variable costs equal 76% of sales, (61.3% for cost of
goods sold plus 14.7% for other variable costs), then with gross sales of $41,666.66, total variable
costs will equal 76% of that amount which is $31,666.66. Subtracting total variable costs of
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$31,666.66 from gross sales of $41,666.66 equals a $10,000 “contribution margin.” And finally
subtracting total fixed costs of $10,000 from the contribution margin of $10,000 equals 0, and
there you go! See how simple that is once your P&L is formatted the way I suggested.
With this analytical tool in hand, there are a number of planning tasks you can apply it to. For
example, suppose you want to know what gross sales you must generate to earn a profit of $20,000
instead of the measly $14, 039 in the above example. To do this, simply add $20,000 to your total
fixed costs of $10,000 and divide that $30,000 total by the contribution margin percent—in this
case .24. Now you know that you must generate sales of $125,000 to make a $20,000 profit. (76%
of $125,000 = $95,000; total variable costs. $125,000 - $95,000 = $30,000. $30,000 – fixed costs
of $10,000 = $20,000). By dividing your breakeven gross sales by your average revenue per
customer, you will know your breakeven point in terms of the number of customers you must
serve. Also, by removing the “Depreciation & Amortization” expense from your P&L and
replacing it with the principal payments you are making on fixed debt, you can calculate your
breakeven in terms of cash flow instead of profit.
For another example, let’s say you are thinking of expanding the physical size of your store. You
want to enlarge it by 40% and the cost to do that will be $150,000. You plan to finance the entire
cost with monthly payments of $3,000 a month for five years. How much must monthly sales
increase in order to generate enough additional cash flow to make those payments? Simply divide
this monthly payment by your contribution margin percent. In the above example, sales would
have to increase by $3,000 divided by .24 or $12,500 a month.
I could go on all day like this but I want to offer one more example that’s fairly complex just to
leave you with enough to think about. Let’s say you’ve come up with an idea of how to reduce
your cost of goods sold by manufacturing some of your merchandise you’re currently buying from
a wholesaler. By doing this, you expect your cost of goods sold to decrease from 61.3% to 55.3%
and labor to increase by 3% for a net savings of 3% of gross sales. However, you will have to
purchase some manufacturing machinery which will require monthly payments of $2,000.
Assuming the above example is a statement of cash flow from operations instead of net profit, how
will it change if this plan is implemented? Well, your contribution margin would increase from
24% to 27% and your fixed costs would increase from $10,000 to $12,000. Thus, your revised
cash flow would be 27% of $100,000 minus $12,000 or $15,000, an increase of $961 a month.
Breakeven sales would increase to $12,000 divided by .27 or $44,444 and in order to earn a profit
of $20,000 a month, sales would have to be $12,000 + $20,000 divided by .27 or $118,519, or
$6,481 less than necessary without the change.
The purpose of this chapter was to demonstrate how simple a breakeven analysis is to calculate
once the financial data on your P&L is organized appropriately and to give you some ideas of how
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to use it as a financial planning tool. Hopefully, with a little practice and imagination, you will
encounter a number of opportunities to put this planning tool to use.
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Chapter 15
Improving Financial Control Through Comparisons To Industry Averages
In Chapter IV I suggested some ways to evaluate your most recent month’s financial performance
by comparing it to past performance. Specifically, I said, “an excellent P&L, in my opinion, will
have one or more of the following column categories (in addition to the aforementioned cost-torevenue percentages):
➢
➢
➢
➢

Same month last year
Year-to-date
Year-to-date last year
Rolling 12-month average

There is yet another way to evaluate the financial performance of your business and that is by
comparing it to the performance of your peers. This is to say, by comparing the financial
performance of your business to that of several other similar businesses. I did this consistently
over the years when I was in the restaurant business. In my case, since I operated franchised
restaurants, I was able to compare the financial performance of my restaurants to essentially
identical businesses operated by others. I found this to be an excellent way to get what you might
call an “outside opinion” of how well or poorly, as the case may be, my restaurants were
performing compared to the industry generally.
Of course, most small business owners don’t have the same opportunity I had to get comparative
financial performance data. However, there is an easy way for any business owner to do this.
Unfortunately, it’s not free, but on the other hand, considering the potential value that may be
derived from this exercise, I think the information is worth the price.
Three sources for this comparative small business financial performance data are Integra
Information, BizMiner and RMA Financial Statement Studies. All of the information they have
for sale is quickly accessible via the internet. Their internet web site addresses are
www.integrainfo.com, www.BizMiner.com and www.valusource.com . I have found these
sources of industry performance data to be very helpful in the course of my work as a business
appraiser and business broker.
All of these sites offer industry-specific information for over 900 different industries derived from
the compilation of financial statement data from over 4.5 million businesses ranging in size from
those with annual sales of less than $250,000 up to companies with annual sales of $500 million.
Since there are often differences in the average operating cost and balance sheet ratios among very
small, small, medium and big businesses within the same industry, this information is segmented
into multiple business size categories based on annual sales revenue. Thus, it is possible for you
81

to get comparative financial performance data from companies that are within a reasonably
comparable size to your own.
There are several different reports that are available. The one I generally use is the “5-Year
Industry Report.” With this report, I get five years of financial performance history for companies
within a specific industry also within a specific size range. For example, I recently purchased this
report for companies in the “miscellaneous, nondurable goods wholesale trade” industry with
annual sales between $500,000 and $999,999. The report I obtained provided the average revenue
and operating costs, cash flow and financial position (i.e., balance sheet) for 1,735 such businesses.
Also included in this report is a 5-year history for the average growth in sales revenue and earnings
for these companies. I find this information to be a very helpful benchmark when assessing the
historical performance of a client’s business.
You can also purchase an “Industry Growth Outlook Report,” which estimates the expected future
growth in sales revenue for a specific industry. There are a number of other reports available on
these web sites which you may find of interest. In particular you may want to consider Integra
Information’s “Value My Company Report.” With the purchase of this report, you can get a
“rough-and-ready” ballpark estimate of what your business is worth. However, being a Certified
Business Appraiser, I want to caution you that something you can obtain for $200 over the internet
should not be relied upon too heavily. Indeed, this report comes with a disclaimer that “only a
certified business appraiser can provide you a complete analysis and opinion [of value for your
company].”
Integra Information also offers an “online financial analysis engine,” which the company
advertises “can take a customer’s financial information and turn it into an easy to read narrative
analysis including making projections and recommendations on how to improve performance.”
I’ve never used this product so I can’t comment on how worthwhile it may be, however it sure
sounds interesting.
It is possible to obtain samples of standard or “canned” reports for no charge. If you’re real lucky,
one of the sample reports will be for companies of the same size and same industry as your
company, in which case you will get some good information for free. I recommend that you take
the time to tour these web sites and print the sample reports. Then, at your leisure, you can
determine how helpful any of the reports may be for you.
There is one final detail I need to include in this chapter and that is how to select the right industry
for comparison purposes from the array of choices available. All of the industries in the databases
are categorized according to their Standard Industrial Classification number—“SIC Code” for
short. This is not the same classification code that appears on your federal income tax return, so
don’t try to use that classification code number.
82

I suspect there are numerous venues where you can look up the SIC code for your business;
however I have found the one located at www.osha.gov/oshstats/sicser.html to serve my needs
well. When you go to this web site, click on the phrase “examine the manual structure.” This
will bring up a list of major industry categories based on the first two digits of the four-digit SIC
code. Once you have selected the major industry category for your business, a new page will
appear that further breaks down this major category into its numerous sub-categories. From this
list, select the industry code that best describes your business. Unfortunately, not all businesses
fit neatly into any of the standardized industry classifications. If this is the case for your business,
the best you can do is select the SIC code comes the closest to describing your business. Generally,
this will enable you to select comparative financial performance data that will serve your purpose
reasonably well.
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Chapter 16
Introduction to the Balance Sheet
So far, I have focused on the analysis of the Profit & Loss statement. Based on my experience, I
have found that the Profit & Loss statement is the financial report which small business owners
best understand and examine with the most care. On the other hand, I have generally found that
small business owners have difficulty understanding the significance of the Balance Sheet (a.k.a.
Position Statement) and how to use it for the purpose of financial planning and control.
ABC Wholesale Distribution Company, Inc
Balance Sheet As of December 31, 2003
AS S E T S
Cash & Marketable Securities
Accounts Receivable
Inventory
Pre-paid Expenses & Other Current Assets
Total Current Assets
Operating Equipment (Original Cost)
Less Accumulated Depreciation of
Long-term Investments
Total Fixed Assets @ current book value
Total Assets
LIA BILIT I E S
Short term debt
Accounts Payable
Wages Payable & Other Current Liabilities
Total Current Liabilities
Long-Term Debt
Total Long-Term Liabilities
Total Liabilities
OW N E R ' S E QU IT Y
Original Investment
Retained Earnings
Total Owner's Equity (a.k.a. Owner's Net Worth)
Total Liabilities & Owner's Equity
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Indeed, I recently spoke to one
small business owner who
openly confessed that he had no
$31,157 idea how use the information
$69,492 appearing on his balance sheet
$72,117
and another owner who said his
$14,278
$187,044 bookkeeper does not even bother
to produce one because he’s
$76,243
never looked at it.
If these
($42,110)
$28,882 confessions sound familiar, don’t
$63,015 feel alone. Again, based on my
experience, I believe that these
$250,059
confessions fairly well reflect the
feelings for many small business
$29,479
owners. Therefore, my goal in
$47,382
$17,602 this and the next few chapters is
$94,463 to help change that feeling; to
enable you to analyze your
$41,806
$41,806 balance sheet and be able to
confidently
draw
clear
$136,269 conclusions and make informed
decisions based on what you see.
$100,000
$13,790
$113,790
$250,059

The best point of departure in this
adventure is to consider the
balance sheet for a hypothetical
business.

Okay, here we go. I’m going to start with some basic concepts about the balance sheet with which
you may already be familiar, but stay with me because we’ll get down to the brass tacks shortly.
First of all, note that the title of the report indicates that this statement is “as of December 31,
2003.” What the balance sheet is showing is the financial “position” of the company for one
moment in time, in this case, the close of business on the last day of 2003 (hence the term “position
statement”). Think of it as a “snap shot.” In contrast, the Profit & Loss statement is a summary
of all the financial activity that occurred each day for the preceding accounting period, be it the
last month or last year—more analogous to a fast-forward review of all the financial activity that
occurred.
The basic format of the balance sheet is the same for every type and size of business. There are
three fundamental sections: Assets, Liabilities and Owner’s Equity. Assets and liabilities are
further divided into “current,” and “long-term” with “current” meaning either assets that will be
(or can be) turned into cash within 12 months or liabilities such as accounts payable, wages and
other debts that must be paid in cash within 12 months. Also, “Total Assets” must always be equal
to “Total Liabilities” plus “Owner’s Equity.” They must be in balance, hence the term “balance
sheet.” (For now, don’t worry about why that is. Just accept this requirement and move on, unless
this is not how your balance sheet appears. If it’s not “in balance,” get it fixed).
The preceding hypothetical balance sheet is a highly “compressed” example, meaning there is little
line-item detail within each asset or liability category. For a real business, each line-item may well
be comprised of several sub-categories. For example, “cash” may actually be comprised of cash
in the cash register, checking accounts, savings account & CD’s. Likewise, many businesses will
itemize their fixed operating equipment on their balance sheet by various sub-categories such as
machinery, office equipment, vehicles and so forth. Whether you want to list each of those asset
sub-categories on your balance sheet or just show the consolidated totals is all a matter of one’s
personal preference. When I owned my business, I established a fairly long list of asset and
liability categories. However, I produced two balance sheets: one that was highly compressed
where very few of the sub-categories appeared and another one that listed them all.
Now, with those housekeeping matters out of the way, let’s begin the long journey of considering
how to interpret and use this financial statement. Basically, what you have here is a simple list
(somewhat consolidated perhaps) of a description and value for the stuff you own, the amount of
money various people owe you, bills and debts you need to pay sooner or later and your “net
worth.” So what? With the exception of the “Owner’s Equity” or “Owner’s Net Worth” section
of the balance sheet, many small business owners already have a pretty good idea in their head of
what’s on that list and don’t need a balance sheet to keep those facts straight.
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The first thing to realize about the balance sheet is that, apart from confirming what you probably
already know regarding what you own and how much you owe, it doesn’t tell you much of
anything! The initial confusion regarding this statement lies in the mistaken assumption that there
is supposed to be some important information there and you just can’t see it. The balance sheet
is really just a presentation of “raw data” that needs to be further processed and evaluated. The
informational benefits derived from the balance sheet come from the wide array of ratios that can
be calculated based on that raw data. That is, dividing one number on the balance sheet into or by
other numbers either on the balance sheet or the Profit & Loss statement. A ton of useful
information can be gleaned through this process which we’ll explore in the next few chapters.
There’s just a couple of things I want to touch on briefly here then call it a day. First, to alleviate
your possible confusion about what the term “Owner’s Net Worth” means on your balance sheet,
the short answer is that it doesn’t mean what it says. That number has no bearing whatsoever on
what price your business could fetch if you want to sell it or how much you could net on sale. I
hope that helps.
And finally, I strongly recommend that you routinely validate or “tie down” your balance sheet.
By this I mean substantiating the line item totals with documentation. The balance sheet put on
my desk at the end of each month was accompanied by supplemental documentation such as a
reconciled bank statement with a highlighted balance in agreement with what appeared on the
statement, the ending inventory physical-count worksheet, an accounts payable printout and so
forth. Without committing to this degree of administrative discipline, it’s easy for what appears
on your balance sheet and what really exists to drift apart—sometimes a long way apart—and
that’s very dangerous.
Oh yes, one more thing. Does your month end balance sheet sometimes show a negative cash
balance under Current Assets? I see this all the time on businesses’ balance sheets. “How can this
be,” you might ask. Well, it can’t; it’s as impossible to have a negative cash balance as it is to
have a negative amount of water in a glass. Zero is as low as it can go, yet there it is, plain as day
on your balance sheet: -$3,985.75. Here’s what’s happened. Your bookkeeper or whoever pays
your bills has processed all of your accounts payable and has printed the checks. But those checks
have not been mailed because there is no cash to cover them. The fact is that there is $3,985.75 in
checks made payable to your vendors and creditors that are in your bookkeeper’s desk drawer
being held there until there is enough cash in your checking account to cover them. The computer
has debited accounts payable and credited cash for all of those checks because the computer won’t
stop when your cash balance hits zero. It will just keep on writing checks as long as someone
keeps telling it to.
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Chapter 17
Introduction to An Analysis of the Balance Sheet
ABC Wholesale Distribution Company, Inc
Balance Sheet As of December 31, 2003
AS S E T S
Cash & Marketable Securities
Accounts Receivable
Inventory
Pre-paid Expenses & Other Current Assets
Total Current Assets

$31,157
$69,492
$72,117
$14,278
$187,044

Operating Equipment (Original Cost)
Less Accumulated Depreciation of
Long-term Investments
Total Fixed Assets @ current book value

$76,243
($42,110)
$28,882
$63,015
Total Assets

$250,059

LIA BILIT I E S
Short term debt
Accounts Payable
Wages Payable & Other Current Liabilities
Total Current Liabilities

$29,479
$47,382
$17,602
$94,463

Long-Term Debt
Total Long-Term Liabilities

$41,806
$41,806

Total Liabilities

$136,269

OW N E R ' S E QU IT Y
Original Investment
Retained Earnings
Total Owner's Equity (a.k.a. Owner's Net Worth)

$100,000
$13,790
$113,790

Total Liabilities & Owner's Equity

$250,059

As I said in the preceding chapter,
based on my experience, it appears
that many if not most small business
owners have a difficult time
interpreting the significance of their
balance sheet. This is due in part, I
suspect, to the mistaken assumption
that there is supposed to be some
important information there but you
just can’t see it. Actually, the
informational benefits that can be
derived from the balance sheet come
from an array of ratios that can be
calculated from the data; there’s not
a whole lot you can get from this
statement just by scanning it.
There are ratios for assessing a
company’s liquidity, performance,
profitability and leverage.

The first ratios we shall consider are the “liquidity ratios.” By dividing the ABC Wholesale
Distribution Company’s current assets of $187,044 by its current liabilities of $94,463 we get 1.98
which can be expressed as “1.98-to-one.” This means that the current assets are just shy of twice
the current liabilities. This ratio is known as the “current ratio.” It is a measure of the margin of
safety this business has in its ability to meet its short-term debts. There is a similar ratio known
as the “quick ratio” comprised of the current assets that can be turned into cash very quickly—
e.g., cash + marketable securities + accounts receivable divided by current liabilities. For the ABC
Company, this ratio is $100,649 divided by $94,463 which equals 1.07. The quick ratio serves the
same purpose as the current ratio. It is a measure of the company’s ability to meet its short-term
debts. Generally, I think, the quick ratio is the better indicator of the two, however they’re both
worth watching.
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The reason you should monitor these two ratios and ideally, set liquidity ratio targets to try to
achieve and maintain is that owing a small business is like playing poker: your profitability can
ebb and flow, but when you run out of cash, you’re out of the game. It’s critically important to
keep your small business in a position to weather the storms of financial setbacks, maintain a good
credit rating and be able to pay the increasing accounts payable that come with an increase in sales.
If you establish and maintain good liquidity ratios when times are stable and good, you stand the
best chance of avoiding financial trouble when business is not so stable or so good.
The obvious question now is what constitutes a “good” current ratio and quick ratio? There is no
absolute right answer to this. It’s a matter of judgment. I think the best way to get an initial idea
is to look at the average for these ratios among your peers. Recall in Chapter IX, my suggestion
that you visit the web sites www.integrainfo.com or www.BizMiner.com or www.valusource.com
(RMA Data) where you can get comparative financial performance data for a large number of
businesses similar in type and size to your own. Indeed, the balance sheet appearing above is, in
fact, the average of the balance sheets for 1,735 businesses in the wholesale trade for nondurable
goods with annual sales between $500,000 and $999,999.
Thus, if your business were in this type and size category, you would know that the industry norm
for the current ratio is essentially 2-to-1 and the quick ratio is 1-to-1. Operating under the
assumption that 1,735 minds are better than one, it would be reasonable to conclude that the ratios
of 2-to-1 and 1-to-1 are probably appropriate targets for your business as well. I don’t think there’s
any harm in striving to achieve stronger ratios than your peer group nor great danger if they’re
slightly weaker, however if they are significantly weaker, you may be heading for a fall.
To the best of my knowledge, the current ratio and the quick ratio are two of the most commonly
monitored balance sheet ratios because what they represent—the ability to stay in the game—is so
critically important. A less frequently encountered liquidity ratio is cash to current liabilities. For
our hypothetical company, it is $31,157 divided by $94,463 or .33-to-1. Here again, there is no
“right” ratio, but setting a target comparable to your peers is an excellent point of departure in
setting a target for your company. Once you start tracking these ratios regularly and begin to get
a feel for the discipline required to achieve these initial targets, you should become better prepared
to establish targets uniquely tailored to your company’s needs.
Moreover, once you start regularly computing your balance sheet ratios and determine the balance
sheet ratios you want to achieve, you will have progressed to a fairly sophisticated level of financial
planning. And, once you have developed a plan on how to achieve your target ratios you can
congratulate yourself on having completed all three steps of a strategic plan: determining where
you are now, where you want to be and how you’re going to get there.
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Chapter 18
Detailed Analyses of the Balance Sheet
In this Chapter, I’m going to focus on the “productivity” of a company’s fixed assets or, put another
way, show you how to evaluate the relative efficiency of your fixed assets.
By “fixed assets,” I mean all of a company’s operating equipment, vehicles, computers and other
office equipment. In other words, all of the assets that are subject to a depreciation charge. The
one exception to this definition is any real estate owned by the company. As I have said previously,
I believe it is best that a small business not own any real estate. I have persistently advised that
real estate which is part of a small business be held as a separate entity by the business owner and
leased to the business.
The way to measure the productivity of a company’s fixed assets is to divide their value into annual
gross sales. For example, referring to the balance sheet for the ABC Wholesale Distribution
Company in Chapter 17, we see that the original cost for the company’s operating equipment is
$76,243. Additionally, the company’s gross sales for the preceding twelve months were $687,166.
Dividing $687,166 by $76,243 equals 9.01. This means the company’s fixed assets served in
generating gross sales equal to nine times their original cost.
Also recall from Chapter 11 that I said that the financial statements for the ABC Wholesale
Distribution Company are, in reality, the average values for 1,735 wholesale distribution
companies for nondurable goods with annual sales between $500,000 and $999,999. Thus, for
this specific business category with annual sales within this range, any company with a fixed asset
productivity ratio of less than 9.0 is not employing those assets as efficiently as its peers are.
Conversely, a company with a higher ratio would be putting their fixed assets to greater use than
its peer group.
Before I go any further, I want to emphasize that fixed asset productivity ratios vary widely from
one type of industry to another and for different size businesses within the same industry.
Therefore, it is very important to only compare this ratio for your company with companies as
similar to your own as possible. To do this, let me repeat the advice I offered previously which is
to consider the comparative financial performance data available at www.BizMiner.com or
www.valusource.com (RMA Data).
In the case of fixed assets, there are typically two values that are reported on the balance sheet: the
original cost of the equipment and their net book value, i.e., original cost less accumulated
depreciation. In the case of the ABC Wholesale Distribution Company, the book value of its fixed
assets is their original cost of $76,243 minus accumulated depreciation of $42,110 or $34,133.
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Thus, the productivity of the company’s fixed assets taken at book value is $687,166 divided by
$34,133 which equals 20.1.
Generally, the productivity of a company’s fixed assets is an important consideration among
business appraisers when estimating a company’s fair market value as a going concern. However,
to the best of my knowledge, there is no consensus among business appraisers as to which fixed
asset productivity ratio is best—the one based on the original cost of those assets or their book
value. There’s no harm in computing your productivity ratio using both values and trying to draw
some conclusion from those differing results. In a perfect world, it would be possible to know the
actual fair market value for the fixed assets of your peers, determine the industry average asset
productivity ratio there from and compare it to the known fair market value of your fixed assets.
That would be the ideal basis for comparison.
Of course, doing that is impossible. However, based on my experience, I can say that the fair
market value of a company’s fixed assets usually tends to lie somewhere between their original
cost and net book value. Thus, to my way of thinking, the best basis for calculating the productivity
ratio for fixed assets—both for your peer group and your own company—is to use the average of
their original cost and book value. Referring back to the ABC Wholesale Distribution company,
such a productivity ratio would be $687,166 divided by $55,188 which equals 12.5.
As an aside to this discussion, I have occasionally come across a small business with a fixed asset
productivity ratio way below the industry average, meaning the company has too much invested
in fixed assets relative its annual gross sales. In these cases, I have found that there are usually
two possible explanations for this anomaly that are not mutually exclusive. The first is a business
owner who is simply enthralled with his or her operating equipment. Certain machinery (or
vehicles) become as much, if not more like toys to their owner than essential tools. The owner
wants to own the latest, greatest model of the xyz machine because, well because it’s just a really
cool machine and operating it is fun. Don’t get me wrong and think I’m being critical of such
business owners. Being able to make investments like this is one of the perks of owning one’s
own business. If this is what floats your boat, I say go for it.
However, do not make the mistake, as some do, in assuming that over-investing in fixed assets is
really just like putting money in the bank, believing such an investment automatically increases
the fair market value of your business on a dollar-for-dollar basis and will come back in cash upon
sale. This is unlikely. The value of a business is a function of its earnings—expected future
earnings to be more precise—and not the value of its assets (with one exception) and definitely
not the value of expected future earnings plus the value of its assets. In fact, between two
businesses with identical earnings, the business with the greater investment in fixed assets tends
to have a lower “going concern” value than an identical business with a lower investment in fixed
assets.
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The one exception to the theory that a business is not worth the value of its assets is when the
liquidation value of a company’s assets exceeds the market value of its earnings. For example,
assume a business’s estimated fair market value as a going concern is three times the expected
cash flow for the next year which is projected to be $100,000. That would make the fair market
value estimate for the business as a going concern $300,000. Further assume that this business has
$500,000 in assets booked at cost with a liquidation value of $350,000. In this case, if the owner
wants to sell out, the better way to go is to close the business down and have a going-out-ofbusiness liquidation sale of fixed assets and inventory. Such a business is said to be “worth more
dead than alive.” In my capacity as a business broker, I encounter situations like this fairly often.
Owning a business that is worth more dead than alive is sometimes unavoidable. However, one
way to protect yourself from this predicament is to track your company’s fixed asset productivity
ratio and try, as best you can to meet or exceed the fixed asset productivity ratio for your peer
group.
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Chapter 19
Fixed Asset Management
Based on my experience I must say that one of the weakest elements of most small businesses’
financial management and control is fixed asset management. By this I mean the existence of a
well-maintained record of what operating equipment a company owns combined with pertinent
information regarding each piece of equipment.
The operative word in the preceding paragraph is “well-maintained.” For most companies,
generally two separate records of fixed operating equipment exist: 1) the report provided the
county which is the basis for business owned personal property tax reporting and payment and; 2)
the supplemental backup report to your federal income tax return supporting the deductible
depreciation expense.
I find consistently that neither of these reports is totally in sync with what operating equipment a
small business actually owns. Insofar as day-to-day operational management goes, this fact is of
virtually no importance. The time when there is a need to have an accurate record of all of a
businesses’ operating equipment is when the business is being offered for sale. Moreover, as often
as not, trying to get this report from the hopeful business owner/seller can be a major challenge.
This fact, in turn, renders the business less marketable than it would be if that information was
readily available. This speaks to the issue of a business being well positioned to sell and I can’t
emphasize strongly enough how important effectively positioning a business for sale is to the
ability of attaining optimum marketability.
The unfortunate fact of a business owner/seller not having a well-maintained record of all the
company’s operating equipment is amplified by the fact that establishing and maintaining such a
record is not all that difficult or time consuming. I can say this with confidence because over most
of my 22-year career as a multi-unit restaurant owner, I made sure that we maintained an excellent
fixed asset recordkeeping system.
There were two separate elements to my company’s fixed asset recordkeeping system that I want
to suggest you might consider for your company. First, we maintained a Lotus 1-2-3 worksheet
wherein each piece of equipment was described, assigned a number, which restaurant it was in,
when it was purchased, from whom and how much we paid for it and when the warranty expired.
As such time that a piece of equipment was replaced, this fact was also recorded with an indication
that it was no longer in service. The second element of my recordkeeping system consisted of an
8 ½ by 11-inch heavy duty cardstock business form which contained the same information on each
piece of equipment maintained in the Lotus worksheet.
However, we also entered
contemporaneous notes on this form whenever an item required a major repair. Then, stapled to
the back of this form was a copy of the purchase invoice and the warranty. At such time that a
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certain piece of equipment was replaced, this fact and the date of replacement was also noted on
the form together with the fact that this piece of equipment was no longer in service and whether
it was sold or junked. Once a record was created for a new piece of equipment, that record was
maintained permanently even though the actual piece of equipment may have long since been
discarded. As you might imagine, a record keeping system like this will soon outgrow containment
in a single 3-ring binder. Indeed, as best I recall, we had one shelf in our office storage room
dedicated to the storage of approximately 15 extra-wide 3-ring binders for this purpose.
Perhaps my suggested asset management system sounds a bit of an overkill, but the fact is, as I
said previously, it was not a time consuming job and if and when you want to offer your business
for sale, such a recordkeeping system will definitely give you an added advantage over other
competing potential acquisitions being considered by prospective buyers.
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Chapter 20
Considerations Regarding Debt Financing
Many small business owners will borrow some portion of the money required to purchase
operating equipment and other assets. Approximately 70% of all small businesses that are
purchased as a going concern are partially financed by the seller via a “seller carry-back loan.”
Among the 30% or so of small businesses sold for 100% cash at closing, many buyers have
borrowed some of that cash from a third-party lender—typically either a bank via a Small Business
Administration guaranteed small business acquisition loan or from a member of the family.
From my experience examining the financial statements of small businesses, I can say that the
majority of small businesses are partially financed with borrowed money. Within the world of
financial management theory, this is considered the right thing to do—up to a point. Some debt
financing is generally considered prudent financial management when the cost of long-term debt
is less than the profit that can be earned by the assets acquired with that borrowed money. Using
borrowed money to purchase profit-generating assets is known as “financial leverage.”
However, there is a caveat to the use of debt financing. That is, the more a business is financed
with borrowed money, the greater the risk of bankruptcy. In theory, a business that has no longterm debts (or other fixed-cost obligations such as a long-term commercial lease) can ride out any
downturn in the economy, endure nearly any decline in sales revenue and earnings and not go
bankrupt. On the other hand, when a business is overly burdened with long-term debt and other
fixed costs, even a slight decline in sales and earnings may result in negative cash flow, which will
eventually lead to a default on debt or lease payments and ultimately, bankruptcy. In other words,
the use of borrowed money, either in the form of a loan or non-cancelable lease, to finance the
acquisition of business assets increases the financial risk for the business. The more laden a
business is with debt or lease payments, the greater the risk of bankruptcy.
The question now is “what is a reasonable amount of debt financing for a small business?” To a
significant degree, this is a personal choice each business owner must make based on his or her
personal values and goals. For the risk-adverse entrepreneur, whose motto is “better safe than
sorry,” perhaps very little or no long-term debt financing is the right answer. For the aggressive
individual whose goal is to build a commercial empire--sooner rather than later—and not afraid to
“go for broke” in the attempt, then perhaps the maximum leverage obtainable may be the right
answer.
Thus, I can’t tell you how much debt financing is the “right amount” for your small business.
However, I think a good point of departure in making this decision is to consider industry averages
for your peer group and make your determination within this context. And so, once again I refer
you to www.integrainfo.com or www.BizMiner.com or www.valusource.com (RMA data). At
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these web sites you can find comparative financial performance data for just about any type of
small business of just about any size.
In Chapter 17, I presented the entire balance sheet for the “ABC Wholesale Distribution Company”
which is the average values for 1,735 wholesale distribution companies for nondurable goods with
annual sales between $500,000 and $999,999. Using this industry’s averages as examples, there
are several ways to analyze the amount of fixed debt these companies have taken on.
I think one of the most common methods to evaluate a company’s debt burden is to compare it to
how much of the owner’s money has been invested in the business. This is known as the “debtto-equity” ratio. For the most recent year reported for our example industry, we see that the total
of short-term and long-term fixed debt is $71,285 while Owner’s Net Worth is $113,790. Dividing
fixed debt by equity equals 62.6%. Or, alternatively, you can divide equity by fixed debt, which
equals 1.60. This means the average owner in this industry has invested $1.60 of his own money
into his business for every $1.00 of fixed debt. If the debt-to-equity ratio for a business of the type
and size used in this example is greater than 62.6% (or less than 1.60), then the owner is assuming
greater financial risk than the average business owner in this industry.
An important aside to this analysis is that the Owner’s Net Worth is based on the “book value” of
the fixed assets. Recall from Chapter 18 that I suggested using an estimate for the “fair market
value” of fixed assets when computing the balance sheet ratios for your company and your peer
group average. My suggested way to make this estimate is to use the average of your assets’
acquisition cost and book value. When I make this adjustment, the value of the fixed assets
becomes $55,188 and the Owner’s Net Worth increases to $134,485. This changes the fixed debtto-equity ratio to 53% or the equity-to-fixed debt ratio to 1.89.
Another way to look at these numbers is to compute the ratio of Owner’s Equity divided by the
sum of equity and fixed debt. In this example that would be $134,485 divided by $134,485 +
$71,285 ($205,770). This means the owner has invested 65% of the total “invested capital” in the
business of $205,770 and a third-party lender has invested 35% of total invested capital. Thus, in
this industry the average invested capital ratio is essentially 2/3 equity and 1/3 debt.
Assuming that the lion’s share of fixed debt is used to acquire fixed assets—i.e., operating
equipment—then I think another useful way to analyze this debt is to calculate the ratio of fixeddebt to fixed assets. For our example industry the “fair market value” of the operating equipment
is estimated to be $55,188. This means the fixed debt equals 129.2% of the fixed assets estimated
fair market value and 93% of their acquisition cost. I think it is best to strive to keep this ratio
below 100% of your fixed assets’ fair market value estimate, but that’s just my opinion.
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Another way that debt is sometimes analyzed is to compare a company’s interest payments on
fixed debt to its earnings excluding interest expense. Once again, using our example industry,
interest payments on fixed debt for the most recent year reported was $4,550 while pre-tax earnings
excluding interest expense was $14,793. Dividing earnings by interest expense yields an “interest
coverage” ratio or “times-interest-earned” ratio of 3.25. If this ratio falls below 1.0, the business
is not generating enough earnings to cover the interest due on fixed debt, which is an indication of
impending bankruptcy.
Whether you are basically risk-adverse or adventuresome when it comes to borrowing money to
finance a small business, I think the best conclusion to draw from this discussion is one I often
hear in reference to investing in the stock market: bears get fat, bulls get fat, but hogs get
slaughtered. It’s generally okay to use some debt financing in a small business, but don’t borrow
money just because you can. I think it best to refer to your peer group average debt ratios that I
have described based on comparative data for your business’s type and size category and act
strategically using them as a guideline.
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Chapter 21
Strategic Management of Inventory, Accounts Receivable and Accounts Payable
In the normal course of doing business, most small businesses will have some money invested in
their inventory of goods available for sale and accounts receivable. These investments should
appear on the firm’s balance sheet as current assets. And, like any other investment, both of these
investments need to be managed and controlled. Similarly, most small businesses carry some debt
in the form of accounts payable and that too is a process that needs to be controlled. In this chapter,
we will look at a way to assess a business owner’s relative effectiveness at these tasks.
The balance sheet for a small business engaged in retail sales or wholesale distribution will
typically report the inventory on hand as a single line-item whereas a manufacturing company is
likely break out this investment into “raw materials,” “work in progress,” and “finished goods”
and perhaps subtotaled as “total inventory.” In every case, however, the point of departure in
assessing the management of this portion of a company’s invested capital is to compute its
“inventory turnover ratio.”
The inventory turnover ratio is computed by dividing a company’s Cost of Goods Sold as reported
on the Profit & Loss statement by the value of its average inventory. The average inventory value,
in turn, is determined by taking the average of the beginning and ending inventory for the time
period under study—be that the current month, year-to-date, year-end and so forth.
For example, the five-year average annual Cost of Goods Sold for companies engaged in wholesale
trade for nondurable goods with annual sales between $500,000 and $999,999 is $495,162. The
average investment in inventory held by companies in this industry over the same time period is
$69,110. Thus, the average inventory turnover ratio for this segment of this industry is $495,162
divided by $69,110 which equals 7.16. Since we’re looking at annual numbers in this example,
this ratio can be translated into the average number of days inventory sits on the shelf in this
industry by dividing it into 365. That equates to 51 days. To evaluate the relative efficiency of
inventory level management in your company, start by comparing your inventory turnover ratio
and “average days inventory on hand” with your peer group. As I have said before, comparable
peer group information is available at www.integrainfo.com or www.BizMiner.com or
www.valusource.com (RMA data).
Generally, the higher your company’s inventory turnover ratio or fewer days your inventory sits
on a shelf compared to your industry average, the more efficient you are at inventory management.
However, there is an important caveat this generalization. If your inventory turnover ratio is
significantly higher that your industry’s average, it may mean that you are incurring frequent stock
outs and are losing sales. If your inventory turnover ratio is lower than your industry average,

101

there is a possibility that you are overly invested in slow-moving inventory or inventory that can’t
be sold at all, perhaps due to obsolescence or damage.
Whether your inventory turnover ratio is higher, lower or approximately the same as your
industry’s average, there are two things you can do to attain and maintain better control of it. The
first, and most important thing to do in my opinion, is to frequently conduct a physical count and
valuation of your inventory. I don’t think there is a single small business owner who enjoys this
task and for some businesses this can be a very time consuming project. But even so, for both the
ability to accurately report earnings on your P&L and manage your inventory, conducting frequent
physical counts—ideally monthly—is essential.
The other way to gain better control over your investment in inventory is to separate it into
subcategories on your balance sheet and compute the turnover ratio for each. Doing this should
help you zero in on likely problem areas—especially if your company’s overall inventory turnover
ratio is lower than the average for your industry.
The point of departure in managing your company’s accounts receivable is the same as that for the
management of inventory levels. That is, to compare your relative effectiveness at this task to the
average for your industry. This is done by dividing your credit sales by the value of your accounts
receivable. For example, the five-year average sales for the wholesale trade in nondurable goods
is $685,198. (In this example, I’m assuming that all sales were made on credit since no
differentiation between cash and credit sales is reported). The five-year average reported accounts
receivable is $93,789. Dividing credit sales by accounts receivable yields a receivable turnover
ratio of 7.3. Next, divide the number of days in the accounting period—in this example 365—by
the receivable turnover ratio. This tells you the average number of days it takes to get cash for a
credit sale. In this case that is 365 divided by 7.3 which equals 50 days. You’ll get the same result
if you divide average monthly credit sales by average accounts receivable and divide the average
number of days in a month by this ratio.
If the average number of days it takes your company to collect accounts receivable is significantly
less than the average for your industry it may mean that you have established an excessively
restrictive credit policy. This in turn may mean that you are unduly restricting potential sales and
that the profitability of your company is less than what it could be. On the other hand, if your
company’s average number of days to collect is greater than your industry’s average, this could be
an indication that your credit policy is too liberal. As a result, you may have an excessively large
number of accounts receivable past due and therewith a greater-than-average risk that some of
them will become uncollectable.
To get a general idea about the number of days companies in your industry take to pay their bills,
substitute Cost of Goods Sold for annual credit sales and average accounts payable for accounts
102

receivable in the preceding formula. Thus, for the wholesale trade in nondurable goods industry,
this would be average Cost of Goods Sold of $495,162 divided by average accounts payable of
$46,926 which equals 10.55. By dividing 365 days by 10.55 we find that the typical business in
this industry pays for its credit purchases 35 days later on average. Obviously, this is only an
approximation, because reported accounts payable likely include credit purchases for products and
services other than inventory. But even so, it provides a reasonable baseline against which to
compare the time your company takes to pay for its credit purchases with the average for your
industry. By making this assessment, you should get a better idea of how favorably or poorly, as
the case may be, that your suppliers generally regard your company.
As with all the other balance sheet ratios and other measures of financial performance that I have
presented in previous chapters, there is no such thing as the “right” number of days to turn your
inventory, collect your accounts receivable or pay your bills. Ultimately, it is a matter of judgment
and sound strategic planning combined with your personal values and goals. But as I have
consistently emphasized, in my opinion, the best point of departure in the financial management
of your company is compare your company’s performance with your peer group and develop your
strategy within that context.
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Chapter 22
Return On Investment Analysis
I want to once again focus on understanding your balance sheet. In this chapter, we’re going to
look at measures of profitability. I’ve held back about discussing this area of balance sheet analysis
for a good reason. It deals with the concept of “return on investment.” Earning a good-to-excellent
return on one’s investment is, ultimately, what running a business is all about. For this reason, I
suspect that many business owners are therefore very interested in how well they are doing in this
respect.
There’s nothing wrong with this in-and-of-itself. However, when your profitability ratios are the
only balance sheet ratios you examine, and therewith the only ratios where a target is established,
this is a big mistake in my opinion. Indeed, I’m almost of the opinion that you shouldn’t even
establish goals for your balance sheet profitability ratios. It is my view that 100% of a business
owner’s focus should be on striving to attain good-to-excellent income statement profitability
ratios and all the preceding balance sheet ratios I’ve talked about compared to industry averages
and let it go at that. I’m of the opinion that if you get all of those ducks in a row, the last duck,
your return on investment, will fall right into line more or less on its own—and you simply accept
what you get.
Another way of putting this is that establishing a “strategic goal” for your company in terms of
return on investment, is like trying to push a sting; nothing is going to happen. If you want the
sting to move, you’ve got to pull it and likewise, if you want to improve your return on investment,
you’ve got to pull it forward by improving all the other ratios that I have been talking about. (I
once heard the CEO of a publicly traded company state that the prime strategic goal for his
company was a target price per share of stock. To my way of thinking, that’s like trying to push a
string in a strong wind. The company eventually filed for bankruptcy).
So, with that caveat to an analysis of return on investment notwithstanding, let’s look at some
balance sheet profitability ratios. The first is “return on investment” or “ROI” for short. I suspect
you have heard this term discussed before. This ratio is calculated by dividing your investment—
i.e., your “equity” in your company—by your annual return.
There are three central issues in making this analysis: how to define “investment,” how to define
“return” and how to determine what a “good” return is. Let’s start with the last definition first:
determining what constitutes a good return. It should come as no surprise that I recommend that
you compare your ROI to companies approximately the same size as yours in your industry. This
information is available at www.BizMiner.com or www.valusource.com (RMA data). For
example, based on the average performance of 1,735 companies in the wholesale trade—
nondurable goods with annual sales between $500,000 and $999,999 we see that after-tax
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net income for the most recent year reported is $6,391 and owner’s net worth is $113,790.
Dividing income by net worth yields a “return on investment” of 5.6%. That’s not much better
than you could do investing in the highest rated corporate bonds or treasury bonds without having
to even go to work. Why is there anyone in this business?
The answer is that, for small business owners, the better measures of both return and investment
need some adjustment from what appears on the financial statements. In my opinion, the best
measure of “return” for the purpose of computing and comparing one’s ROI is the measure of
return based on Owner’s Discretionary Cash Flow (Contribution Margin minus Non-Discretionary
Fixed Costs). This average for our example industry for the most recent year reported is $17,335.
Additionally, I think “Owner’s Net Worth,” or “Owner’s Equity,” needs to be adjusted as well.
Recall from previous chapters that I have recommended substituting an estimate for the fair market
value of your fixed assets in place of book value. You do this by taking the average of your fixed
assets’ original cost and book value. For our example industry, that average is $55,188. This
increases the reported book value of fixed assets by $21,055 and therewith increases the owner’s
book value of net worth from $113,790 to $134,845. Thus, the most meaningful measure of
average return on investment, in my opinion, for this industry is $17,335 divided by $134,845
which is 12.9%. If you want to set a target ROI return or compare your return to that of other
companies in your industry—or in any industry—that are approximately the same size as your
company, I think the approach I have just explained is best.
Another profitability ratio worth tracking is your return on assets. But, here again, I think you
should use your Owner’s Discretionary Cash Flow for “earnings” and adjust your assets value to
reflect an estimate for their fair market value. For our example industry, total assets (based on
book value) are $250,059. This should be increased by the same $21,055 fair market value
adjustment described above to $271,114. Dividing that number by Owner’s Discretionary Cash
Flow of $17,335 yields a return on assets of 6.4%. The idea being to benchmark apples to apples.
I think the preceding two profitability ratios based on balance sheet numbers is all that a small
business owner needs to track and compare with others to get a good idea of how well or poorly
his company is performing in terms of profitability. I think it is a waste of time to compare a small
business’s performance with businesses that are significantly smaller or larger than one’s own, and
certainly with publicly traded companies. Doing either of those things is like comparing apples to
oranges; such comparisons have absolutely no meaning in my opinion. Similarly, comparing rates
of return on investment for a small business with rates of return on other types of investments, like
real estate for example is also a meaningless exercise.
This is the final chapter I will devote to understanding your balance sheet. There are other balance
sheet ratios one could compute, track and compare. Probably any college textbook on the
introduction to corporate finance will describe them. However, my intent here has been to help
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small business owners get their arms around their balance sheet and not teach a course on finance.
I believe that if you focus your attention on the ratios, I have discussed in this and the preceding
chapters, understand what they mean, establish goals for them and learn how to achieve those
goals, you will be miles ahead of the vast majority of your peers.
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Chapter 23
The Altman Z-Score
Okay, the next time you get into a conversation with fellow businesses owners, perhaps at your
next industry convention or service club meeting regarding the latest baseball or football game
scores, why not consider letting that conversation segue to your company’s latest z-score?
“My company’s z-score?” you ask. A company’s z-score is a mathematical formula developed to
predict the probability of a company filing for bankruptcy within the next two years. The most
famous of the accounting-ratio-based models is the Altman z-score first published in 1968 and it
was developed via advanced statistical analysis techniques. In its initial test, the Altman Z-Score
was found to be 72% accurate in predicting bankruptcy two years prior to the event, with a Type
II error (false positives) of 6% (Altman, 1968). In a series of subsequent tests covering three
different time periods over the next 31 years (up until 1999), the model was found to be
approximately 80-90% accurate in predicting bankruptcy one year prior to the event, with a Type
II error (classifying the firm as bankrupt when it does not go bankrupt) of approximately 15-20%.
The analytical process is to plug in the following data from your company’s income statement and
balance sheet into the mathematical formula. There are two versions of the formula, one for
manufacturing companies and one for non-manufacturers.
For manufactures the formula is z = 0.717x1 + 0.847x2 + 3.107x3 + 0.420x4 + 0.998x5
Where
X1 = (total current assets minus total current liabilities) ÷ total assets
X2 = Retained earnings ÷ total assets
X3 = Earnings before interest and income taxes ÷ total assets
X4= Book value of owner’s equity ÷ book value of total liabilities
X5= Sales ÷ total assets
The zones of “discrimination” are
Z greater than 2.90 is the safe zone
Z greater than 1.23 and less than 2.90 is the gray zone
Z less than 1.23 is the danger zone
For non-manufactures, X5 is dropped from the formula, and the formula changes to
For non-manufactures the formula is z = 6.56x1 + 3.26x2 + 6.72x3 + 1.05x4
The zones of “discrimination” are
Z greater than 2.60 is the safe zone
Z greater than 1.1 and less than 2.60 is the gray zone
Z less than 1.1 is the danger zone
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With the groundwork laid, let’s consider Acme Distribution’s risk of bankruptcy. Assume that
Earnings Before Interest and Income Taxes for the most recently completed twelve months is
$400,000. Now let’s look at Acme’s balance sheet.
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X1 = ($611,195 - $92,676) ÷ $740,394 = .70
X2 = $312,342 ÷ $740,394 = .422
X3 = $400,000 ÷ $740,394 = .54
X4 = $617,718 ÷ $122,676 = 5.03
z = (6.56 x .70) + (3.26 x .422) + (6.72 x .54) +
(1.05 x 5.03) = 27.26
Clearly, Acme Distribution is solidly in the safe
zone.
Now, let’s assume some changes to Acme’s actual
balance sheet as depicted on the following page.
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Let’s assume that current assets are $171,195;
current liabilities are $192,676; retained earnings
are -$427,658; earnings before interest and
income taxes are $50,000 and total liabilities
equal $422,676.
X1 = ($171,195 - $192,676) ÷ $300,394 = -.072
X2 = -$427,658 ÷ $300,394 = -1.424
X3 = $50,000 ÷ $300,394 = .166
X4 = -422,282$ ÷ $422,676 = -.999

z = (6.56 x -.072) + (3.26 x -1.424) + (6.72 x .166)
+
(1.05 x -.999) = -5.048

Now Acme Distribution is far into the danger
zone.
To find out more about the Altman z-score, just
Google “Altman z-score”
In fact, there is an online Altman z-score
calculator at5
http://www.finance30.com/forum/topics/altmanzscore-bankruptcy
When you go to this website, scroll all the way
down to the bottom of the page, under
“Attachments” and click the Microsoft Excel
symbol.
This calculator is displayed on the following page

5

Actually, there are several free Altman z score calculators online. This one seems like the best to me.
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Z Score Calculator
Is your company heading towards bankruptcy?
The Z-Score, developed by Dr. Edward I. Altman in 1968, is the most widely tested and accepted
Bankruptcy predictor in use. It has a reported 72% accuracy in predicting bankruptcies two
years in advance.
To determine the Z score for any company, enter the information below. Note, for a privately
owned company enter the value of Total Assets minus Total Liabilities for Market Value of
Equity (used for the analysis of public companies).
In the illustration below only the data input section is visible. When you scroll down, a full
explanation of the calculations is provided together with the calculated z score.
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Chapter 24
Bookkeeping Policies and Procedures
Now, think back. When was the last time you thoroughly reviewed and updated your Bookkeeper’s
Policy and Procedure Manual?
What?! You don’t have a Bookkeeper’s Policy and Procedure Manual? Okay, I know. I’m being
a smart-aleck. Once again, I’m addressing an element of financial reporting, analysis and control
that simply does not exist in small and lower middle market businesses (except for mine).
However, if you truly want to develop excellent financial reporting, analysis and control, this
chapter is a recommendation for step number one in accomplishing that goal and my intent now is
to walk you through the process. As we proceed, recall my prior advice in Chapter 1, that the
creation of excellent financial reports is as much an art as it is a science. In other words, the
following advice is as much, if not more, a task of creative thinking as opposed to the application
of “text book edicts and examples.” Additionally, before we get started, let me reemphasize that I
am aware that small business owners are not trained bookkeepers or accountants. This being the
case, the task of implementing all of the following advice need not and probably should not be
done in isolation. Throughout the development of excellent financial reporting systems, policies
and procedures, you as the owner should rely heavily on assistance and advice from your CPA and
your bookkeeper.
One especially annoying corollary to Murphy’s Law states that “before you can do anything, you
must do something else first.” That’s certainly true here. Therefore, before getting into the nuts
and bolts of this process, the first key strategic decision you need to make is one of financial
reporting priorities. For privately owned business there are two alternatives—and conflicting—
financial reporting strategic options: 1) focus primarily on accounting policies aimed at
minimizing reported earnings and therewith minimizing the income taxes you pay (“call me
Ishmael”) or 2) focus primarily on accounting policies aimed at excellent operational analysis and
control. It’s not hard to guess which strategic focus I recommend. However, this doesn’t mean
you must turn a blind eye to an effort to reduce your income tax liability. That’s still okay, but it
should be a secondary objective. Think about it. Would you rather focus all of your effort on
avoiding paying much of any income tax on earnings of $40,000 or sacrifice some additional
percentage of earnings to the tax-man on earnings of $400,000?
The second strategic element is aimed at maximizing your company’s market value. The
absolutely essential concept to keep in mind regarding this issue is that buyers buy a company’s
expected future earnings; they buy the future but they pay for history! Following are two of the
most compelling pieces of advice you must consider if you want to someday sell your business.
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From Shannon Pratt:
The seller would like to be paid today for what the business could be worth in five
years, if a buyer brings in additional capital, manages very well, and is very lucky.
Some owners seriously entertain that pipe dream. The buyer, of course, does not see it
that way. He wants to pay only for ongoing earnings that the business has already
proved it can produce with a high degree of certainty. With respect to the two positions
above, the real world leans much more toward the buyer’s perspective than the seller’s.
So do the divorce courts. Value is based largely on what is there now, as opposed to
what might be there sometime. Would-be sellers are misled when they think they
should be paid now for what the business may be worth after the buyer brings his own
magic show to the party.” [Valuing Small Businesses and Professional Practices,
Second Edition, copyright 1986 & 1993 by Richard D. Irwin, Inc., p. 315.]
From Stanley Foster Reed & Alexandra Reed Lajoux:
Financial history doesn’t just happen; it is created by the people who write about it.
Any earnings history is only as good as the accounting process that created the record.
Conunicom is this author’s coined word for reminding all of us that consistency,
uniformity and comparability are the watchwords for good accounting practices.
[Stanley Foster Reed & Alexandra Reed Lajoux, The Art of M&A: A Merger
Acquisition Buyout Guide, 2nd Edition, copyright by Irwin Professional Publishing,
1995, pp 127-128.]
Only by application of this imperative will buyers be able to accurately perceive value in your
company. This means to first establish your chart of accounts with great care, then stick to that
format!
With that said, let’s get down to the brass tacks. First, you must determine if there is a need to
create separate income statements for separate and unique lines of business you may be
conducting. Obviously in my case, operating six restaurants, this was almost a no-brainer. Since I
had six restaurants, I needed six separate P&Ls right? Wrong! I needed seven separate P&Ls. I
needed one for each restaurant and a separate P&L for my administrative headquarters—albeit
with significant costs and no revenue. I did this so that I was not forced to arbitrarily allocate my
company’s administrative expenses—i.e., my salary and bonuses and that of my bookkeeper and
H.Q. administrative staff—to the individual restaurants’ operating costs. “Why?” Because, in this
way the reported earnings for each restaurant clearly represented the true earnings of each and
therewith a potential buyer would be able to accurately perceive the value in each. Remember, the
day to begin positioning your business for sale is the day you go into business. Of course, I also
produced a consolidated income statement for tax return preparation.
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Sometimes making the decision of how many separate income statements you need is not quite so
obvious. For example, I once reviewed the income statement for a restaurant operation. In this
case the owner operated a full-service, 3-day part (breakfast, lunch & dinner) family style
restaurant and conducted a catering operation. Essentially, these were two entirely different types
of businesses but, with only one income statement. Since the retail prices and costs of products
sold were entirely different for these two “divisions” as well as each operation’s labor cost, there
was absolutely no way to accurately monitor, analyze or control the cost of goods sold or labor
cost in either operation based on that income statement. Neither was there a way to know what
percentage of sales revenue was generated by the family restaurant and what percentage was
generated by the catering operation. The sales revenue generated by the restaurant was a function
of its location, operation concept (i.e., full-service, family style) and local marketing. This revenue
would be reasonably predictable by a potential buyer on a going-forward basis. The revenue from
the catering operation was a function of the owner’s contacts, networking, and local reputation for
developing appropriately creative menus designed specifically for each unique occasion and
venue. Moreover, the frequency and scope of the various catering engagements was entirely
sporadic so estimating future revenue and costs on a going-forward basis by a potential buyer new
the community was absolutely impossible. Hence, the business as a whole was extremely poorly
positioned for sale and was essentially unmarketable.
The second thing you must do is develop the ideal income statement format (see Chapter 4). This
means first identifying and defining both revenue and cost categories and then identifying and
defining the subcomponent individual revenue sources and costs to be included in each category.
For example, if sales revenue is generated partly in cash (including payment via credit card) and
partly in credit sales, you should have two revenue sources, cash and credit.6 Or, perhaps you may
want to monitor sales by separate product lines perhaps to effectively evaluate various marketing
programs.
Next comes defining your cost categories. First, identify whether a particular cost is variable or
fixed. This is because your income statement must be separated into four basic sections: 1)
revenue; 2) cost of goods sold (not necessary for service businesses) 3) other variable costs; and
4) fixed costs. This way you will have seven key performance measures 1) total revenue; 2) gross
profit; 3) total other variable costs; 4) contribution margin; 5) total fixed costs; 6) total costs and;
7) pre-tax profit.
The cost category where the most careful consideration should be placed is Other Variable Costs.
This general category should be further segmented into multiple sub-categories. The first and most
From Chapter 15: The point of departure in managing your company’s accounts receivable is the same as that for
the management of inventory levels. That is, to compare your relative effectiveness at this task to the average for
your industry. This is done by dividing your credit sales by the value of your accounts receivable.
6
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obvious sub-category would be direct labor cost (i.e. labor cost excluding management). This subcategory, in turn, should be comprised of the basic elements of your direct labor cost such as
straight-time pay, over-time pay, bonuses, payroll taxes and workers’ compensation insurance and
then subtotaled. (Invariably I see worker’s comp insurance grouped on the income statement with
other insurance such as product liability and property damage insurance. Wrong! It more
appropriately should be viewed as a component of your labor cost).
After that, another logical sub-category would be Marketing. Logically, this is where all
advertising and promotional expenses would be grouped and subtotaled. In my company, being a
franchised restaurant operation, I had to pay a monthly royalty to the franchisor based on sales
revenue. Since, in my opinion, the only reason to operate a franchised operation was due to the
enormous economies of scale in advertising and purchasing, franchise royalty payments were
essentially a marketing expense and that is the subcategory where this expense was reported.
Remember, art not science.
After that, the need for additional Other Variable Cost subcategories becomes a function of the
unique attributes of a particular businesses’ costs of doing business. For example, I once reviewed
the income statement for a party supplies rental company. In this case all repair and maintenance
costs were reported as a single expense line item and it was a significant expense. More
appropriately, in my opinion, these costs should have been separated into two basic categories of
either Repair or Routine Maintenance and each of these categories should have been further
separated according to whether either expense was related to their warehouse, delivery truck fleet
or rental equipment. And for any business I suggest having two Repair Expense categories:
Typical Repairs and Extraordinary Repairs with the later defined as a repair cost exceeding some
subjectively determined amount. Extraordinary Repair Costs should be debited to your Nonrecuring, Non-Operating and Non-Cash expense account.
Next comes the definition and categorization of fixed costs. My first bit of advice is something
you will not find anywhere else. And that is to separate your fixed costs into two separate basic
categories: 1) Non-Discretionary and 2) Discretionary. Non-Discretionary Fixed Costs would be
those costs over which you as the owner have no power to arbitrarily change at will such as rent,
local taxes and license expense, product liability and property damage insurance, utilities, nonowner fair market value management salaries, etcetera.
Discretionary Fixed Costs would include your salary and bonuses, health insurance, life insurance
as well as that for additional owners plus such expenses as personal automobile expenses, meals,
travel and entertainment, donations and contributions, dues and subscriptions, interest on fixed
debt7 and so forth. If you employ this reporting convention, it would be possible to produce yet
Interest expense on fixed debt is considered “discretionary” because in theory an owner can make it go away any
time by paying off the debt.
7
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another earnings subtotal which would be total costs and pretax profit before Discretionary Fixed
Costs. This is actually Owner’s Discretionary Cash Flow. Having this subtotal of earnings would
significantly improve a potential buyer’s ability to perceive the true value in your company.
Next comes the design of your Balance Sheet. This is not nearly as onerous of a task. Insofar as
the design of the Current Assets section, there is not much to do here except perhaps clearly define
each prepayment—e.g., prepaid workers comp insurance, prepaid liability insurance, etcetera. If
you operate a manufacturing company, separately identifying inventory as raw materials, work in
progress or finished goods would be helpful. There may be other cases where separately
identifying different types of inventory might also be worthwhile.
One possible problematic bookkeeping challenge within the Current Asset category would be for
accounts receivable when operating a hybrid partly-accrual-and-partly-cash-based accounting
procedure. For example, consider the typical drycleaning business. Once clothes have been
cleaned and readied for pickup, they essentially become an account receivable. However, no drycleaning service makes a contemporaneous journal credit entry to sales revenue and a debit entry
to accounts receivable each time a single article of clothing has been processed and followed up
with a credit entry to accounts receivable and a debit entry to cash when the customer picks up his
or her clothes. So, in order to calculate accurate balance sheet ratios, you might consider entering
a “Proxy Receivable Estimate” as a current asset that never changes together with a
counterbalancing identical entry to the equity section of your balance sheet.
As for fixed assets, it might be worthwhile to separate them into the acquisition cost for office
equipment, production equipment and vehicles. I absolutely recommend separately identifying
each owner’s personal vehicle. Independently identifying the accumulated depreciation for each
class of fixed operating equipment is not as important, but it doesn’t hurt to do it that way. If your
company also owns the real property in which you operate—or any other real property—this
investment must be separately reported on your balance sheet.8
Now for Current Liabilities. Here is where it is fairly common for existing current liabilities to go
unreported and that is customer prepayments—by far the most common one being unredeemed
gift certificates. Or, to stick to the drycleaner example, prepaid dry cleaning and for publishers,
pre-paid subscriptions. As with the above suggested “Proxy Receivable Estimate” you might
consider a “Proxy Payable (or other liability) Estimate” to reflect the average outstanding balance
of customer prepayments. Again, this entry must also be reflected in the equity section of your
balance sheet and again, the only reason to do this is to compute accurate balance sheet ratios.

8

Well, best of all worlds, no real property should be owned by a small business. As stated before, the best thing to
do is set up a separate company or partnership that owns the real property and charge your business fair market
value rent.
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As for Long-term liabilities, I can’t think of a thing to consider here that departs from simply
indicating your fixed debt. In cases where this debt is owed to you or other owners, it should be
identified separately. The same goes for the Equity Section. With the exception of the “Proxy”
balancing entries suggested above, there is probably no reason to depart from what you have now.
Whew! We’re about half way finished with this project. Now that you have completed all of the
foregoing, it’s time to actually write your company’s Bookkeeping Policy and Procedure Manual.
Start with an introduction expressing your principal strategic objective which is to produce
financial reports focused achieving excellent financial analysis and control and only secondarily
on minimizing reported earnings.
Next, for each individual account in your chart of accounts, write a general description followed
by detailed examples of the types of revenue or costs that should be assigned that account number
and the reason for doing so. Absolutely forbid your bookkeeper from creating new account
descriptions without prior consultation with you (and perhaps your CPA). Remember, conunicom.
My recommended policy for the balance sheet is for your bookkeeper to present it to you “tied
down.” Recall my advice from Chapter 10:
And finally, I strongly recommend that you routinely validate or “tie down” your
balance sheet. By this I mean substantiating the line item totals with documentation.
The balance sheet put on my desk at the end of each month was accompanied by
supplemental documentation such as a reconciled bank statement with a highlighted
balance in agreement with what appeared on the statement, the ending inventory
physical-count worksheet, an accounts payable printout and so forth. Without
committing to this degree of administrative discipline, it’s easy for what appears on
your balance sheet and what really exists to drift apart—sometimes a long way apart—
and that’s very dangerous.
If you also produce your payroll in-house, then it will be necessary to develop a separate
bookkeeper’s policy & procedure manual for that task as well. This becomes especially important
and necessary if your employee wage policies are anything more than plain vanilla. For example,
in my former restaurant company, we had split pay rates for employees who worked part time as
waiters or waitresses at or near minimum wage and part time as cashiers or cooks who were then
paid at a higher pay scale for doing that job—sometimes, often in fact, on the same day. In my
company, all of the different job descriptions had different colored time cards and we had a special
color just for split pay rate employees. If you incorporate any of this kind of stuff in your employee
wage policies and procedures, it must be clearly communicated to your bookkeeping staff in their
policy and procedure manual. In the same vein, if you produce supplemental financial reports,
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probably using Microsoft Excel, you should also produce a policy and procedure manual for those
analytical procedures as well.
And finally, the last recommendation I have regarding your bookkeeper’s policy and procedure
manual is the requirement to meet reporting deadlines. First and foremost, if you produce your
payroll in-house you must have a clearly communicated written policy that payroll may never be
late! Your job in accomplishing this feat is to have well written payroll processing policies and
procedures for your bookkeeping staff, an adequate staff and clearly written policies and
procedures regarding time card imprinting protocol for all other employees. As one hint in
expediting the processing of payroll, very early in my restaurant management career I switched
from a time clock that clocked employees in and out by the hour and minute to a time clock that
did this in terms of the hour and one-one hundredth of an hour on a 24-hour basis. For example,
if an employee arrived at 10:11 am, clocked out for a lunch break at 1:32 pm, clocked back in at,
say 2:04 pm and clocked out for home at 7:27 pm then the time card would read In: 10.18; Out:
13.53; In: 14.06; Out: 19.45. There are two advantages to this technique. First, all employees
were paid to the closest one-one hundredth of an hour. The other is that the time cards could be
tabulated much faster. On a ten-key adder you would enter -10.18+ 13.53 – 14.06 + 19.45 = 8.74.
As for deadline for the production of your monthly financial statements, again it depends on how
well orchestrated the process is and the adequacy of your bookkeeping staff. In my case, all I ever
needed was one full-time, full-charge bookkeeper and one full-time assistant bookkeeper. With
this staff we produce paychecks twice a month for all 275 employees, processed all accounts
payable and produced the monthly financial reports. My deadline was that the preliminary reports
were to be on my desk by the 10th of the month. In tangent with this edict, IF these reports were
on my desk by the 10th, both bookkeepers got a $50 bonus. In 22 years in the restaurant business,
I was never late with a payroll and never missed paying that $50 bonus.
The reason I say the presentation of the preliminary financial statements is because I first wanted
to look them over to see if there were any glaring anomalies, which did happen from time to time.
Once such an error was spotted, I wanted it fixed before closing out the month. If not, if it is
necessary to correct the bookkeeping error in the following month’s statement and that meant
ending up with two consecutive months with erroneous P&L and cash flow reports.
You may think that my deadline for presentation of the financial statements being the 10th of the
month is a bit “over the top” so to speak. I suspect you may think this considering that the deadline
for financial statement production for most small business is generally around 30 days or so after
the close of the month—assuming there is a deadline. However, if you implement all of the
recommendations I have made in this book, you too will come to view your financial statements
as a key element for the effective management of your company and therewith become as
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exceedingly anxious as I was to see those end-of-month reports as soon as possible. I promise—
trust me.
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Chapter 25
Conclusion
A common theme throughout this book is the fact, based on my experience working with many
small business owners, that very few of them have good financial reporting. Indeed, I have never
encountered a single small business that has incorporated all of the suggestions for financial
reporting that I have presented. Although every business I have had dealings with in the past
produced a monthly (or at least quarterly) Profit & Loss statement, generally, they were so poorly
organized and presented that I had to reconstruct them to fully understand what they were telling
me. I have never encountered a small business owner who had a solid idea of how to interpret his
or her company’s balance sheet. More often than not, they have had no idea whatsoever of how
to analyze a balance sheet. Likewise, I have never encountered a small business owner who
routinely developed cash flow projections.
If you are a small business owner that already knew everything I addressed in this book and are
producing and analyzing your financial statements in the ways I have explained, then consider
yourself a very rare bird indeed. As you know, I was the owner of a six-unit franchised restaurant
operation for 22 years, running a company that eventually came to employ 275 people serving
approximately a million customers a year with annual sales revenue of around $9 million. I can’t
say that I was practicing everything I have suggested in this book beginning on my first day as a
business owner. Had I done so, I certainly would have avoided some painful mistakes—especially
in the early years. However, eventually I was practicing everything I have been preaching here
and there is absolutely no question in my mind that it was in large part due to excellent financial
reporting, analysis and control that I was able to grow my business from 11 employees, grossing
$300,000 a year to the size it ultimately became.
Another important point I have made is that the time to focus on excellent financial reporting is
now, if you’re not already doing so. Do not wait until you think your business has grown to a size
where excellent financial reporting and analysis has become necessary. If you think that way, it
will be too late—I can almost guarantee it. It is vitally important, in my opinion, to develop as
best you can, the organizational systems necessary to manage a company with anticipated
increases in sales, employees and operational complexity in advance of those increases. In other
words, as I have said before, generating significant increases in sales—something almost every
business owner hopes for and strives for—without first developing adequate organizational
support systems including good financial reporting—can quite possibly be the kiss of death.
I tried as best I could to avoid teaching double-entry bookkeeping. My objective was not to turn
small business owners into bookkeepers. Rather, my objective is to show business owners how to
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get the most from their financial statements in order to improve financial planning and control and
maximize the market value of their companies. I have consistently recommended that you discuss
my advice with your bookkeeper and CPA for a second opinion. You should discuss how relevant
various topics I presented are for you with your financial advisors, as well as how and when to
begin implementing them.
Another common thread throughout this presentation is that once you have incorporated my
financial reporting suggestions, don’t expect to have immediate and clear comprehension of the
information being provided. Depending on your preexisting body of knowledge regarding
financial reporting, it may take anywhere from several months to a few years to become
comfortable with everything I have presented, confident in your ability to analyze your financial
statements thoroughly and react appropriately to that analysis.
My last suggestion for consideration regarding improved financial reports is the inclusion of charts
and graphs as part of your standard financial reporting procedure. In my opinion, the graphical
presentation of the historical performance of sales, significant operating costs and even balance
sheet ratios can be enormously helpful in identifying trends, making projections and just generally
facilitating better planning and control. Spreadsheet programs such as Microsoft Excel are ideally
suited for this purpose. These spreadsheet programs provide a wide array of chart-making
capabilities. Here again, though, I’m not suggesting that you must become adept at this process. I
have no doubt that finding someone to assist in this effort should not be difficult. Your CPA or
bookkeeper can probably lead you to the right person. Moreover, once the chart “templates” are
made, anyone can easily update them with new data. You don’t have to have an expert make new
charts for you every month.
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PART II
POSITIONING YOUR BUSINESS FOR SALE
No one knows for certain, however there is general agreement among professional business
brokers that somewhere around one out of every ten or so businesses in the country with annual
sales below $10 million are for sale at any given time. Among businesses with annual sales
between $10 million and $50 million, it is estimated that approximately one out of every twenty
are for sale at any given time.
There is also general agreement among professional business brokers that among those businesses
with annual sales below $2.5 million that are for sale, only one in five will sell. Among businesses
with annual sales between $2.5 and $10 million that are for sale, only one out of three will sell.
And finally, among the mid-sized business, with annual sales between $10 million and $50 million
that are for sale, approximately half of them will sell.
The principal reason the majority of small and mid-sized businesses that are for sale, do not sell is
because they are not properly positioned to sell. The owners of these businesses have failed in
one—or more likely, a variety of ways—to make their businesses attractive to buyers and
additionally have probably failed to take the steps that will enable them to get maximum value for
their businesses if they ever should sell.
The process of positioning a business for sale can take a great deal of time—sometimes years if
no prior effort has been devoted to this task. Although the ideal time to begin positioning a business
for sale is the day you go into business, the next best time to give some consideration to this process
is today.
The best way to approach the positioning task is to look at your business from a buyer’s
perspective—which is easier said than done. By far, the single most important consideration
business buyers make, and the first thing they want to know about a potential acquisition is the
“target’s” historical financial performance for the last three to five years. This is because there is
almost universal agreement among buyers that a business’s historical financial performance is the
best indicator of its probable future performance. Buyers want to see three to five years of
consistent profitability, preferably trending up, however approximately flat is acceptable. Buyers
will generally pass on companies with down-trending profitability and will almost certainly pass
on companies with down-trending sales revenue and profitability.
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Buyers also are wary of companies where annual sales, key operating costs and profitability are
highly “volatile”—that is show extreme up and down spikes from year-to-year; i.e., “bounce all
over the place.” This is because it becomes far more difficult for buyers to make reliable estimates
of what the company’s future performance will be like.
Admittedly, to some degree, a company’s trend in sales revenue and earnings are attributable to
forces beyond the control of the business owner; they are driven by the ebb and flow of national
and regional economic forces, new competition, industry trends and so forth. These uncontrollable
forces notwithstanding, to a very significant degree, the reported historical financial performance
of small and medium size businesses reflect the conscious decision of their owners to intentionally
under-report earnings and/or the owners’ failure to institute and maintain high-quality
bookkeeping and accounting practices.
Small and medium-sized business owners’ propensity to intentionally distort the true profitability
of their companies is wide-spread—almost a universal practice to some degree. It is a wellrecognized fact that owning one’s own business can perhaps be the best tax shelter there is. It is a
common practice for business owners to extract income from their companies in the form of a
variety or perquisites—“owner perks,” such as purchasing and charging all cost of operation for a
luxury automobile as a “cost of doing business.” Much travel, entertainment expense and meals,
not really a necessary cost of doing business is frequently reported as such. Indeed, the creative
ways that business owners find to conceal personal or family economic benefits as necessary “costs
of doing business,” is almost limitless. In retail businesses and other cash-and-carry businesses, it
is a fairly common practice among some business owners—and completely illegal by the way—
to simply skim cash. That is, put the customer’s cash payment for merchandise directly into their
pocket and never record the sale on the books.
What business owners fail to realize when engaging in these practices is the “hidden cost”
associated with them when it comes time to sell their business. Think about it. If you conceal and
thereby under-report your businesses’ earnings by $1.00 and your combined state and federal
income tax is, say, 30% of earnings, then you have really only improved your net income by 30
cents—that is, the tax you would have paid. The other 70 cents would have been yours anyway.
But, almost all businesses sell for a multiple of their historical cash flow, generally ranging
between 1 and 4 times 3-to-5 years’ average historical cash flow. So, assuming for this discussion
that the market value of your business is 3 times historical cash flow, then, by under reporting
$1.00 of cash flow, you have “made” 30 cents but have devalued your company by $3.00! That’s
a10-to-1 tradeoff. Is it worth it (the risk of being audited by the feds aside)? Well, if you’re not
planning on selling your business, perhaps. However if you are contemplating selling your
business within the next ten years or so, then it would appear that under reporting your company’s
earnings may not be the smartest thing to do.
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It’s true that business buyers will make some reasonable allowances for this type of behavior
among business sellers and pay a price based on “adjusted” financial statements. However, there
are limits to how far buyers will travel down this path and those limits are fairly stringent. Buyers
draw the line at skimmed cash however. Almost never will a buyer pay a higher price for a business
based on the seller’s representation of additional sales revenue that was never recorded on the
books and not reported on their federal income tax return.
Based on years of experience examining the financial statements of small and medium-sized
businesses, it is clear to me that establishing and maintaining excellent bookkeeping and
accounting practices is not a high priority for many of their owners. Generally that seems to be
okay with them because they are able to maintain acceptable financial control of their companies
nevertheless. Unfortunately, poor quality financial reporting is not okay with business buyers.
Simply put, excellently prepared financial statements for the last 3 to 5 years make a business
much more marketable or stated in opposite terms, poorly prepared, often undecipherable financial
statements, can render even a very profitable business un-saleable. To some degree, what
constitutes “excellent” bookkeeping and accounting practices is a matter of opinion. However, if
in doubt (which in my experience many business owners should be), it will be money well spent
to get some professional advice on how best to properly format your Profit & Loss Statement in
particular so that it comports, at least approximately, with your industry and GAAP standards. If
you are reporting on a cash basis, this can be problematic when presenting your financial
statements to prospective buyers. Financial statements prepared on an accrual accounting basis
are far easier for buyers to evaluate.
After examining the historical financial performance of a contemplated acquisition, the next most
important attribute of a business buyers generally look at are the terms of the lease for the real
property within and upon which the business operates. Buyers are reluctant to buy a business
where location is important or moving expenses high if there are less than five years remaining on
the current lease term and no pre-priced extension option. (Extension options which stipulate “rent
to be determined,” are really just an illusion of an option, not a real option). Generally, a short
time remaining on a lease for a location-sensitive business renders it at best, less marketable and
less valuable, but more often than not, unmarketable. For buyers truly interested in acquiring a
particular business with a lease that will expire in the near future, the task falls to the buyer to
negotiate a new lease with the property owner as a condition for closing on the acquisition of the
business. In this case, from the buyer’s perspective, whatever new and higher rent he must pay can
be offset simply by making a concomitant downward adjustment in the price paid for the business.
For these reasons, the best strategy for the business owner contemplating selling his business is to
renegotiate a lease with a remaining term of less than five years or so before putting the business
up for sale.
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Another extremely important aspect of a lease is the “assignment” clause. Most commercial leases
contain such a clause. The point of departure in crafting this clause in a commercial lease is that
the current tenant cannot assign or sublet the property without the property owner’s permission,
however (in accordance with the Uniform Commercial Code), such permission shall not be
unreasonably withheld. Unfortunately, most commercial leases will include one or more caveats
to this basic assignment condition and these caveats will always favor the property owner to the
detriment of the tenant and often make the marketability of the tenant’s business considerably
more problematic. The kinds of caveats that may appear in a commercial lease are limited only by
the imagination of the property owner. Common caveats are such things as the business buyer
having a stipulated net worth and/or have substantial experience operating the kind of business the
tenant is operating. The buyer will need to be able to obtain insurance in the types and coverage
amounts stipulated in the lease. It is not an uncommon requirement that the business owner/tenant
pay the property owner an “assignment fee.” I have heard of assignment clauses that grant the
property owner a percentage of the profit the tenant makes on the sale of his business. Also within
this clause, the current tenant/business owner will often be beholden to a “continuing guarantee,”
meaning that if the property owner assigns the lease to the buyer and if the buyer subsequently
defaults on the rent payments, then the former tenant shall continue to pay the monthly rent until
the end of the lease term or when the property is re-leased, whichever occurs first. Avoiding the
need to agree to a continuing guarantee in a commercial lease is often impossible. However, there
is room for negotiation in how long this guarantee endures after the lease is assigned to the business
buyer. Obviously, it is in the current business owner/tenant’s best interest to make the time span
of the continuing guarantee as short as possible. Moreover, should the business buyer default on
the lease and trigger the requirement that the former tenant resume paying the rent, this legal
requirement does not automatically imbue the former tenant with the right of re-entry to resume
operating his former business. For all of these reasons, it is a wise business owner who has the
eventual sale of his business foremost in his mind at the time he negotiates the lease terms with
the property owner when first going into business.
In a similar fashion to the assignment clause in a commercial lease, business owners operating
franchised businesses will be party to a franchisee agreement or franchise license that will also
contain conditions of assignment or transfer. Sometimes these conditions can be extremely
onerous—so much so that they can severely negatively impact the marketability and/or going
concern value of the franchised business. In this case, however, renegotiation of the franchisee
agreement is almost certainly going to be impossible. Whatever conditions the current franchisee
agreed to are what he will have to live with when trying to sell his business—and this in particular
includes the universal inclusion of a “franchise transfer fee” along with the need to negotiate who
will pay it, buyer or seller. In this instance, the only time a business owner can have any control
over the influence that the franchisee license will have on the marketability of his business will be
during original negotiations.
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Many business owners also own the real property within which their business operates. For nearly
all small businesses and most medium size businesses, the owner should hold possession of them
in separate legal entities. The owner should then charge the business fair market value rent. The
principal reason for this being to accurately assess the true profitability, or return on investment if
you will, of the real property and the business independently. Additionally, such an arrangement
gives the owner the added flexibility of extracting some of the businesses’ earnings in the form of
rent, rather than wages and bonuses. Income from rent does not carry the burden of social security,
Medicare or state unemployment insurance payments. Most importantly, however, is that when
the real property and business are held in separate entities, the business becomes substantially
easier to sell. Many business buyers do not want to also purchase the real property and in a lot of
cases, the most likely business buyer will not have the financial wherewithal to purchase both the
business and the real estate. By holding the two elements of the business separately, the owner has
the flexibility of selling the business and leasing the real property to the buyer, or selling the
business to a strictly business buyer and selling the real property to a strictly commercial property
investor or selling the real property and the business to the business buyer. Moreover, the time of
sale of the two entities need not have to coincide. Additionally, should the business buyer want to
also buy the real estate, it is much easier to obtain financing and often in greater amounts for the
real property if it is purchased separately. And finally, by holding the two parts of the whole in
separate entities, it becomes far easier to develop an accurate assessment of the fair market value
of each. Bottom line: holding the real property and business in separate entities and charging the
business fair market value rent makes each more marketable and quite possibly, somewhat more
valuable.
The factor that creates going concern value in a business is its earnings—not its assets. Thus,
having a business with a large investment in operating equipment does not translate into a business
with a high market value as a going concern. There are many marginally profitable businesses
being offered for sale as “going concerns” that can garner more cash for the owner by closing the
business down and selling the operating equipment and inventory piecemeal. On the other hand,
of course, there are profitable businesses for sale that have more value as going concerns based on
their earnings than is embodied in the value of the tangible assets alone. However, among this
latter category are businesses that own operating equipment not needed to support current or
expected near-future sales. Such excess equipment is said to be “non-operating.” As such, it
imparts virtually no incremental going concern value to the business. In this case, the owner
considering selling such a business should remove the non-operating equipment from the business
and sell it. Whatever price it fetches will be gravy on top of whatever price the business fetches
upon sale.
Another important positioning consideration is the legal form of your business. Most important is
whether your company exists as a “C corporation,” or as one of several types of “pass-through”
entities such as a Sub Chapter S corporation, Limited Liability Company (LLC), partnership or
129

sole proprietorship. The reason being that the federal income taxes you must pay on the profit-onsale for a C corporation are significantly greater than the profit-on-sale tax for any of the passthrough entities. If your company is a C corporation, you should seek legal and accounting advice
to determine the current advantages of this status versus the potentially greater income taxes you
will pay when you sell it. However, from a buyer’s perspective, the legal form of your business
generally is not an important consideration.
If your company is a C corporation (with just a few stockholders), you can convert it to a passthrough entity at any time. Unfortunately, taking this action does not immediately place you in the
pass-through entity’s lower tax bracket. The federal income taxes you must pay on the profit you
make on the sale of your business will still be calculated on an “as though still a C corporation”
basis. The Internal Revenue Code does not allow the owners of a former C corporation that has
been converted to a pass-through entity to enjoy the full benefits of a pass-through entity’s lower
tax-on-sale status for the first ten years after the conversion.
Nearly all business owners strive to increase their company’s sales revenue and earnings and
generally have many ideas on how to do that. Indeed, perhaps the most common term used to
describe a business offered for sale is its “growth potential.” This is because buyers are especially
attracted to a business that demonstrates a strong potential for growth. This being the case, it is a
wise business owner who positions his business to exploit that potential. As a business grows in
sales revenue and earnings, it becomes a more complex entity. It employs more people, it offers
a broader array of products and/or services, it starts operating from multiple locations and so forth.
In every such growth scenario, a business reaches a point where the “spider web” organizational
structure, typical for very small businesses, won’t work. That is, the business where the
owner/manager calls all the shots; where all company policies and procedures exists only in the
owner’s head and are communicated verbally; where all new hires are trained personally by the
owner, where the owner carries out all purchasing and marketing activities, etcetera.
The business owner who initially succeeds in increasing sales revenue and earnings but fails to
create an organizational structure capable of supporting that growth with its inevitable increase in
complexity will eventually see his business either fall back to its previous size or what is more
typically the case—fail. Call it the “paradox of success.” Thus, for any business owner offering
his business for sale who touts “significant growth potential” in terms of potential growth in sales
revenue as a key value driver should be able to back up that capability by demonstrating an
organizational system capable of assimilating that growth in order to make the claim believable to
a buyer. This task is far easier said than done and does not happen overnight. It can take years to
accomplish. However, once this task becomes well accomplished, the business will become more
marketable and more valuable.
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The final thought on positioning I want to address here is a proper positioning of your expectations
for the future sale of your company. That is, your expectations of how much you can sell your
company for and on what terms.
Perhaps the single biggest reason profitable businesses don’t sell is attributable to the unrealistic
expectations of their owners. Rarely do small and medium size business owners have a reasonably
accurate idea of the most probable selling price range for their companies. Generally, however,
they harbor hopes and those hopes, again generally, range anywhere from double to ten times the
price their business is likely to fetch—and that’s the price they ask when they put their businesses
on the market. The result, of course, is that no purchase offers are ever tendered.
How business owners come to believe that someone will pay their dream-world asking price is one
of life’s greatest mysteries. Rarely does a business owner seek an unbiased, professionally
developed opinion of value when contemplating selling his business. Some business owners
simply rely on a “heard-on-the-street” rule-of-thumb. The problem with this pricing methodology
is that there is no such thing as a “universally applicable” business value rule-of-thumb—and this
includes what is probably the most popular one of them all which holds that “a business is worth
three times earnings.” There are hundreds of business value rules-of-thumb and they are all
industry specific. Thus, applying a business value rule-of-thumb applicable to a business in the
“X” industry to a business in the “Y” industry will yield a completely inaccurate indication of a
most probable selling price range. Sometimes business owners will apply an earnings-based ruleof-thumb appropriate for businesses in their industry to a definition of earnings different from the
definition a particular rule-of-thumb or other valuation method requires. This too will result in an
incorrect estimate.
When it comes to establishing a business’s most probable selling price, or a formal “fair market
value” appraisal of a business developed by a Certified Business Appraiser, several different
definitions of earnings are employed in the valuation process because, typically, the appraiser
employs several value estimating methods and draws a final value conclusion based on all of them.
The most common definitions used for most probable selling price estimation are “Seller’s
Discretionary Earnings” (SDE), “Earnings Before Interest, Taxes, Depreciation & Amortization”
(EBITDA), and “Earnings Before Interest and Taxes” (EBIT). Earnings-based business valuation
methods never utilize the definition of earnings appearing on your P & L—i.e., “Net Operating
Income.”
Another common misapprehension is the notion that regardless of a business’s past three to five
years’ earnings history, the “real” value of a business is embodied in the current owner’s opinion
of his business’s future earnings potential, coupled of course with fantastically optimistic
expectations. It is absolutely true that buyers are only buying a business’s expected future earnings;
that’s all that it is possible to buy. However, buyers base their estimates of a business’s expected
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future sales, earnings and value almost entirely on a business’s preceding three to five year’s
historical cash flow. As the saying goes in the business brokerage industry, “buyers buy the future,
but they pay for history.”
To further compound the inability to sell one’s business due to an unrealistic asking price, is
seeking unrealistic terms of sale. Most business sellers initially want an “all cash at closing”
transaction. Unfortunately for sellers with this desire, the majority of businesses that sell, transact
on terms requiring the seller to partially finance the purchase price with a “seller carry-back”
promissory note. Business sellers who insist on an all-cash-at-closing deal thereby reduce the pool
of qualified buyers by about 90% and render their business either unmarketable or marketable only
at bottom dollar. The result is that a significant percentage of businesses for sale which include
all-cash-at-closing terms don’t sell. There are two primary reasons for this. First, a buyer who has
enough cash to buy your business for all cash at closing, has enough cash to buy a business two to
five times more profitable than yours if the seller will “carry paper,” and most sellers will do this—
albeit reluctantly. Secondly, in the eyes of most buyers, a seller seeking all cash at closing has a
business with a big warning sign hanging over it saying “Buyer beware: I’m dumping a loser.”
Buyers view a seller’s willingness to “carry paper,” as the single greatest form of assurance that
the business is everything the seller has represented it to be.
Beyond all of the preceding are potentially many other positioning details a business owner should
consider depending on the circumstances and nature of his business. A business seller should
expect potential buyers to require him to provide a written and signed “seller’s disclosure
statement” wherein the seller reveals all the facts and circumstances about his business known to
him—“the good, the bad and the ugly.” The seller who lies or withholds material negative facts
about his business in the representations made in this disclosure statement (or the purchase
agreement) should absolutely expect to be sued by the buyer post-transaction. Moreover, the
standard by which the court will assess a buyer’s damages will not be based on what the seller
claims he believed to be true (or was unaware of) about his business prior to closing, but on what
he should have known. Thus the best way to bring a business to market is to first eliminate the
“bad and the ugly,” whatever that may be.
Best wishes and good luck on the future sale of your business.
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