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WHY | WROTETHISBOOK

In the modern world, things change so fast that after a blink
of an eye the worldseemed changed. Few things remained
unchanged and one of theses accounting. Of course few
frameworks have been created over the 20 century to
tackle issues such as fraud andtransparency. Irdeed,
although the basic method of accounting remained the sam
many people do not approach the discipline andobk at it
almost with a skeptical eye As if the understanding of itis
reserved to few wise men, part of a small circle. These men
use their own language to communicate. Ais language so
strange and intriguing gives offspring to the financial
organization of any business, small or big, individual or
multinational. In this book we are goingto burst this myth.
Indeed, A AT O1 OET ¢ #iIOO CAGEThD 1)A 8A&E A
becauseit is not. Actually, | beleve that accounting is the art
of making easy things hardSingle transactions that inthe
real world seem straightforward in the accounting world
become sometimes incomprehensible For example, a single
payment form your customer, with credit card, with
consequent assessment of bank fees, can become a Ipbea
of journal entries, where you have to debit or credit multiple
accounts in adance of magic movements thateem almost to
replicate the birds of paradise mating dance. This dance so
confusingat ouOEAA OO Aallh€xhanEadusiyiatO O
the femaled €yes. The enlightened accountant, like the bird
of paradise female is able to translate immediately the input
from the real world in accounting output. He does not think
in words, but in Journal Btries. My wish, at the end of this
book is for you to form the acmuntant mindset. Eventually,
the real world will not seem so far aparfrom the accounting
world . Having said that, on one hand thibook will approach
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the discipline in the simplest way pasible. On the other
hand, the language used will be straighforward and easy to
understand. This will make the comprehension of the
discipline quickly digested toanyone.



ACCOUNTIN@GREVEALED INLOO PAGES

This book will help you to have a completeinderstanding of
the basic conceptsof the financial accounting world, quickly
and painlesdy. Indeed, allfluffing and jargon has beerwiped
out and space left to a simple language\fter completing my
International MBA across Europe and US, worked as
assistant controller for few years in California.l realized that
most of the time accountants do noknow how or do not
want to be understood. This text instead, has been
structured to give you the whole understanding of the
discipline. The book hasbeen structured in three parts. In
Part One,you will learn how the accounting processis
structured. In Part Two, you will study the main financial
statements. In Part Three you will learn the toolbox the
financial and ron-financial professional can use toquickly
assess the health of any organizatiort the end of the book
you can expect to have a basic understanding of the main
conceptsof financial accounting In addition, you cancheck
out at www.fourweekmba.can for additional resources
made available to our students.
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This book is dedicated to who like me believes that
learning is a process. Trust the process and you will learn
anything.



TABLE OFCONTENTS

Why | Wrote This Book
AccountingRevealed in 100 Pages
PART ONEThe Accounting Cycle
1. The Power Of Accounting

2. Double-Entry System

3. The Accounting Wheel

PART TWOFinancial Statements

4. A Brief Overiview of the mainfinancial statements
5. The IncomeStatement
6. The Balance Sheet

7.The Cash Flow Statement

PART THREEThe Financial Toolbox
8. The Ratio Analysis

9. The Consultant Framework
About The Author

Other Books ByCuofanoGennaro



PARTONE

THE ACCOUNTINGCYCLE



CHAPTER 1. THE Power OF

ACCOUNTING

091 & EAOA Ol 01 AAOOOAT A AAAI
01 AAOOOGAT A OEA 1 0ATAAO 1T &£ AAI
businesAT A EO06 O Al E WarkoBE#eA O 1 AT C

In a globalized world, where change happens so quickly that
companies that existed for centuries(such as Lehman
Brothers, founded in 1850, bankruped in 2008) just few
things stick for centuries.

The current accounting systemis one of the few survivors.

Born in 1494, when a Venetian Merchant, Luca Pacioli, in his
03011 A A A | OEOEI AGEAAN t AT
Proportil T A E deddkilfed for the first time the double
entry-systemi. This practical manual gave official birth to a
system that is still used in current accounting.

Even people who hate accounting recognize the inoptance
of it. If you either own a small business, or you are a CFO,
CEO, COOa common citizen you have b understand
accounting to recognize what 5 behind each one of the 14
trillions transactions per day, justin US.
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GAAPPRINCIPLES

Although, the fundamental A AT O1 OET ¢ OUOO/
changed, he principle and rules applying today have been
updated in the last century.

The general accepted accounting principles are standards
and procedures used by organizations to submit their
financial statements. Today we have two main accepted
frameworks, globally: GAAP and IFRS; in this chapter | will
focus mainly on GAAP. Indeed, after the 1929 market crash,
American government felt the necessity to create a set of
rules to discipline and conform the accounting system, and
avoid what had happened. In the dcade after the 1929
market crash institutions such as the Securities and
Exchange Commission were created. In 1934, the SEC,
assisted by the American Institute of Accountants (AlA),
started to work on the GAAP. The AlAsubsequently
instituted an organismto specifically create these principles:
The Committee on Accounting Procedure (CAP). Finally, the
first set of GAAP was created and in 1973 and the CAP board
was substituted by the Financial Accounting Standards Board
(FASB). From this work came out 10 k=c principles, that are
the foundation of the modern accounting system in US

1 Economic entity assumptiontf you have a business,
even if you are a sole proprietorthe accountant will
consider yourselfseparately from your business.

1 Monetary Unit Asamption: The Business activity you
undertake is considered in US Dollars.

I Time Period Assumption:Business activity you
undertake can be reported in separated time
intervals, such as weeks, months, quarters or fiscal
years.
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1 Cost Principlelf you buy an ittm in 1980 at $100, it
will be reported on your balance sheet as worth $100
today, independently on inflation or appreciation of
the asset.

9 Full Disclosure PrincipleYou have to report all the
relevant information of the business in the financial
statements or in the footnotes.

1 Going ConcernThe accountant assumes that your
business will continue its operations in the
foreseeable future.

1 Matching Principle:If you incur an expense, it should
be matched with the revenues, according to the
accrual principle. If you decide to pay your
employees a bonus related to 2015 but you pay it in
2016, you still will report it as 2015. You will report
the expense when it was recognized and not when
actual cashwas disbursed (accrual principle).

1 Revenue Recognition Piciple:if you sell a product in
January 2015 but you will receive the money from
the customer in April 2015, you will report the sale in
January, since it was the period whe the actual sale
was realized

1 Materiality Principle: when you report the financials,
it will be allowed to round them, since if an amount is
insignificant can be neglected by your accountant.

1 Conservatism PrincipleWhen in doubt between $80
and $100 loss, your accountant has to choose the
most conservative alternative,report $100.

These principles are OE A €o@hdndments for the
accountant Keep them in mind. They will guide you
throughout the book. In addition, the accrual principle in
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practical terms statesd, Re@enues and expenses are recognized
when occurred,independently fromcash disbursenento This
principle is crucial to build our main financial statements, in
particular the Income Statement and Balance Sheet.

13



CHAPTERZ. DOUBLEENTRY SYSTEM

091 &6 EAOA O ETT x AAAT Qdctoat1 C8
business life. It was a very useful thing to deliver to civilization.

)y 6 OA EAAOA EO AAI A vebite, WwhiEhGfE | E
course was once the great commercial power in the
Mediterranean. However, double entry bookkeeping was a hell
ofani OA1 GoBdrlie Mungery

As any other language, the accounting system has its own.
Indeed, in accounting in order for you to record a transaction
you have to use the doublentry system. Double-entry
means that each single transaction needs to be recorded
twice, on the left side if debited and on the right side if
credited. Usually, when you think of debit or credit in real life
is different compared to debit or credit in accounting. In fact,
debit does not mean that you have a debt to be paid back;
neither credit means that you have money to receive.

For example, in the accounting world, whe cash is debited,

it means thecashon your bank accountincreased. Therefore,

you received cash. | know it mg sound counterintuitive, but

this system was created five hundred years ago and it is the
OUOOAI O1T AAus o AAAT O1 6AT 6O O
transactions.

Cash Account
Debit Credit
$100

|

Your Pocket
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T-ACCOUNTSTHE FOUNDATION

The most effective way that accountants use to record each
single transaction in the ledger is the JAccount. Although,
most of the accounting Software today do it automatically, it
is helpful to know how it works.

T-Account
Debit | Credit

This visual aid helps the acountant to record a single
transaction. Each account, in fact, has two sides, debit and
credit. Therefore, for a transaction to satisfy the accounting
requirements has to be recorded on both sidesVe will see
that in the next paragraph. Eventually, all te transactions
collected for a certain peiod flow in the General Ledger $ee
Gereral Ledger, Chapter 3

JOURML ENTRY: THEDOUBLEFACEDENTRY

Assuming you own a bakery that just sold $100 worth of
biscuits. In the real world, it appears as single transaction.
Therefore you may think the same applies ithe accounting
world. Instead, it is more complex since each single
transaction implies two concurrent movements. When you
sold $100 of biscuits, your customer paid in cash. It means,
on one hand, the $100 is debited to the cash account, while
on the other hand, the $100 is credited to the income
account. It will look like the following:
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Cash Account

Debit | Credit
$100

Revenue Account

Debit | Credit
$100

ACCOUNTAND CHART OFACCOUNT$COA)

By defining Accounting as the language, we can define the
accounts as the letters of the alphabet. Indeed, the accounts
allow to categorize the bunch of transactions happened in a
certain period, under the same umbrellaThe account is a
record where all the debit and credit transactions are
recorded. In the previous paragraph you saw already two of
the main accounts, Assets and Revenue. These accounts get
organized under a Chart ofAccount (COA)or a list of items
identified by an organization that will flow in the General
Ledger (GL). This will help the company to build reports
such as: Balance ShedBS), Income Statement(P&L) and
Cash Flow Statement.Setting up a clearand consistentCOA

is crucial for the accounting department internal
organization. Indeed, a disorganized COA can lead to many
accounting mistakesand inaccuracies Below an example of
best practice:

Accounts numbering

= 1000 - 1999: asset accounts
2000 - 2999: liability accounts
3000 - 3999: equity accounts
4000 - 4999: revenue accounts
5000 - 5999: cost of goods sold
6000 - 6999: expense accounts
7000 - 7999: other revenue (for example, interest income)
8000 - 8999: other expense (for example, income taxes) vi
By separating each account by several numbers, many new accounts canbe
added between any two while maintaining the logical order.
Mycrosoft Dynamics template
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As you can see, it is suggested to use four figures. Imet
specific example, each account has its own range. Indeed, the
assets are shown under 1xxx, liability 2xxx, equity 3xxx and
so on. It is advisable, when setting up thaccountsto leave
some space between the suhccounts. For example, under
assets we hae the subE AAAET C -A0CAGDNMENSHHE
Current Assets, we have items such as: Cagkccount,
Accounts Receivable, Inventories and Prepaid Expenses.
Therefore, we will have Current Assets, 1100 code; Cash
Account, 1110 code; Accounts receivable 1P0 code;
Inventory 1300; Pre-paid Expenses 1500code Give space
betweenthe sub-accounts, his allows you to set up new sub
accounts when needed. For example, if two new cash
accounts are opened, you can use the coding from 1%11
1199. Therefore, you have |enty of space to organize your
COA. Setting up an organized COA and making sure everyone
follows it rigorously in the organization is crucial. Indeed,
according to the codegjenerated,all the internal reports will

be built. Such as historical AR, AP, P&IBS, GL, CFS. If the
coding is wrong or disorganized so your repoit will be.

The main accounts are:

1 Assets:Resources owned by an organization. They
will produce future benefits for the company. For
example, you own a bakery that has to produce
biscuits. In order for you to produce them, you have
to buy a machine. The machine will be an asset for
your organization.

9 Liabilities: Obligations (Debt) contracted by an
organization. Your bakery bought $100 of raw
material from the supplier and you will pay in 60
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days. Until the payment will be made the $100 will
show as liability (future debt) on your balance sheet.
endowed to your organization. The accounting
AAEET EOET T EOd / zliahide&sO %NO
Revenue or Incomé&he $ amount of sales occurred in
a certain period. According to the accrual principle,
income is recognized independently from cash
receipt.

ExpensesThe $ amount of costs occurred in a certain
period. According to the accrual principle, expense
are recognized independently from  cash
disbursement.

How TORECORRIOURNALENTRIES

Let me show you now a table that will help you with the

recording or journal entries related to the single accounts.

Indeed, Assets have different sets of rules compared to
liabilities when it comes to the debit and credit (double

entry) system.

Debit Credit

Asset Increase Decrease
Liability Decrease Increase
Income Decrease Increase
Expense Increase Decrease
Equity/Capital Decrease Increase

18



If you look at the asset, they move in the same sense of the
expenses.

Instead, Liabilities, Income and Equity (Investment) move in

the opposite direction. We can use a mnemonitechnique to

recall the table above, suchas CEdgar and Alan lieda
Therefore: Gdgad (Expense) and O! 1 AT 6 rhoveO O A (
togetherh Lie@ (Liabilities + Income + Equity) move
together in the opposite direction.

CASH VSACCRUAL

In chapter 1, through the matching and revenue recognition
principle, we saw that GAAP calls for the accrual principle.
Furthermore, while big corporations or listed companies

have to report their financials in accrual basis, this is not
always true for small businesses that instead can choose
between the accrual and the cash basis.

What is the difference between the two?

The former statesthat revenue/expense must be recognized
in the moment in which they occur independently from cash
receipt/disbursement. For example, if you buy $50 of raw
materials, and your supplier delivers it to you,the expense
will be recognized, even thoughyou will pay in 60 days. See
the transaction below:

Accounts Payable

Debit | Credit
$50

Raw Material Expense

Debit | Credit
$50

The latter, instead, states thatrevenue/expense must be
recognizedwhen cash is received/disbursed. For example, if
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you buy $50 of raw materials, the expense will be recognized
in the moment your suppler receivesthe cash from you.See
the transaction below

Cash Account

Debit | Credit
$50

Raw Material Expense

Debit | Credit
$50

THE GENERALLEDGER

It is the centerpiece of the accounting cycle. Indeed, the
General Ledger (GL)s an overwhelmingly long and big book

where all the transactions related to a certain period are

recorded. Today, the GL is automatically generated by
accounting software such afQuickBooksand SAP. From the

GL all the main financial statement reports are generated.
One of the main tasks of the accountants ie keep it as clean

as possible. Thusthe accuracy of the GL is crucial for the
accuracy of the reports generated.

20



CHAPTER3. THE ACCOUNTINGNHEEL

d) EBOO xAl OAA O6i AA A AOOET A
T AROOOAT A ABOET AOGO x Aubre@i 7
McClendon (Credit: BrainyQuote)

THEANGRYBOSS

)y O 1T Au OAAI A TEOOI A TAA O (
"1 006h 1TAO T A GCEOA UI O Al Agb
firms, from IT to Manufacturing, before the financials are
given to the CFO, theyollow a rigorous internal process.
According to the firm size, this proess may involve few to
dozens people within and outside the accounting
department. An accountant knows how rigorous the process

is and if any step is missed or not takenrpperly, this will

make the bossvery angry. The boss of the bosses within the
accounting department is the Controller. Who is the
Controller? Let me show you the organizational chart of the
accounting department

Accounting Department Organization
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At the bottom of our pyramid there is the AP (accounts
payable specialist), AR (accounts receivable specialist) and
Payroll specialist. Once transactions have been collected and
recorded in the system Assistant Controller in cooperation
with Controller review and close the booksO#1 I OET C
booksh means locking them up with a spcial passcode or
other systems,to avoid past transactions to be manipulated.
Furthermore, the reports generated by the system will be
sent to the CFO who will analyze them witthelp of Financial
Analysts. The set of internal procedures within the
accounting departmen take a shape that looks like the
0! AAT OinéeBbelow: 7

Internal Accounting Processes

CEO
Customers’ Payments
Source Documents
CTO / \Suppliers' Invoices

Transmit Reports Record Transactions

Controller's Approval /

Review/Closing |R sy

Source Documentg Always have a back upThe accounting

process is rigorous and time consuming. It starts with the
payments made by customers and invoices generated by
suppliers. Before any transaction can be recorded in the
system, it needs approval by the manager who received the
payment from the customer or the invoice by the supplier.

The accountant will ask for documents to supports such
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transactions. Orce these source documents are collected, the
accountant will record the transaction in the system. The
recording will happen with the same pinciples you saw in
chapter 2 (How to record journal entries).

Reconcile The Book&t this stage, the books need to be
reconciled. The recogiliation process happens eacimonth.

Why do you need to reconcile the books?

The purpose of this process is tomake sure all the
transactions recorded in the acounting system arematching
xEOE OEA AAOE OOAT OAAQEI T O EA!
accouns. This phase is crucial, and it implies a lot dfard

work for the accountants. Indeed, if any mismatching is
found between what recorded in the system and what shown

on the bank account it may signal other issues and it needs to

be resolved, before the books are closed. Even though most

of the accounting processes are automated, this stage is
actually very manual.Iln fact, many times accountants have to
check, one by one, all the transactions happened in a certain
month and compare it with the Bank Statement issued by the
Bank. If something is not reconciling, the accountants after
ControlleO8 O ADPDOIT OAIT Gdjuskng lentriec®Atd | O A
balance the books againThe adjusting entry works like a
journal-entry. It is called Gdjustingd because it is entered in
special circumstances.

Audit & Closehe BooksAt this stage of he process, financials
(General Ledger, Balance Sheet, Bank Reconciliations,
Accounts Receivable, Accounts Payable, Income Statement
and other back upcollected by accountants are audited. The
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auditing phase helps to assess whber the internal
procedures have beerollowed.

Eventually, the Assstant Controller or Controller proceeds
with closing the books. Closing is like locking a door to avoid
anyone entering again. Indeed, if books were notclosed,
anyone could go back and change transactions happened in
the past, this would damage irreparaldy your books. In
addition, the closing is crucial at the end of the year for tax
return purposes.

The Happy CFCEventually, the financials are ready for the
CFO. After the time consuming job of the accountants
directed by the Controller, reports are dficially generated.
The accounting software delivers the reportsto the upper
management. Of course, the CFO gives direction to the
accountants throughout the whole process. Accountants
perform the time consuming part They must deliver clean
and accuratereports to the upper management.

As you saw from this chapter, although management takes
such reports fro granted, there is a lot of work going on
before they are produced Indeed, also what would be
otherwise considered a minor oversight canhave bad
consequences on the accounting books (think of wimeyour
balancesheet does not reconcile, you are in trouble also if
the amount missing is $1). Therefore, it is crucial to establish
a clear and manageable process, where the workflowithin
and without the accounting organization is continuous.

Keep reading until the end and get the gifts The FotWeek
MBA has prepared for you.
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PARTTWO
FINANCIAL STATEMENTS
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CHAPTER 4. A BRIEF OVERVIEW OF

THE MAIN FINANCIAL STATEMENTS

0) 0 EAO AAAT 11U AgPpAOEAT AA OE
both in numerical manipulations and in understanding its

AT TAADPOOAI Al 601 AAGETT O j AAAT C
ability to handle the more ambiguous and qualitative
relationships that dominate ou day-to-day financial decision

i A E EAla@ Greenspan (Former FED Presideit

The first part of this text, focused on the accountig cycle and
internal processes.T AEAx x1T OAO UT 6 xAOA
O0io OEAO ETOAOTAITTU 1AAAOG OI
reports. In the second part of the text you will be shownthe
O7TEU6 Al A OidindiancialAtatérterts used in
reporting and financial accounting.Indeed, even though
financial statements are produced for internal management

as well, most of theime they are pointed externally.

INTRODUCTION O THE MAIN FINANCIALSTATEMENTS

The main financial statements are: Balance Sheet, Income
Statement and Cash Flow Statement. Each of these
statements has a different purpose and together they give us
OPAAEEAEA EIT £ Ol Retrf Risk afdigshiOsA C A O /

First, if you look at the income statement, there is no way you
would make any assessment about therisk of the
organization in that particular point in time or the cash
produced in a certain perod. Instead, thelncome Statement
(or Profit & Loss) will show you thereturn generated by the
business.

Second, if you want to understand how an organization

acquired the resources to operate the business, you have to
26



look at the Balance Sheet. How dodke balance sheet assess
the risk of an organization? Simplethere are two ways a
company can acquire resources, eitherhtough Equity or
Debt. As you can imagingpo much debt can be dangerous.
What would occurif you run a business and suddenly your
creditors ask for the money you owe them?you would go
bankrupt. Instead, when debt in proportion to the equity is
dismal, this makes your organization creditworthy and safer.

Third, it happened many times inthe financial world history
to see profitable canpanies bankrupted due to a poor cash
management The cash flow statement helps you to answer
guestions such as: How much cash did we make? Whetiel
the cash ome from? In fact, an organization can find cash
through three main activities: Operating, lwesting and
Financing.

INCOME STATEMENT (P&L): SHoOw ME THE BOTTOM
LINE

The main purpose of the income statement is to show the
return of the business in a certainperiod: Quarterly,
Biannually or Yearly. The income statement is built around
the bottom line, the et profit.6 Do not be surprised to notice
your eyes unexplainably falling on the net income. In fact,
accountants make it as visible as a fluorescent fish ready to
mate. This distracts you by other metrics on the Income
Statementthat are as important as the Net IncomgWe will
seethem in Chapter §.
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BALANCESHEET. THE POWEROF THENOwW

The main purpose of the Balance Sheet is to show thiek of

the business in the particular moment you are looking at it.

In Fact, if you lookat the balance sheet on JanuarystlE O x 1 T 8
be the same on January"® Of course, this is true for the P&L

and CFS (Cash Flow Statement) as well,tihe balance sheet

is an instant snapshot of the business more than a collags
pictures taken in different moments like the Income
Statement.

CASHFLOWSTATEMENT(CFS):.CASHISKING

The main purpose of the CFS is to show tteash generated

by an organization in a certain period:Quarterly, Biannually

IO 9AAOI US )y O AT AOT 60 1 AOOAO
making, one way to know whether the business will survive

in the next future is to look at the cashGenerating cash is not

easy task and the organizations who are able tkeep their
profits stable and generate enough cash to sustain their
operations and invest for future growth are the ores who

thrive.

REALLIFEANALOGY
Let me use a real life analogy here. If you are a photographer
in order for you to do your job, you mus have a professional
camera. In addition, you can take instant pictures or build a
collage of pictures you have taken in the last three months,
and remember the camera will work as soon as the battery
will be charged. Indeed, you can compare the singlaégbure
I O OET OOAT your Balaric®O OORAAOM Ox E&IT A
pictures taken in the last three months, atyour P&L.
&OOOEAOQI T OAR UI O x AT Cof dbdrge &A A
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the battery and how long the camera will operate. The
battery life can ke compared to your CFSndeed, a lack of
cash for a business is almost like a lack of oxygen for an
individual. According to your needs you can look separately
at each statementHowever, if you want the whole picture of
the business you must look at albf them concurrently.
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CHAPTERDS. THE INCOMESTATEMENT
0. O0i AAROO EAOA T EZAR OEAU AOA
b A b 8hakuntala Devi (Credit: BrainyQuote)

At this stage, you know already, when you Idoat your P&L,
it will answer questions such as:

Is the company making any return?

Is the organization making enough revenues to cover for its
expenses?

Let us see a real Income Statement below:

Example, Company XYZ
Income Statement January thru December 31, Year 1

Year 1
Revenue 6,000
COGS 4,000
Gross Profit 2,000
Advertising (100)
Salaries and Wages (a00]
Phone and Internet (34]
Depreciation Expense -
Office Supplies (28]
Total Operating Expenses (759
Operating Profit 1,241
Interest Expense (200
Interest Income -
Profit Before Tax [EBT) 1,041
Tax (141)
Net Profit 2900

The Income Statemat or Profit and Loss is a financial
statement that shows the Profit or Loss incurred by an
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organization in a certain period of time. In this example we
saw the P&L for the year In addition, this statement can be
produced for the year, quarter, month. Irregard to reporting
purposes, instead, the P&L can be published every three or
six months. In the above example the P&L shows the Income
as positive and the costs as negative. There are several
methods to present the P&L. On one hand, yoart use the
method where costs are reported already as negative
numbers compared with revenues. Indeed, to obtain the
Gross Profit (third line), you can simply use the sum()
formula in excel:

Revenue 6,000
CoGS (4,000)
Gross Profit 2,000

On the other hand, you can use another method, where all
the items are show with a positive sign and then you just
subtract the costs from the revenues to obtainthe Gross
Profit. See the example below:

Revenue 6,000
COGS 4,000
Gross Profit 2,000

Whether you decide to use the first or second method it is
irrelevant, however what matters is consistency. In fact, if
you use this method for your income statement you must use
it across all the other financial statements you are building,
to avoid confusion.

In the following chapter, the accrual principle will be our
guiding principle. For Example, prepaid expenses incurred in
31



Year 2,will not appear on the P&L thefollowing year. The
same applies to the revenues. If customers paid in advance
for service to be rendered, the income will be not recognized
until the service will be provided.

REVENUE

The first item of the Income Satement is Revenue.Imagine
you have a bakery that sells donuts at $1 each and you sold
100 donuts, your total revenue for the day will be $100. Even
though some customers paid with credit cards and the cash
on your bank account will be deposited within thirty days
you will still recognize $100 inRevenue.

How can we breakthe Revenue down? See the diagram
below:

Revenue
Core Operations Outside Core Operations

Revenues Other Income
Interest Income
GummAsi;:s
ash
Price / Unit Units Sold Accourts recoivatie
price per unit) x (Volume) = $ 100 Proaid wgenses
$ I I 00 . Short-t 1 t:

The two main sources of Income are coming from: core
business operations or outside core business operatis.
Furthermore, we can identify the former asOperating and
the latter asNon-Operating revenue.
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1 Operating RevenueThey are generated by the sales
coming from the core productor service, whichthe
organization produces.

Example: Imagine owning a Piza Store. Tie income
generated by selling pizzas will be considered
Operating Revenue. In the example, theOperating
Revenue formula is: price per unit times Units Sold
(Volume). Indeed, if the price for your pizza is at $1
per unit, and 100 pizzas were shi, your revenue will
be $100.

1 NonOperating RevenueThey are generated by sales
coming from sources not related to the core business
operations.

Example : Imagine your Pizza Store business is going
pretty well and you are generating cash in excess that
can be invested in shorterm instruments such as
bonds. Later, you go to the bank and buy $1,000 of T
Bills. This is a shortterm debt obligation backed by
U.S. government with a maturity of less than one
year. Your FBills are due in six months,after that
you will receive a simple interestof 2% annually or
$10. The $D you receive after six months is Interets
Income or nonoperating revenue also described as
incidental or peripheral income. However, on your
balance sheetthe interest income will be reported
after the interest expense almost like an offsetting It

is more accurate to report the interest income
together with the other non-operating expenses.In
this way the income generated by interestawill not
distort our Gross Income. Indeed, the Gredncome is
a metric of operational efficiency. See below how to
display your interest income:
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EXPENSE

The other main component of the income statement is
cost/expense. There are many costs ingcred by an
organization. That iswhy most of the time can bevery tricky
to categorize them.In addition, cost categorization is crucial
for any business, since they represent a big piece of the @&
AT U T OCAIT E UAGtimbragad mopdrlyBariicns
to big issues, ultimately to bankruptcy. In fact, thex are
several methods that can be w=l to classify costs, such as:
Operating vs. Noroperating, Direct vs. Indirect, Variable vs.
Fixed. It dl depends by the perspective from which you look
at them. Each one othese methodologies has th@urpose of
better understanding the cog structure of the organization,
thesocAAT 1T AA  OAT OB thid dhdpierie &r& goidd 6
to take into account three main categories of costs for
reporting purposes:

9 Cost of Goods Sold (@S)
1 Operating Expenses
1 Non-Operating Expenses

Cost of Goods Sold (G8)is the cost incurred to generate the
revenue for the period in consideration. For example, a
company who produces Smart Phones will havactual costs
of production. These costs, such afkaw Materials, Wages
associated to manufacturing, @erhead costs of running the
factories, will be all considered C&S These costs can be
defined as direct coss as well. After subtracting C&S from
Revenue we get the Gross Profit. This metric can be pretty
useful in assessingthe profitability and efficiency of the
business when it comes to the manufacturing process. We
will see it more in detail in Chapter 7.
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OperatingExpense are all the costs not included in the CoGS.
These costs are related to the operations of the busiss,
such as Advertising, salaries and wages, phone and Internet.
However, they are not incurred to generate sales or at least
in many casesit is hard to track the effect of this cost over
the additional sale incurred by the organization. After
subtracting the operating expenses from Gross Profit we get
the Operating Profit. This metric is useful as well to assess
the profitability and efficiency of the business when it comes
to the overall operations. We will see it more in detail in
Chapter 8

Non-Operaing Expensesre the remaining costs not included
in the previous categories. They are incurred outside the
business operations (non-directly tied to business
operations).

Example: Imagine you own aCoffee Shop Suddenly your
sales plunge, you still need money to finance the operations,
since the alternative would be closing the business.
Therefore, you go to the bank and ask for a shetérm loan
of $4,000 that will be repad in six months. The loan will
carry a simpleinterest of 5% annually. Therefore, at the end
of the six months, after paying the principle, you will
eventudly pay for the interest of $10Q The money paid as
interest will show under the Income Statement a interest
expense for that period.

The revenue minus the operating and nonroperating

expensesfor the period, give usthe Net Income. This metric
is very important to assess the overall efficiency and
profitability of the business. We will see it in detd in Chapter

8.
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NET PROFIT. GETREADYFOR ASHOCKINGIRUTH
Whichever profits are shown onyour income statement they
do not tell you anything about cash. It might be a shocking
truth for who is new to Accounting.Indeed, this is not always
true, especidly if we operate under the cash basis, instead of
the accrual basis principle. On the other hand, remember that
according to GAAP standards, the accrual principle is our
guide throughout this book. Therefore, we will see it more in
details in Chapter 7 when you will be shown the cash flow
statement. As of now, it is useful for you to understand that
in the P&L, because of the accrual principle, the revenaad
expense must be only the oes related to the period in
congderation.

Example: Imagine you own a bakery that sold $1,000 in

chocolate cakes irthe first month. This event does not imply

that you have $1,000 on your bank accountin fact, most of
the time customers pay within 60/90 days Therefore, half

was received in cash; the other half was bought on credit

Thus, the first half ($500) is an actual cash inflow the other

half ($500), instead will be reported on your Balance Sheet.
The transaction can be recorded like the following

Acc. Receivable

Debit | Credit
L& 5500
Debit | Credit
$1,000 Cash Account
\ Debit | Credit
$500

Imagine now, the bakery incurred $500 of expenses in that
same periodfor raw materials; Half is purchased on account
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and half paid on account This implies a cash outflows for
$250. The other half will show on the Balance Sheet, under
Accounts PayableCurrent, EAAET EQUS6 O 3 AAOQEI

Cash Account
Debit | Credit P&L
$250 Expense
Debit | Credit
Acc. Payable $500
Debit | Credit
$250

In order for you to know how much cash the company
generated you will combine the information provided by the
P&L and adjust it according to the Balance Sheet. In this
regard, we could define the P&las the fatherand BS aghe
mother. They give offpring to the Cash Flow.Therefore,
through the understanding of Risk and Return cash is
generated It is important to grasp this concept, since it
explains many things abouthe businessworld .
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CHAPTERG. THE BALANCESHEET

O Bless you are willing to put in the effort to learn accounting
Z how to read and interpret financial statementg you really
OET OI AT8O OAI Aaren B¢t AEO UT 000/
Indeed, as we saw irChapter 4 thebalance sheet is the other
main financial statement used in financial accountingThe
purpose of the balance sheet is to report the way the
resources to run the operations of the business were
acquired. The Balance Sheet helps us to assess the risk of the
business. By looking at it you will be able to answer to
guestions, such as: What is the leverage? Is the company
liquid enough? Remember, leverage means the proportion
between equity and debt, while liquidity is the capacity of the
business to repay forits short-term obligations, to run the
operations. While we will answer to these questions in
Chapter 8 in this chapter we will focus on why the balance
sheet is important and how it works.

Example: Imagine you want to open a restaurant. The
overhead cogs, plus the costs of running the business are
$200,000. There are o ways for you to find the money
TARAAAA O1F 1T AT OEA AOOET AOOh
resources to do it your own. Either you find a partner that
would put in personal money or you ak for a loan.
Therefore, Equity and Debt are the two ways to finance your
business. This is how a typical balance sheet looks like:
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Assets

Current Assets
Cash and Cash Eguivalents
Short-Term Inwestments
Accounts Receivable
Inventories
Prepaid Expenses

Total Current Assets

Non-Current Assets
Plant & Equipment
Licenses & Patents

Building
Total Non-Current Assets
Total Assets
Liabilities

Current Liabilities
Accounts Payable
Accrued Expenses
Wages Payable
Taxes Payable
Non-Current Liabilities
Long-Term Debt
Mote Payables
Total Liabilities
Equity
Common 5tocks
Retained Earnings
Shareholders’ Eguity
Total Equity
Total Liabilities & Equity

A SMPLEEQUATION ASSETS LIABILITIES+ EQUITY
Before moving on, try to memorize this simple equation,
always true: sssets have to equal the liabilities plus equity.

Example: Imagine you are starting a company, which
manufactures biscuits. Beside the cost to run the operations,
you need the machine to produce them. In total, for the
machine you need $100,000. Tér purchase is financed: 806
through equity and 20% through debt. Even though this
transaction is one step in the real world, it becomes three
steps in the accounting world:
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Step 1 Initially your balance sheet will show $80K under
cash and equity, since remembethat you will contribute
80% of $100K to buy the machine. The transaction will look

like the following:

Balance Sheet

Cash

Debit
$80K

Debit

Credit

Shareholders’ Equity

Credit
$80K

Step 2 Next, you will borrow $20K from the Bank as long
term loan, since 20% will be financed with debt.You will

show $100K under cash now ($8B + $20K).On the other
side, you will show $80K under equity and $20K under
liability. The transaction will look like the following:

Balance Sheet

Cash

Debit
$100K

Machine
Debit

Sharehold
Debit

Credit

Financing

Credit
$20K

ers’ Equity

Credit
$80K
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Step 3 With the resources acquired you will buy the mahine
that will cost you $100K. The machine will show as long
term asset on thebalance sheet.This asset, financed with
$20K as a longterm liability and $80K as Equity. See below:

Balance Sheet
Long-Term Assets
Machine

Debit | Credit
$100K

Machine Financing

Debit | Credit
$20K

Shareholders’ Equity
Debit | Credit
$80K

Keep in mind these two principles First, Assetsalways
equals Liabilities + Equity. Second, whatis a one step
transaction in the real world becomes a three steps
transaction in the accounting world. | am sure at this point
Ui 6 AOA OEETEETC 1T &£ AAAT é&byOEI
things hard.d Although, | can assure you that once you
internalize the two principles above you will see the lightTo
develop an accountant mindset you must always ask
Ui OO0ATI £ O7TEAO EO AAREET A OEEO
world accounting software do not allow you to understand
what is going on behind the scenes. Thereby, once you keep
in mind the two principles above, transactions that before
you did not understand will suddenly reveal to your eyesAt
that point you will understand what | mean when | say that
accounting is simple Once you reach that enlightenment
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level the whole financial world will unravel to your eyes.
Suddenly, this deeper level of understanding will make you
love the subject. You will no longer be like a car designer who
does not know tow the engine works. Therefore, each time
the designer hago add a feature to the car skeletohe has to
stopandx AEO £ O O &pprovdl.lTCHe grdaBndtte O
financial world it is crucial to know the inside out ofthe
accounting books Like a physicist starts from the relativity
theory formula: e = me, the accountant starts from the
equation: Assets = Liabilities + Equity.

In conclusion, the balance sheet is divided in two main parts.
The first part is the one dedicated to Assets. Within it you
will find two sub-sections:

I Current Assets

1 LongTerm Assets.
On the other hand, the second part is dedicated to liabilities
and equity (sources of finance). Within that you will find two
sub-sections:

9 Liabilities: Current and NonCurrent or Long Term
Liabilities
1 Equity

In the following paragraphs | will explain the two parts
separately and then you will see them all together. Before
moving on give a look again at the balance sheet template
shown at the beginning of the chapter and see if you notice
any difference with the Income Statement.

Well, if you looked careful enough you might have noticed
OEAO OEA AAOA 1T &£ OEA " Al AT AA
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Keep in mind the BS is a picture of the busineggken in our
example on December 3% Instead, theP&L is like a collage
of pictures taken in the whole year.

ASSETSTHE FUTURE OH HE BUSINESS

The assets side of the Balance Sheet is divideithin Current

+ Non-Current (also called Long-Term Fixed Asset}. The
current Assets can be defined sathe short-term resources of
the business.Thereby, they are resources a company can
have liquid in less than one accounting cycleWhen an
organization needs cash to operate the businesshe first
sources it will look at will be the current assets.The Non
Curent or Long-Term Fixed Assets are investments the
company acquired with the intention to keep them on the
books for long time. Of course, an organization can still sell
or liquidate part of the long-term fixed assets to finance the
business, but most othe time this does not happen. Imagine,
for example, you need $100,000 to run the operations of
your Pizza Store in the next few months. What are you going
to do? Are you going to sell the equipment (Lonr@erm Fixed
Asset) that allows you to make the greapizza that drives
your sales? Or are you going to ask your customers to pay the
outstanding balances (Accounts Receivabl€urrent Assets)
they owe you? Well, if you are a person of common sense you
will opt for the secondalternative. Indeed, even if yowpt for
the first one, after selling the equipment that allows you to
stay in business you will be bankrupt anyway. Instead, by
having your customers payfor their outstanding balance,the
organization will have enough resources to survivand more
liquidity to thrive in the short-term.
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The Assets part of the BS can be divided in:

Current AssetsThey are resources an organization has at its
disposal and can be easily converted in cash or at least within
one operating cycle. The current assets are typitta
presented from the most liquid to the least liquid.

Non-Current or LongTerm Fixed AssetsThey are resources,

ET OAOOI AT OO 10 EOAI O EADPO 11

long-term perspective. In some cases, the NeGurrent Assets
are simply longterm investments. In other cases they are
functional to the business longterm operations, such as

Plants and Equipment. In few cases yet, they are kept on

y

AT i PATUBO ATTEO A& O AAAT O1 OET ¢

At times you may get confused and unsure alt the
difference between the two. Therefore ask yourself two
basic questions:

What is the Time Frame? Will they be subjectetb significant
changes in value?

If the answers are: LongTerm (more then one year) and Yes,
in the majority of the cases you &n be certain to define them
as NonCurrent Assets.

If instead, your answers areShort-Term (within one year)
ATA .1h ET OEA 1 AET OEOU 1 £
Current Assets.
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QURRENTASSETS

Cash and Cash EquivalentBhe former includes cashin hand
and deposits that can be easily withdrawn. The latter
includes shortterm highly liquid investments that can be
easily liquidated (Converted in cash)Cash Equivalentsand
Long-Term Investments have two main differencesFirst the
time frame, d course an investment to hold for few years will
be not as liquid as a shorterm one. On the other hand, the
change in value is crucial as well. In fact, Cash Equivalents
are usually subject to insignificant changes in value. Instead,
Long-Term Investment, reported under Non-Current Assets,
can report significant change in value.

Accounts Receivable (ARJhey include the amount of money
to be received by customers. According to the matching
principle (Chapter 1), revenue is reported as soon as
realizable. Therefore, the customer did not pay yet for the
service already rendered, the money owed will beshown
under Accounts Receivable, wittheading of Current Assets
The AR can beone of themost difficult accountson the BS
when it comes to quantifying it Indeed, at timesis very
complicated to determinethe amount of receivable that can
be collected.

Example: Imagine you sell raw materials to companies that
produce peanut butter. Your customers are companies who
have large operations and for such reasonthey pay within
90 days fromreceiving the raw materials. One of your main
customers owes you $100K. Its business though is distress
and in few months may be bankrupt. How would you know
which percentage of the $100K can be collected? Truth is you
x T T khow until the company will be liquidated and assets
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sold. Imagine you are able to collect 30% of the outstanding
$100K. Overall you recovered $30K. What about the
remaining $70K? Well, this will become bad debt. Therefore,
you will decrease the AR by 7R and expense this amounts
Bad Debt. In conclusion, you understand that AR can be
tricky. In few cases the number you see on the BS can be
misleading.

Inventories They can betrickier than the AR when you have
to quantify them. Indeed, they are the #it of goods a
company has on hand to be sold. This definition although is
not always true. Imagine the scenario in which you have a
company who sells smartphones; nonetheless the production
is outsourced. Therefore, your inventories will be mainly
comprised of finished product. Imagine the opposite
scenario. Your company actually manufactures the
smartphones. Therefore, the inventories will be comprised of
finished product (smartphones) on one hand, and
componentson the other hand. As you can imagine thealue
of the inventories from the first to the second scenario will
be slightly different. Inventories will be valued according to
OEA O1T AO OAAI EUAAT A OAI BA6 10O
can be sold for after subtracting the expenses incurred to
make the sales. As we saw fronthe example above, if you
own a company who manufactures smartphones, the
inventories will be comprised of three kinds of goods that
can be valued accordingly:

1 Raw materials Typically they include materials that
have different values.
Example: Imagine your inventory is comprised of
phone screens. With technology progress the price of
some components decreases. Therefore, your
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inventory is comprised of phone screens batches
bought one year ago up to three months ago. Further,
the batches acquired one year ago are valued at $10
per piece while the newly acquired are valued at $8
per piece. Two methodologies can be used in this
case: either the FIFO or the weighted average price.
The former means First in, First out Practically the
Inventory will be valued at the price of the latest
goods received, in our example $8 per unit. In the
latter the price of the goods will be averaged out. For
example, the two batches comprise the same number
of items, or 50 items at $10 in the firstbatch and 50
items at $8 in the second batch. Therefore, the
weighted average formula will be: ((50x $8)+(50 x
$10))/100 = $9 per unit. In conclusion, according to
FIFO the value of yar inventory will be $800 or $8 x
100 while according to the weigled average will be
$900 or ((50 x $8)+(50 x $10)) x100).

1 Work in progress.In the real world these items
may be considered worthless. Imagine your
inventories are comprised of not fully assembled
smartphones, either because the screen is missing or
the CPU las not been completed yet. How would you
value them from the accounting perspective Well, do
you remember what doesthe going concern principle
state? (Chapter 1). According to this principle
accountants assume the business will continue the
operations in the foreseeable future. Therefore, in
our example the smartphone not fully assembled will
be valued more in comparison to the aw materials,
since the assumption is that the business will
continue the operations long enough to eventually
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sell the finished product. Furthermore, the value of
the work in progress stock will include things sich as
the labor costs incurred in the manufacturing
process.In conclusion, they will have ahigher value,
although very subjectively determined.

1 Finished goodsThey arethe most valuable items
of all the inventories. Finished goods can be valued at
the net realizable value.

Pre-paid Expenses AO6 O AAEZET A OEAI OEOI
Imagine you own a real estate companyFurthermore, the
company bought a 16story apartment complex. In order for
your apartments to be rented of course you have to set up
water, trash, gas and electrical accounts. The Utilities
Company will ask for a Deposit to set up the accounts. This
deposit amount after few months will be credited to your
utilities. Therefore, the money paid in advance now will
serve you as a credit. This will add shofterm liquidity to the
business since you already paidor the next few months and
you will not need to pay anymore.

In Chapter 8§ 1 will show you some usédul ratios to assess the
liquidity of the business.

NON-CURRENT ORONG TERMFIXEDASSETS

The objective of this paragraph is to show you the
classification of NonCurrent Assets in few, simple steps.
Eventually, you will be able to have a mental image ofotw
they work. I will show you:

Sep 1: Difference between OPEX vs. CAPEX.
Step2: Difference between Tangible and Intangible Assets.

Step 3 Depreciation & Amortization.
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Step 1. OPEX vs. CAPEX.

They are the acronyms for Operating Expenditure and
Capital Expenditure. For example, imagine you own a real
estate firm. The firm bought an apartment complex with few
units. In order for you to rent the apartmentsyou have to
cleanand furnish them. The former activity implies that you
call the maid, pay him/her $100 to have the apartment
cleaned. The latter activity instead implies buying things,
such as: caches, kitchen stoves, beds ahso on. They will
cost you thousands of dollars but will last for few years. The
Operating Expense is money spent on the ddp-day
operations of the business. The Capital Expenditure, instead,
is money invested in the business with a longerm
perspective.

Sop for a second and think. Is the cleaning service OPEX or
CAPEX?

The $100 paid to the maidis OPEX.The money spenton
furnishing the apartment, instead,will be defined as CAPEX.
What helps to discriminate between the two are actually
three factors:

1 Useful Life (More than one accounting cycle

1 Amount Spent (Over $2,500)

9 Future Benefits (Will generate revenue)
Indeed, in the first scenario the maid cleaning expense will
have a useful life of few weeks. Furthenore, it is worth less
than $2,500 and itwona produce any future benefits. On the
other hand, couches and kitchen stoves will have a useful life
of few years. Further, whey will be worth over $2,500 and it
will produce future benefits. Of course, there are few
exceptions.
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Example: Imagine, the apartment complex your company
bought needs to be repainted. Therefore, the painting wéris
comprised of: material (Paint)for $500 and labor (Painter)
for $5,000. The painter work meets all the criteria above;
thereby it is a Capital Expenditure What about the material
(paint)? The paint does not meet all the threeCAPEX
requirements. Although, it can have a useful life of more than
one accounting cycle, in our specific case it is not worth more
than $2,500.Indeed, there is no way the painter would be
able to finalize the work without paint. Therefore, we will
consider the paint as partof the overall work. Thereby, the
paint, and the labor will be both considered CAPEXWhy is
this difference between operating and capital expenditure
crucial?

In reporting terms the operating expensewill be stated on
the Income Statement Expense Section),the Capital
Expenditure instead will be stated on the Balance Sheet
(Non-Current Assets 8ction).

Why is Capital expenditurestated on the Balance Sheet?

Due to the factit will be capitalized. What does it mean? Let
me give you a further examplelmagine you bought $20,000
worth of furnishing. Assuming that the useful life of the items
is ten years. If you were to report the $20Kurniture as an
expenrse in the first year your profits would be completely
eroded due to the fact that you should report a $20K expense
under your income statement Instead,since this is a capital
expenditure it needs to be spread along its useful life. In the
specific example: ten years.Thereby, you will report a
depreciation expense of $2,000 on your income statement
and concurrently decrease the asset value for $2,000 on your
balance sheet Seeexamplebelow:
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Furniture (Fixed Asset)
Depreciation Debit | Credit
Furniture $2,000
Debit | Credit

$2,000
P&L
Depreciation Expense

Debit | Credit
$2,000

Sep 2:The difference between Tangibknd Intangible Assets
The former are things with a physical entity, while the latter
do not have a physical entity.Imagine you own an IT
corporation. What do you need to operate the business? Of
course, you need the office, computers andffice supplies.
Assuming the corporation produces accounting software.
How is your organzation generating revenue? Through
licensing the software. Therefore, it is crucial to makeure
no onewill clone it.

How can you avoid the cloning? Through patenting the
software. In this example,the patent is an Intangible Asset.
The remaining assets: @fice building, computers and
supplies are Tangible Assets.

Why is this difference important?

Sep 3:  Depreciation &  Amortization (D&A).
In the previous examplethe IT Corporation needs computers
to operate. Assuming 10 computers were bought forZ000

each the total Capital Expenditure would be $20K.

Furthermoreh O E A Uast fofeVed Assuming a useful life
of five years we have to figure out: What ighe depreciation

and How torecord the transaction
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First, depreciation is thedecreasihg value of the asseton a
yearly bads. Second, the formula to compute the
depreciation rate is: (Asset Costz Residual Value) / Useful
Life. , A GsON@ the previous example: theasset cost of
$20,000 minus the residual value o%2,000. Dvide the result
by 5.

This is the formula: ($20K Cost- $2k Residual Valug/ 5
years Useful Lif¢ = $18K / 5 = $3,600 per year. In
conclusion, your £hedule will look like the following:

Asauming the computers were boughtat the beginning of
Year 1, at the end of the year their value would decrease by
$3,600 at $16,400. Up to Year 5, when the residual value will
be $2,000.

Balance Sheet Income Statement
End Year 1 $16,400 $3,600 )
End Year 2 $12,800 $3,600 /
End Year 3 59,200 $3,600

End Year 4 $5,600 43,600
End Year 5 $2,000 $3,600

This method is called staigh-line depreciation. Although
there are several depreciation methodologies, the straight
line is the most commonly usedii.

Why do we need to depreciate? As we saw gtep 1 it would
be unfair to report the whole assetcost under the Income
Statament since it would completely erodethe Net Income. It
is correct instead to spread the value of the asset over the
useful life.

52



Amortization follows th e same process of DepreciatioriKeep

in mind: the tangible assets are depigated; the intangible
assets are amortized If we go back to the example made a
while ago, the IT corporation has at its disposal: tangible
assets, such as computers and intangible assets, such as
patents. Therefore, the former will besubject to deprecidion,

the latter to amortization.

Amortization and Depreciation are linked to ordinary events

of the assets lives. When, instead, an asset loses value
unexpectedly, it will be subject to impairment.Imagine your
real estate company bought a building fo$10 million, with a
useful life of 5 years At the end ofyear two due to an earth
quick the building is badly damaged.Suddenly the fair
market value drops to $5 million. The company decides to
sell the building.

How do we estimate the impairment? First,we have to
estimate the carrying value of the Building.This is the Cost of
the asset minus its accumulated depreciation = $6 million, or
$10 million minus $4 million (10 million/5 years = 2 million

x 2 years). The book value of the building at year twos $6
million and the recoverable amount is $5 million, therefore
the impairment amount is $1 million. The following journal
entry will be recorded on our balance sheet and income
statement

P&L

Impairment Loss

Debit | Credit
%I million

Balance Sheet
Accumulated Impairment Loss
Debit | Credit

$ I million
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The impairment loss will be reported under the P&Las an
expense and the acumulated impairment on the BS will
decrease the value of the building.

Imagine the opposite scenario. The builthg increased infair
value instead. At the end of year one, the building is worth $9
million. Given the carrying vale of the building of $8 million,
it revalued by $1 million. We have to recordhe revaluation
on our books:

Balance Sheet
Building

Debit | Credit
$ Imillion

P&L

Revaluation Surplus
Debit | Credit
$ Imillion

The revaluation will increase te value of the building on the
BS and @termine a surplus/gain on our P&L.
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LIABILITIES Too MucH OF IT CaN GeT You IN

TROUBLE

The liability is an obligation or debt that an organization
owes to third parties. On one hand, an organization to
operate needs resources such asw materials in the short-
term or capital in the longterm. When the ratio between
liabilities on the balance sheet is too high compared to
equity, the company is highly leveraged; therefore, more
risky. Why is it s0?A business can acquire resources through
Equity (Its own resources) or Liability (Debt). Equity holders
are also called shareholders, and they own part of the
organization. In contrast, debt holders are called creditors,
and they do not own any part of the organization.

Being a shareholder is advantageous sindbey get part of
the returns generated by the organization. On the other hand,
it is a riskier investment, since shareholders are not entitled
to ask for repayment of thecapital invested and need to
cover the lossesncurred by the organization.

Being a creditor means not having any of the returns
generated by the business, nonetheless creditors get a fixed
amount called interest. On the other hand, if the organization
declares bankruptcy, the creditors will be the firstentitled to
repayment. Thaefore, creditors can ask for their money
back. Furthermore, creditors haveGhe AAT 1 O1 AAC
other words, they can ask to be paid back. Imagine the
scenario in which all your creditors ask to be paid back.

What would happen to your business™ will be Bankrupted.
Unless you will find enough cash to pay the creditors back.

How does an organizationgenerate cash?Through its Assets.
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In conclusion a business with higher portion of debt
compared to equity is highlyleveraged and therefore riskier
because its creditors carask for repayment at any time.

There are several creditors for any organization. In most of
OEA AAOGAO AT i PATEAO Ail dav DA
materials bought. Indeed, the suppliers may giveyour
organization 60/90 daysto pay. This generates a liabilityfor

the company. Therefore the suppliers can be defined as
short-term creditors.

Consider a second scenario instead. The organization needs
$100K to acqure a machine that will drive revenueup in the
years to come. To financehte purchase of the machine, a loan
is contracted through the Bank. The bank approves the
company for a loan to be repaid in ten years. Hnefore the
Bank will become yourcreditor. In conclusion there are two
kinds of liabilities:

Current Liabilities
They are short-term obligations owed by the organization.
They comprise:

1 Accounts Payable (AP): money owed to suppliers for
goods and services used in dajo-day operations.

1 Short-Term Loans and Overdraft. The former can be
recalled in the shortterm (less thanone year), while
the latter can be recalled anytime.

9 Accrued Expenses. They are the opposite of advanced
payments. Indeed, accrued expenses are bills not yet
paid; even though service, was already rendered by
suppliers.
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1 LongTerm Liabilities. Obligations/Debt to be paid
back in the longterm. A mortgage can be considered
a longterm liability.
Up to this point we covered the part of the balance sheet
related to Assets.To wrap up: Assets are comprised of
Current and NonCurrent Assets. Furthemore, NonCurrent
Asset are classified as tangible or intangible. Liabilities,
instead, are comprised of Current and Longlerm Liabilities.
In addition, the equation that drives the BS is Assets =
Liabilities + Equity. Therefore Equity = Assets Liabilities.

EQuUITY. STRIKETHE RIGHTBALANCE

While the debt does notgive any share or ownership in the
business, the equity does. Indeed, equity is the capital to start
a venture generatingsatisfying returns. What canwe define
as asatisfying or acceptablerate of return? This is hard to
assess, since it depends byseveral variables such as:
industry, size, geography and so on. In addition, there are
several methodologies to assesthe rate of return of an
organization, such as: NetPresent Vdue, Internal Rate of
Return. In addition, we have other metrics,such as: ROE,
ROA and so onln Chapter 8 we will see some of the metrics
that can help you to assesshe profitability of a business

, A OoBuS in MBis paragraph on the source of capital, equity
and debt. You may be tempted tothink that equity is always
good for an organization, and the more the betterOn one
hand, we saw in the previous paragraph, too much debt in
proportion to equity can kill the business. In fact,creditors
may recall their obligations and this would lead to
bankruptcy.

On the other hand, too much equity maye very limiting for
a business, although this is not always #hcase.The capital

57



structure, or how a firm finances its operations and growth
by using different sources of fundsis crucial. Therefore, a
successful organization must be able to use an optimal
capital structure, so that debt-equity ratio would maximize
the value for its business. For examplein the eaty 1990s,
the private equity industry boomed, due to faorable
macroeconomic condition. A disproportionate number of
firms with low debt-to-equity ratio formed. In this decade,
O, "1 06 xAOA COAleverdéddibuyl dusis a
financial tool that allows private equity firms to acquire or
take over organizations, with very minimal amount of equity.
Therefore, the perfect targets for private equity firms are
listed organizations with far from optimal capital structures,
for such reason, undervalued. When rpvate equity firms
smell such deals, this becon@ A COAAO 1T BPI O00C
Further, they borrow money and acquire the firm by
pumping up debt and using future cash flows to repay for the
contracted obligations. Of course, such increase in debt
makes the business riskier, unless it generates enough cash
flows to sustain its operations and pay its debtTherefore,
cutting costs and making operations as efficient as possible
becomes the mottoof the organization After few years the
private equity firms resell the busines by making a great
return on their investment. In conclusion, having more
equity in proportion to debt is a good thing. On the other
hand, having too much equity (or operating far from the
optimal capital structure), determines undevaluation,
therefore vulnerability to hostile take-oversix. The last
section of the balame sheet is dedicated to equity that is
composed by:
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Stocks

1 Common Stocks: Issued by an organizan it helpsto
finance the business. Wb holds common stocks can
profit in two ways: Capital Gain, when the valueof
the stock increases; Paid dividend, when
management decides to distribute it.

9 Preferred Stocks: Preferred shareholders get paid
first and usually in a fixed amount. In many
circumstancesthey do not have voting rights.

Retained profit
Portion of profits retained in the business, instead of being
distributed asdividends.

1 Reserves.
9 Shareholders equity: Total invested capital in the
company.

BALANCINGTHEBOOKS

At the beginning of the Chapter we saw that the equation
Assets = Liabilities + Equity governs the balance sheet.
Therefore, it will always be true. When you build your own
balance sheet you want to make sure the first sections
reconciles with the second.

Example: Imagine youown a Pizza Shop A the beginning of
the year it shows total assets for $250K, of which $100K in
total liability and $150K in total Equity. During the year it
sold $100K of pizzasand it generated $20K of profits.You
decide to retan the earnings instead of distributing the
dividends.
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How does your balance sheet look like at the end of the year

First, you have to move the earnings generated throughout
the year from your income statement to your balance sheet.
Therefore:

Net Profit $ 20,000 reported as bottom line of the P&L
Retained Earnings 5 20,000 |reported on Equity Section of the BS

Eventually the balance sheet will show total assets for $270K
of which $100K in total liabiity and $170K in total equity:

Balance Sheet Year Start Year End

Total Assets 250,000 270,000
Total liability 100,000 100,000
Total Equity 150,000 170,000

When your assets increasgaccordingly either your liability
or equity will concomitantly increase
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CHAPTER 7. THE CAsSH FLOwW
STATEMENT

(he fact is that one of the earliest lessons | learned in business
was that balance sheet and income statements are fiction, cash
flow is realitydChris Chocola (Credit: BrainyQuote)

The cash flow statement is the third main statement.
Together with P&L and BShelps to assess the health of any
organization. As we saw in the previous chapter, the Profit
and Loss focuses on return while the BS on risk. Theash
flow statement focuses on cash. There are two methods to
present the cash flow: direct and indirect. In this chapter we
will focus on the latter, since it is the mostommonly used. In
addition, it allows the reconciliation of the Net Income with
the cash provided by operations, investments and financing
activities. To build a CFS withthe indirect method, we start
from the Net Profit (P&L),adjust it according to the BS. You
will see in the cash flow from operationghe reason whywe
start from net profit. For now let me tell you the story of a
friend of mine: James.

CASHISKING

This is true in life but particularly true in business.Keep in
mind that there are three main activities, which generate
cash: operating, financing andnvesting. Let me tell you the
story of afriend of mine, we will callhim O * A BHe@sed to
run a successful restaurant. Indeed, he was in business for
over ten years now. Every night he had hundreds of
customers and everyone knew him in town. He was naed
restaurateur of the year. The future seemed sbright. In fact,
he believed that having popular customers made his business
grow faster or atleast made itmore popular. Therefore, half
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of his clientele was comprised of popular people in town.
Many ofthem went to his restaurant and after brirging other
people along,Jamesallowed them to do so. He allowed to
other prestigious customers to open creditaccounts called
06) 0 | AfheréidredBey @ould come at any time and
pay whenever they were ableto. Initially, this seemed to
work. More regular customers came in and his profits
skyrocketed. Although, business hdinever been so good, he
was short of cash. Furthermore, salaries for half of the staff
were not paid. The staff lovedlamesand they werewilling to

stay few weeks more without getting paid but they expected

him to pay within three weeks. Taken aback he went to the
bank and askedfor a Loan.Once there, the director of the
bank, a long time friend of him wanted to help him but he

AT O1 KJerdtBoBgh the business looked successful from
the outside, it was bleeding from the insideCash wasshort;
nonetheless the restaurant produced $50Kni profits, there

was a $20K hole due to unpaid balances bycustomers. In

fact, the account receivable stwed over $200K due, 75% of

it were over two years old balanceThe bank director told
Jamesif he wantedto borrow money he hadto improve the

cash situation. Therefore, he turned to his managers and
asked them to use any methods to collect the money lured

as accounts receivable. The AR skyrocketed in the last two
yvearsmMAET 1T U AOA O1 AQRtdly tie6esturakt A Al
managers were trying to collect the balances from the
customers and in some casedy threatening them The VIP
accounts holders feltoffended. Therefore, they decided to
AOT EA * Al AOG3 OAOOAémAdnces. Aeid 1T
understanding was that Jamesoffered them food in exchange
for marketing services. Mt only James lost the chance to
collect the money lumped in the AR, butalf of the clientele
was gone.Further, his employeesdecided to leave. James did
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not see any other solution thatclosing the business and
declaring bankruptcy. The hole went from $20K to over
$200K!

What seemed to be a successful venture and what seented
be a smallcash isue, turned out to be bankrupt This was
mainly due to poor cash management.

THE THREEMAIN SOURCE®F CASH

7EAO AOA OEA 1T AET OI OOAAO 1 £
AAAE O *Ai A0Gd OOiT ous )T EOEAI
the fact that its restaurant operations were not generating
enough cash. Therefore, he went to the bank to find cash to
finance the business but he was turned down. Eventually,
what killed the business was a total lack ofnvestmentsin
long-term assets, sincelames spent hundreds of thousands of
dollars in marketing, with no focus whatsoever on employees

or new equipment.This is how a CFS would look like:

Operating Activities

Net Income
Adjustments for non-cash items
+ Depreciation & Amortization
+ Deferred Income Taxes
+ Deferred & Unearned Compensation
A Working Capital
Total Operating Activities

Investing Activities

A CAPEX

Net Cash from Investing Activities

Financing Activities

A Notes Payable
A Short-term debt

A Long-term debt
lA Bonds Pavable

A Commen Stock
A Retained Earnings
Net Cash from Financing Activities 63




As shown in the picture above, the first section is related to
operations, then investing activities, eventually financing
activities. Before moving on to the cash flow from operations
let me clarify one thing. Indeed, if you look at the CFS picture,
UT O xEIT 1T 11T OrAAAAI IOAAIT S AIOEAS
letter of the ancient Greek §phabet. In our particular cases
means change or incremental value. Indeed, the P&L and BS
items are reported in absolute values. For example, if you
look at the P&L, the reported revenue will refer to the entire
year. Instead, in the cash flow statementeach item is
considered from an incremental value standpoint. If you
report the accounts receivable, you will take the difference
between the currentyear, over the previous year. For
example, in Year Two, you have $100 of AR while in Year One
you had $50.This implies that your AR grew of $50 from
Year One to Year Two. So the delta is the difference between
Year Two and Year One, or $50. But what happened from the
cash standpoint? Let me explain in the next paragraph.

CASHINFLOW VERSUGASHOUTFLOW

In order for you to fully understand the cash flow statement
you have to change perspective. Indeed, so fare looked at
the P&L and BS throughhe accrual basis lenses. It is time
now to shift your perspective tothe cash basis. What des it
meare 7 Al 1 Ibok &gAiD atGthe example, from the
previous paragraph. Our accounts receivable went from $50
in Year One to $100 in Year Two. From the accrual
standpoint, it means an increase in asset. But what if we
change perspective and we look at it from the cash
standpoint? Well, from the cash standpointmeans a cash
outflow! What? Why? The reason is simple. The purpose of
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the CFS is to look at cash inflows and outflows for a certain
time frame with no regard to profits generated. In fact, in the
next paragraph | wil show you why the net profit is a liar.
For now, keep in mind that an Asset increase means a cash
outflow, while an Asset decrease means a cash inflow.
Instead, a Liability increase means a cash inflow, while a
Liability decrease a cash outflow. The CasFlow matrix
below will help you remember thisbasic assumption

Cash Inflow Cash Outflow

Balance Sheet Items

Assets *
Liabilities %

- Assets decrease you will have a cash inflow. Assets increase you will have a cash outflow.
- Liabilities increase you will have a cash inflow. Liabilities decrease you will have a cash outflow.

From the previous example, the increase in asset (AR) from
YearTwo to YearOne determined a cash outflow of $50. See
below:

Balance Sheet

AR- Year-Two AR-Year-One
$100 - $50 = $50 Asset Increase

CFS
A-AR
($50)
To recapitulate we saw that the cash flow statement takes
ET O AAAT O1T O OEA EI ADA] 8BDAA(Q
that from the cash standpoint an increase in assets
determine a cash outflow, and viceversa, while an ircrease
in liabilities determine a cash inflow, ad vice-versa.

Cash Outflow

Why is the Net Profit a liar?
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THENETPROFITIS ALIAR

, AO6O OAEA A OOAD AAAE OI *AIl
$50K in net profits, he had a $20K cash hole. How is that
bl OOEAI Ae 3ET O1 AT8680 TAO POI EE
suAAOOAEOI ¢ 51 £ 0001 AGAT U EO Al
to see organizations with positive net income, eventually
going bankrupt because of lack of shorterm liquidity . James

had a small business and he knew how to look at the Income
Statement but rone taught him how to manage the cash or
read a CFS. The net profit of course is a measure of
profitability, but what does profitability mean? An
organization is profitable when its revenues cover its total
expenses, as we saw inhapter5. Does revenueor expense

i AAT AAOE OAAARAEOAA 1T 0 éapeisD00!/
we saw that according to the matching principle, the revenue

and expense are recognized as soon as realizable, and not
realized. What is the difference between realizable and
realized? The latter means that a product or service is
offered in exchange for cashl'he former, instead, means that
products are delivered and services performed. Therefore,

the net profit does not give any information aboutcash.
Indeed, the purpose of the CF in generalis to adjust the Net
Income, to reflect all cash inflows and outflows happened for

a certain period.
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CASHFLOWFROMOPERATIONSAREWE EFFICIENT?

In this paragraph we will see how to build a cash flow from
operations, using the P&L and Batewe Sheet. The main
purpose of this statement is to take off from the net income

the non-cash items included in it and all the cash inflows and

I OOFI 1T xO OEAO EAPPATAA ET A A
image below:

Operating Activities

Net Income
Adjustments for non-cash items

+ Depreciation & Amortization

+ Deferred Income Taxes

+ Deferred & Unearned Compensation
A Working Capital
Total Operating Activities

The net income is the starting point. Whydo we start from
the Net Income“Let me clarify again. The Net Income is given
by Revenuez Expense. When revenues or expenses are
generated, it does not mean cash was generated. By going
AAAE O1 * Al AdbdpleOdpdo AICHE0K ifoOthe
year generated a hole of $20K. Why? Well, in the specific
case, most of the income reported as revenue was comprised
of receivables, which were not collected for over two years.
Therefore, the purpose of the cash flow isot clean the net
income from all these noncash items and norcash
expenditure comprised in it. Let me show you now the three
simple steps to build your cash flow from operations:
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Step 1 Find the noncash items:In fact, they did not
contribute any cash irflow or outflow. Therefore, before we
Al AAT OEA TAO ETATIT A mEOIIT OEAC

91 Depreciation & Amortization expensethe former is
the recorded decline in value of assets. The latter is
the distribution of cost for intangible assets. On one
hand, they were reported as expenses in the P&L and
they affected negatively the NI. Indeed, the
Depreciation expense allows businesses to reduce
their Profit Before Tax and by doing so, reducing
their taxable income. On the other hand, the
depreciation expense did not determine any cash
outflow. Thereby D&A nee to be added back to the
NI.

1 Impairment: When an asset loses value significantly
and abruptly, we haveimpairment. It happens when
the carrying amount exceeds the recoverable
amount. Although, it dfects the Net Income
negatively, since it will be reported as expense, under
the P&L, it does not imply any cash outflow.
Therefore, it needs to be added back to the NI.

1 Profit/Loss on sale of nowurrent assetsWhen a non
current asset is sold, the préit/loss generated is
recognized under the P&L and it will affect the net
income. However, at this stage is to early to
recognize the sale of the nofturrent asset, since this
will be taken into account in the cash flow from
investments. Thereforeto avoid any double counting
this item will be subtracted in the OCF and added
back in the Cash flow from investing.
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91 Increase/Decrease in imentory, receivable and
payables: These three items taken into account
Al O1T CAOGEAO i Of OEA OstheOEE
resources an organization has at its disposal used to
sustain the operations in the shoriterm; the formula
for the Working capital is given by: Current Assetg
Current Liabilities. In the cash flow statement though
we take into account thes in working capital or
change in working capital. This means the
incremental value reported as result of the
Incremental Inventory + Incremental Receivable +
Incremental Payable.

Step 2 Take the Net Income and add back all necash items.
How these items affetthe cash? Let me give you an example
on each item. Imagine, your restaurant business reported a
net income at the end of Yeaifwo for $300,000, let us see
how to adjust the net income to get the cash flow from
operations:

1 Depreciation effect on castAt the beginning of Year
One you bought the kitchen equipment. The whole
cost was $100,000 and it will have a useful life of ten
years and a residual value of $5,000. The
depreciation expense in YeaTwo is $9,500 or
($100,000 - $5,000)/10. Therefore, at the end of
YearTwo an expense for $9,500 will beéncluded as
Depreciation expense in the P&L. We have to add it
back for two main reasons: First the depreciation
expense implies no cash outflow. Second, we will take
into account the change in norcurrent assets
through the cash flow from investments. In
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conclusion, we take the $300,00@arnings for Year-
Two and add back $9,500 of depreciation expense
(non-cash expense) = $309,500.
Profit/loss on sale of nolA OO OAT O AOOADOOS
In YearOne you boght a machine to produce fresh
pasta. You paid $3,000 for the machine and the
estimated useful life is three years with no residual
value at the end. The depreciation rate is $1,000 or
$3,000/3. In YearTwo the machine is reported as
worth $2,000 on your BSsince you depreciated it by
1/3 or $1,000. You eventually sell it for $2,500. It
means a profit of $500 ($2,500selling price- $2,000
asset value per BSThe profit from the sale, $500 is
included already in the NI in YeaTwo. We have to
take them outfor two reasons. First, although there is
A POl £ZEO 1 £ Avnnh OEEO EO
real world the machine was bought for $3,000 and
sold for $2,500). Second, the Profit/Loss coming from
the sale of noncurrent assets will be taken into
accaunt in the Cash flow from investment. Therefore,
to avoid any double counting it is crucial to take it out
from the OCF. Going back to the example, recall in the
previous bullet point we added back the depreciation
expense from the NI and we had $309,500.
&OOOEAOI T OARh , AOGO OAEA |
generated by the machine sales. Therefore, $309,500
- $500 = $309,000.
Net Working Capital effect on castAs we said instep
1,the net working capital is given by: Incremental AR
+ Incremental Inventory + 1T AOAT AT OAT 0AU,
assume in YeaOne you had $500,000 in AR,
$240,000 in Inventory and $300,000 in AP. In Year
Two, instead, you have respectively $550,000,
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$200,000,and $350,000. See below how to translate
the net working capital from the balane sheet to the
OCF:

Cash Flow Statement
Net Income 300,000

Add back non-cash items

Depreciation $9,500
Balance Sheet fit on Sale ($500)

Year-One Year-Two Change
AR 500,000 550,000 $50,000
Inventory 240,000 200,000 ($40,000)
AP 300,000 350,000 $50,000

Increase in AR (50,000)
Decrease in Inventory 40,000
Increase in AP 50,000
Net working capital $40,000

Net Cash from Operations ~ $349,000

Notice, the increase in AR from Yeabne to YeatTwo
determined a decrease in cash. A decrease in
Inventory determined an increase in cash and an
increase in AP determined an increase in cash.
Therefore, the Net working capital is$40,000, that
adds up t0$309,000. Eventually, we ge$349,000.

Although, the NI for YeafTwo was $300,000 the Net OCF
was $349,000.

CAasH FLow FROM INVESTING ARE WE KILLING THE
GoosP

In this section are shown the cash inflows/outflows related

to non-current assets, such as property, plant and equipment.
The non-current assets are the ones that generate future
benefits for the organization. Therefore, they are considered
as investments.In Chapter § we saw the difference between
CAPEX and OPEX. Indeed, all the money spent on acquiring
things that will have a useful life over one year at least, worth
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more than $2,500 and that will bring future benefits to the
organization can be definedas CAPEX. In this category are
included all non-current assets under the balance sheet, such
as: property, plant and equipment. In the previous
paragraph, we saw that to avoid double counting, items such
as depreciation & amortization, sales of nowmurrent assets
are added back to the NI to get the OCF. Some examples of
cash flows generated from investing activities are:

1 Disposal or Purchase of fixed assets
9 Disposal or Purchase to buy shares or interest in
other joint ventures

If we go back of the examm@ from the previous paragraph, so
far the cash generated by operating activities is $349,000.
Furthermore, we want to see the cash flows generated by the
investing activities. For example, imagine, at the beginning of
YearTwo you decide to renovate the bilding owned by the
restaurant business. The building is worth $300,000 on your
balance sheet. The renovation costs you $50,000 and it lasts
few months. The money spent in renovating the buildings
not operating expenses. Therefore, they can be defined as

Cash Flow Statement

Net Income 300,000

Add back non-cash items

Depreciation $9,500
Profit on Sale ($500)
Increase in AR (50,000)
Decrease in Inventory 40,000
Increase in AP 50,000
Net working capital 540,000

Net Cash from Operations $3489,000

Cash from investing

CAPEX (50,000)
Balance Sheet
Beginning Year-Two End Year-Two
Building 300,000 300,000
Building Improvements 50,000 72

Total Building " 300,000 350,000



capital expenditure since they increase the value of the
building on the balance sheet. From the cash standpoint this
means a cash outflow of $50,000. The cash flow will look like
the following:

As you can see from the image above, the $50,000 spent to
improve the building will determine a cash outflow for the
same amount. Therefore, CAPEwill be (50,000), that will
reduce the cash generated in Yearwo.

CASHFLOWFROMFINANCING THE CASHPARADOX

This is the cash generated hrough activities focused on
raising money for the longterm growth of the business. In
Chapter § we saw how important is for any business to find
the resources to boost income in the long run. Indeed, too
much debt can be lethal, while a business not abte issue
debt through banks or other creditors may be a bad signal as
well. In fact, when a business is lacking the credibility or
trust of the markets, noone will lend money to it. For such
reason, although raising debt translatesto long-term
liabilities and higher risk for the business, finding the
optimal capital structure is crucial for any organizations.
There is no magic rule for it. And it really depends on the
kind of business you are operating. Of coursef you own a
manufacturing company, it will need much more resources to
run the operations, since it is much more capital intensive.
Therefore, this implies a hgher debt equity ratio, without
making the business necessarily riskier, given its more stable
income streams. On the other hand, if ypown a service or IT

I OCATEUAQGETTh UIOG AiT180 1AAA
operations and given the highly competitive industry, you
will report unstable income streams. This makes the
business more risky in its own right. Therefore, it is better to
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have alower debt to equity ratio. Not by chance, companies
such as Apple and Microsoft keep high cash reserves. Indeed,
a manufacturing company in a traditional industry has more
chances to survive for deades. An IT organization has less
chanceto pass two deades of life. To go back to our previous
example, remember that you bought the kitchen egpiment
for $100,000, in YearOne.You found the resources to buy
them through one of yourpartners who loanedthe money to
the restaurant business to be repaid in thee years. At the

Cash Flow Statement

Net Income
Add back non-cash items

Depreciation
Profit on Sale

Increase in AR
Decrease in Inventory
Increase in AP

Net working capital

Net Cash from Operations

Cash from investing
CAPEX

Cash from Financing
Mote Payable to Partner

Balance Sheet
Year-One
MNote Payable to Partner 100,000

endofYea/ T A UT O Al 1

300,000

$9,500
($500)

{50,000)

40,000
50,000

$40,000

$349,000

(50,000)

60
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Year-Two Delta"®

50,000 (50,000)

i AEA ATU b

of YearTwo you decide the pay half of the debt. This means
you will report a cash outflow of $50,00. When liabilities
decrease, they determine a cash outflow, since the debit is
getting repaid and you are using cash to pay it back.
Eventually, our cash flow will look like the following:
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Cash Flow Statement
Net Income 300,000

Add back non-cash items

Depreciation $9,500

Profit on Sale ($500)
Increase in AR (50,000)
Decrease in Inventory 40,000

Increase in AP 50,000

Net working capital $40,000

Net Cash from Operations $349,000

Cash from investing

CAPEX (50,000)
Cash from Financing

Note Payable to Partner (50,000)
Net Cash for the Period 5249,000

At the end of YeaiTwo, although a NI of $300,000, the net
cash for the period was $249,000, while the cash from
operations was $349,0@. Due to an increase in net working
capital, given by decreased inventory, that means the
company sold more goods that it has purchased. This had a
beneficial effect on cash that generated a cash inflow for
$40,000. Further, an increase in AP determinesaash inflow
as well. This is due to new credit condition given by
suppliers. They allowed you to have more time to pay for the
purchased goods or aw materials. When a business is able to
play on the time difference between AR and AP it creates
liquidity to run the business. Let me explain trough an
example. Imagine, you own a business and you sell canned
tomatoes. You do not produce them, since the product is
bought from other tomato factories. Therefore, after getting
the canned tomato from the manufacteer, you label it and
sell it to final customers. Thereby, the tomato factory is your
supplier, while the retailers are your customers. Thanks to
the longterm friendship with the manufacturers you are
able to secure payments every sixty days. On the othkand,
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your customers pay you every thirty days. Imagine, you place
the first order of canned tomatoes for $100 and you will
repay them in sixty days. In the same day, the canned
tomatoes are labeled and sold to customersTheypay you $2
per piece and buyl00 pieces. At the end of the first month
you generated $200 in revenue and one additional month to
pay your suppliers. Therefore, in one month you generated
$100 of additional profits financed by your customers.
Companies which are able to tight the AR Wle stretching
the AP can generate additional liquidity for the organization,
with no additional cost.
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PART THREE

THE FINANCIAL TOOLBOX
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CHAPTERS8. THE RATIO ANALYSIS
TEAOGBO | AAOOD Mhter Brludedi (Thedit:
GoodReady

In the previous chapters we built the three main financial
statements. While the CFS is mainly focused on cash, the P&L
and BS are respectively concerned with retun and risk. By
I1TTEETC AO OEAOA OOAOGAI AT OO
answer unless you ask the right questions. Although the
financial statements give you already a great deal of
information about the business there is still something
missing.

WHY RATIO ANALYSIE BE QUICK BE READY

It allows you to answer to questions such as: How profitable
is the company? Will the organization be able to meet its
obligations in the short and long term? How effectively is the
organization using its resources? Of coge, some of the
ratios (such as the profitability ratios) if not assessed against
other ratios do not mean anything In addition, if you want to
know more about one company you have tanalyze it in
comparison with other companies which present the same
characteristics, suchindustry, geography, customers and so
on. For example, if you are performing an analysis on Apple,
you cannot compare its ratios with Coca Cal Instead, you
should compare Apple with Samsug or Microsoft. Therefore,
the ratio analysis is a tool that gives you the opportunity to
interpret the information provided by the P&L and BS to
understand how the business is operating in the
marketplace. Furthermore, it is a quick way to assess the
condition of a business. In this chapter we are going to see at
work the four main categories of ratios:
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Liquidity
Profitability
Solvency
Efficiency

=A =4 =4 =4

In this chapter,we are going to study the main ratios used for
each category.

LIQUIDITYRATIOS AREWE SURVIVING?

As we saw previously, liquidity is the capacity of a business
to find the resources needed to meet its obligations in the
short-term. For such reason, the liquidity on the BS is
measured by the presence of Current Assets in excess of
Current Liabilities or the relationship between current assets
and current liabilities. Why do we need to assess the liquidity
of a business? For several reasons; Imagine, you are
establishing a contact with a new supplier. There is not
precedent history between you two. The supplier wants
some sort of guarantee you will be able taneet the future
obligations. Therefore,he asks for a credit report about your
organization. This report shows whether an organization has
enoughliquidity to sustain its operations. How? Ba=d on the
main liquidity ratios of your organization a rating will be
assigned The rating is a grade the organization getsf it
meets certain criteria. Based on that rating the supplier will
decide whether to entertain business with you or not.
Another example, imagine you want to open an overdraft
account with a local bank. The same scenario applies, since
the local bank will assess you credit score before approving
the overdraft. Thereby, the bank will look at your BS and see
how liquid is the organizaton.
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What are the main liquidity ratios?

Current Ratb

This ratio OET xO0 OEA OAI AGEI 1 OEED
current assets over its current liabilities It measures the
short-term capability of a business to repay for its
obligations:

Current Assets
Current Liabilities x

Example: Imagine, your organization, in YeaTwo has total
current assets for $100K and total current liabilities for
$75K. Therefore: 100/75= 1.33 times. Your Current ratio is
1.33.

Is it good or bad? Well, it depends. You have tcompare this
data with the previous year ratio. In addition, it depends by
the kind of industry you are operating within. Of course, a
clothing store or specialty food store will have a much
greater aurrent ratio . Thereby the current assets will be 4 or
5 times the current liabilities, mainly due to large
inventories. Other companies, such as the ones operating in
the retail industry can have current ratios lower than 1, due
to favorable credit condition from their suppliers. This
allows them to operate wih insignificant amount of
inventories. For example, companies such as Burger King will
have a ratio as high as 1.5, while companies such as ¥\édrt
as low as 0.3.

Quick Ratio (Acid or Liquid Teptin Chapter § we sav the

items organized on the BSrom the most liquid (cash) to the

least liquid (inventories and prepaid expenses). We can
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define the current assets as those rmes converted in cash
within on e accounting cycle. Therefore, the current ratio tells
us if an omanization has enough resources to gy for its
obligations within one year or so. What if we want to know
whether the organization is liquid in the shorter term? Well,
the Quick ratio or acid test is a more effective way to
measure liquidity in the very stort-term. Indeed, the quick
ratio formula is:

Liguid Assets
Current Liabilitiesxi

How do we define liquid assets? Liquid assets are defined as
Current Assets minus Inventory and Pregaid expenses.
Although, inventory and prepaid expenses are current
assets, they are notalways turned into cash as easy as
anyone would think.

Example: Imagine that of $100K of current assets. Of which
$80K are liquid assets, the remaining portion is inventory.
The liability stays at $75k.The quick ratio will be 1.06 times
or $80K/$75K. Therefore, the liabilites can be met in the
very short-term trough tEA AT [ Biduid (h8s6s. To
assess if there was an improvement on the creditworthiness
of the business we have to compare this data with the
previous year. Although, a quick ratio over 1, can be
geneally accepted, while below 1is generally seen as
negative, since you will not be able to pay very short term
obligations unless part of the inventories are sold to find
resources for the business.

Absolute Ratio

This is the third current ratio, less commonly used compared

to current and quick ratio. If the quick ratio is more stringent
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in comparison to the current ratio, the absolute ratio is the
strictest of the three.This is given by:

Absolute Assets
Current Liabilitiesxi

Liquid assets minus Accounts receivable give thebaolute

assets Generallycash on hand and marketable securitieare

part of the absolute assetsThe purpose of the absolute ratio
is to determine the liquidity of the business in the very short

term (few days).

Using onecurrent ratio or the other is really up to you and it
depends by the kind of analysis performed. Of course, if you
want to know if an organization would be &le to pay in
three-month time frame, then, the Quick Ratio may be more
appropriate measure of liquidity compared to the Current
Ratio.
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PROFITABILITY RATIOS UNDERSTANDING THE

BUSINES$OPERATIONS
The main profitability ratios used infinancial accountingare:

Gross profit margin

Operating profit margin

Return on capital employed (ROCE)
Return on equity (ROE)

=A =4 =4 =4

Gross Profit Margin
This is the relationship between Goss Profiand sales and it
is expressed inpercentage:

Gross Profit(Revenuez Cogs)x 100%
Salegii

Imagine,company XYzhad $100K in Gross profit and $26K
in Sales, for YeaiTwo, therefore:

(100/250) * 100% = 40%

It means that 60% of your income is used to cover for the
cost of goods sold. This ratio is very important, since for
many organizations, in particular manufacturing, most of the
costs are associated to COGS. Therefore, this measure can be
very helpful to assesghe overall profitability of the business.

Operating Profit Margin
This is a relationshipbetween Operating Profit and Sales and
it is expressed in percentage:

83



Operating Profit (Revenuez Cogs- Op. Expensex 100%
Salesv

Imagine, in YearTwo, the Operating profit was $25K and
your revenue $250K. Therefore:

(25/250) * 100% = 10%

This measure compared to the Gross Profit Margin has a
wider spectrum andit allows determining the profitability of
the overall operations. Indeed, the operating profit is
considered one of the most important metrics within the
P&L.Furthermore; the Operating Profit can be influenced by
i AT ACAOOGS orfstich EedsdnGiBis ahieof the most
important metrics.

Return on capital employed

This measure assesses whether the company is profitable
enough, considering the capital invested in the business.
Indeed, it tells or eachdollar invested in the business, how
much return is generated. Indeed, the ROCE is eh
relationship between Operating Profit, and Capital

%l DI T UAAh AGPOAOGOAA ET DPAOAAI
what is considered capital employed:

Operating Profit x 100%

Capital Employed (Total Assetg Current Liabilities)xv

Imagine, company XYZoperating profit for Year-Two are

$100K and the capital invested in the business (your total

assetsz current liabilities) is $500K. The ROCE will be 0.2 or
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20% ((100/500) * 100%). Therefore, for every dollar
invested in thebusiness the company made 20 cents.

Return on Equity

This is the relationship between net income and shareholder
equity or, the amount of income generated by the
shareholders investment in the organization. This is one of
the most used ratios in finance. The formula for the ROE is:

Net Income x 100%
Shareholders Equityv

Imagine the net income of Company XYZn YearTwo was
$20K and you invested $100K, threfore the ROE is (20/100)
x 100% = 20%.
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SOLVENCY RATIOS LOOKING FOR A LONGTERM

INVESTMENT

The solvency ratios also called leverage ratios help to assess
the short and long-term capability of an organization to meet
its obligations. In fact, while the liquidity ratios help us to
assessin the very short-term the health of a business, the
solvency ratioshave a wider spectrum Be reminded that the
assets can be acquired either through debt or equity. The
relationship between debt and equity tells us the capital
structure of an organization. They help us to answer
guestions such as: Is the company using an optimal capital
structure? If not,is debt or equity the problem? If debt is the
problem, will the company be able to repay for its contracted
debt through its earnings? The main solvency ratios are

91 Debt to equity ratio
1 Interest Coverage Ratio
9 Debtto Assets

Debt to equity ratio

This ratio explains how much larger is the debt in
comparison to equity. This ratio can be expresseckither as
number or percentage. Theformula to compute the debt to
equity ratio is:

Total Liabilities
SEAOAET I AdOO8 wWNOEOU

The debt to equity ratios is also defined as gearing ratio and
measures the level of risk of an organization. Indeed, too
much debt generates high interest payments that slowly
erode the earnings. When things go right and the market is
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favorable companies can afford to have higher level of
leverage.However, when the wind changes such companies
find them in financial distress. Indeed, as soon as the
revenues slow down they are not able to repay for their
scheduled interest payments.Therefore, they either have to
restructure their debt or face bankruptcy, as happened
during the 2008 economic downturn.Imagine that you own a
Coffee Shop and in the second year of operations, after many
investments to buy new fancy machines, the balance sheet
shows $200K in total liabilities and $50K in equity.
Therefore, your debt to equity ratio is 4 or 200/50. Is it good
or bad?Of course a gearing ratio of 4 is very high. This means
that if things go wrong for few monthsyou will not be able to
sustain the business operations. Not all contracted debt is
bad. Indeed,debt that allows you to pay fixedinterest helps
companies to find their optimal capital structure. Instead,
any variable obligations may result in burdening debt
repayment schedules and consequently b financial distress.
To determine whether the debt to equity ratio of 4 is high or
low you want to compare it against previousyear financials
and competitors. If we go back to the coffee shop example, a
debt to equity ratio of 4 is ok if all the other céfee shops in
the neighborhood operate with the same level of risk. It can
be that operating margins for coffee shopare so high that
you are able tohandle thedebt burden. Imaginethe opposite
scenario, where all the coffee shops in the area operate with
a leverage of 2If the price of the raw materials surge and
stays the samefor few months, you will have to raise the
price of the coffeeyou sell. This in turn will slow down the
revenues. While many coffee shop in the neighborhood will
be able to hande the situations, your coffee shop with a
gearing of 4 will go bankrupt after just two months.
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Interest Coverage Ratio

This ratio helps us to further investigate on the debt burden
a business carries. In the previous example we sa& how the
leverage canlead to financial distress.The interest coverage
tells us if the earnings generated are enough to cover for the
interest expenses. Indeed the interest coverage formula is:

EBIT
Interest Expensevii

The EBIT (earnings before interest and taxes) has to be large
enough to cover for the interest expenseA low ratio means
that the company has to much debtand earnings are not
enough to payfor its interest expense. A low ratio means
instead thecompany is safeKeep in mind that being too safe
can be limiting as well.In fact, an organization not able to
leverage on debt may miss many opportunitis or become
the target of larger corporations. Imagine that your mffee
shop at the end of the year generate®10K in net income.
The Interest expense is $128 and taxes 0K. How do we
compute the interest coverage ratio?

First, take the net income, $0K and ald back the interest
expense, $12&. This gives you the EBIA®r earnings before
interest after tax. The EBIAT i40 + 120 = 130.

Second, take the EBIAT and add back the tax expense.
Therefore you will get the EBIT. The EBIT is30 + 20 = 19.

Third, take the EBIT and divide it by your interest expense.
Therefore,150: 120 = 1.25times.
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This implies that the EBIT isl.25 times the interest expense.
Therefore the company generates just enough operating
earnings to cover for its interest. Howeverit is very close to
the critical level of 1. Below 1 the company is hidy risky.
Indeed, it may be bankrupt anytime soon.

Debt to Assets Ratio

This ratio explains how much debt was used iacquiring the
AT I PATUBO AOOGAOO AT A EO EO A
percentage.The formula is:

Total liabilities
Total Assetsix

Imagine your coffee shop shows on the balance sheet $200K
of total liabilities and $50K of equity. How do we compute
the debt to asset ratio? In chapter 6 we saw the accounting
equation: assets = liabilities = equity.

First, O6 O AT 1 POOA OEA O1 OA1 AO0O
$50K of equity = $250K.

(@}

Second,] AO8 O AT i BDOOA OEA AAAO
liabilities / $250 of total assets = 0.8.

4EEO T AAT O OEAO ymbp 1T £ OEA A
financed through debt. A ratio lower than 0.5 or 50%
indicates a fair level of risk. A ratio higher than 0.5 or 50%

can determine a higher risk of the businessOf course this
ratio needs to beassessed against comparable companies.

EFFICIENCYRATIOS AREWE CREDITWORTH?
They assas if an organization is using its resources in an
efficient way. The main efficiency ratios are:
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1 Inventory Turnover
1 AccountsReceivable Turnover or collection period
1 AccountsPayable Turnover

These ratios are called turnover since theyneasure how fast
current and non-current assets are turned over in cash.

Inventory Turnover

This ratio shows how the wellthe inventory level is managed
and how many times inventory is sold during a period of
time. The faster an organization isable to turn its inventory
in sales, the more efficient and effective it is. This ratics
expressedin number. The formulais:

Cost of goods Sold
Average Inventory Cost

Imagine that your coffee shop at the end Year Two sold
$100K of coffee, with a $40K gross income. The invemyoat

the beginning of the year was $& and at the end of the year

was $&. How do we compute our inventory turnover ratio?
&EOOONh , AOS6O AT i POOA 100 #/ ' 3¢
sales and $40K in gross income, therefore our COGS will be:
100 7 40 = $0K.

3AATT AR , AOBO Al i POOA 1T 60O AOA
and ending balances were respectively $10,000 and $1200,

therefore our average inventory will be: (10,000 + 12,000)/2
= $11,000.
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Thid, , AO6O AT i DOOA OEA EIT OATC

COGS/Aveage inventory, therefore: 60,000/11,000 = 5.45
times.

This means thatin one year timethe inventory will be sold
5.45 times. How do we know how long it will take for the
average inventory to be turned in sales?

Well, to compute the days it will take taurn the inventory in
sales, compute the following formula:

365 days/5.45 times = 67 days

Through this ratio you know that every 67 days your
inventory will be turned in sales. A high inventory ratio
indicates a fast moving inventory anda low one irdicates
slow moving inventory. Of course a ratio of 5.45 is a great
since it means no capital is tied up to inventories and you are
using the liquidity more efficiency to run the business.
However this ratio needs to be compared within the same
industry.

Accounts Receivable Turnover or collection period

This ratio measures how many times the accounts receivable
can be turned in cashwithin one year. Therefore, how many
the company was able to collect the money owed by its
customers. It is expresses in number and the formula is:

Sales orNet Credit Sales
Average Accounts Receivable

The net credit sales arghose that generatereceivable from
customers. Indeed, each time a customer buys goods, if the
payment is postponed at later date, thisevent generates
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receivable on the balance sheet. Therefore, the transaction
will be recorded as revenue on the income statement and as
accowunt receivable on the balance sheetmagine the coffee
shop you run sold $100K of coffee bags, of which $50K in
gross credit sales. Of the $50K in gross credit sales, $10K of
coffee bags was returnedThe accounts receivablerevious
year® balance was$12,000, while this year$10,000. How do
we compute theaccounts receivable turnover?

Firstt I AO6 O AT i POOA 100 111 ETAOT Of
is given by the gross credit sales minus the returned product.
Therefore: 50,000z 10,000 = $40K of net crelit sales.
Second)AO6 O Al i DbOOA OEA AOAOACA |
the average betweenprevious and current year, therefore:
(12,000 + 10,000)/2 = $11,000 average receivable.

Third, IAO8 O AT i POOA OEA OAAAREOAAI .
credit sales over the average inventory. Therefore:
40,000/11,000 = 3.64 times.

It means that the receivables were turned into cash 3.64
times in one year.

To know how many days it took to collect the money lumped
in the receivable we will use the formula below:

365/3.64 =100

The receivables were turned into cash in 100 days. This is a
good receivables level it means that you are able to collect
money from your customers on average every 100 days.
When the receivable level is too low, you want to turn your
attention on the collection department and make sure they
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make the collection period as short as possible. Indeed, this
will give additional liquidity to the business.

Accounts Payable Turnover Ratio

This ratio showshow many timesthe suppliers were paid df
within one accounting cycle. This ratio is expressed in
number and the formula is:

Credit Purchases
Average Accounts Payabiei

The payable turnover ratio is the flip side of the receivable

ratio. The credit purchases are thosenes, whichgenerate
DAUAAT A 11T OEA ATiIDPATUBO AAIT,
time a purchase on credit is made, this will show as COGS
and the income statementand as account payable on the
balance sheet. Imagine that at the end of year twgou
purchased $25K of aw materials from suppliers, dthough,

$5K was returned. The accounts payable wa$5K on the
previous year and $7K this yearHow do we compute the
accaunts payable turnover?

&EOOOh 1 A0C80 AT i DOOA giverldy the AO
gross purchase amount minus the returned supplies,
therefore: 25K z 5k = $20K of net purchases.

SecondJAO8 O AT i POOA OEA AOAOACA
payable was $5K and$7K in year two. Therefore: (5K +

7K)/2 = $6K in accounts payable.

Third, IAO8 O AT I POOA OEA DAUAAI A (
purchases over the average accounts payable = 20K/6K = 3.3
Times.
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The supplier during the airrent year were paid 3.3 times, it
means that every 110 days(365/3.3) the debt with the
suppliers has been paid offKeeping a high payable turnover
is crucial to conduct business. Indeed, supplierwill assess
whether or not entertain business with an organizaibn
based on its capability taquickly repay for its obligations.

THEROE IS ARAUD

This may seem a strong statement, although the ROE is the
most commonly used financial ratia Indeed, the ROE is the
relationship between NI and Shareholders equity or
outstanding shares.Why is this ratio misleading? It can be
easily manipulated. Indeed, there are several ways an
organization can manipulate its shareholders equity, let me
list just few of them:

1 Buybacks this consists of operations where
companies repurchase their shares from the
marketplace. Consequently these shares are in many
cases cancelled. This determines a reduction in
outstanding shares on the balance sheet and a
consequent increase in ROEven though nothing has
changed

1 Dividendsy, 7EAT OEAU AOA DPAEA
equity on the balance sheet decreases. This happens
due to the fact that retained earnings reduction
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