Chapter 10
The Finance Plan: How Much Money Do You Need?

INSTRUCTOR MATERIALS

Entrepreneurial Profile—Financial Statements University (FSU)
Think it Over: 
1. How often should an entrepreneur create financial statements? To manage proactively, you should plan to generate financial statements on a monthly basis. Your financial statements should include an income statement, a balance sheet, and a cash-flow statement.[endnoteRef:1]  [1:  http://www.entrepreneur.com/encyclopedia/financial-statement] 

2. How should an entrepreneur use the information?
The first step in developing a financial management system is the creation of financial statements. The statements can then be used to make prudent financial decisions.

The Elevator Pitch
The link for the elevator pitch for Chapter 10 can be found at: 
http://www.youtube.com/watch?v=dqIEE-g_-Uc
Although the pitch doesn’t actually occur in an elevator, the idea is that the entrepreneur has 90 seconds to impress the judges to invest in her iPhone female-oriented applications.

Think about it: 
1.	What score do you give Katie Sunday’s pitch? 
Our class gave Katie a low score of a 2. They wanted an example of a woman only app.
Great product idea and pitch  		Terrible product idea and pitch
4			       3			2				1

2.	Would you invest $100,000 for a 25% ownership of Katie’s business? Our class decided not to invest in Katie’s business idea.
3. How would you improve Katie’s pitch? 
We would have her include a female-only app as an example of what her company could achieve.


Answers to Review and Discussion Questions

1.	Why is it necessary to keep good financial records? List and explain some of the reasons. 
A necessary step before starting your venture requires that you develop all the records, chart of accounts, and accounting processes. You must be able to track the results of your business in real time as it operates. Only if you are able to do so can you determine its profitability. If you have appropriately developed your record-keeping system, it will provide the framework for your financial statements and tax reports. Review the record-keeping process you will develop for your business. 
 
2. 	Do you feel that every entrepreneur or business owner needs an accountant? Justify your answer. 
Yes. Although you can use a software program such as Turbo Tax to complete and file your own taxes, an accountant that specializes in taxes will make sure your returns are correct. The accountant will have knowledge on issues such as taxes to help reduce the amount of money owed to the government.
3.     Assuming that you have an accountant, do your year-end statements tell you how to run your business? How much can your accountant help you in making business decisions? Explain your reasoning. 
An accountant provides his or her services and advice. However, the business owner is still responsible for managing their own business.

4. What records are required in a good accounting system? 
The first task you or your accountant will perform is to establish a chart of accounts, which is a list of all of the accounts to which charges are made that is tailored to your business. The final service the accountant should perform is to recommend a system of internal control to prevent fraud. All the accounts of your business are tracked in the general ledger, which is a book or computerized listing in which entries are made concerning all of a firm's financial transactions.

5. Define the following: balance sheet, income statement, and cash flow statement. 
The balance sheet gives you the financial status of your business today. The left side basically shows you what you have, all of your assets; and the right side shows who owns those assets. Part of them are liability; part of them are net worth. The income statement (profit and loss statement) shows all the revenues and expenses that result in the profit or loss from operations during a given time period. Cash flow is important because a company without cash, even though it appears to be a good company, cannot survive since it cannot pay its bills when they are due. The two parts of a cash flow statement are (1) the actual dollars coming into the business as revenues and (2) the money going out of the business to pay its bills.


6. 	What is the relationship between the balance sheet and the income statement? 
A sale increases an asset or decreases a liability, and an expense decreases an asset or increases a liability. Therefore, one side of every sales and expense entry is in the income statement, and the other side is in the balance sheet. You can’t record a sale or an expense without affecting the balance sheet.
7.     How would the accounting system record a materials purchase of $40,000? Which accounts would be affected and why? Illustrate with an example.

Transaction 1—$40,000 of materials are purchased on account.

Step 1—An asset, Materials, is acquired. There is no expense at this time. The expense will be recorded when these supplies are used up. For now, an asset exists because the materials represent something of future value (something that will be used at a future date). No cash is being paid. The supplies are acquired on account (an increase to a liability).

Accounts Affected:
Assets—Materials is increased
Liabilities—Accounts Payable is increased

Step 2—The journal entry is
Materials   1,000
  AP           1,000

Transaction 2—$40,000 is paid for the materials purchased in Transaction 1.

Step 1—This transaction does not affect the asset account—materials. The asset, Materials, was properly increased in Transaction 1. The company now is paying its liability.  

Accounts Affected:
Liabilities—Accounts Payable is decreased 
Assets—Cash is decreased 

Step 2—The journal entry is
Accounts Payable   40,000
  Cash                40,000


8.     How would the accounting system record a sale of stock? Which accounts would be affected and why? Illustrate with an example.
Common Stock, Retained Earnings, and Revenues all increase Stockholders’ Equity and are increased with credits. Expenses and Dividends are overall decreases to Stockholders’ Equity and are increased with debits.

We will work with a two-step process.  
Step 1—Analyze the transaction.
Step 2—Record the transaction in the general journal.

Transaction 1—A new corporation issues 1,000 shares of common stock and receives $75,000 cash.

Step 1—The corporation is raising capital by issuing shares of its stock.  

Accounts Affected:
Assets—Cash is increased.
Stockholders' Equity—Common Stock is increased.

Step 2—The journal entry is 
Cash 75,000
  Common Stock 75,000

9. 	It is not unusual for a firm to show losses for the year, but still have cash in the bank. Explain this apparent contradiction. 
Profits generated by a company that are not distributed to stockholders (shareholders) as dividends but are either reinvested in the business or kept as a reserve for specific objectives (such as to pay off a debt or purchase a capital asset).
A balance sheet figure shown under the heading “retained earnings” is the sum of all profits retained since the company's inception. Retained earnings are reduced by losses—but it is also why a company can still have cash in the bank even though they have losses for the current year.

10.    Your accountant has just filed your company's tax return, which shows a profit for the past year, yet you don't have any cash to pay your bills. Is this possible? Why is this possible and what does this mean for your future? 
You can be profitable but not have positive cash flow if you don’t have enough cash (or working capital) in the short term to pay your bills.

Having profits but no cash flow is a common problem among small businesses. It can arise when businesses have to pay their suppliers before they get paid by their customers. The company may be profitable, but somebody else has their cash. 

11.	Define "pro forma statements." Why would you want these statements? How can they be used? 

Pro forma statements are guidelines against which you can measure how your assumptions relate to reality. The future is uncertain, and while you may be asked to predict with a fair degree of confidence and certainty about the immediate future, the further you extend your predictions, the less accurate and reliable they tend to be.

12.     Assume you are a bank loan officer and you realize that future projections can be nothing more than best guesses. If you had to choose between a business with a well-developed set of financials and another great sure-fire opportunity that lacks financial data, which firm would you choose to fund and why? 
The basic lesson in this question is how much risk a bank or investor is willing to take. The business with a well-developed set of financial data is less risk. Although the new business is “sure-fire,” it is a bigger risk since it is an unknown business.

13.	As taxes increase, what effect would this have on the health of the business? 
As taxes increase, the cost of running your small business will increase. Small businesses that have a low profit margin will have to consider cutting costs or reducing the number of employees.

14.	How important are taxes in business planning? Explain your position. 
Very important. A small business, like individual people, should consider the effect on taxes while making decisions. The SBA (http://www.sba.gov/category/navigation-structure/starting-managing-business/starting-business/establishing-business/tax) provides extra guidance.

15.	Identify the different taxes that a small business would have to pay.
Income tax, self-employment tax, taxes for employers, and excise taxes. The form of business entity you decide to use impacts the amount of taxes you will have to pay, All forms of business (sole proprietorship, partnership, Limited Liability LLC) have different tax consequences.


Application Exercises
When doing these exercises, be sure to select a specific business, where applicable, preferably one where you presently or previously work(ed) or a business you would like to own someday. If this is not possible, pick a specific organization to which you will refer. Be sure to identify the organization by name. Limit your answers to one or two pages per exercise.

1. Interview several small businesses. Report on their accounting systems. 
Answers will vary based upon the business that is interviewed. However, we talked to one medium-size tax accountant who uses Peachtree accounting software to organize her business. She also stores her clients data in Google Cloud Platform where data is protected through redundant storage at multiple physical locations.
2. Would you say that these businesses exhibit a high or low level of sophistication with respect to their accounting systems? Explain the meaning of your findings in a report. 
	The CPA we interviewed does use a sophisticated accounting system to run her own business. As a trained CPA in accounting, she has a successful business model that she tries to teach to her consultants.

3.   Are these, or other business like them, profitable without regard to their accounting systems? Explain your position.
	Many small businesses are worried more about selling their goods and services instead of taking care of their accounting books. Some small businesses keep receipts in a box, which is at least better than no records at all. However, in our modern society, a small business should use accounting software such as Peachtree and tax software such as Turbotax to track all the revenues and costs. Quicken is another software program to help organize business transactions.
4. Interview a local small business and ask if there is a cash flow pro forma for the next year. If so, present this and its assumptions to the class. If this is impossible, choose a well-defined type of business and prepare, using SIC codes and RMA figures, a cash flow pro forma for the business.
We happen to work closely with the financial area of our small four-year college. Although we only have a few employees in that area, we do develop a pro forma income statement and budget. We project a certain percentage growth (or decline depending on the economic conditions) in the number of students, the amount of increase in tuition revenues, the repairs made to the physical location, etc. We have done well forecasting the growth of our college since using pro forma statements.
5. Interview a local bank loan officer to ascertain the degree of familiarity with small-business accounting systems. What conclusions can you draw from your discussion?
	Bankers in our area are well aware of the need for small businesses to use sound accounting systems. They like the system to be automated and thus have the ability to produce professional documents. A bank will be much more likely to provide a loan to a business that has a well-organized accounting system. Additionally, a bank will be more likely to believe pro forma statements looking into future projections if the original accounting information is professionally presented. 
6. Explain whether this information agrees with your inquiries in questions 1 and 2. Does this describe small business in general?
	Yes. We believe small businesses and banks both expect companies to keep accurate accounting systems. Additionally, they should be using computer programs so that their work is modern and professionally presented. 
7. Interview a CPA who specializes in or consults with small businesses and, considering the information you acquired from questions 1, 2, and 6, ask how he or she compiles the year-end statements. How accurate are these statements likely to be? Report on your conclusions.
Our CPA uses Peachtree systems to collect her own transactions. Year-end income and balance sheet statements using computers are only as good as the data entered into those systems. Employees need to do an honest and professional job entering data into the accounting system.
8. Prepare your own pro forma cash flow for the next two years on a monthly basis. Indicate the assumptions upon which you based your projections. 
http://www.wbdc.org/Portals/0/Resources%20and%20Tools/Business%20Cash%20Flow%20template%202012.xlsx. This template can be modified by the professor or their students to complete their own pro forma cash flow statement.
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	 
	
	
	
	
	
	
	
	
	
	
	
	
	
	


Application Situations 
1.     Harbor City Chemical Company Answers
The Harbor City Chemical Company has manufactured chemical cleaning agents for fifty years. These chemicals have traditionally been manufactured using relatively the same equipment. The packaging of the products, however, requires three sizes of containers. Each container size is handled by a different product line. Small-size containers are filled with highly automated and mechanized equipment while the large (drum) size containers are filled by equipment that dates back to the founding of the company.
Traditionally, all the company's equipment has been carried on the books as "equipment" and depreciation taken as the total amount of equipment on hand. Recently, the Grand Chemical Company has considered buying Harbor City.

1. What information does the Grand Company need to know with respect to the equipment before it can make a purchase decision?
Grand Company should know the initial purchase price for each piece of equipment it plans to buy, including any ancillary costs such as installation. Since using this equipment will cause wear and tear over time, the company must know how long the equipment will last and the appropriate depreciation to deduct yearly. Subtracting the total accumulated depreciation from the initial cost will reveal the remaining value for a specific piece of equipment.

2. How would Grand Company go about establishing a capital equipment list? 
Grand Company should know the initial purchase price for each piece of equipment it plans to buy, including any ancillary costs such as installation. Since using this equipment will cause wear and tear over time, the company must know how long the equipment will last and the appropriate depreciation to deduct yearly. Subtracting the total accumulated depreciation from the initial cost will reveal the remaining value for a specific piece of equipment.
3.   What would be the significance of the capital equipment list in determining the profitability of each of the filling lines? Of the company as a whole?
Completion of the above process for each piece of equipment will give the company a capital equipment list. Thus, the company should establish records upon purchase of all equipment. Information should include the appropriate depreciation allowed by the Internal Revenue Service, the total of accumulated depreciation and the remaining value for each piece of equipment. This record will then show the total deprecation to be deducted on the profit and loss statement and updated as necessary. In order for the Grand Company to accomplish this, Harbor City’s equipment list should be analyzed to reveal the above requirements. As each of the filling lines requires and uses different equipment, only by identifying this equipment can one know how much depreciation to apply to each filling line. This amount is necessary to determine the cost of goods sold. Thus one can determine the profitability of each line. Adding the profits from each line will determine company profitability.

2.  Dan Espinosa Answers
On a recent trip to Spain, Dan Espinosa happened to visit a series of small towns and villages where they manufactured silk print fabrics the likes of which could not be found in the U.S. Upon returning, Dan convinced a close friend, Matt Ross, to found a business whose objective was to import the silk fabric. Dan was certain of profits from this venture. Both of the men agreed that the corporate form of organization was best and the Madan Company was founded. Neither Dan nor Matt realized that they were subject to many different taxes and hadn't given this aspect of the business much thought. Dan seemed vaguely to recall something about an S Corporation and taxation, but he wasn't certain. Matt thought that the best way to mitigate the tax problem was not to keep any records and therefore they would not owe taxes.

1. Explain to Dan what he should have known about an S corporation and how tax structures should effect his decision using the S corporate form.
Dan and Matt should have known that the “c” form of corporate organization could subject him to double taxation. He would be taxed once on his income and then taxed on any dividends declared. The “s” corporate form of organization allows for the same limited liability as the “c” corporation but also allows the owner to pass through the corporate structure all revenues and expenses so that they can be taxed on an individual’s tax return at the individual’s tax bracket. This allows the business owner to avoid double taxation and minimize the total tax bill.

2. Is Matt's thinking correct? Could this approach lead to trouble? How would you advise Matt to set up, keep, and maintain corporate records? Which records would be important in determining Madan's corporate tax liability?
Matt’s thinking is incorrect and illegal. If you are in business you must keep records both for tax purposes and to know if you are making a profit or loss. You should advise Matt to set up records, regardless of the corporate structure, showing total revenues minus total cost of goods sold, including depreciation. This calculation, the traditional profit and loss statement, would show total profits or losses. Of course revenue minus costs equals profits on which the corporate tax liability will be based.






Answers to Case Questions
Accounting Paperwork
Think it Over:
1. Why do entrepreneurs often fail to hire an accountant when they start their new business?
Entrepreneurs are excited about making their product, but they don’t get very excited at all about hiring an accounting. However, hiring a good accountant is just as important as making your own product. 
2. What financial area in the case appears to take the most time for entrepreneurs to properly follow?
A well-organized record-keeping process is the first step to properly completing accounting paperwork. A well-organized computer and paper record-keeping system will make it easier to complete tax related documents by April 15th. 

Answers to Global Case Questions
Taxes in the Middle East 
Think it Over:
1. Do you think small businesses would rather pay direct taxes (such as income tax) or indirect taxes (such as import and export taxes)? 
We believe that businesses would rather pay an indirect tax related to how much business they actually do importing and/or exporting products. Direct taxes on income, especially in the oil-producing countries, would specifically affect their high levels of personal income.
2. As a small business person, do you think paying taxes will help to build a democratic society?
Answers will vary depending on your view of taxes. It is fairly hard to find anyone that likes to pay taxes. However, the payment of taxes helps a country to raise income, which can be used to build or rebuild a country. 



Additional Business Plan (Appendix B)
The financial section of the business plan is always one of the most important sections. Before starting the new venture, you need to develop all the records, chart of accounts, and accounting processes. Students must be able to track the results of their business in real time as it operates. Only if you are able to do so can you determine its profitability. If you have appropriately developed your record-keeping system, it will provide the framework for your financial statements and tax reports. Students should review the record-keeping process they will develop for their business.

Paper Clip Entrepreneurship Challenge
Students need to develop good habits in regards to record keeping. Each student should have a document that shows all the different exchanges they completed.  

College Entrepreneurial Spirit Award Winners
College nominees for the Spirit Award should be evaluated on the quality of their record-keeping system.  

Community Entrepreneurial Spirit Award
The Community Spirit Award nominees should have a well-developed record-keeping system. The record-keeping system should include an automated system to track sales and expenses. Community businesses should also be evaluated as a positive if they employ an accountant and have an income statement and balance sheet.



ANSWERS AND MATERIAL IN THE STUDENT SUPPORT MATERIALS


Practice Quiz

Multiple Choice Questions

1. Which of the following is not one of the three parts of the balance sheet?
1. ) assets, which are a tangible item or intangible rights owned by the firm 
1. liabilities, which are the obligations or debts that the firm owes 
1. ***revenue derived from sales
1. net worth or owner's equity (assets minus liabilities), which is what remains

1. Which of the statements below is not correct about the cash flow statement?
1. One part of a cash flow statement is the actual dollars coming into the business as revenues.
1. The second part of a cash flow statement is money going out of the business to pay its bills. 
1. Depreciation or any noncash items (accounts receivables) are not included in the cash flow statement.
1. ***The third part of a cash flow statement is debits minus credits.

1. [bookmark: _GoBack]Which of the following is not a tax paid by a small business?
1. Income taxes are those taxes levied on the net income of the business.  
1. You are also responsible for paying your share of an employee's social security taxes, which are taxes levied on employers and employees to provide for individual retirement and unemployment taxes which are collected in order to ensure those individuals who have lost their job. 
1. Taxes are determined on property and any excise taxes, which are taxes based on the assessed value of property.
1. ***All of the above are taxes paid by a small business.

1. Which form of ownership pays business taxation and, if they declare dividends, are also taxed at a personal income tax rate?
1. ***The C corporation form of ownership
1.  The owners of sole proprietorships
1.  Partnerships
1.  S corporations and limited liability companies (LLC) 


True/False  Questions

1. The three parts of the income statement are (1) Revenues minus (-) (2) expenses equals (=) (3) profit or loss. 
True.

1. The breakeven point tells you the point at which the business actually can begin to make a profit.  
True.

1. The final task you or your accountant will perform is to establish a chart of accounts, which is a list of all of the accounts to which charges are made that is tailored to your business. 
False. The chart of accounts is the first task.

1. The first service the accountant should perform is to recommend a system of internal control to prevent fraud. 
False. The final service the accountant should perform is to recommend a system of internal control to prevent fraud.

1. All the accounts of your business are tracked in the general ledger, which is a book or computerized listing in which entries are made concerning all of a firm's financial transactions. 
True

1. The act of preparing the pro forma cash flow will help determine your financial needs. 
True

1. The income statement is important because it is a snapshot view of the financial value of the firm. 
False. This is the definition of a balance sheet.

1. The balance sheet is important because it presents the financial performance as a profit or loss from operations during a given time period. 
False. This is the definition of an income statement.

Weblinks

An Accounting Study Guide to help students to learn about debits and credits. 
http://accountinginfo.com/study/je/

An accounting website from the Western Australia Small Business Development Center (SBDC). The information provided shows record keeping is important in every country. 
http://www.smallbusiness.wa.gov.au/record-keeping-systems/

An example of a Profit and Loss Statement.
https://www.smallbusiness.wa.gov.au/example-profit-and-loss-statement



Additional Entrepreneurial Profiles
 International Wine Accessories (IWA) and Bob Orenstein.  http://smallbusinessschool.org/video.cfm?clip=1874

Key Idea: Keep Lowering Your Costs

· Bob Orenstein started his business to serve people who, like himself, love fine wine. But it was not easy. Learn how perseverance paid off. Slowly his company served hundreds of thousands of customers around the world. He became the authority on wine accessories, and his customers began to depend on him to find items they could not find elsewhere.

From a spare bedroom of his condominium in 1983, it took him more than ten years to break into the domain of the fast-growing businesses. He talks about business basics—delivering quality products and extraordinary service. The purpose of a business is creating and maintaining customers. Entrepreneurs trudge on because there is no turning back. Once you start making money, it is time to reevaluate again.

Think it Over:
How do you evaluate your cost of doing business? What savings have you realized in the past five years through the increased use of technology?



Additional Elevator Pitches
Founder, Laurie Suzuki. Yumi & Laurie Inc. 

Laurie Suzuki found the inspiration for her line of high-end blankets while on a trip in Japan. 
http://www.nbcnews.com/video/your-business/28842825/#28842825.
Did the VCs like her blankets? 

They liked her blankets, but they wanted her to research the size of the BLANK-ET market. They also want her to evaluate if the $200 price range is too high a price.


90-Second New Venture Pitch
Students should realize that by this time of the semester it will be their turn to make their own elevator pitch. If the student has been practicing their 90-second pitch throughout the course, then making the actual pitch to VCs is not intended to be a difficult presentation. Students want to use a conversational approach in their pitch. They don’t want to sound too much like a car salesman. 
Students should to hook the VCs in by grabbing their attention. Some students ask a question at the start of the 90 seconds to get a quick response about their product.
They should describe to the VCs how their product overcomes a problem that many customers experience. The VCs will be interested in their product if they can solve a problem that many people experience . . . since this means higher sales and profits.
Since this is Chapter 10, students should add the financial piece to the presentation. They should briefly include whatever financial advantages they do have to offer. VCs like when there is an accountant as part of the ownership team. Or, students may have a bank loan that supports their business. The VCs like it when a bank supports a young startup business—it indicates the business is less of a risk than other startups. 

Additional Application Exercises and Situations

Instructors: Our goal is for students to actually “take notes” from the work shown in these videos. We believe the students can take what they learn (and from the chapter) and design their own income statement, balance sheet, and break-even analysis for their own business plan. 

1. Introduction to Income Statement. 
http://www.youtube.com/watch?v=Z7C4cz2HkeY
This video is from Khan Academy. Students should watch the video and make their own income statement like the one that was developed in the video.
1. What is a Balance Sheet?
http://www.youtube.com/watch?v=DuKEcxVplnY
Students should draw the balance sheet as developed in the video.
1. Break-Even Investment Analysis. 
http://www.ext.colostate.edu/pubs/farmmgt/03759.html
This site has a couple of extra break-even problems for students to analyze. The problems also come with answers—so students can test their own ability to solve a break-even problem. Students should take a problem from the site and add their own data. What is your own problem and the resultant answer?





 (
13
-
48
 
 
/
 
E
n
t
r
e
p
r
e
n
e
u
r
i
a
l
 
N
ew
 
V
e
n
t
u
r
es
)
© Taylor & Francis 2015

