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Basic Financials

The slide decks provided to instructors as part of the Start, Run & Grow Your
Business curriculum, created by Tim Berry, are licensed under a Creative
Commons Attribution 4.0 Unported License.

This license gives instructors the right to share, remix and make commercial

use of the slide decks, with proper attribution to Tim Berry, the curriculum
author.



Presenter Notes
Presentation Notes
This slide introduces the following session.

The basic financials are simple math, really - not that complicated, but they are critical.


Accounting Terms: Why Bother?
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Presenter Notes
Presentation Notes
As we try to teach starting a business, I believe it’s worth taking a few extra minutes to talk about why we bother explaining financial terms.

The reason is this: financial terms commonly used in business discussions have quite specific meanings. People who don’t understand those meanings tend to misuse financial terms. And this makes for confusion when someone who’s guessing on meaning tries to converse with someone who understands the specific definition.

Tim’s Notes: My favorite example of this is the word “goodwill.” In financial analysis, it means something very specific: when a company buys another company, goodwill is an asset that accounts for the difference between what the company paid to purchase that company, and the value of the assets it absorbs. It’s a matter of double-entry bookkeeping.

EXAMPLE: Suppose your company writes me a $100,000 check to buy my company, but my company has only $55,000 of book value for assets on the books. In that case, in your posting for that transaction, you debit $55,000 to specific assets (probably listing them in detail), and you debit $45,000 to goodwill, so that the total debits, $100,000, are exactly equal to the $100,000 amount that gets credited to your checking account.  This has to be; it’s fundamental to the double entry, which is fundamental to having the balance remain in balance.

Why does this matter? Because you’ll find in business discussions some people decide that goodwill means something like “good will,” as in good vibes and happiness, or good karma. Or whatever. If you’re talking to somebody who knows finance and accounting, however, that will confuse them no end. You don’t get to decide what accounting terms mean.

The same happens with the word “assets.” For example, if you pay a programmer $1,000 to create a website, you’d like to think that the website is an asset to your business. And in the general sense of the word, it is. But it isn’t an asset in the accounting sense; it’s an expense. And that specific vs. general definition makes a huge difference.




Planning is not Accounting
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Presenter Notes
Presentation Notes
This is a common misconception, but there is a difference.

Accounting looks backward at what happened in a given time period. The deep details of depreciation, assets, loan payments and interest are important, because they determine what amount of taxes must be paid by the business.

Business planning looks forward and projects estimated totals for a given time period. The objective of business planning is decision-making. Because they are estimates, planning numbers don’t require the same level of detail. Instead, they are guidelines for where you want your business to reach. You want to simplify your assumptions for depreciation, assets and taxes.



Important Vocabulary



Presenter Notes
Presentation Notes
Assets: Property that a business owns, including cash and receivables, inventory, office equipment, plant and equipment, etc.

Expenses: Items or services paid for and deductible against taxable income. Common expenses are rent, salaries, advertising, travel.

Costs of Goods Sold (COGS): The costs of materials and production of the goods a business sells. COGS varies directly with sales volume.

Sales Forecast: The level of sales a business expects to achieve based on a chosen marketing strategy and assumed competitive environment.

Liabilities: Debts; money that must be paid. Short-term (current) liabilities are debt on terms of less than one year; long-term liabilities are debt for longer than one year.

Capital Input: New money being invested in the business, not as loans or repayment of loans, but as money invested in ownership.



Income Statement
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Presenter Notes
Presentation Notes
Profit (or Loss) is determined by taking your sales forecast and subtracting the costs of goods and expenses.

This is a picture of flow over a specified period of time: sales, costs of sales, and expenses for a day, week, month, quarter, or year. Usually, the period is only a month, quarter, or year - profits by day are hard to determine, and not worth the effort.



Balance
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Presenter Notes
Presentation Notes
The Balance Sheet presents a picture of your financial position:

Your Assets (property that a business owns, including cash and receivables, inventory, etc.)
Your Liabilities (debts; money that must be paid)

...on some specified day, usually the end of the month or the end of the year. The ironclad rule of Western double-entry bookkeeping and accounting is that assets are equal to capital and liabilities. This is what “Balance” means.

Profit becomes retained earnings and adds to capital
Dividends, if distributed, subtract from capital


It is important to understand the difference between Costs of Goods and Expenses:

Expenses are ongoing and independent of your sales. Expenses are deductible from your company’s taxes.
Costs of Goods Sold are the costs necessary to produce the products that you sell. COGS affects your Gross Margin (total sales revenue minus total costs of goods sold). COGS varies directly with sales - the more you sell, the higher the COGS.



Expenses: Money Gone Away
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Presenter Notes
Presentation Notes
Essentially, assets are supposed to be money spent on something you keep and use - something you own - as a business. Expenses, on the other hand, are money that has been spent.

http://401kcalculator.org/

Assets vs. Expenses
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Presenter Notes
Presentation Notes
As the picture in this slide demonstrates, you can’t always tell whether a building is an asset or an expense. If you buy the building, then it’s an asset. If you rent it, then the rent is an expense. If the business owns the property, then it goes into assets, but maintenance can be expensed, and there will be depreciation as an expense. If the business rents the locale, then instead of an asset, there will be rent expense. No depreciation. There are trade-offs.


Assets vs. Expenses:

Understanding why this matters



Presenter Notes
Presentation Notes
This slide shows a classic example of an expense which feels, to many business owners, like it should be an asset: You pay a programmer to develop your website or your web application. Website development is an expense. Which is good, because it reduces your tax. Expenses are subtracted from sales to calculate taxable income.

A lot of people, however, want to call it an asset - because a website is, in the general layperson’s sense of the word, an asset. But for accounting and tax purposes, a website should be expensed.  Why? Mainly, because you can. You own it, you have it for the future, it is your intellectual property (as long as you do the contracting and such correctly) whether it’s on your books as an asset or not.

Trade-offs: You pay the programmer regardless of whether you consider the website an expense or an asset. You don’t have more money one way and less money the other.

If you can expense the website, that reduces your tax burden, so you do end up with more money eventually, but not less ownership of the results.

But, if you call it an asset, you inflate your assets, which increases your net worth but also decreases the credibility of your books. This is an asset that can’t be sold. (But incidentally, if you did sell that website, then it would produce an actual asset on your books -  namely, the money you received for selling it.)




Tax Implications
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Presenter Notes
Presentation Notes
This comes into play with the business auto. In theory at least, leasing a car should make it an expense, deductible against income to reduce taxes, while buying a car should make it an asset - not deductible, but making the balance sheet look better and increasing the net worth.

However, the tax code goes into great detail on leasing to try to prevent people using leasing as an easy tax loophole.

Conclusion: the assets vs. expenses difference matters.
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Presenter Notes
Presentation Notes
And here’s a strange one, but quite common  —  buying a computer.

By any normal accounting, a computer should be an asset. You own it, and you can sell it. It isn’t an expense. However, tax code allows you to expense some specified amount of office equipment (up to a certain amount per year) as an expense, instead of having to account for it as an asset. And expenses can reduce your taxes, so this is a good thing to do.



The Cash Flow
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Presenter Notes
Presentation Notes
Cash Flow shows the balance of money received minus money spent. Your cash balance is the money you have left in your bank account. Like your checkbook balance, you don’t want your cash balance to be negative. It means you’re bouncing checks.

Tim’s Notes: We deal with cash flow in Session 11. This slide and the following two slides are here as important reminders that profits are not the same as cash. Cash flow is money received less money spent. Period.



Sales: Not Necessarily Money Received
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Presenter Notes
Presentation Notes
Depending on how you sell your products or services, you may not be paid right away. That affects your cash balance.

Sales are not necessarily money received. Instead, the value of a sale might be waiting in accounts receivable (an asset), rather than in the checking account. Therefore, we can’t tell from either the income statement or the balance sheet alone how much money has been received.  We’ll look at this later, in Session 11.




Costs: Not Necessarily Money Spent
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Presenter Notes
Presentation Notes
Similarly, costs and expenses are not necessarily money spent. Costs of sales might have come from inventory, which is decreasing as asset, but isn’t spending. Costs of sales might also have come from money still owed to vendors, which increases liabilities, but isn’t spending.

Expenses might have been money spent, or money still owed to vendors, which increases liabilities, but isn’t spending.

Paying liabilities decreases cash, but doesn’t show up in the income statement.



Asset or Expense?
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Presenter Notes
Presentation Notes
Strange case of tax law: spending on oil exploration should be an expense, like programming expense; but tax law allows it to be an asset.

Tim’s Notes: The oil companies wanted it because it makes their balance sheets look better. Or so I’ve been told.



Practical Implications

Deductions

Cash flow



Presenter Notes
Presentation Notes
This slide is a wrap-up of the previous slides describing deductions, taxes, profits and cash flow issues when determining assets vs. expenses.
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