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Student Resource 6.1
True or False: Business Record-Keeping and Financial Analysis
Student Name:_______________________________________________________ Date:___________
True/False Questions
Directions: Circle the correct answer.
T	F	1.	A paper-based financial system can be backed up easily.
T	F	2.	Record-keeping is important to a business because of the number of transactions and the large amount of money involved.
T	F	3. 	Sales made in foreign currencies must be converted into American dollars before an American company can present those sales in its financial statements.
T	F	4.	A business is not required to have a financial system, but most do.
T	F	5.	Exchange rates are usually not important unless a business sells its product or service in another country or buys goods/raw materials in another country.
T	F	6.	The profit and loss statement, income statement, and cash flow statement model the financial operations of the business.
T	F	7.	A balance sheet presents the sources and uses of funds for a business during a period of time.
T	F	8.	EBITDA is a financial analysis tool that stands for “earnings before interest, taxes, depreciation, and amortization.”
T	F	9.	Gross profit margin helps show a company’s efficiency.
T	F	10.	All other things being equal, the higher a company’s profit margin compared with those of other companies, the better.
Student Resource 6.2
Assignment: Financial Tools Matrix
Student Name:_______________________________________________________ Date:___________
Directions: While in your expert group, research your assigned topic below. Ensure that your group can fill out the matrix below in detail for your topic. Make sure everyone in your group can sufficiently explain your topic to others for the mixed-group portion of the activity. For teams assigned to financial record-keeping tools, locate and print out a sample document. For teams assigned to financial analysis tools, find the tool formula and generate an example.
	Name of record-keeping tool
	What it shows
	How it is used
	Sample document

	Profit and loss statement

	
	
	

	Balance sheet

	
	
	

	Cash flow statement

	
	
	

	Name of 
analysis tool
	What it shows
	How it is used
	Formula and 
examples

	Earnings before 
interest, taxes, depreciation, and amortization (EBITDA)

	
	
	

	Gross profit margin

	
	
	

	Net income margin

	
	
	


 

Student Resource 6.3
Reading: Financial Analysis and Record-Keeping Tools
Why does a restaurant that always seems busy fail? Why does a clothing store that always seems empty stay in business? It isn’t always easy to figure out if a business is succeeding. When trying to attract new investors or get loans—or simply to keep current investors informed—a business needs to do more than just show how many likes it has on Facebook. It must show that its profits outweigh its losses and use its resources responsibly and effectively. There are three primary record-keeping tools businesses can use to monitor their own progress and demonstrate their success (hopefully!) to others.
Measuring Profit: The Profit and Loss Statement 
The most basic record-keeping tool is the profit and loss statement (P&L). It simply records both revenues and expenses during a stated period of time—usually a month, a quarter, or a year—and shows the difference between them. 
When revenues exceed expenses, the company has profit. When expenses exceed revenue, the company is operating at a loss. This is essentially a blow-by-blow of a company’s financial operations presented in a formal, structured way. 
Why is it more valuable than just looking at a company’s earnings? Think about that always-full restaurant that closed. It was making a lot of money, but maybe the owners regularly overspent on expensive food items. Its P&L would show that while its revenue was high, its expenses were higher.
What does it look like?
The structure of a P&L is similar to a filing cabinet. Each line item is a “bin” or “container”—like a file folder—for collecting all transactions of one kind, with revenue and expenses listed in separate sections. This format allows for easy comparisons to amounts allocated in the budget or prior year’s spending (or earnings).
Financial Snapshot: The Balance Sheet
While the P&L is a running record of a company’s financial history, the balance sheet is a snapshot of a company’s assets and liabilities at a given point in time—usually at the end of a month, quarter, or fiscal year. Rather than looking at the business's financial structure, the balance sheet models the capital structure of the business: what does the company own and what does it owe. 
The assets must equal the liabilities plus the owner’s (or shareholders’) equity on the balance sheet. If you think about it, this makes sense. Let’s say that a restaurant buys a new oven (therefore increasing its assets). It will either have to get the money from investors or from a loan (thereby increasing its liabilities by the same amount).
Why is this useful? Aside from keeping investors informed, a banker often requests a balance sheet when deciding whether to extend a loan to a company. It also allows for comparison to other snapshots in a company’s history. An investor could see that while a company may be making a profit, it has been increasing its liabilities at an alarming rate, and so is unlikely to be successful in the long term.
What does it look like?
A balance sheet is structured just like a P&L, except that instead of different sections for revenue and expenses, it has different sections for assets and liabilities/equity.
Follow the Money: The Cash Flow Statement 
Arguably the most important record-keeping tool is the cash flow statement. The cash flow statement records the movement of actual cash in and out of a company for a stated period of time, usually a month, a quarter, or a fiscal year. Rather than tracking assets and liabilities, or even revenue and expenses, the cash flow statement tracks everything that brought money into a company and everything that used money.
How is this different from a P&L? While a P&L seems to track exactly how much cash a company is earning and spending, that is not quite the case. Revenue and cash are not the same thing. Let’s look at our clothing store as an example. Let’s say the store gets a huge order from a department store looking to stock its brand. Once that deal is made, that order is listed as revenue on the P&L. But, the store might not actually see the money for another six months, after the clothing has actually been delivered. A cash flow statement would catch that; the money from the deal would not be listed until the store had it in hand.
What does it look like?
A cash flow statement is broken up into three sections: 
The operations section deals with day-to-day matters, such as paying employees and collecting cash from customers. 
The investing section typically deals with cash used for buying or selling large items such as buildings and machinery—or even an entire division of a big firm. 
The financing section principally deals with cash to and from bankers and investors.
Financial Analysis Tools
Let’s say you are looking to invest in a new company: you can choose the restaurant (before it fails, of course) or the clothing store. How do you decide? As a sophisticated investor, you know that simply looking at foot traffic is not the way to go. You check out their records (as listed above) but still are not quite sure. Luckily for you, analysts have developed tools to help them better measure a company’s success.
Analyzing Operations: Earnings before Interest, Taxes, Depreciation, and Amortization 
Sometimes the best way to see how well a company is really doing is just to simplify things by looking only at the profitability of its operations. Earnings before interest, taxes, depreciation, and amortization (EBITDA) do this by taking the revenue as listed on the P&L and adding back in expenses that are not related to the company's operations. This includes what the company paid in loan payments (called amortization), interest, and taxes. It also excludes how much of a long-term asset—like the lifespan of that new oven—has been used (called depreciation).   
Why is EBITDA useful? While it doesn’t mean much by itself, EBITDA is a useful benchmark when tracked over time. Because companies can make their operations look more efficient through complex tax and financing structures, EBITDA is a useful tool for comparing different companies without those things getting in the way. The formula for calculating EBITDA is:
EBITDA = Operating revenue − Operating expenses (cost of goods sold + selling and administrative expenses) + Non-operating income (if any)
Analyzing Efficiency: Profit Margin	
Sometimes it is more helpful to see how efficient a company actually is. For example, the clothing store may look empty, but it might be successful because it earns high profit off of each sale it does make by keeping the costs of the sale low. How do you figure that out? By calculating the profit as a percentage of sales, called the profit margin. This illustrates a company’s efficiency—its ability to convert sales into profits. Profit margins vary by industry, but all other things being equal, the higher the margin compared with other companies (and especially that of a firm’s competitors), the better.
Profit margin is a simple formula:
Profit margin = Net income after taxes / Sales
Gross Profit Margin
Like with EBITDA, it is sometimes useful to exclude other expenses (like taxes) from the equation. In this case, you would calculate the company’s gross profit margin, the gross profit (profit before taxes) as a percentage of sales.
Gross profit margin = Gross profit / Sales
Another way to present this ratio is:
Gross profit margin = (Sales − Cost of sales) / Sales 
Student Resource 6.4
Assignment: Financial Tools Business Letter
The Situation:
ECPak is in trouble. The company has sustained huge losses, and the chief financial officer has resigned and left the company. The new management team needs your help! Specifically, Eduardo Cisneros wants you to analyze each issue and construct an explanation to the management team:
The management team suspects that the company’s income is uneven throughout the year; some months show strong gains, and others are very slow. Suggest tools to track this information.
Creditors are calling and wanting payments, but the accounting department says that the company currently doesn’t have enough funds to pay its bills. The accountants claim that this situation may improve soon, but they can’t say for sure. Suggest how they can track this information.
Investors are clamoring for information about how the company is doing compared with other companies in the industry. Suggest some tools that ECPak could use to provide this information to investors.
Directions: Eduardo Cisneros needs your help! It is your job to write a letter to his new management team that offers suggestions based on your knowledge of business record-keeping and financial analysis. Please review each issue presented above independently and then discuss each issue with a partner. When you feel comfortable enough to present your suggestions, you may begin your letter to Eduardo’s management team. 
Make sure your assignment meets or exceeds the following assessment criteria:
It demonstrates an accurate understanding of the company’s financial dilemmas, which you state in the introductory paragraph.
It contains a recommendation of appropriate financial record-keeping and analysis tools based on your understanding of the situation.
It provides an explanation supporting your choice of appropriate financial record-keeping and analysis tools.
The letter is written in the correct format (see Student Resource 6.5).
The letter is neat and legible, and uses proper spelling, grammar, and punctuation.





Student Resource 6.5
Frame: Letter to ECPak Management
Student Name:_______________________________________________________ Date:___________
Directions: Use the following guide to help you organize your information for your letter. Once you have completed this guide, copy the information onto a blank piece of paper.
Eduardo Cisneros
123 Filbert St.
Los Angeles, CA 54321
Dear ECPak Management Team,
I am writing to you because (write your understanding of ECPak’s situation here):
_____________________________________________________________________________
_____________________________________________________________________________
____________________________________________________________________________.
I am currently enrolled in an applied finance course and we have been studying various financial record-keeping and analysis tools. Based on the information that I have received about your situation, I recommend three different ways for you to track and analyze your financial records.
To begin, I understand that the ECPak Company has some months that show strong gains, while other months are very slow. One way to track this information is (write your recommendation for addressing this problem here):____________________________________________________
_____________________________________________________________________________
____________________________________________________________________________.
Your situation also indicates that creditors want payments and the accounting department claims that there’s no money on hand. For this situation I would advise that (write your recommendation for addressing this problem here):____________________________________________________
_____________________________________________________________________________
____________________________________________________________________________.
Lastly, if investors want information about how the company is doing I would recommend (write your recommendation for addressing this problem here): ________________________________
_____________________________________________________________________________
____________________________________________________________________________.
I realize that your team has a tough job ahead of you; however, I hope that my suggestions can guide you in the right direction.

Sincerely,
(Your Name)
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