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Abstract

This book describes the role of the controller in a small business and pro-
vides a detailed “how-to” analysis of the many duties and responsibilities 
the small business controller often assumes. This work, based on approx-
imately 30 years of working relationships with many small businesses, 
describes the functions many controllers of small businesses perform as 
well as specifi c elements they need to consider when performing special-
ized functions.

Keywords

Controllership, controller, small business



Contents

Chapter 1: Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1

Chapter 2: Working With Internal and External Personnel . . . . . . . 7

Chapter 3: Preparation of Internal Financial Information . . . . . . . 15

Chapter 4: A Complete Set of External Financial Statements . . . . 29

Chapter 5: Management of Cash  . . . . . . . . . . . . . . . . . . . . . . . . . 37

Chapter 6: The Management of Accounts Receivable . . . . . . . . . . 45

Chapter 7: Management of Inventory . . . . . . . . . . . . . . . . . . . . . . 53

Chapter 8: Short-Term Financial Planning . . . . . . . . . . . . . . . . . . 63

Chapter 9: Property, Plant, and Equipment  . . . . . . . . . . . . . . . . . 69

Chapter 10: Raising Capital and the Capital Structure . . . . . . . . . . 75

Chapter 11: Planning and Budgeting . . . . . . . . . . . . . . . . . . . . . . . 83

Chapter 12: Obtaining Financing and Increasing Cash Flow  . . . . . 91

Chapter 13: Taxes for Small Businesses . . . . . . . . . . . . . . . . . . . . . . 99

Chapter 14: Internal Controls  . . . . . . . . . . . . . . . . . . . . . . . . . . . 111

Chapter 15: The Changing Role of the Controller . . . . . . . . . . . . 115

Notes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 119

References  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 123

Index  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 127





CHAPTER 1

Introduction

The Small Business Controller describes the role of the controller in a small 
business and provides a detailed “how-to” analysis of the various duties 
and responsibilities the controller often assumes. This work, based on 
approximately 30 years of working relationships with many small busi-
nesses, describes the functions many small business controllers perform as 
well as specifi c elements a controller needs to consider when performing 
specialized functions.

Chapter 1 outlines the content of each chapter and the transition 
from public accounting to private industry for the small business con-
troller. Chapter 2 presents issues working with internal and external per-
sonnel, including the owner and dealing with outside professionals, such 
as legal advisors, outside CPA fi rms, banking relationships, information 
technology and computer consultants, and insurance agents and brokers. 
Chapter 2 concludes with comments regarding outsourcing and offshor-
ing accounting and fi nance functions.

Chapter 3 includes the preparation of internal fi nancial information 
and discusses relevant topics such as the information end user. Addition-
ally, it presents key information about the quantity of information, its 
presentation, and content of the report. A discussion of fi nancial ratios, 
including profi tability, liquidity, leverage, and activity or turnover ratios 
is included. It also presents the fast close, along with suggestions on how 
to incorporate a fast close into the controller’s role. Tables 3-1 through 
3-3 and Figures 3-1 through 3-4 illustrate various key areas discussed 
within chapter 3.

Chapter 4 discusses a complete set of external fi nancial statements 
and gives examples of compilation, review, and audit reports issued by 
outside accounting fi rms.

Chapter 5 presents the management of cash, including the importance 
of cash fl ow, the cash cycle, the cash conversion cycle, cash management 
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and forecasting its cash position, investing idle cash, and compensating 
balances. Chapter 5 describes optimizing the fl oat, including the collec-
tion and disbursement fl oats. Specifi c recommendations are part of this 
chapter to help increase the small business’s cash fl ow. Tables 5-1 and 
5-2 illustrate the various calculations and possible format for determining 
how to optimize the fl oat.

Chapter 6 deals with the management of accounts receivable. Top-
ics include the establishment of an effective credit policy, a fi nancial 
analysis worksheet, and key fi nancial ratios and the attainment of addi-
tional security on accounts receivable balances and a guarantee. It also 
discusses shortening the receivable cycle, accepting P-cards, and account-
ing for bad debts according to generally accepted accounting principles 
(GAAP) and the Internal Revenue Service (IRS). Table 6-1 presents a 
format to analyze accounts receivable over a prolonged period.

Chapter 7 discusses issues pertaining to the management of inventory, 
including inventory turnover, carrying costs, reorder points, different 
methods of inventory valuation, and the ABC approach. Additionally, it 
contains just-in-time inventory management, direct material and direct 
labor costs, and cycle counting. Table 7-1 illustrates a format emphasizing 
the impact that carrying costs and inventory levels have on cash and profi ts.

Chapter 8 discusses short-term fi nancial planning, including the need 
for additional working capital, managing accounts payable, A, B, & C 
vendors, company commitment agreements, certifi cates of insurance, 
sales and use tax exemption certifi cates, and the Uniform Commercial 
Code (UCC) and security agreements. Additionally, it includes inventory 
returns and restocking charges. Table 8-1 presents a worksheet to use in 
the analysis of accounts payable.

Property, plant, and equipment, including the role of the controller in 
capital investment decisions, and investment evaluation methods includ-
ing payback, net present value, and internal rate of return methods are 
part of chapter 9.

Chapter 10 discusses key points when raising capital and planning the 
capital structure and includes the cost of capital for debt and equity, cost 
of retained earnings, weighted-average cost of capital, fi nancial leverage, 
hurdle rates, and treasury stock. Tables 10-1 and 10-2 illustrate specifi c 
relevant information.
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Planning and budgeting are the topics in chapter 11. It includes the 
role of the controller in planning and budgeting, the break-even point, 
margin of safety, free cash fl ow, and fi xed expenses and cost coverage 
ratio. We discuss static and fl exible budgets and present lease versus 
debt fi nancing. Tables 11-1 and 11-2 illustrate the importance of this 
internal information.

Chapter 12 contains topics on obtaining fi nancing and increasing 
cash fl ow. Internal sources of fi nancing, including reduction of inventory 
levels, profi ts, increasing accounts receivable collections, and accounts 
payable disbursement policies, are part of this chapter. We also discuss 
funding from shareholders, family, and friends, in addition to venture 
capitalists and angel investors. Tables 12-1 through 12-5 illustrate key 
points within this chapter.

Chapter 13 contains taxes for small businesses. We discuss key areas 
such as choice of entity—sole proprietorships, partnerships, C and S 
corporations, and limited liability companies (LLCs). Additionally, we 
present change in fi scal years, differences in net income and taxable 
income, deferred tax assets and tax liabilities, and permanent and tem-
porary timing differences. This chapter also contains a discussion of the 
preparation and fi ling of Form 1099 and other information tax returns, 
the Alternative Minimum Tax (AMT), taking money out of S and C 
corporations, and preparing for an IRS audit. Lastly, it contains topics 
including debt versus equity fi nancing by shareholders, tax planning 
strategies, and tax administrative matters.

Chapter 14 pertains to internal controls within the small business. It 
discusses the controller’s role in internal controls, a defi nition and value 
of internal controls, and the development of an internal control structure. 
We present information regarding the overall responsibility for internal 
controls, including limitations of internal controls.

The changing role of the controller is part of chapter 15. Topics 
include professional and trade associations, ethics and ethical challenges, 
and the need for a small business code of ethics. We also discuss various 
professional accounting associations’ code of ethics.

In today’s environment, the controller for a small business often works 
without an adequate job description outlining all duties and responsibili-
ties. They should have all the answers and are seldom able to accomplish 
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all of their day-to-day activities without the help of an experienced and 

dedicated staff, which seldom is available.

Many defi nitions exist as to what constitutes a small business. Some 

organizations defi ne small businesses by sales volume and number of 

employees. Others use different criteria, such as number of locations, cus-

tomers, or suppliers. For example, Wikipedia defi nes small businesses in 

the United States as consisting of fewer than 100 employees, and are usu-

ally privately owned corporations, partnerships, or sole proprietors.1 In 

this book, we adopt this defi nition to defi ne small businesses. Regardless 

of the defi nition, it is important to note that the functions of the control-

ler will vary greatly depending on many factors.

Regardless of how large or small the business, one key ingredient 

that all controllers must possess is the ability to analyze information. 

This ability might include the capacity to understand various ratios, 

spot trends, or understand the implication both the ratios and trends 

indicate for the company and the industry. Additionally, the techni-

cal knowledge the small business controller must possess is signifi cant 

and includes the required rules and regulations necessary to prepare and 

present accurate fi nancial information.

Whatever the job description of the small business controller, if there 

is a job description at all, it is reasonable to assume that neither is it all-

inclusive nor does it identify accurately the total responsibility controllers 

possess within the organization. The controller of a small business usually 

does not have all of the talent and expertise readily available and usually 

seeks other alternatives.

Transition From Public Accounting to Private Industry

Many controllers for nonpublic companies transition from public 

accounting, whether it be from a “Big Four” fi rm or a smaller local fi rm. 

In public accounting, the individual may have been in an assurance and 

compliance role. Now in a small business environment, the individual 

may be moving into an area of management accounting and becoming a 

key player in management.

The transition from working in public accounting to private indus-

try as a controller for a small business challenges the new controller to 
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develop a new set of professional skills. While an individual working in 
public accounting acquires and develops many skills, the new small busi-
ness controller may not have learned or developed many of the skills 
relevant to a position in private industry. Interpersonal, organizational, 
and supervisory expectations all demand a different set of skills and 
talents that require time and a different work setting to develop. For 
example, in large specialized public accounting fi rms, advance planning 
for meetings usually occurs, allowing the individual time to prepare. In 
private industry, however, there tends to be less time for controllers to 
make decisions. There are more demands for the controller’s attention. 
There is an expectation of quick decisions. Employees look to the con-
troller for direction and quick resolution of problems, not on a planned 
schedule. In general, the process moves faster, and decisions are expected 
quicker. This is indicative of the diverse job responsibilities and require-
ments of a small business controller.

Another transition challenge that the controller commonly encoun-
ters is the lack of a professional team. For example, in public accounting, 
a staff accountant typically will have access to individuals to discuss issues 
regarding a client. In small business, the support team often does not 
exist. As a result, the new controller needs to develop relationships with 
outside advisors and professionals who will be available when needed.

Now that you know about the contents of this book, let’s move into 
chapter 2.





CHAPTER 2

Working With Internal 
and External Personnel

This chapter discusses the small business controller’s need for an orien-
tation (honeymoon) period. It outlines some important considerations 
when working with internal personnel such as the owner and board of 
directors. Additionally, it discusses a necessary relationship between the 
controller and external personnel such as legal advisors, outside CPA 
fi rms, bankers, information technology and computer consultants, and 
insurance agents and brokers. Lastly, we conclude this chapter with some 
issues regarding outsourcing and offshoring activities.

The Orientation (Honeymoon) Period

The controller must develop an attitude and image of being an integral 
part of the management team. He or she must portray an image of lead-
ership and communicate accordingly. The controller utilizes this period 
to communicate effectively with the owner and put himself or herself in 
the owner’s place when presenting information for the owner to consider. 
Get to know what “pushes his or her button,” and understand how the 
controller can use this knowledge to be more proactive rather than reac-
tive. For example, does the owner know how to read computer printouts, 
or do they just want a one-page recap? What is the best way to present 
the fi nancial information to the owner each month? Is he very concerned 
about conserving cash, or does he want to measure return on invest-
ment? Armed with this kind of knowledge, the controller can utilize his 
strengths and other skills to ensure the owner is getting the kind of infor-
mation he or she can understand and use appropriately.

The controller must also meet the needs of key managers. The con-
troller needs to take an active interest in all departments and assist them 
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whenever possible, regardless of the task or time commitment. This 

manner of cooperation may provide an opportunity for the controller to 

become a respected and knowledgeable ally for solving problems. Discuss 

with key managers the type of information they are currently receiving, 

if they understand it, and how they would like to see it improved to pro-

vide better and more relevant information. Keep the reports accurate and 

timely. Do not give key managers too much information, but rather keep 

the reports simple and clear.

When the controller asks the key managers how they can help them, 

some may be very vocal and challenging. Be prepared to listen. Do not 

react immediately, but rather digest the information for future use. The 

controller may sense a confl ict between different managers, and if so, 

the controller should not make an immediate suggestion for resolution. 

Instead, he or she should gather all information and make an informed 

judgment later on how he can better serve everyone.

Working With the Owner

The controller must interact effectively with the owner, who may also be 

the chief executive offi cer (CEO). The owner has many areas of respon-

sibility, as does the controller; thus, whenever the two meet, effi cient use 

of time must occur. Current information is crucial for the business owner 

and includes all aspects of the business, including its fi nancial challenges.

Once the controller determines how he will communicate with the 

owner, it must be timely and effective. Sometimes a face-to-face meeting 

is not always possible. It is important, however, that some form of com-

munication, whether it is voice mail, e-mail, or information left in his or 

her offi ce, takes place regularly.

Part of this communication process should include the type and 

amount of information the owner needs and understands. Several differ-

ent ways are available to present the same fi nancial information, and it is 

necessary for the controller to understand the strengths and shortcom-

ings of the owner’s understanding of the information. Some owners may 

be reluctant to convey their shortcomings, but an observant controller 

can usually tell when the information generated has not conveyed the 

intended meaning. If this continues to happen regularly, a revision of 
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the information, as well as perhaps its presentation, may be necessary. 
Regardless of the type and amount of information, it is crucial that the 
communication process between the owner and the controller takes place 
regularly and that the time together is productive.

Working With the CEO and Other 
Executives on the Board of Directors

Dealing with a CEO or other executives on the board of directors may 
present additional challenges for the controller. For example, the CEO 
and other executives may be concerned about clear lines of authority or 
agreed upon priorities more than the owner. Different members of the 
board may have different priorities, and the controller may be the person 
to ensure that the requests of the CEO and other board members become 
realized. The process of dealing with the board may be formal, requiring 
written minutes and approval before any action. Each board member has 
a different personality, which requires the controller to become aware of, 
and satisfy, the learning styles of each member.

Dealing With Outside Professionals

Every business organization, whether small or large, public or private, must 
deal with outside professionals. The small business controller usually is part 
of the process that determines the need for outside professionals and where 
to locate them. Other employees in the organization may also need to 
work with outside professionals; thus, the controller communicates to 
employees the process and trains them on how to work effectively with 
outside professionals.

The controller usually prepares or reviews contracts pertaining to out-
side professionals. These contracts should be clear about the type of ser-
vices and hourly rates. Many different outside professionals can be used 
effectively and effi ciently by a small business if both parties have clearly 
defi ned expectations and outcomes.
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Legal Advisors

Because of today’s litigious environment, every business organization 
needs to have available outside legal representation. The controller must 
know when to contact an attorney and who provides the kind of services 
needed for different situations.

The controller, and perhaps other members of the management team, 
determines the needed legal services when dealing with attorneys. It is 
common to have a general business attorney for the initial contact out-
side the organization, as the controller often does not know how to pro-
ceed when legal situations arise. The general business attorney should 
have a signifi cant knowledge of the industry within which the company 
operates and be able to determine the legal needs of the organization, 
which includes referring the company to other legal specialists when nec-
essary. A good general business attorney will be able to offer many ser-
vices, including, but not limited to, providing contracts, leases, company 
minute books, policies and procedures manuals, and advice on resolving 
issues pertaining to personnel matters.

As a relationship is formed with an outside general business attor-
ney, it is necessary to be very specifi c as to hourly rates and expenses 
and whom within your company will be the contact person. Whatever 
assistance controllers, or their staff, can provide should help reduce the 
overall legal fees.

Outside CPA Firms

Although the controller may be a Certifi ed Public Accountant (CPA) or 
a Certifi ed Management Accountant (CMA) or hold some other profes-
sional designation, utilizing the services of an outside CPA fi rm is com-
mon. The company may require a fi nancial audit, need help with the 
year-end federal and state corporation tax returns, or have other specifi c 
needs such as bonding or special-purpose fi nancial statements required 
by major creditors or banks.

When dealing with outside CPA fi rms, it is important to obtain 
an engagement letter. The letter should outline the scope of the work, 
responsibilities, and cost of the engagement. Usually the CPA fi rm will 
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prepare these automatically, and the controller often receives some com-
fort by having the agreement in writing.

If the controller is planning for an audit by an outside CPA fi rm, 
advance planning is necessary as to who will prepare what schedules 
so that both parties will complete everything in a timely manner. The 
controller and a person on the audit team with the CPA fi rm should 
agree on who will be the contact person from each organization, and 
all information should fl ow through these two people. Otherwise, chaos 
may develop and no one person is controlling the quality and quantity of 
information from each side.

It is common for the controller to talk with, and perhaps interview, sev-
eral accounting fi rms to get a better understanding of the services provided 
and comparable fees. Sometimes the controller may feel that a different 
type of expertise is necessary than what is currently being provided. For 
example, if the controller determines that the business needs someone 
from an outside CPA fi rm who is knowledgeable in business succession, 
the controller will seek out that kind of expertise. When interviewing 
CPA fi rms, ask for references, who will actually service your account, and 
what different level of fees will be charged for varying levels of services.

Banking Relationships

Even though the relationship with a banker is usually not in contract 
form except for the loan documents themselves, it is a very important 
relationship. Rarely can an organization grow and prosper without the 
help and relationship of a fi nancial institution. The professional relation-
ship with its banker is one that can provide many opportunities as a com-
pany changes. For example, the line of credit that most companies have 
changes, as do interest rates and collateral for the line of credit and other 
outstanding obligations. In some special cases, owners and shareholders 
remove or alter personal guarantees. The negotiation of specifi c rates for 
special services from the bank may occur as the relationship develops. It is 
common for bankers to recommend a specifi c company buy products or 
services from other banking customers.

Do not underestimate the importance of this relationship. There 
are several ways to nourish this relationship: planning periodic lunches 
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or events, getting to know the personnel who work in the bank or the 
branch where the organization banks, and keeping the banker apprised 
of any signifi cant changes in the fi nancial situation of the company. A 
friendly periodic phone call does not take much time, but the results may 
be quite signifi cant.

Information Technology (IT)
and Computer Consultants

IT needs are ever changing, and it is important to have someone available 
on a consulting basis to help with situations pertaining to the organiza-
tion’s technology.

The type of assistance the small business controller may require from 
an IT consultant can range from training of staff on software updates to 
recommending a new computer system. The consultant must be familiar 
with the type of software the organization uses and know how to repair 
the hardware when trouble arises.

Regardless of the current needs of the organization, it is important to 
select carefully the consultant based on his or her expertise and hourly 
rates. The agreement should be in writing, specifying hourly rates, over-
time rates, if any, and expected response time. A good source of IT 
specialists is through local educational systems, such as high schools, col-
leges, and universities. Many consultants sponsor seminars and are guest 
speakers at business functions throughout the business community. A 
telephone call to the IT department of local academic institutions will 
probably give the controller several names of qualifi ed consultants able to 
provide the necessary services. Before making a fi nal decision, interview 
thoroughly and ask for references. Verify all references before making any 
commitment to the consultant.

Insurance Agents and Brokers

Every company needs a good risk-management program, and in many 
cases, the controller is responsible for this task. A new small business con-
troller may not possess the expertise to recommend or implement the 
kind of changes that may be necessary to manage the risk effectively. 



 WORKING WITH INTERNAL AND EXTERNAL PERSONNEL  13

Thus, an outside insurance agent or broker who is familiar with the 
insurance market and understands the needs of the small business can be 
an integral part of the outside consulting team.

The controller needs to become knowledgeable in the insurance arena, 
review the various policies to make sure adequate coverage is obtained, 
and prepare a spreadsheet analysis of the trends in both the type and 
amount of coverage, as well as the costs and losses incurred over the last 
5-year period.

Good communication between the controller and the insurance agent 
or broker is necessary to make sure the potential exposure of assets and 
other areas is minimal. Usually there is no outside contract to sign with 
insurance brokers or agents.

Outsourcing and Offshoring Various 
Accounting Functions or Information

Many internally provided accounting functions could be outsourced. Out-
sourcing is the external completion of previous internal functions, whereas 
offshoring is the moving of some function to another country. Regard-
less of the process chosen, the controller needs to thoroughly review the 
internal functions of the organization and provide input into the decision 
to outsource or offshore specifi c functions.

Outsourcing can provide seasonal labor without the expense of per-
manent employees, which can be especially benefi cial to companies that 
have big changes in its business cycle. Some signifi cant cost reductions 
can be achieved by outsourcing, as sometimes outsourced labor is less 
expensive. On the downside, make sure the liability insurance coverage of 
an organization provides for risks associated with outsourcing.

Although some of the day-to-day functions the controller’s staff previ-
ously provided may have been outsourced, the controller is still responsible 
for the overall quality of information generated and subsequently provided 
to managers and owners. The controller should be involved in any out-
sourcing or offshoring activities, as they may be more knowledgeable about 
the transition and fi nancial problems associated with the activity.

Just about any function within an organization can be outsourced or 
offshored. Outsourcing and offshoring can provide the controller with 
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more time to devote to other areas, if used and monitored properly. 
Companies need to consider the environmental risks and social responsi-
bility attached to outsourcing and offshoring, in addition to the hidden 
costs that may offset any projected savings. For example, the change in 
the currency value from one country to another over time could require 
a company to hedge its potential losses by putting caps on currency 
fl uctuations.

As noted previously in this chapter, a small business controller must 
communicate effectively with internal owners, the board of directors, and 
managers. Additionally, the controller is an integral part of the process 
of selecting and controlling the use of outside professionals. Finally, out-
sourcing and offshoring can be used effectively by small businesses if it is 
handled properly.

Chapter 3 discusses the preparation of internal fi nancial information 
as well as its relevancy to the information end user.



CHAPTER 3

Preparation of Internal 
Financial Information

This chapter presents several topics, including internal fi nancial informa-
tion, which address such issues as the users of the fi nancial information, 
the quantity of information, the presentation of the information, and the 
content of an internal report. Additionally, this chapter contains fi nancial 
ratios, including examples of profi tability, liquidity, fi nancial leverage, activ-
ity (turnover) ratios, and the fast close. Lastly, we introduce three tables to 
illustrate the types of reports often provided to internal management.

Internal Financial Information

Many controllers of small businesses understand that the responsibility 
to provide timely and relevant information to decision makers does not 
end with the preparation of monthly fi nancial statements. The controller 
must be proactive in his approach to identify certain trends, positive or 
otherwise, in addition to presenting information that will add credibility 
and relevance to the situation.

Traditionally, presenting internal fi nancial information meant pre-
paring and distributing reports regarding past performance. Often this 
information left management without the relevant information necessary 
to help plan how the company would meet its goals. However, inter-
nal reporting does not have to refl ect only past performance. Internal 
reports are an important tool to allow management to focus on current 
and future needs of the organization.

The amount, quality, and timeliness of the information, both fi nan-
cial and other, depend on the needs of the users. As business conditions 
change, and as other important needs of the company change, the con-
troller must be fl exible enough to make whatever changes are necessary 
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to report the information in a meaningful way. For example, one month 
the controller may emphasize a problem with trade accounts receivable 
and perhaps show charts or graphs of how it has increased. Other times, a 
computer printout may suffi ce.

A small business controller should understand who is using the infor-
mation prepared by his offi ce. Different levels within the organization 
(e.g., top management versus middle management) will have different 
needs and understanding capabilities. The overall understanding of the 
user will help the controller adjust the amount of detail, adding credibil-
ity and perhaps supporting details to the fi nancial information. Another 
service the controller provides is to train users, either individually or as a 
group, on how to understand the information.

The controller, when preparing the internal fi nancial information, 
should consider the following factors.

The Information End User1

Many different users have need for fi nancial information from the con-
troller. For example, some users of fi nancial information often include 
the following (not listed in any specifi c order of importance):

 • Shareholders, investors, or both. These types of users often use 
the information for making investment decisions about hold-
ing, buying additional shares, or selling shares of stock in the 
corporation. Additionally, the shareholders may have a fi duciary 
responsibility, such as serving on committees of the small busi-
ness. They may attempt to project profi ts and cash fl ows based on 
recent trends and future fi nancial information, or both.

 • Managers. This group may be the most important internal user 
of information. Not only are they involved in the day-to-day 
decision-making process that occurs within the organization, 
but they may also be involved in incentive contracts for oth-
ers within the organization (i.e., bonuses based on some level 
of accomplished performance). Additionally, they may receive 
funding for long-term projects based on various fi nancial ratios 
described in this book. Managers also use the information to 
change the direction of the company, based on profi t margins 
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per product line or other specifi c areas defi ned by organizational 
goals and measurement standards.

 • Lenders and other suppliers. One of the major lenders within 
a small business are banks. Part of the required letter of com-
mitment signed by owners of the small business often specifi es 
various fi nancial performances, such as a certain amount of net 
income per year increasing retained earnings of the corporation 
or, more commonly, requiring specifi c ratios and other cove-
nants. It is common for the bank to require a specifi c work-
ing capital ratio (current assets divided by current liabilities) at 
the end of the business’s fi scal year. Major creditors who extend 
credit to customers may also request a copy of internal fi nancial 
statements periodically, as well as require reviewed or audited 
year-end fi nancial statements.

 • Employees. The fi nancial information that is generated for 
employees may indicate solvency of the business and the via-
bility of pension contributions and the safety of those previ-
ously received.

 • Government regulatory agencies. The list of government regulators 
is exhausting and far-reaching. For example, the Internal Rev-
enue Service and State Department of Revenue agencies want to 
ensure the proper reporting of income and expenses for tax pur-
poses. Often they will require a reconciliation of net income per 
fi nancial statements to taxable income per tax returns.

Because the users of the fi nancial information have different purposes 
and interests, some users often express concerns about the source of the 
information and what it means. This often presents a confl ict. For exam-
ple, it is common for the bank extending a loan to fi nance the acquisition 
of a vehicle to want the repayment over a short period of time (e.g., 3 
years). However, from a cash fl ow standpoint, the business may want to 
repay the loan over a longer period (e.g., 4 years) to conserve cash.

The Quantity of Information

As noted previously, the controller needs to be able to synthesize informa-
tion and determine its importance to each group within the organization,
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and as such, he generates and presents information that focuses manage-
ment on the issues. For example, executive management may require 
focused, highly summarized reports that emphasize unusual or exceptional 
performance. Conversely, middle management might prefer more opera-
tional details covering specifi c parts of the organization. The controller 
should consider distributing the fi nancial information through the com-
pany intranet, if available and proper controls are in place. Utilizing spe-
cialized software can tailor the information to the individual needs of 
each user. In some cases, a one-page report may be all that is necessary 
on a periodic basis to highlight certain relevant areas. For example, Table 
3-1 pertains to trade accounts receivable. This one-page report summarizes 
how trade accounts receivable has changed from June 30, 2009, through 
August 31, 2009. Upon review, the user can determine the increase in 
trade accounts receivable over this 2-month period ($443,000) and also the 
change in the mix of accounts receivable between the different categories 
(current, 1–30 days past due, etc.). Armed with this information, manage-
ment can focus on why the changes occurred and take corrective action.

Regardless of the presentation of the information, the controller asks 
the users to provide feedback regarding the content of the report(s) and 
what changes they might recommend to present information that is more 

Table 3-1. Accounts Receivable—Trade (in Thousands)
Total Current 1–30 days 

past due
31–60 

days past 
due

61–90 
days past 

due

Over 90 
days past 

due

As of June 
30, 2009

1,220 986 95 64 45 30

% of total 
receivables

100% 81% 8% 5% 4% 2%

As of July 
31, 2009

1,445 1,105 156 48 67 69

% of total 
receivables

100% 76% 11% 3% 5% 5%

As of 
August 31, 

2009

1,663 1,207 228 145 42 41

% of total 
receivables

100% 73% 14% 9% 2% 2%
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meaningful. This exchange of information may provide valuable feed-
back for the controller as to formatting future reports, as well as provid-
ing users with the kind of information they understand.

The Presentation of the Information

Not only should the quantity and quality of information be a consider-
ation for the controller, but also the presentation of the information may 
be a major concern. People learn and understand information differently. 
Some may like the format of traditional fi nancial statements with col-
umns and rows, while others like to see charts and graphs, and still others 
understand words better, which complement charts and graphs as well as 
traditional rows and columns. For example, the controller might attach 
a cover sheet or memo to the periodic reports that highlights important 
results or trends. Table 3-2 provides an example of an important result 
and trend that the controller would want to emphasize.

Additionally, inexpensive software packages produce different types of 
charts (pie, line, and bar) and may be able to communicate better than 
words and traditional fi nancial information.

Many companies use fl ash reports, which contain specifi c informa-
tion in recap form rather than presenting a lot of irrelevant information 
or detracting from the purpose of the report. Table 3-3 provides an exam-
ple of presenting information in recap form.

Table 3-2. Highlighting Important Trends or Results

3 months ended 
6/30/2008 ($)

% 3 months ended 
6/30/2009 ($)

%

Sales 1,155,600 100 1,200,350 100

Cost of sales    809,000   70    816,000   68

Gross profi t    346,600   30    384,350   32

Operating 
expenses

   213,000   18    215,000   18

Net income 
before taxes

   133,600   12    169,350   14

Memo From Controller to All Users: While reviewing Table 3-2, please notice the change 
in the cost of sales section of the income statement. Our sales volume is about $45,000 
higher than the same period in 2008, but more importantly, we were able to increase the 
gross profit percentage by 2 points during the same period in 2009.
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Another means of communicating the information is through pre-
sentation software, such as PowerPoint. Whatever method the controller 
chooses to communicate the information, evidence has shown that an 
effective report depends on the information contained in the report, as 
well as its overall appearance.

The Content of the Report

Once the controller identifi es the use of the information, his accounting 
and business expertise helps in determining what information to put in 
the report. The information should be accurate, timely, understandable, 
and emphasized or highlighted.

Accurate

The information should contain no mathematical or typographical 
errors. The controller should review each word to make sure it conveys 
the intended message before distributing it to other management person-
nel. If some information contained in the report is unverifi ed, the report 
should clearly state that the item is subject to review and further updates 
will be forthcoming. The controller gains a signifi cant amount of cred-
ibility by generating accurate, meaningful information.

Table 3-3. An Example of a Flash Report Comparison for June 30, 
2007 Through 2009

        2007         2008         2009

Cash in bank ($)      67,000      43,500      31,400 

Accounts 
receivable—trade—

gross ($)

2,150,000 2,420,000 2,573,000 

Inventory ($) 1,573,000 1,643,000 1,803,000 

Accounts payable—
trade ($)

1,571,000 1,745,000 1,963,000 

Accrued liabilities 
($)

   623,000    583,000    437,000
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Timely

The controller needs to produce timely information. Outdated or stale 
information is meaningless in most cases; thus, the controller should 
ascertain that the information is available within the previously estab-
lished period.

Understandable

Keep the reports simple and easy to read, as the controller is communi-
cating a message. The controller should ascertain that the user received 
the information and has access to additional detail if necessary. As 
noted previously, different formats and different methods of present-
ing the information may make the information more understandable 
to different users.

Emphasized or Highlighted

The controller may wish to emphasize or highlight specifi c parts or por-
tions of the information. This may be to create a thorough and exhaus-
tive review, or perhaps the controller wants to call the reader’s attention 
to some very specifi c points. The controller may also use asterisks or other 
methods to accomplish this purpose.

If some of the information is forward-looking (prospective), such as 
budgets, forecasts, and projections, communicate the assumptions used 
to prepare the documents. Supporting documentation should also be 
available to anyone who needs it. Internal information has its limitations, 
and the information presented becomes much more meaningful when 
the users understand its preparation and intended purpose.

Financial Ratios

Even before the controller starts comparing his current fi nancial infor-
mation with past periods, top management determines what measurable 
areas they want to monitor. Specifi c ratios have more meaning when com-
pared to change over a period of time as well as other companies within 
the same industry; however, depending on the industry, the specifi c ratios 
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may or may not be important. Many different ratios are available; how-
ever, to be concise, I have listed the most relevant below.

The following ratios are profi tability, liquidity, leverage, and activity 
functions. Each group has specifi c calculations and explanations as to 
what each function and individual ratios mean.

Profitability Ratios

These types of ratios pertain to the fi rm’s ability to generate a profi t. The 
four ratios include the return on sales ratio, the gross profi t ratio, the 
return on stockholders’ equity ratio, and the return on total assets ratio.

1.  Net income/net sales. This is the return on sales ratio. It measures 
how much net income comes from each dollar of net sales. This 
percentage will vary signifi cantly from industry to industry; thus, 
it is important to monitor any changes on a consistent basis.

2.  Net sales less cost of goods sold/net sales. This is called the gross 
profi t ratio and measures the gross profi t generated by each dollar 
of net sales. This ratio changes as a change in the cost structure 
occurs or with additional competition.

3.  Net income/average stockholders’ equity. This ratio is the return on 
stockholders’ equity, and it is the fi rst of the three ratios intro-
duced thus far that considers a balance sheet item—the average 
stockholders’ equity. Although this ratio may not be as important 
for small businesses, it measures the percentage of return pro-
vided to its shareholders during the year.

4.  Net income/average total assets. This last ratio under the profi t-
ability group of ratios is the return on total assets. It measures 
how effi ciently the business has utilized its assets to produce net 
income. (Note: This author recommends reducing total assets by 
any intangible assets that may be on the balance sheet before cal-
culating this ratio.)

Figure 3-1. Illustration of Key Profi tability Financial Ratios
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Liquidity Ratios

Liquidity ratios pertain to items contained on the balance sheet and 
measure an organization’s ability to meet its short-term debt when due. 
These types of ratios are perhaps more important than some of the others 
because they identify potential cash fl ow problems and the inability to 
pay creditors when payment is due.

Leverage Ratios

This third set of ratios measures how the business is fi nancing its assets. 
In other words, the higher the ratios, the greater the fi nancing provided 
by creditors.

1.  Current assets/current liabilities. This is the current ratio and mea-
sures the extent of current assets as compared to current liabili-
ties. Historically, again depending on the industry, a 2 to 1 ratio 
has been considered to be the norm; however, economic and 
other conditions have altered this somewhat. Generally, the larger 
this ratio, the more liquid the company.

2.  Cash plus short-term marketable plus accounts receivable (net)/cur-
rent liabilities. This is the quick ratio or the acid-test ratio, and 
it calculates the “quick assets” (those excluding inventory and 
prepaid expenses) ability to pay off the current liabilities that 
become due. This can be signifi cantly different from the current 
ratio presented previously because of the exclusion of the inven-
tory as part of the numerator. Historically, this ratio is adequate 
when 1 to 1; however, it varies greatly from industry to industry.

Figure 3-2. Illustration of Key Liquidity Ratios



24 THE SMALL BUSINESS CONTROLLER

1.  Total liabilities/stockholders’ equity. This is the debt to equity ratio 
and is used to measure the relationship of creditors to shareholders. 
Creditors generally like to see this ratio no greater than .50 to 1, 
indicating possibly few problems with repayment when due.

2.  Long-term debt/stockholders’ equity. This ratio is the long-term 
debt to equity and excludes the current liabilities from its numer-
ator. Its purpose is to determine what percentage of assets long-
term creditors are fi nancing. This ratio may impact interest rates 
on future borrowings.

Figure 3-3. Illustration of Key Leverage Ratios

Activity (or Turnover) Ratios

The last set of fi nancial ratios are the activity or turnover ratios. These 
ratios determine how effi ciently the company utilizes its assets (resources).

The Fast Close

The monthly closing process of the general ledger accounts in anticipa-
tion of preparing internal fi nancial statements is often a stressful and time-
consuming process for many small businesses. The controller probably will 
have to interrupt normal daily activities to supervise or participate sig-
nifi cantly in generating accurate and timely fi nancial information. The 
controller must take a leadership role to assure that the type and amount 
of fi nancial information is generated as quickly and accurately as possible 
after the month ends.

The controller assesses critically and objectively each function of the 
closing process, determining how to decrease the amount of time needed 
to close the books without materially affecting the quality of the informa-
tion. Some ways to reduce the closing time follow.

Preparation of a Full Set of Financial 
Statements Only Each Quarter

Many companies are realizing the expense and time for the accounting 
department to prepare a complete set of fi nancial statements on a monthly 
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Figure 3-4. Illustration of Key Activity (or Turnover) Ratios

1.  Total charge sales/average accounts receivable (net). This calculation 
is the accounts receivable turnover and measures how effi ciently 
the business is collecting its accounts receivable. The relationship 
shown in this calculation illustrates how long it takes to collect 
accounts receivable.

2.  365/accounts receivable turnover. This ratio is the day’s sales in 
accounts receivable and measures how long it takes from the ini-
tial sale to convert the receivable into cash. This calculation is 
related to the accounts receivable turnover ratio presented pre-
viously. This ratio measures how the credit department collects 
its receivables. This turnover often refl ects cash fl ow and/or the 
inability to pay obligations when due.

3.  Cost of goods sold/average inventory. This is called the inventory 
turnover ratio, and it indicates the number of times the inventory 
turns over during the year. It measures how the business is man-
aging its investment in inventory. Please notice that the calcula-
tion compares the cost of sales to the cost of inventory (costs vs. 
costs). Some analysts suggest using the selling price as the numer-
ator; however, this author disagrees. This is an important ratio 
for any business that sells inventory, and it should be compared 
carefully with other small businesses in the same industry, using 
the same inventory valuation method.

4.  365/inventory turnover. This is the day’s sales in inventory turn-
over, and it is very similar to the inventory turnover ratio dis-
cussed previously. This is another important comparison, as it 
indicates how many day’s sales of inventory is on hand. Being 
overstocked or understocked (stockouts, etc.) may indicate some 
hidden problems that can affect the viability of the organization. 
This will be discussed further in a later section.
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basis. Because of this, many companies have changed to preparing only 
specifi c key items or statistics each month, and then preparing a complete 
set of fi nancial statements at the end of each quarter. Many variations 
of the type and amount of monthly fi nancial information are available. 
Before the controller suggests this signifi cant change, they should thor-
oughly investigate suggested changes, the type of fi nancial information 
presented each month with specifi c examples, and an estimated amount 
of how much time and expense the company may save.

Selection of Four 13-Week Periods

To increase the comparability of the same reporting period (4 weeks 
in this case), some companies have selected thirteen 28-day closing 
cycles, rather than the traditional 12 monthly closings. The advantage 
to this method is that a uniform closing date (such as every fourth Fri-
day) occurs. Additionally, this process might signifi cantly reduce some 
of the normal adjusting entries made each month. Before changing to 
this method, the controller ascertains when the normal monthly recur-
ring expenses such as rent, utilities, and insurance, just to name a few, are 
incurred or disbursed. However, the change to this type of closing system 
may create other unexpected problems that may override the effi ciencies 
previously expected.

An Article by the Institute of 
Management and Administration

The Accounting Department Management Report (ADMR) reviewed 
a joint presentation by SAP and PricewaterhouseCoopers and suggested 
various ways to improve the closing process.2 Some specifi c conclusions 
from the study are as follows:

 1. Leading companies in all four industry sectors presented (manu-
facturing; consumer products; energy and telecom; and fi nance, 
insurance, health care, and nonprofi t) were able to close in 1 day, as 
compared to a high of 6 to 10 days.

 2. The work hours to complete the close were signifi cantly different 
by industry. For example, the energy and telecom industry showed 
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a minimum of 72 hours to close, as compared to the average of 

553 hours.

 3. The following are some of the best practices found in the study:

a. Intelligent use of estimates and accruals. ADMR found that 

many companies do not use monthly accruals and estimates, but 

rather report them in the following month.

b. The automation or elimination of manual entries.

c. The identifi cation and elimination of non-value-added activi-

ties. ADMR suggests recording such things as amortization and 

depreciation quarterly rather than monthly.

d. Establishment of materiality thresholds. Once these thresholds 

have been established, anything above them can be investigated 

and adjusted as necessary.

e. Clear outlining of duties, responsibilities, and deadlines for per-

sonnel responsible for the closing process. Additionally, these 

people should be cross-trained.

A Report by ADMR

A 2004 report by ADMR states that the fi nancial staff spends approxi-

mately 80% of its time each month on activities such as closing the 

books and essential balancing and reconciliation functions.3 Control-

lers, whether public or private, are always searching for ways to reduce 

this overall cost as well as produce more timely and meaningful fi nan-

cial information.

This chapter reviewed the different techniques used to present accu-

rate, timely, and meaningful internal information. Three tables illustrated 

and presented the use of different formats and purposes of internal infor-

mation. Specifi c fi nancial ratios, including profi tability, liquidity, lever-

age, and activity (turnover), were calculated and illustrated with four 

fi gures. Lastly, in this chapter, the fast close was discussed as well as various 

techniques to save time and expense in providing the required monthly 

internal information.

Chapter 4 discusses a complete set of external fi nancial information 

and gives examples of compilation, review, and audit reports presented by 

outside accounting fi rms.





CHAPTER 4

A Complete Set of External 
Financial Statements

This chapter focuses on the preparation of a complete set of fi nancial 
statements for external parties. We discuss the three distinct parts to 
external fi nancial statements—the accountant’s report, the four fi nan-
cial statements, and the notes. The chapter concludes with a discussion 
and illustrations of three distinct reports often prepared by outside CPA 
fi rms—compilations, reviews, and audits.

Three Distinct Parts to a Set of 
External Financial Statements

As noted in chapter 3, many users have different needs for fi nancial 
statement information. Previously, mostly internal users of information 
were discussed; however, external users, such as bankers, major credi-
tors, suppliers, and federal and state regulatory agencies, request, and in 
some cases require, an external fi nancial statement that is acceptable in 
format and content in accordance with generally accepted accounting 
principles (GAAP).

A complete set of fi nancial statements for external users consists 
of three distinct parts. First is the accountant’s report describing what 
assurance relates to the accuracy of the fi nancial statements presented 
and usually includes a compilation, review, or audit report issued by the 
accounting fi rm.

Second are the four basic fi nancial statements. The fi rst is the balance 
sheet (also called the statement of fi nancial position or the statement of fi nan-
cial condition), which presents the company’s fi nancial position at a specifi c 
point in time, for example, December 31, 2009. It includes a listing of all 
assets (things of value to the business), all liabilities (debts and obligations to 
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be repaid to creditors), and net worth or stockholders’ equity (what is left or 
who owns the rest of the assets listed, also called residual value).

The income statement appears next, and it contains how much net 
profi t or net loss the company generated over a specifi ed period, such as 1 
month, 3 months, or 1 year. An example would be an income statement 
presented for “Twelve Months Ended December 31, 2009.” This fi nancial 
statement is a cumulative amount over a period, not to exceed 1 year. It 
contains all income (things that have been earned), expenses (costs incurred 
to generate the income presented on this income statement), and the differ-
ence between the two fi gures. If income exceeds all expenses, the residual is 
net income. If expenses exceed income, it is a net loss.

The third fi nancial statement usually presented is the statement of 
cash fl ows. It converts the income and expenses reported on the income 
statement to the amount received and disbursed in cash. One of the pur-
poses of this statement is to complement and supplement the income 
statement and balance sheet. Three distinct sections appear in the state-
ment of cash fl ows—operating, investing, and fi nancing. The individual 
three sections of the statement allow the reader of the fi nancial infor-
mation the ability to determine which source (operating, investing, and 
fi nancing) generated or used the most cash.

The fi nal fi nancial statement is usually the statement of retained earn-
ings. A corporation uses the retained earnings statement and shows how 
that account changed from the beginning to the end of the year. Although 
several items affect the retained earnings, it is suffi cient to understand 
that retained earnings increases by profi table operations (net income) and 
decreases by unprofi table operations (net losses) and dividends. Thus, the 
general formula for the statement of retained earnings is the beginning 
of the period balance (i.e., January 1, 2009) plus the net income for the 
year (12 months ended December 31, 2009) or less net loss for the same 
period, less dividend declared to shareholders, equals the retained earn-
ings at end of period (i.e., December 31, 2009).

The last section of a complete set of fi nancial statements includes the 
notes to the fi nancial statements. This section describes the accounting 
policies and accounting estimates used in the fi nancial statements, and 
often includes many important items or comments that may affect future 
profi ts and cash fl ow. These notes are very relevant for a complete under-
standing of the fi nancial statements.



 A COMPLETE SET OF EXTERNAL FINANCIAL STATEMENTS 31

Compilation, Review, and Audit Financial Statement 
Services Offered by Accounting Firms

Most public accounting fi rms offer many types of services to small busi-

nesses, depending on the needs of the specifi c client. As the small busi-

ness controller, they understand the difference between the various levels 

of standards the public accounting fi rm must adhere to depending on the 

type of services provided.

Most every organization, whether public or nonpublic, profi t or non-

profi t, must in some way prepare a report on its fi nancial position and 

performance. The accounting profession has developed different types of 

standards, each with its own specifi c audience.

The public accounting fi rm provides three distinct services. Each ser-

vice meets the specifi c needs of the client.

Compilation Services

This level of service involves preparing fi nancial statements based on 

information provided by the organization’s management. Small, privately 

held businesses may utilize this type of service monthly, quarterly, or 

annually. The accounting fi rm helps the organization prepare its fi nan-

cial statements. However, the accounting fi rm offers no assurance as to 

whether material, or signifi cant, changes are necessary for the fi nancial 

statements to conform to GAAP. During a compilation engagement, the 

accounting fi rm arranges the fi nancial data into fi nancial statement form. 

No investigation or searching occurs unless the accounting fi rm becomes 

aware the data provided are inaccurate or incomplete. The accounting 

fi rm expresses no opinion.

The current standards regarding compilation services allow the 

accounting fi rm to compile the fi nancial information and omit the notes 

to the fi nancial statements that are usually part of a complete set of fi nan-

cial statements. If management and the accounting fi rm select this type 

of omission, the standard report includes an additional paragraph stat-

ing that management has elected to omit the disclosures. This additional 

paragraph alerts the reader of the fi nancial statements that if the fi nancial 

statement contained the disclosures, it might affect the user’s conclusions.

The standard compilation report is as follows:1
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This type of report may be suffi cient for many small businesses; how-
ever, if a business needs to provide some level of assurance that its fi nancial 
statements are reliable, it may be necessary to have an outside accounting 
fi rm issue a review or an audit. A compilation is usually the lowest level of 
reporting service an accounting fi rm can provide, and the fees associated 
with this type of service are usually the lowest.

Review Services

The second level of fi nancial reporting services that an outside account-
ing fi rm provides is a review. The reviewed fi nancial statements may be 
appropriate for businesses that need to report their fi nancial results to 
third parties, such as creditors and regulatory agencies.

The report issued by the accounting fi rm provides limited assurance 
that no material changes to the fi nancial statements are necessary. The 
amount of assurance and reliability provided by the reviewed statements 
falls between compilations, discussed previously, which provide no assur-
ance, and the audit, which provides a much higher level of assurance. It is 
still important to note that the reviewed statements are the representation 

Accountant’s Compilation Report

Stockholders and Board of Directors
ABC Company

We have compiled the accompanying balance sheet of ABC Company 
as of June 30, 2009, and the related statements of income, retained 
earnings, and cash fl ows for the year then ended, in accordance with 
Statements on Standards for Accounting and Review Services issued 
by the American Institute of Certifi ed Public Accountants.

A compilation is limited to presenting in the form of fi nancial 
statements information that is the representation of management 
(owners). We have not audited or reviewed the accompanying fi nan-
cial statements and, accordingly, do not express an opinion or any 
other form of assurance on them.

XYZ Accounting Firm
August 15, 2009
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of management, not the accounting fi rm. Management needs to have a 
suffi cient understanding of the fi nancial statements to assume responsi-
bility for them.

The reviewed fi nancial statements must include all notes to the 
fi nancial statements, whereas in a compilation they sometimes are not 
included. Additionally, the accounting fi rm must remain independent 
during the review engagement. The review engagement requires the 
accounting fi rm to make specifi c inquiries of various matters, such as 
accounting principles and practices, record-keeping practices, account-
ing policies, actions of the board of directors, and changes in business 
activities. The accounting fi rm must apply some type of analytical proce-
dures designed to identify unusual items or trends in the fi nancial state-
ments that may need additional explanation. Primarily, a review evaluates 
whether the fi nancial statements are understandable and reliable without 
applying various tests that an audit requires.

A review does not require the accounting fi rm to confi rm balances 
with banks or creditors, observe the physical inventory, or test selected 
transactions by examining supporting documents. However, in many 
cases, a review, which contains limited assurance, may be appropriate for 
a business or its creditors.

The standard review report is as follows:2

Accountant’s Review Report

Stockholders and Board of Directors
ABC Company

We have reviewed the accompanying balance sheet of ABC Company 
as of June 30, 2009, and the related statements of income, retained 
earnings, and cash fl ows for the year then ended, in accordance with 
Statements on Standards for Accounting and Review Services issued 
by the American Institute of Certifi ed Public Accountants. All infor-
mation included in these fi nancial statements is the representation of 
the management (owners) of ABC Company.

A review consists principally of inquiries of company personnel and 
analytical procedures applied to fi nancial data. It is substantially less 
in scope than an audit in accordance with generally accepted auditing 
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If a review does not provide the level of assurance needed, the business 
may need an audit.

Audit Services

Some private companies may be required to engage an outside account-
ing fi rm to audit its fi nancial statements and issue a report providing the 
highest level of assurance that the fi nancial statements presents fairly in 
conformity with GAAP. During an audit, the accountant gathers evi-
dence regarding the reliability of the fi nancial statements. The accoun-
tant generally confi rms balances with banks and creditors, observes the 
counting of the physical inventory, and tests selected documents external 
to the organization to gather information that may be more objective 
than internal documents. For example, by obtaining written confi rma-
tion from the client’s customers of the amounts owed to the client as of a 
specifi c date, the accountant attempts to reduce the risk that the fi nancial 
statements will be materially incorrect. After all the information is veri-
fi ed, the accountant issues a report stating that the fi nancial statements 
are presented fairly, in all material respects, in conformity with GAAP. 
The audit is planned and performed with an attitude of professional skep-
ticism, which means that the auditor is required to design various tests of 
the accounting records that provide reasonable assurance that material 
errors or fraud are detected. However, not all types of fraud, if any, may 
be uncovered, if an auditor is untrained to fi nd fraudulent behavior, or if 
customary audit procedures fail to detect this type of activity. Statement 

standards, the objective of which is the expression of an opinion 
regarding the fi nancial statements taken as a whole. Accordingly, we 
do not express such an opinion.

Based on our review, we are not aware of any material modifi ca-
tions that should be made to the accompanying fi nancial statements 
in order for them to be in conformity with generally accepted account-
ing principles.

XYZ Accounting Firm
August 15, 2009
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on Auditing Standards (SAS) 99,3 Consideration of Fraud in a Financial 
Statement Audit, provides guidance to the CPA regarding the responsi-
bility to detect fraud during an audit. Although the audit does provide 
some reasonable basis for a higher level of assurance that the fi nancial 
statements do not contain material errors or fraud, an audit does not 
guarantee absolute assurance.

An illustrative audit report is as follows:4

Independent Auditor’s Report

Stockholders and Board of Directors
ABC Company

We have audited the accompanying balance sheet of ABC Company 
as of June 30, 2009, and the related statements of income, retained 
earnings, and cash fl ows for the year then ended. These fi nancial state-
ments are the responsibility of the Company’s management. Our 
responsibility is to express an opinion on these fi nancial statements 
based on our audit.

We conducted our audit in accordance with auditing standards 
generally accepted in the United States of America. Those standards 
require that we plan and perform the audit to obtain reasonable assur-
ance about whether the fi nancial statements are free from material 
misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures to the fi nancial statements. 
An audit also includes assessing the accounting principles used and 
signifi cant estimates made by management, as well as evaluating the 
overall fi nancial statement presentation. We believe that our audit pro-
vides a reasonable basis for our opinion.

In our opinion, the fi nancial statements referred to above present 
fairly, in all material respects, the fi nancial position of ABC Company 
as of June 30, 2009, and the results of its operations and its cash fl ows 
for the year then ended in conformity with accounting principles gen-
erally accepted in the United States of America.

XYZ Accounting Firm
August 15, 2009



36 THE SMALL BUSINESS CONTROLLER

Regardless of what type of services the outside accounting fi rm is pro-
viding, it is important to obtain an engagement letter, specifying esti-
mated fees, services to perform, timetable for completion, and services 
expected from the controller’s staff.

In this chapter, we discussed a complete set of external fi nancial state-
ments and the necessity of having an independent accountant’s report 
and the notes as an integral part of the four required fi nancial statements. 
We presented illustrated examples of compilation, review, and audited 
fi nancial reports often issued by an outside accounting fi rm.

The next chapter discusses the management of cash and many of the 
important issues pertaining to it.



CHAPTER 5

Management of Cash

This chapter discusses several issues pertaining to the management of 
cash, including the cash cycle and a defi nition and examples of the cash 
conversion cycle. We present the benefi ts of cash forecasting, in addition 
to different techniques to invest idle cash for a period of 30 days and 
beyond. We discuss compensating balances and lastly suggest several ways 
to optimize the collection and disbursement fl oats.

The Importance of Cash Flow

Some authors have suggested that cash fl ow is more important than net 
income for an organization. Although I do not agree with the generali-
ties of the statement, every organization needs to generate an adequate 
amount of cash fl ow, and if surplus cash occurs periodically, it needs to 
earn a return that will increase net income.

The Cash Cycle

When calculating an organization’s cash fl ow, many recommend start-
ing with a couple of ratios. In chapter 3, I presented various key ratios, 
as well as a discussion outlining some specifi c limitations regarding 
ratio analysis. Ratio analysis is not an end in itself, even though some 
calculations are easy for several key ratios and if used properly can 
provide trends and predict potential problem areas. For example, one 
key ratio usually calculated is the current ratio, which is current assets 
divided by current liabilities. As noted previously, this ratio measures 
how liquid a company is and indicates current assets in relation to cur-
rent liabilities. What is adequate depends on the specifi c industry in 
which the organization operates. As an example, an industry such as a 
service organization might consider a current ratio of 1 to 1 suffi cient, 
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whereas a manufacturing company within a specifi c growth industry 

might require a ratio of 2.5 to 1 or higher.

The quick ratio, also called the acid-test ratio, is often calculated. 

This calculation is similar to the current ratio; however, the numerator, 

which is total current assets for the current ratio, consists of only cash, 

short-term investments, and net accounts receivable. These three assets 

are very close to cash or easily converted to cash (e.g., factoring or selling 

trade accounts receivable). The numerator for the quick ratio excludes 

inventory, which is a large item for many organizations. Although inven-

tory sales can occur in one large transaction, it does not have reasonably 

assured proceeds applicable to the sale of accounts receivable. Thus, it is 

not part of the numerator. The denominator is current liabilities, same as 

used in the current ratio. Industry fi gures should be obtained for similar 

ratios and a comparison made, because as noted previously, what may be 

considered adequate for one industry can vary signifi cantly between dif-

ferent industries.

The controller often prepares various calculations and interprets the 

results for other management team members. He communicates to man-

agement and other interested parties that an organization that receives 

payment sooner for its products or services and pays later for its recurring 

expenses and inventory has a competitive advantage. For example, if a 

company receives payment for its sales up front (e.g., accepting credit 

cards or enticing early payment of the net invoice) and does not pay its 

suppliers and other trade vendors until 30 days later, a signifi cant portion 

of its daily operations will be fi nanced by its vendors and suppliers. A 

common technique used to measure this effi ciency is the calculation of 

the cash conversion cycle.

Cash Conversion Cycle

Each company has a different cash conversion cycle, defi ned as the num-

ber of days an organization takes to convert a dollar of inventory into a 

dollar of sales. Generally, a lower cash conversion cycle is better than a 

higher one. Some companies even have negative numbers, which indi-

cates that the business is converting its products into cash before it pays 

for its product or services.
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The cash conversion cycle (CCC) calculation starts by determining 
the days sales in inventory (DSI), which is the number of days the inven-
tory remains unsold. To this calculation, we add the days sales outstand-
ing (DSO), which is the time customers take to pay for their merchandise 
or services, and then deduct the time we take to pay our suppliers or ven-
dors, called the days purchases outstanding (DPO).1 Table 5-1 presents 
an example of the information gathered, the calculations made, and the 
information generated to produce the CCC.

Based on the information contained in Table 5-1, the company’s cash 
conversion cycle is 99 days. This means a dollar spent on goods sold 
by the organization converts to cash in 99 days. Although 99 days may 
appear to be a long time, the controller needs to review industry averages 
and make appropriate comparisons, in addition to reviewing trends over 
several years within the business. How can we lower the overall CCC?

Table 5-1. Cash Conversion Cycle (CCC)

Calculation of days inventory outstanding (DIO)

Cost of goods sold for the year $4,500,000

Cost of goods sold per day (annual cost of 
goods sold/365) ($4,500,000/365)

$12,329

Inventory at end of year $1,600,000

DIO ($1,600,000/$12,329) 130 days

Calculation of days sales outstanding (DSO)

Revenues for the year $5,700,000

Revenues per day (annual revenues/365) 
($5,700,000/365)

$15,617

Accounts receivable—trade at end of year $850,000

DSO ($850,000/$15,617) 54 days

Calculation of days payable outstanding (DPO)

Cost of goods sold for the year (from above) $4,500,000

Cost of goods sold per day (from above) $12,329

Accounts payable at end of year $1,050,000

DPO (accounts payable/cost of goods sold 
per day) ($1,050,000/$12,329)

85 days

Company’s cash conversion cycle 
(130 + 54 - 85 = 99)

99 days
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Cash Management and Forecasting Its Cash Position

Regardless of how profi table a company is, or has been, all businesses 
need a suffi cient amount of cash to pay its obligations in a timely man-
ner. Even if a company has excess cash, the effective and effi cient utiliza-
tion of all available resources is important.

A signifi cant item within the cash fl ow projections contained in the 
cash budget is an estimate of the collection process and the determina-
tion of how long it takes to collect cash from accounts receivables. Some 
accounting software packages include cash forecasting as part of the pack-
age or added for an additional fee. The controller should review what the 
company currently has available and see if software alterations can occur 
to meet their specifi c needs.

Investing Idle Cash

If a company is fortunate enough to have excess cash, it must produce the 
highest return possible for the time available, in addition to ensuring the 
risk and availability of the funds match the cash fl ow needs of the orga-
nization. A business must determine if the excess cash is available within 
the next 30 days or, if unavailable within the next 30 days, still readily 
available if conditions change.

Investing Cash Beyond 30 Days

If a company does not need the cash within the next 30 days, a typical 
course of action may be to reduce the outstanding line of credit (which is 
available again when needed) or to invest in low-risk certifi cates of deposit 
or treasury bills. The controller should check with an offi cer of the bank 
where it has a banking relationship to obtain current information.

Investing Idle Cash for Less Than 30 Days

Even if an organization has seasonal fl uctuations in its cash fl ow and 
has excess cash for less than 30 days, this cash should still generate some 
income. Do not let the cash sit inactive and unproductive.
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Compensating Balances

It is common when a business opens a line of credit for the bank to 
require a compensating balance agreement, which is a form of collateral 
or security. This means that the company is required to maintain a com-
pensating cash balance in its checking or savings accounts equal to 10% 
to 20% of the total amount outstanding on the line of credit. When this 
situation occurs, the company is unable to utilize this required cash bal-
ance and the cash usually remains idle and unproductive. It is usual for a 
bank to eliminate the compensating balance requirement for other forms 
of collateral and guarantees.2 The controller should review this situation 
with the banker. A company with idle cash has many investment alterna-
tives. Some investments require 1 year, while others only a few days. The 
various investment possibilities are beyond the scope of this book.

There is very little risk in investing cash on a short-term basis; how-
ever, the cash must be available when needed. Some usual investments 
noted previously do not allow the money to be withdrawn until the 
maturity date. For example, if the money is unavailable for 10 days, 
and because of unexpected circumstances, the cash becomes needed in 
3 days, it may not be available at all or perhaps unavailable without 
paying a penalty.

Optimizing the Float

A controller can “optimize the fl oat” by understanding and improving 
the collection fl oat and the disbursement fl oat.

The Collection Float

The collection fl oat refers to how long it takes customer payments to 
be available for use by the company. Although the checks from custom-
ers become deposits, they may be unavailable for use because of a bank 
policy requiring 2 or 3 days before availability.
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The Disbursement Float

The disbursement fl oat is the period of time it takes for the deduction of 
vendor checks to reduce the company’s cash balance at its bank. A control-
ler who can refi ne his collection and disbursement fl oats can increase the 
amount of cash available perhaps by several days. By gaining access to this 
cash faster, the company can invest its cash and earn additional income 
from its investments. Table 5-2 shows how this may be accomplished.

As Table 5-2 illustrates, if a company can decrease its fl oat time 
on its cash receipts by only 3 days per year, it will generate additional 
income of $2,952 per year, plus show an increase of cash available of 
$49,200. Additionally, if the controller can somehow increase its fl oat 
time for cash disbursements by another 3 days per year, the company 
will have additional cash available of $46,800. If we obtain a yield of 

Table 5-2. Projected Benefi ts of Optimizing “The Float”
Cash receipts Cash disbursements Total cash

Annual cash fl ows ($) 6,000,000 5,700,000 11,700,000

Divided by 365 days 
per year = cash fl ows 
per day ($)

16,400 15,600 32,000

Estimated increase in cash fl ows

Increase by 1 day ($) 16,400 15,600 32,000

Increase by 2 days ($) 32,800 31,200 64,000

Increase by 3 days ($) 49,200 46,800 96,000

Estimated return on invested idle cash (assume 6% return)

Estimated return for 1 
day ($)

984 936 1,920

Estimated return for 2 
days ($)

1,968 1,872 3,840

Estimated return for 3 
days ($)

2,952 2,808 5,760

Overall annual benefi t (cash plus est. return)

Overall increase by 1 
day ($)

17,384 16,536 33,920

Overall increase by 2 
days ($)

34,768 33,072 67,840

Overall increase by 3 
days ($)

52,152 49,608 101,760
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6% on the additional cash, this will translate into additional income of 
$2,808 per year.

If the controller is able to do both (decrease the cash receipts fl oat by 3 
days, as well as increase the cash disbursements fl oat by 3 days), an addi-
tional $96,000 of increased cash fl ow would be available, and that amount 
would increase by the assumed earnings of $5,760, for an increased overall 
cash fl ow of over $100,000 per year. Another chapter in this book describes 
some techniques that may accomplish just that—decrease the cash fl ow for 
receipts and increase the cash fl ow for disbursements.

Reducing the Collection Float

When trying to analyze the current situation and reducing the overall time 
for the collection fl oat, the three items usually considered are the time the 
bank takes to process its collection, the time the mail is collected, and gen-
eral processing time when the organization receives the checks. If all three 
of these processes are reviewed, along with suggestions on how to reduce 
the time spent on each process, the overall collection fl oat will probably 
be reduced, which means that the checks are going to be received quicker. 
Below are some suggestions for each element of the collection fl oat.

The Availability of Funds by the Banker

Each bank may have different policies regarding how soon the business 
has access to it funds. The type of deposit items as well as the location 
of the bank may affect the bank’s policy. The controller should ascertain 
the bank’s policy and negotiate it by comparing its terms with other local 
banks, checking with other local businesses to see what it has for availabil-
ity, and determining the cutoff time for making daily deposits. Generally, 
the larger banks have more fl exibility in negotiating these terms. Even if a 
reduction of only 1 or 2 days occurs, this is a good start to reducing the 
overall collection fl oat.

Collection of Mail at the Post Office

Post offi ce boxes receive mail continuously throughout the day. Thus, 
the business needs to determine the time of day when the majority of 
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the mail appears in the post offi ce box and make its pick-up accordingly. 
Another possibility is to make more than one trip per day to the post 
offi ce to collect the mail. Although this suggestion may seem extreme, if 
the collection fl oat reduces by just 1 day, we are one step closer to achiev-
ing our overall goal.

Other Possible Forms of Payment

The collection on some forms of payment occurs quicker. For example, 
wire transfers and electronic fund transfers (EFT) can reduce the collec-
tion fl oat by another day or two. The controller should explore the option 
of having customers with large balances pay using either wire transfers or 
EFT rather than sending regular checks through the mail. Electronic data 
interchange (EDI) is another option the controller may wish to explore. 
All of these options reduce the collection fl oat.

Lockboxes

Lockboxes are centralized locations provided primarily by a commercial 
bank. Customers send their payments directly to the lockbox rather than 
to the creditor, so the processing of payments and crediting to creditor’s 
account occur much faster. Traditionally lockboxes reduce the collection 
fl oat up to 3 days for out-of-town checks and approximately 1 day for local 
and regional checks. Many small businesses do not explore the opportuni-
ties that lockboxes provide because of the perception it may be too expen-
sive. However, in some cases, lockboxes may not only reduce the collection 
fl oat but may also improve the overall internal controls of a business.

In this chapter, we considered cash fl ow and its integral parts of col-
lections, disbursements, and cash availability. We calculated the cash con-
version cycle, and Table 5-1 illustrated its key areas. Table 5-2 displayed 
the process to optimize the “fl oat.”

Next, in chapter 6, we discuss many elements pertaining to the man-
agement of trade accounts receivable.



CHAPTER 6

The Management of 
Accounts Receivable

This chapter discusses accounts receivable management and includes a 
fi nancial analysis worksheet and suggestions on establishing credit policies. 
This chapter also contains information regarding obtaining a security inter-
est and guarantees, accepting P-cards from customers, and offi cer notes 
receivables. A discussion of the differences between generally accepted 
accounting principles (GAAP) and Internal Revenue Service (IRS) regula-
tions regarding accounting for bad debts concludes this chapter.

The Establishment of an Effective Credit Policy

To attract new customers and increase sales volume, a company generally 
must extend trade credit. Although sales may increase, a potential exists 
for increased expenses in the form of bad debts, additional bookkeeping 
and accounting costs, and perhaps additional personnel costs to monitor 
and collect the accounts receivable. An effective credit policy must be 
established and enforced to control some of these additional costs, espe-
cially the potential for bad debts.

A Financial Analysis Worksheet

All controllers must understand the overall relationship of the accounts 
receivable function and its impact on fi nancial statements. They should 
review both historical and current fi nancial records and prepare a fi nan-
cial analysis worksheet. Table 6-1 illustrates some of the relevant informa-
tion that may be gathered.

When reviewing the information contained in Table 6-1, the control-
ler determines which area(s) need improvement and the potential impact 
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the change(s) might have on the operating effi ciency of the organization. 
I recommend a 5-year comparison and trend analysis, as illustrated above.

Establishing Credit Policies

Before any credit is given, a complete policy should be prepared and 
discussed with designated members of the management team. Credit 
bureaus and local organizations, including the Small Business Admin-
istration (SBA), often provide seminars on how to establish appropriate 
credit policies. To review existing forms available to help with the credit 
and collection process, local Chambers of Commerce are a good resource. 
The overall process and policies would normally include the credit appli-
cation form, the customer review process of approved or unapproved, the 
verifying of information on the credit application, how the customers are 
notifi ed of acceptance or rejection, and how a credit limit is established 
for each customer.

Table 6-1. Accounts Receivable Financial Analysis Worksheet

Year 1 Year 2 Year 3 Year 4 Year 5

Annual charge sales

Accounts receivable outstanding at end 
of year

Current

1–30 days past due

31–60 days past due

61–90 days past due

Over 90 days past due

Total

Days sales outstanding

Average balance of accounts receivable/365 
days divided by net credit sales

Bad debt expense

Relationship of the allowance for 
doubtful accounts and the balance of 
outstanding accounts receivable

Allow for doubtful accounts/ending balance 
of accounts receivable
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Additionally, the terms of the sale need to be established, such as 
2/10, net 30. Review your competition in the same industry to see 
what they are doing.

The business should hold one of its employees accountable for the 
credit and collection function. Most small businesses do not assign this 
responsibility to the controller; however, the controller is usually better 
qualifi ed than most to monitor and understand the impact slow collec-
tions and inappropriate extension of credit have on the overall profi ts of 
an organization.

Financial Ratios Pertaining to Accounts Receivable

Previous chapters of this book have suggested several relevant fi nancial 
ratios applicable to accounts receivable. You may want to review those 
chapters again before proceeding.

A, B, & C Customers

In another chapter, we will discuss accounts payable vendors. Accounts 
receivable customers can have similar principles applied to them. By 
categorizing customers as A, B, or C, different credit limits, as well as 
different policies and procedures, affect each group. For example, “A” 
customers may account for approximately 65% of total sales volume but 
only consist of about 15% of total customers, “B” customers may gener-
ate about 25% of total volume and account for 25% of total customer 
base, while “C” customers may consist of 10% of sales volume and repre-
sent 60% of total customers. By emphasizing the major customer group 
(either by sales volume or by customers), the credit and collection func-
tion can focus on the largest area of potential concern.

Approval and Rejection Letters

Once the company has determined who is, and who is not, creditworthy, 
and establishes a credit limit for those considered creditworthy, the com-
pany notifi es the customer in a professional and courteous manner. The 
Equal Credit Opportunity Act, and specifi cally Regulation B, requires 
a timely response whether the customer receives credit or not. If the 
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customer does not receive credit, the notifi cation should be in writing, 
outlining the reasons for the credit denial, and perhaps giving them an 
opportunity to reapply in the future.1 Review thoroughly Regulation B 
before implementing any fi nal credit policies and procedures.

Obtaining Additional Security on 
Accounts Receivable Balances

Even though a company may have the best policies and procedures set 
up to monitor accounts receivable performance, some customers either 
will extend beyond the company’s credit terms or will be unable to pay 
the amounts within an acceptable time. When this happens, the person 
responsible for the credit function should seek ways to help reduce the 
overall risk of a customer not paying at all. In some cases, obtaining a 
security interest, guarantees, or both accomplishes this.

Obtaining a Security Interest

As noted previously, the intent of this action is to help reduce bad debts. 
The obtaining of a security interest helps to protect the creditor if the 
debtor is unable to pay. The Uniform Commercial Code (UCC) allows a 
creditor to enter into a security agreement with the debtor, and when the 
creditor fi les the form(s) with the appropriate local and state governmen-
tal agencies, it becomes public information that allows other companies 
to determine what security interests are in existence.2

Generally, two types of security interests are available in practice. One 
pertains to a specifi c obligation, such as the total balance of a customer’s 
account, and the other pertains to specifi c products, such as inventory 
and equipment sold. Each type has its specifi c requirements for fi ling, 
and the controller needs to be aware of what is required and when.

Obtaining a Guarantee

A personal or corporate guarantee from the customer may be appropri-
ate, depending on the customer. In both cases, the guarantee should be in 
writing, specifying interest rates and due dates. Before the fi nal guaran-
tee, the controller should consult the company’s legal counsel.
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Shortening the Receivable Cycle 
and the Collection Pattern

Previous chapters presented several alternatives regarding shortening the 
receivable cycle and increasing the collection of accounts receivable. You 
may want to review this information before proceeding.

Accepting P-Cards From Customers

Some companies have been using P-cards (procurement cards) for about 
20 years. If a company is not accepting P-cards, it may be losing a signifi -
cant amount of business. The traditional P-card replaces the usual sales 
invoice on a charge basis and allows customers to purchase items directly 
from a specifi c company without using purchase orders and other tech-
niques that may slow down the process.3 A P-card is similar to many 
credit cards. It allows the customer to accumulate its purchases for a spe-
cifi c period, and an electronic payment occurs within a couple of days. 
Although some initial costs are incurred (computer costs) and there is 
an ongoing transaction fee, it is estimated that approximately 30% of all 
businesses today use some sort of P-card. Two of the primary reasons the 
creditor uses P-cards are to eliminate practically all collection activities 
and to greatly expedite the cash fl ow process. The controller of a small 
business should explore how to set up and accept P-cards.

Officers’ Notes Receivables

When the owner or offi cer of an organization borrows from the busi-
ness, and whether the transaction involves cash or other assets of the 
organization, the controller should ensure that the owner or offi cer signs 
a promissory note specifying the amount, repayment date, and interest 
rate. The IRS often investigates when an amount appears on a corpora-
tion’s tax return, as the amounts due from offi cers appear on a separate 
line on the corporation’s tax return. The controller should explore other 
ways to handle this loan, such as dividends or bonuses, for example.
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IRS Versus GAAP Accounting for Bad Debts

Accounting for Bad Debts According to GAAP

How an organization accounts for potential or actual bad debts depends 

on whether the organization is using the cash or accrual methods of 

reporting income. Assuming that the business is using the accrual method 

when recording the sale, an estimate determines how much of the receiv-

able is uncollectible.

The estimated bad debt calculation can come from industry statis-

tics or experience of the organization. GAAP states a better matching of 

revenues and expenses is realized when the sales and the corresponding 

estimated bad debts appear in the same period.4

For example, if the sales of a company for the month of June are 

$2,150,000 and, based on past experience, 1% of all accounts receiv-

able are estimated to be uncollectible, the sales would be recorded in the 

month of June as follows:

Accounts receivable – trade = 2,150,000

Sales = 2,150,000

During the same period, in the month of June in this case, the com-

pany would make another entry recording the potential loss for estimated 

bad debts. The entry would be as follows:

Bad debt expense = 21,500

Allowance for bad debts = 21,500

The above amount ($21,500) is based on total sales of $2,150,000 

times an estimated bad debts percentage of 1% of sales ($2,150,000 × 

0.01 = $21,500).

The income statement effect of these two transactions is to increase 

sales by $2,150,000 and increase bad debt expense by $21,500. This 

translates into a net profi t of $2,128,500. The impact on the bal-

ance sheet is to increase current assets (trade accounts receivable) by 

$2,150,000 and then create a valuation account against that account 

(called allowance for bad debts) for $21,500, which will create a net 

realizable amount from net receivables of $2,128,500 ($2,150,000 less 
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$21,500). This is only the fi rst of a two-step process when complying 
with GAAP. The second step occurs when specifi c accounts are deter-
mined uncollectible. When this occurs, the account is written off the 
books and an entry is made as follows:

Allowance for bad debts = XXXX

Accounts receivable - trade = XXXX

For example, if we assume that a customer’s account balance of $2,700 
is determined to be worthless, the above entry refl ects the $2,700 
write-off. This entry has no impact on the income statement and does 
not affect net income when written off. In contrast, the net income 
reduction occurs when we record an estimated amount of uncollect-
ible receivables in the same period as the recording of the sale. The 
impact of the actual write-off of a customer’s account is the reduction 
of the allowance for bad debts as well as the trade accounts receivable 
account by the same amount. Thus, the balance sheet has no overall 
impact at this time. The real change on the balance sheet occurs when 
we record the estimated bad debts (again, in the same period as when 
we record the overall trade accounts receivable). We now achieve the 
overall matching principle (recognizing revenue and recording the esti-
mated expenses associated with it in the same period) in accordance 
with GAAP.

IRS Rules Pertaining to Bad Debts

The IRS does not allow a company to take a tax deduction for any bad 
debts until the account receivable becomes uncollectible. Even though 
a company may use the accrual method according to GAAP as outlined 
previously, the IRS states that no amount for bad debts are deduct-
ible until the amount is determined to be worthless.5 Thus, a perma-
nent timing difference develops between reporting net income on the 
income statement and taxable income on the tax return. The IRS is not 
concerned about the amount estimated to be uncollectible according 
to GAAP, but rather requires the taxpayer to wait until the amount 
becomes worthless before any deduction appears on the tax return. 
Thus, the amount refl ected as net income on the income statement and 
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the amount of taxable income on the corporation’s tax return could be 
signifi cantly different.

In this chapter, we discussed the management of accounts receivable. 
Table 6-1 presented an example of a worksheet often used to analyze 
trade accounts receivable. Chapter 7 discusses inventory management 
and many issues pertaining to inventory.



CHAPTER 7

Management of Inventory

Many small business controllers have responsibility for supervising and 
monitoring the overall impact of ensuring a suffi cient amount of inven-
tory is on hand to satisfy the needs of its customers, as well as mini-
mizing its overall carrying costs. This chapter addresses areas within the 
inventory management process including inventory turnover, carrying 
costs, reorder points, different methods of inventory valuation, the ABC 
approach, just-in-time inventory management, direct material and direct 
labor costs, and cycle counting.

The Many Aspects of Inventory Management

This chapter addresses many issues the controller considers when dis-
charging his responsibilities regarding inventory management

Inventory Turnover

Often, the largest current asset a company shows on its balance sheet 
is inventory. Therefore, it is important to manage effi ciently and pro-
ductively the inventory function, and one of the many tools available to 
measure productivity is the inventory turnover. Inventory turnover is the 
number of times a company sells its average inventory investment each 
year. The actual calculation is as follows:

Cost of goods sold during the past 12 months/average inventory 
balance during the past 12 months

For example, if a company has total cost of sales of $14,000,000 and 
its average inventory value at cost is $4,000,000, the inventory turnover 
is 3.5 times ($14,000,000/$4,000,000). To measure how a company is 
doing within a specifi c industry and to identify ways for improvement, a 
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comparison occurs between the company information and similar com-
panies within the same industry, in addition to an internal comparison 
over a 5-year period.

Carrying Costs Associated With Inventory Levels

If a company does not appropriately manage its inventory levels, a signifi -
cant hidden cost of carrying high inventory levels occurs.1 The controller 
calculates the costs incurred in carrying excess inventory. If a control-
ler has determined that current carrying costs are approximately 20% of 
the inventory level, he can explain and illustrate how an inventory level 
reduction reduces overall costs.

For example, Table 7-1 illustrates how a 10% reduction in inventory 
levels not only increases the overall operating profi t before taxes but also, 
just as importantly, provides the availability of additional cash.

As shown in Table 7-1, if a company reduces estimated average annual 
inventory levels by 10%, or by $110,000 in this illustration, profi ts before 
taxes would increase by $22,000 ($110,000 times 20% carrying costs). 

Table 7-1. Impact of Carrying Costs and Inventory Levels on Profi ts 
and Cash Flow

Current level before 
inventory reduction

Revised level after 
inventory reduction

Difference increase 
(decrease)

Estimated annual 
revenue/sales ($)

8,000,000 8,000,000 None

Estimated gross 
profi t percentage

32.00 32.00 None

Estimated annual 
net income ($)

240,000 262,000 22,000 

Estimated net 
income as a 
percentage of annual 
revenue/sales

3.00 3.28 .28 

Estimated annual 
inventory levels ($)

1,100,000 990,000 (110,000)

Estimated inventory 
turnover

4.9 times 5.5 times .60 times

Estimated inventory 
carrying costs (%)

20 20 None
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If the overall total impact is considered, not only would annual operat-
ing profi t before taxes increase by $22,000, but operating cash of about 
$132,000 before taxes ($110,000 reduction in inventory levels plus a sav-
ings in carrying costs of $22,000) would also be available.

Specific Examples of Carrying Costs

At a minimum, the controller, in determining how the carrying costs 
interact with different inventory levels, should review the following costs.2

Interest Costs Incurred on Short-Term Borrowings

In many cases, the amount available on a line of credit changes with 
the level of inventory and, in some cases, trade accounts receivable. The 
credit line interest relates to a bank prime rate, and 1 or 2 points, and the 
amount of credit line depends on the borrowing power of the business. 
The interest costs on a short-term line of credit often accounts for as 
much as 30%–40% of total carrying costs. The reason the line of credit 
interest cost is included in the calculation of carrying costs is that usu-
ally the line is available and needed for short-term working capital needs, 
such as inventory and trade accounts receivable.

Insurance and Taxes on Inventory Levels

The amount of insurance premiums and personal property taxes paid 
periodically (usually annually) are often associated with inventory levels 
on a specifi c date. If inventory levels decrease, insurance and property 
taxes will also most likely reduce.

Storage Costs

These costs often include many of the fi xed occupancy costs, such as rent, 
utilities, and depreciation. However, as the inventory increases, addi-
tional space is often required to store the additional inventory, and it adds 
additional costs beyond the usual incurred fi xed amount. Conversely, as 
inventory reduces, storage requires less space, and some cost savings often 
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materialize. The relevant storage costs in this type of cost savings analysis 
are the amounts beyond the normal fi xed costs.

Inventory Handling Costs

Other costs that vary with inventory levels are shipping and receiving 
personnel, costs of moving the inventory from one point to another, 
costs of counting and taking physical inventory, and all the related 
payroll, payroll taxes, and applicable fringe benefi ts associated with per-
sonnel costs. If inventory reduces, then costs associated with this category 
should also reduce.

As noted previously, when the controller is conducting an analysis of 
possible cost reductions, he should include only the amount of inventory 
levels beyond the fi xed amounts.

Reorder Points

All businesses that sell inventory need to have policies and procedures in 
place to determine at what inventory level another inventory item needs 
to be ordered to replace the ones sold and to ensure an adequate supply of 
a specifi c inventory item is on hand to satisfy the demands of customers. 
Many types of inventory management software are available that calcu-
late relevant information such as the economic order quantity (EOQ) 
in addition to the reorder point, based on specifi c information that is 
imputed into the computer.3 As the controller reviews the current com-
pany policy regarding reorder points, they should be cognizant that car-
rying costs outlined previously are relevant when considering the overall 
reorder point for specifi c types of inventory.

Valuation of Inventory

As stated earlier, inventory is usually the largest current asset on the bal-
ance sheet of companies who sell inventory. Although the actual physical 
fl ow of goods and the assumptions used to determine the cost of sales and 
ending inventory may differ, generally accepted accounting principles 
(GAAP) state that the primary consideration in selecting an inventory 
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valuation method is one that clearly refl ects periodic income. Most mer-
chandising organizations select one or more of the following inventory 
valuations methods.4

Specific Identification

When an organization uses this inventory valuation method, identifi ca-
tion occurs of each sold item as well as each item that remains in the 
ending inventory. Companies that have a small number of costly, easily 
identifi able inventory items, such as jewelry and automobiles, use this 
method. It is also ideal for those companies that can identify sold mer-
chandise, because, as noted previously, it is rare that the actual cost of the 
goods sold matches the physical fl ow of the goods.

Average Cost

There are two methods used in practice, depending on whether the com-
pany is using periodic or perpetual inventory methods. A count and 
identifi cation of those goods unsold occurs with the ending inventory, 
under the periodic inventory method. The perpetual inventory method 
keeps a continuous record of how much inventory is on hand; thus, the 
ending inventory quantity is more readily available. The weighted-average 
cost method occurs when a company uses a periodic inventory, while the 
moving average calculation occurs during the maintenance of the per-
petual inventory records. Under the moving average method, a calcula-
tion of a new average unit cost occurs each time the company purchases 
additional inventory.

First-In, First-Out (FIFO)

The FIFO method of valuing ending inventory assumes that goods are 
sold in the order they are purchased. If the fi rst goods purchased, or the 
amount in the beginning inventory from a previous period, are the ones 
sold during the period, then the ones that are in ending inventory are 
those that were purchased at the end of the period. Thus, the ending 
inventory represents the most recent purchases.
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Last-In, First-Out (LIFO)

The LIFO inventory method matches the current cost of the inventory 
with the sales for the current period. For example, under the periodic 
inventory method, the amount in cost of goods sold matched against the 
sales revenue would be the most recent costs from the most recent pur-
chases. The remaining inventory after deducting the cost of the most recent 
units sold forms the value of the ending inventory.

The LIFO Reserve

Some companies may use LIFO for tax purposes and another method 
for fi nancial statement purposes. When this happens, a LIFO reserve 
(also called an Allowance to Reduce Inventory Levels to LIFO) appears 
to account for the change in the inventory levels by using two differ-
ent acceptable methods. The allowance account reduces the inventory 
account (a contra account) on the balance sheet during the preparation of 
fi nancial statements.

Lower of Cost or Market Method

One of the requirements of GAAP is that the ending inventory refl ects 
on a balance sheet the lower of the previously acquired cost, the cost 
to repurchase it in the future, or the market value of the inventory on 
the balance sheet date. Under this method, the highest inventory value 
(called the ceiling) is net realizable value less expenses to sell and dispose. 
Additionally, the lowest value (called the fl oor) is the net realizable value 
plus the normal profi t margin. The net realizable value is the estimated 
normal selling price of a product less the predictable costs to complete 
and dispose of the product.

The intent of the various inventory methods described is to help an 
organization accurately calculate its net income. Whether a company ini-
tially adopts FIFO or LIFO depends on company management and its 
overall objectives; however, once the selection of the inventory method 
occurs, I recommend the consistent application from period to period. 
If the inventory valuation method requires a change, a complete analysis 
should occur, outlining the pros and cons of the current and proposed 
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inventory methods, including the impact on the overall operating profi t, 
additional disclosures, and perhaps pro forma fi nancial information.

Inventory Management Using the ABC Approach

As noted in previous chapters, any business that sells inventory can use 
the ABC approach in managing its inventory levels. The ability to cat-
egorize the inventory by different criteria, such as class, item, or geo-
graphic area, is required. Some computer software packages allow sorting 
of inventory products based on quantity sold. Once the small business 
categorizes the inventory as A, B, & C based on sales, the controller iden-
tifi es the proper amount of attention to each category. For example, tight 
controls are common for “A” items, as this inventory group may account 
for 60%–75% of all sales. The inventory controls for the “B” group may 
be less as compared to the “A” group, but still more than the “C” group. 
Although the ABC approach may seem cumbersome and diffi cult to 
monitor, its intent is to identify the inventory lines that contribute most 
to the overall company profi t and monitor them more effectively than 
before without the A, B, or C grouping.

Just-in-Time (JIT) Inventory

Many companies over the past years have allowed other companies to 
provide its inventory on an “as-needed basis.” One of the major pur-
poses of JIT inventory is to reduce the overall costs associated with 
inventory. JIT allows a vendor to have the exact quantity of inventory 
it needs, when it needs it. No longer is excess inventory sitting in the 
warehouse, waiting for a customer, and since the user is not storing 
the inventory, the elimination of many of the costs identifi ed previously 
occurs because one or two primary vendors are now providing the inven-
tory based on expected needs.5

Direct Material and Direct Labor Costs

Manufacturing companies differ from merchandising companies in that 
manufacturing companies change the fi nal product (the inventory they 
purchased). When a company transforms one product into another, it 
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incurs specifi c costs. Two of the primary costs incurred by a manufactur-

ing company are direct material and direct labor. Direct materials include 

materials acquired that are part of its manufacturing process and traced 

directly to the product. Direct materials do not normally include inciden-

tal and minor items, such as supplies or indirect materials. Direct labor 

often includes the wages and related employee benefi ts that require time 

(labor) to alter the sold product. Although a discussion of manufacturing 

overhead is beyond the scope of this book, it is the third manufacturing 

cost normally incurred to produce inventory.

Cycle Counting, Inventory Controls, 
and Physical Inventory Procedures

All companies that sell inventory should take a physical count of what 

they currently have on hand, compare that amount with the amount 

recorded in the computer, and make whatever adjustments to update the 

computer to the actual count on hand. An important part of this process 

is a printout that identifi es what parts were adjusted and by how much. 

Management should investigate the signifi cant changes and determine 

the overall impact on its fi nancial statements.

How frequently a company takes a physical inventory is based on the 

policy of the organization;6 however, in my opinion, it should be taken 

at least twice a year. Whenever a physical count occurs, every item is part 

of the process. Later, through a defi ned process, the inventory count 

omits obsolete and unsaleable items, and controls set up to properly seg-

regate and dispose of it. Rather than waiting only once a year to count 

the inventory, many companies have instituted a continuous count, or a 

cycle count.7 Some organizations suggest that inventory counting occur 

daily, either before or after the normal workday. Others suggest that cycle 

counting be accomplished on a regular basis, but not daily.

Regardless of management’s philosophy regarding cycle counting, 

the ABC approach mentioned previously can also apply. For example, 

A items, which may account for 60%–70% of a company’s sales, may be 

counted 4 to 6 times per year, whereas B items, which account for per-

haps 10%–15% of the sales volume, may be counted only 2 to 3 times 
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per year. Lastly, C items may be counted only once or twice per year, as 
they account for a much smaller sales volume.

Cycle counting is different in that only experienced inventory person-
nel are part of this process. Normally when a physical inventory occurs 
once a year, all employees are required to help with the process. By using 
only qualifi ed personnel to perform cycle counting, they are familiar with 
the inventory items and often perform a much more credible job.

In this chapter, we discussed the management of inventory, including 
inventory turnover, carrying costs, reorder points, and different methods 
of inventory valuation. We also discussed JIT inventory as well as cycle 
counting, direct materials, and direct labor. Table 7-1 illustrated how car-
rying costs and inventory levels impacts cash and profi ts.

The next chapter discusses short-term fi nancial planning, including 
working capital, management of accounts payable, and commitment let-
ters, just to name a few items.





CHAPTER 8

Short-Term 
Financial Planning

As noted previously, a company can have profi table operations and still 
be unable to pay its obligations in a timely manner. A major change in 
the working capital items (current assets and current liabilities) of the 
business may create this situation. This chapter focuses on short-term 
fi nancial planning, including managing accounts payable vendors; differ-
ent types of company commitment agreements, including certifi cates of 
insurance, sales and use tax exemption certifi cates; volume purchase guar-
antees; the Uniform Commercial Code (UCC) and security agreements; 
and inventory returns and restocking charges.

The Need for Additional Working Capital

As a company grows and increases its sales volume, chances are the bal-
ances in accounts receivable, inventory, and accounts payable increases. 
Even though inventory is increasing, vendors providing trade credit still 
expect payment on time or within the discount period, if applicable. 
Controllers need to be aware of the impact accounts receivable, inven-
tory, and accounts payable have on the short-term fi nancial health of a 
company. A continuous monitoring occurs within all three of these cat-
egories. A discussion follows regarding some of the important aspects 
pertaining to accounts payable.

Managing Accounts Payable

For many small businesses, one of the primary sources of short-term 
fi nancing is trade credit from vendors. When a company is monitoring 
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cash management, a review of the relationship with vendors and the 
availability of discounts should occur on a regular basis.

To help a new controller understand the relationship between the 
purchases and the accounts payable functions, a fi nancial analysis is pre-
pared to obtain key relationships and ratios. Table 8-1 contains a sug-
gested format to analyze purchasing and accounts payable performance 
over a 5-year period. This type of analysis may also prove informative 
for controllers who are not new to the organization but want to get a 
better understanding of what is happening in the accounts payable and 
purchase relationship.

Table 8-1. Accounts Payable Financial Analysis Worksheet for 
Years Ended December 31, 2003, Through 2008
Various general ledger and fi nancial 
statement information

2003 2004 2005 2006 2007 2008

Sales in dollars

Purchases in dollars

Cost of goods sold percentage

Accounts payable at end of year

Purchase discounts available

Purchase discounts taken

Calculation of various trends and ratios

1. Accounts payable to sales ratio (Accounts payable/net sales) × 100.  Example: 
Accounts payable balance as of 12/31/03 
is $1,200,000. Net sales for the year 2003 
are $7,350,000. Ratio calculated as follows: 
(1,200,000/7,350,000) × 100 = 16.3%. This 
means that 16.3% of the company’s sales are being 
funded by its suppliers.

2. Average payment period Accounts payable/(purchases/360). This indicates 
how quickly accounts payable is being paid.

3. Percentage of purchase discounts 
taken

Purchase discounts taken/purchase discounts 
available. This displays the percentage of purchase 
discounts available versus those that were taken. This 
can be a good monitoring device to take advantage of 
all available discounts.
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A, B, & C Vendors

Both the inventory of a business and accounts payable vendors are cate-
gorized into A, B, & C classifi cations. A company communicates with its 
vendors to monitor the quality of service received and to resolve expedi-
tiously any problems. The controller may effectively utilize an approach 
similar to a previous discussion, where each vendor is either A, B, or C.

“A” Vendors

These are the suppliers, usually only a few, who account for approxi-
mately 80% of all inventory purchases. The inventory items purchased 
from “A” vendors usually have the fastest turnover rate, thus it is impor-
tant that suffi cient quantities be on hand. Because these inventory items, 
and the vendors who provide them, account for the bulk of the sales, the 
communication process should take place on a regular recurring basis. 
The controller should review the contract terms with “A” vendors at least 
semiannually and more often if the need arises.

“B” Vendors

These vendors usually provide approximately 10%–15% of the inven-
tory, and the items are less critical than those obtained from “A” vendors. 
However, the communication process should still be quite active. Nothing 
less than annual review of “B” vendor contracts should occur.

“C” Vendors

Although these vendors are more numerous than “A” and “B” vendors, 
they usually account for a very small percentage (5%–10%) of the total 
purchases. The communication process usually occurs when needed or 
when problems arise.

Different Types of Company Commitment Agreements

Because of the business expertise controllers possess, they need to be 
involved in agreements signed by the organization. Some of the agreements 
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may require disclosures as part of the external fi nancial statements or, 
just as importantly, the agreements may also require the organization to 
perform in some way or affect the agreements with other major creditors 
and vendors.

Some of the more common agreements follow.

Certificate of Insurance

Usually major vendors require evidence of the amount and type of insur-
ance coverage carried by the small business. In some cases, the vendor 
may ask to be an “additional insured” on the policy. Avoid this request 
whenever possible because it often requires additional insurance cover-
age that translates into additional exposure, as well as additional insur-
ance premiums. Currently, the business’s insurance carrier can provide 
the requested necessary information to a vendor on Form 25-S.1

Uniform Sales and Use Tax Exemption Certificate

Each seller and purchaser of merchandise must comply with individual 
state requirements regarding the collection, or exemption from collection, 
of sales and use taxes. The vendor must collect the tax for the state in which 
they deliver the inventory, if there is no exemption certifi cate provided. A 
common reason for the exemption from paying sales and use taxes includes 
using the inventory for wholesale, resale, or components for producing a 
new resold product. The requirements in each state are different, and the 
controller should review each jurisdiction.2 Based on my experience, this 
is one area in which most states are quite active and currently exploring to 
raise the additional revenue needed to balance its budget.

Volume Purchase Guarantees

When dealing with one or two major vendors for the purchase of a major 
portion of its inventory, an agreement may be required specifying a mini-
mum volume over a specifi c period to justify the price concessions and 
other terms. The controller should ascertain over what period of time 
(monthly, quarterly, etc.) it encompasses, monitor it, and review what 
penalties or other fees, if any, may arise because of nonperformance. As 
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noted previously, in some cases the purchase guarantees may require dis-
closures as part of the external fi nancial statements.

Uniform Commercial Code (UCC) Security Agreements

An agreement of this type establishes a secured interest in some type of per-
sonal property (meaning inventory in this case). Usually with no secured 
interest, the vendor has only the borrower’s oral promise to pay for the 
inventory; however, with this type of security agreement, the business is 
giving an interest in the inventory to the vendor until the inventory is paid. 
Currently, Form UCC-1 perfects this secured interest, and the county and 
state where the inventory is located determines the fi ling of the forms.3 The 
controller should contact the organization’s legal advisor when any organi-
zation requests secured interests and before any are given.

Inventory Returns and Restocking Charges

Occasionally, businesses may experience slow moving or obsolete inven-
tory items. Some vendors have very specifi c policies regarding allowing 
a customer to return merchandise and receive a credit. Other times the 
customer may have to negotiate the terms, the restocking charge, or both. 
In some cases, the restocking charge can be 10%–15% of the inventory 
value returned for credit.4 The controller should be familiar with the 
agreement terms and ascertain if it is advantageous to return merchandise 
to the vendor, in spite of the restocking or any other charges.

This chapter discussed short-term fi nancial planning, including the 
need for additional working capital. It also discussed security agreements 
and guarantees, as well as commitment agreements and certifi cates of 
insurance. Table 8-1 illustrated the analysis of accounts payable over an 
extended period.

Chapter 9 changes to a discussion of property, plant, and equipment, 
and includes the role of the small business controller in capital invest-
ment decisions.





CHAPTER 9

Property, Plant, 
and Equipment

When an organization invests a large sum in property, plant, and equip-
ment, if a mistake occurs in selecting which projects to approve, the 
effects can be signifi cant and transparent for many periods. The long lives 
of fi xed assets, plus the multitude of techniques that a controller uses to 
evaluate whether to invest the funds in a specifi c project, can have pro-
found and lingering effects on future profi ts and cash fl ows.

This chapter discusses the role of the small business controller in capi-
tal investment decisions and reviews several methods used in practice to 
evaluate capital investment projects, including the payback, net present 
value (NPV), and internal rate of return methods.

The Role of the Controller in 
Capital Investment Decisions

Although the role of the controller in a small business will vary regarding 
the process used to acquire fi xed assets, someone within the organization, 
usually the controller, should have the ability and expertise to conduct a 
careful analysis of the investment opportunities, ensuring the best possible 
utilization of the funds. They participate in the process by evaluating the 
capital investment proposals, as well as determining how to structure or 
fi nance the project. In some small businesses, the controller is also involved 
in the preparation of an annual capital expenditure budget that often 
includes requests from departmental managers or other management per-
sonnel. Some of the more common categories for capital requests are major 
repairs and maintenance, improvements to current building structures, or 
additions to fi xed assets (e.g., new equipment).
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Capital Investment Evaluation Methods

The evaluation of capital investment projects often includes several 

methods. Some of the methods described have specifi c limitations, while 

others measure specifi c key areas, such as how quickly the investment 

returns. A capital investment process should be in place to determine, 

based on previously established specifi c criteria, which projects are 

accepted or rejected. As noted previously, even though the role of the 

controller in the evaluation of specifi c projects varies from company to 

company, a common role the controller provides is a cost-benefi t analysis 

determining if the project fi ts within the fi nancial framework identifi ed 

by the organization. Below are listed some common methods used by 

many small businesses to evaluate potential investment alternatives.

Payback Method

This method is one of the easiest to use and focuses on how much time it 

takes to recapture the initial investment. The payback method measures 

how long it takes in future cash fl ows to recover its original investment.1 

For example, if the business has a possible investment costing $35,000, 

and based on its projections of future profi ts after taxes of $5,000 per year 

over the next 7 years, the information refl ects a conversion to cash fl ows 

rather than profi ts to measure how long it takes to recapture its original 

investment.

The calculation is as follows:

Future projected net profit after taxes per year = $5,000

Add depreciation per year ($35,000/7 years) = $5,000

Estimated annual cash provided from operations = $10,000

Estimated payback period

($35,000/$10,000) = 3.5 years

The future projected net profi t after taxes has to be converted to esti-

mated cash fl ow per year because the payback method uses annual cash 

infl ows rather than annual net income. The advantage to this method 

is that it is easy to understand and calculate. Under this method, the 
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projects that contain the shorter payback period usually rank higher 
than those with longer periods. The logic is that by getting the origi-
nal investment returned faster, it becomes liquid and thus less risky. The 
investment has less of a chance for long-term interest rates and general 
economic conditions to affect it. The major disadvantage of this method 
is that it does not consider the time value of money. If the payback period 
extends beyond 1 year, the calculation of an interest rate factor into the 
time value of a dollar received today versus in 3.5 years is important, as in 
the previous illustration. This is a good method to use as a starting point, 
but other calculations should occur as well.

Discounted Cash Flow Models

By its nature, capital investment projects usually extend beyond 1 year 
and some consideration occurs for the value of a dollar today versus a 
dollar received some time in the future. The various discounted cash fl ow 
models discussed below consider the time value of money.

Net Present Value (NPV) Method

One of the more popular methods considering the time value of money 
is the NPV method. It factors into calculating the present value of the 
estimated cash infl ows using a predetermined discount rate. For example, 
if we use the same information per the previous illustration and use a dif-
ferent valuation method, we arrive at a different conclusion.

An expected investment in the capital project is $35,000, the esti-
mated future cash infl ows per year after depreciation and taxes is $10,000 
for the next 7 years, and the company has determined that the invest-
ment must produce future cash fl ows after taxes of 12% to improve the 
overall fi nancial position of the organization. With this information, the 
NPV calculation is as follows:
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Cost of investment (now year 0) = $35,000

Estimated annual cash inflows for years 1–7

($10,000) × 12% discount factor

(7 years @ 12%) = 4.56376 using the table of the present value of an 
ordinary annuity of 1 = 45,638

Estimated NPV = $10,638

Based on the above calculation, the NPV is a positive $10,638, which 
indicates that the overall return to the organization is greater than 12%. 
The overall value of the business will increase, and the investment is 
acceptable based on the criteria established.

As stated previously, one of the advantages to using the NPV method is 
the consideration of the time value of money. One of the subjective areas in 
this calculation is the determination of the interest rate or discount factor.

Internal Rate of Return (IRR) Method

The IRR method also considers the time value of money; however, this 
method fi nds an interest rate that equalizes the cash infl ows and cash out-
fl ows. Although we commonly use fi nancial calculators to compute the 
exact interest rate in practice, interpolations (trial and error) can occur 
for some calculations. For example, if we use the same capital investment 
opportunity as outlined previously, we can calculate the IRR. In the pre-
vious example for the NPV calculation, the NPV is $10,638, assuming 
a 12% cost of capital. With a positive NPV, the rate of return must be 
greater than 12%.

The IRR is as follows:

Cost of investment (now – year 0) = $35,000

If we assume the interest rate might be close to 15%, estimated annual 
cash inflows for years

$10,000 × 15% discount factor (7 years @ 15%) = 4.16042 using the 
table of the present value of an ordinary annuity of 1 = 41,604

Estimated NPV $6,604
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With this revised information, we determine that the actual return must 
be greater than 15%, because the NPV is still positive. By interpolation, 
the internal rate of return is still higher than 15% and could be approxi-
mately 20%. A similar analysis can be prepared to determine the cash 
break-even point.

Once the internal rate of return has been calculated (in this case esti-
mated to be 20%), management must decide if the rate is suffi cient and 
in line with company expectations. A common practice is to calculate 
the hurdle rate, discussed in another chapter of this book, compare the 
IRR with the hurdle rate, and as long as the IRR exceeds the hurdle rate, 
management usually accepts the investment proposal. One of the pri-
mary advantages of using the IRR method is that the actual return is 
calculated based on various assumptions and management can determine 
if the return is suffi cient for the overall benefi t of the organization.

I recommend using both the NPV and the IRR methods when 
reviewing capital investment proposals.

In this chapter, we presented a discussion of the acquisition of prop-
erty, plant, and equipment, along with different valuation methods to 
determine the feasibility of the investment decision. We discussed the 
role of the controller in capital investment decisions, as well as the pay-
back method, NPV method, and internal rate of return methods used in 
practice to arrive at an investment decision.

The next chapter discusses key points to consider when receiving cap-
ital and planning the capital structure of the small business.





CHAPTER 10

Raising Capital and the 
Capital Structure

Throughout this book, we discuss different types of fi nancing. In this 
chapter, we examine issues including the cost of capital and costs associ-
ated with debt, equity, and retained earnings with illustrative tables to 
review the overall capital structure. Also presented are fi nancial lever-
age, hurdle rates, and treasury stock. The chapter ends with a discussion 
regarding fi nancial analysis.

Cost of Capital

Every business, public or nonpublic, large or small, will eventually need 
some sort of capital (funds). This funding may be required to fi nance 
working capital, long-term equipment acquisitions, or other purposes. 
The effective utilization of all business investments must occur, and 
one way of measuring such utilization is a comparison of the return on 
invested capital with the cost of capital. Businesses fi nance their opera-
tions through one (or more) of the following three sources: (a) issuing 
equity (stocks), (b) issuing debt (e.g., borrowing from a bank), and (c) 
reinvesting prior retained earnings (called fi nancing from within). Both 
lenders and equity interests (shareholders) expect to earn a return on their 
invested funds. A comparison is made of these three investment alterna-
tives with the calculation of the overall weighted-average cost of capital. 
For an investment to be worthwhile and benefi cial, the return on capital 
must be greater than the cost of capital.
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Cost of Debt

Most debt contains an interest rate and payments. Because interest 
expense is usually tax deductible, the net cost of the debt is the interest 
expense less the tax savings, as follows:

Cost of debt = the interest expense × (100% – the effective tax rate of 
the business)

Cost of Equity

Unlike debt, which usually requires both interest and principal payments 
over a specifi c period, equity usually does not have a set amount the com-
pany must pay; however, equity fi nancing still has costs associated with it. 
Even though the company is nonpublic, the common shareholders still 
expect to receive, although not necessarily in the form of cash payments, 
a specifi c return on their equity investments to maintain an acceptable 
share price. When this cost of equity capital is calculated, an adjustment 
occurs for specifi c risk factors, thus increasing or decreasing the overall 
cost of equity capital based on investor subjective analysis.

Therefore, the true cost of equity capital is the rate of return 
required by the common shareholders. The capital asset pricing model 
(CAPM) is a good vehicle to use to calculate this expected return on 
equity fi nancing.

Cost of Retained Earnings

Investors generally expect retained earnings to produce a rate of return 
that is comparable to dividends received from dividend-paying stocks. 
The CAPM referred to above is also appropriate for the determination of 
costs associated with retained earnings fi nancing.

The Overall Capital Structure

It is usually cheaper to issue debt than equity because of the tax advan-
tages associated with interest. However, depending on interest rate fl uc-
tuations and debt amount, the cost for debt may be considerably higher 
than equity fi nancing because of the potential risks associated with 
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default, thus affecting the company’s overall interest rates. The overall 
cost of capital and calculation to determine the optimal mix of fi nancing 
that minimizes the cost of capital and increases the overall value to the 
business must be determined.

Table 10-1 highlights some key items to consider when deciding 
between debt and equity fi nancing alternatives.

The following is an example of the cost of capital calculation:

Assumptions: 

 1. $600,000 of debt outstanding for a full year with an interest rate of 8%
 2. Corporate tax rate of 30%

a. Calculation of cost of debt

Interest expense × (1 – tax rate)/amount of debt

$48,000 (interest expense = $600,000 × 0.08 for 1 year)

.70(100 – 30% tax rate)/$600,000(total amount of debt outstanding) 
= 5.6% cost of debt ($48,000 × .70 = $33,600 $33,600/$600,000 = 

5.6%)

Author’s note: Use caution when determining if the principal amount 
of the loan is calculated based on the interest method (where the full 
amount of the principal is loaned as illustrated above) or the discount 
method (where only the net proceeds of the loan are received). The net 
amount received will affect the above calculations.

Table 10-1. Comparison of Debt Versus Equity Financing
Debt Equity

Regular interest payments are usually required, 
and cash needs to be generated to repay 
principal and interest.

Usually no payments are required.

Creditors usually require some sort of collateral 
to secure the debt.

No collateral is required by equity 
investors.

Interest payments are usually tax deductible. Payments given to equity investors (called 
dividends) are not tax deductible.

Although the issuance of debt may not affect 
the overall control of the organization, certain 
restrictive covenants may appear.

By issuing additional shares of equity, 
the control of the organization may be 
diluted.
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Calculation of Cost of Equity

The following calculation determines the cost of equity:

Risk-free return + beta (average stock return – risk-free return).

As noted previously, one method used to calculate the cost of equity capi-
tal is the CAPM. This model determines the risk of holding equity shares 
of a specifi c company as compared to the risk of holding a mix of stocks 
offered in the open market.1 To understand how nonpublic companies use 
this model, I defi ne certain terminology below.

The “risk” referred to above consists of three elements. The fi rst ele-
ment is the rate of return an investor could get from a risk-free investment, 
usually defi ned as a security guaranteed by the U.S. government. Sec-
ond is the possible return from an average risk security. Last is a com-
pany’s beta, which is the amount a company’s stock returns differ from 
the average-risk stocks. For example, a beta of 1.0 would mean that a 
specifi c stock is exactly equal in risk as compared to the average stock, 
while a beta of 0.70 would indicate lower risk and a beta of 1.2 would 
indicate higher risk. Below is an example showing a calculation for the 
cost of equity capital:

Assumptions: 

 1. The risk-free cost of capital is 4%.
 2. The average return based on Standards and Poor’s 500 Index is 9%.
 3. The nonpublic company’s beta is 1.8.

With this information, the calculation for cost of equity capital is as 
follows:

4.0% + (1.8 × [9.0% – 4.0%]) = 13.0% cost of equity capital 

Although assumptions may vary, the previous illustration demonstrates 
that most nonpublic companies will usually have a high beta because of 
its risks and lack of marketability. Thus, nonpublic common stock is usu-
ally the most expensive type of fi nancing.

The weighted-average cost of capital comes after the cost of capital for 
both debt and equity.2 Table 10-2 shows the calculation.
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Financial Leverage

Financial leverage is using debt to increase the overall return on equity 
and uses the ratio of debt to equity. This relationship of debt to total 
stockholders’ equity, often referred to as the debt to equity ratio, debt 
ratio, fi nancial leverage ratio, or leverage ratio, measures the extent an 
organization relies on its debt fi nancing.

Some analysts state the maximum the debt to equity ratio should be 
is 2 to 1, with up to one-third of the total debt in the long-term cat-
egory, depending on the industry in which the company operates. A high 
ratio may indicate potential diffi culty in paying the debt and obtaining 
more funding.3 If a business can obtain a rate of return on the common 
stockholders’ equity greater than the interest rate paid for the debt, the 
leverage will increase the earnings per share and the value of the stock. 
However, if the reverse is true, the value of highly leveraged stock will 
decrease the same two items. The calculation is as follows:

All liabilities (short-term and long-term)/total stockholders’ equity

Table 10-2. Calculation of Weighted-Average Cost of Capital
Assumptions

 Debt

1. Amount of interest-bearing debt 
oustanding for entire year

$600,000

2. Interest rate (as stated previously) 8%

3. Income tax rate (as stated previously) 30%

4. Average cost of debt capital (as stated 
previously)

5.6%

 Equity

5. Amount of common stock outstanding 
for entire year

$1,200,000

6. Average cost of equity capital (as stated 
previously)

13.00%

Type of funding Amount of 
funding ($)

Percentage 
cost (%)

Dollar cost ($)

Debt 600,000 5.6 33,600

Equity 1,200,000 13.0 156,000

Totals 1,800,000 10.53 189,600

Based on the above calculations and assumptions, the weighted-average cost of capital is 10.53%.
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Hurdle Rates

Hurdle rates are the rates (or amounts) that the returns exceed the com-
pany weighted-average cost of capital. Previously, the weighted-average 
cost of capital was calculated, and to put the hurdle rate in perspective, 
the hurdle rate must exceed the cost of capital or the overall value of 
the fi rm will decrease. The use of the hurdle rate differs from company 
to company. For example, some large companies, with many divisions, 
may have different hurdle rates for different divisions, indicating differ-
ent risks. Additionally, if the calculation of the weighted-average cost of 
capital were 12%, an organization would want to earn at least 12% (after 
taxes) on its capital investments and expenditures to increase the value of 
its stockholders’ equity.4

Treasury Stock

Treasury stock is reacquired stock of a company. It is not outstanding 
stock when calculating earnings per share or dividends and has no voting 
privileges. The balance sheet shows treasury stock as a reduction of stock-
holders’ equity, and when the company buys back its own stock (called 
treasury stock) the overall impact on the fi nancial statements is a reduc-
tion of cash and a reduction of stockholders’ equity (by creating a treasury 
stock account). Companies buy back their shares for several reasons, which 
might include management feeling the stock is undervalued. Another rea-
son is to allow the shareholders an opportunity to get cash out of the cor-
poration, without any dividend distribution. Additional reasons may be to 
give to employees as bonuses and additional compensation or to put the 
shares into an employee stock ownership plan. The favorable capital gains 
treatment currently offered by the Internal Revenue Service code allows the 
shareholders to keep a greater portion of the proceeds.

Buying back shares increases the earnings per share calculation, as 
the denominator of the calculation reduces by decreasing the shares 
outstanding.
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Financial Analysis

For many years, Robert Morris Associates (RMA) provided various 
services to bankers, which included the calculation of many ratios and 
trends to highlight specifi c fi nancial areas. In July 2000, Robert Mor-
ris Associates changed its name to Risk Management Association, still 
known as RMA, but expanding its services.5 My experience with many 
banking institutions that use reports from RMA has been very positive, 
and in many cases, the banker shares major portions of the RMA reports 
with the business controller. This is very relevant information as it dis-
plays what information the banker is reviewing, in addition to what con-
cerns may arise when negotiating a renewal of the existing line of credit. 

Once a review of the report occurs, and even if a banker shares only 
part, the controller needs to be proactive. For example, when the business 
line of credit was renewed last year, did the banker express concerns about 
the reduction in inventory turnover or the large amount of past-due 
receivables? If so, the controller could focus on these items and resolve 
the issues. Even if a signifi cant change in the fi nancial statements cannot 
happen within a year, I strongly recommend the controller write a let-
ter to the banker that accompanies the year-end fi nancial statements (or 
the interim fi nancial statements if applicable) to explain both the posi-
tive and other trends. The controller should address in a professional and 
meaningful way what is happening to make progress in those areas. By 
being proactive, the controller sends a message that he is aware of what 
is happening within the organization and that steps are mitigating or 
improving the current situation. Experience suggests that this type mes-
sage will be much more meaningful to a banker and other major credi-
tors than not sharing any plans or results at all or merely reacting to a 
situation when it develops. The controller needs to highlight trends and 
provide additional information to outside stakeholders who do not have 
access to the day-to-day happenings in the organization.

As noted previously, ratio analysis is very important, and the controller 
must understand what ratios the banker emphasizes. For example, if the 
banker is concerned about liquidity and the ability of the business to repay 
its obligations on a timely basis, he or she might emphasize the current 
ratio (current assets divided by current liabilities). Because the controller 
knows what items make up both categories, he can manage the results and 
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emphasize in a periodic report to the banker what is happening to alter 
the ratio and make it more in line with expectations. Although one of the 
primary reasons for this communication is to maintain banking support, 
the internal management must be aware of the banker’s concerns and 
address specifi cally the plans to resolve those concerns.

This chapter discussed key points when raising capital and planning 
the capital structure. We calculated the cost of debt, equity, and retained 
earnings. Additionally, we calculated the weighted-average cost of capital. 
Tables 10-1 and 10-2 illustrated some of the key areas in the chapter.

The next chapter discusses budgets and planning, and presents several 
tables to show how the reports are prepared.



CHAPTER 11

Planning and Budgeting

A company cannot survive long without some sort of planning and 
budgeting. In this chapter, we discuss the annual planning and budget 
process, including the break-even point, the margin of safety, and free 
cash fl ow. Additionally, we present fl exible budgets versus static budgets, 
with specifi c examples and illustrations. Lastly, we discuss operating and 
fi nancing leases as a means to raise capital.

The Role of the Controller in Planning and Budgeting

A controller spends a signifi cant amount of time in preparing, altering, 
and fi nalizing the annual budget. Although a discussion of the pros and 
cons of successful budgeting is not part of this book, it is important that 
small business controllers assume a leadership role in the process. The bud-
get information is usually accumulated from many different departments 
and sources, and it needs one person who has the skills and expertise (such 
as the controller) to be responsible for putting all the information together 
and producing an overall companywide budget. Depending on the size and 
complexity of the organization, many different types of budgets are pre-
pared and compared periodically with actual results.

The Break-Even Point

Every business needs to know its break-even point, which is the sales vol-
ume where no profi t or loss occurs. It is the point where all costs and 
expenses equal sales.

Most accounting systems usually do not automatically generate the 
break-even point; however, the controller, as well as other management 
personnel, needs to understand how the break-even point is calculated 
and how it changes as various elements change.
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Fixed costs are costs that do not change over a specifi c relevant range. 
Examples include such costs as real estate taxes, rental of offi ce space, and 
executive salaries. Variable costs are costs that change in direct proportion 
to the changes in sales volume, and examples include cost of merchandise 
to sell, supplies, labor, and commissions.

The starting point for the break-even calculation is categorizing all 
expenses as fi xed or variable. After this categorizing occurs, the fi xed costs 
divided by the gross profi t percentage equals the sales volume necessary to 
cover the fi xed expenses. For example, if the business has determined that 
its annual gross profi t is 30% and its annual fi xed expenses are $1,200,000, 
the annual sales necessary to break even are $ 4,000,000 ($1,200,000/0.30). 
A review of all numbers (gross profi t percentage, fi xed costs, and variable 
costs) should happen at least every 6 months and should be communicated 
to management, especially when periodic fi nancial statements are prepared 
and discussed. An organization generally is not in business to break even; 
however, once determined, a company can project an adequate profi t using 
the break-even calculation as a start.

For example, using the previous fi gures of gross profi t of 30% and 
fi xed costs of $1,200,000, and assuming the company desires a profi t 
before taxes of $75,000, how much sales are necessary to generate the 
desired level of profi t? The calculation involves dividing the desired 
profi ts ($75,000 in this case) by the gross profi t percentage (30%). This 
amount is $250,000. In other words, to generate an annual profi t of 
$75,000 before taxes, with a gross profi t rate of 30% and fi xed costs of 
$1,200,000, a company must produce annual sales of $4,250,000. The 
annual break-even sales have increased from $4,000,000 previously to a 
revised sales level of $4,250,000 because of the desired level of profi ts.

The break-even point has three possible changes: it can change the level 
of fi xed expenses, the amount of variable costs, or the selling price of the 
products. Management needs to know how overall profi ts and the break-
even point change as any of the three elements change.

Margin of Safety

Once the controller and other management employees know how to 
calculate the break-even point and how it changes, the margin of safety, 
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defi ned as the amount of sales volume over and above the break-even 

point, becomes relevant. If a company is enjoying profi table opera-

tions, the margin of safety also indicates the amount by which sales can 

decline before the company reaches its break-even point. The calcula-

tion is as follows:

Current sales level – break-even point/current sales level.

Another way to calculate this is by comparing current level of sales 

with the projected break-even point. By subtracting the current level of 

sales (assuming a profi t) from the break-even sales, the margin of safety 

appears. The larger the company’s margin of safety, the less likely it will 

have an operating loss, which occurs when it operates below the break-

even point. A smaller margin of safety indicates more risk.

Free Cash Flow

Another fi nancial measure used to evaluate a company’s operating results 

is free cash fl ow. Although the amount considered adequate varies from 

industry to industry, this calculation spots trends within the company 

rather than comparing it to other companies within a similar industry. 

The calculation is as follows:

Cash flow from operating activities (found on the statement of cash 
flows) – additions to property, plant, and equipment1

In practice, the deduction of other unusual items occurs to help under-

stand the true signifi cance of this amount.

Fixed Expenses and Costs Coverage Ratio

Another ratio calculated is the fi xed expenses and other fi xed payments 

as compared to cash fl ow from operations. The calculation is as follows:

Fixed expenses + fixed payments/cash flows from operations

This ratio provides an analysis of how cash fl ow covers fi xed expenses and 

other fi xed payments and indicates how much cash is currently required, 

as well as future problems if sales decline.
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The controller should have a good working knowledge as to how 

the ratios are interrelated and be aware that sometimes concentrating 

on one set of ratios can cause an effect on other ratios. For example, if 

the controller is concerned about the current ratio (current assets divided 

by current liabilities) and tries to improve it by borrowing money on a 

long-term basis but not spending the cash, even though the current ratio 

may improve, another ratio, the ratio of long-term debt to stockholders’ 

equity, is negatively affected.

Using Flexible Budgets Instead of Static Budgets

A static budget is prepared for only one level of activity. If a company 

is 100% certain that it will achieve a specifi c level of activity during the 

coming year, static budgets are appropriate. However, most companies 

are not very certain and use fl exible budgets. A fl exible budget allows for 

changes in sales volume as well as changes in variable and fi xed costs. It is 

very similar to the traditional static budget, but allows the manager the 

fl exibility to prepare the budget using any level of activity (sales volume). 

To utilize properly fl exible budgets, the controller must determine how 

revenue and the various expense elements interact. For example, Table 

11-1 shows how the fl exible budget may be prepared.

Once the overall results have been fi nalized and a comparison of bud-

geted to actual performance has been made, the fl exible budget is used 

to determine how effi cient (fl exible budget variance) and how effective 

(sales-activity variance) the overall organization has been. The effi ciency 

is a measurement of how well the business used its inputs to produce a 

certain level of outputs, and effectiveness relates to the achievement of 

the overall sales target, in this case 27,000 units. Table 11-2 shows some 

sample calculations.

For example, if we use the information contained in Table 11-2, the 

fl exible budget variance (also called the effi ciency variance) would be 

$11,800 unfavorable. Based on the fl exible budget of 25,000 units, and 

comparing the actual results with the budgeted amounts for the same 

level of activity, the effi ciency variance is $11,800 unfavorable, consist-

ing of $9,800 increased variable costs and $2,000 increased fi xed costs. 

This is column 2 of Table 11-1, which is the difference between column 



 PLANNING AND BUDGETING 87

Table 11-1. Flexible Budget Illustration
Flexible budget 
formula per unit

Estimated levels of activity for the year

Units 25,000 30,000 35,000 40,000

Sales ($) 45.00 1,125,000 1,350,000 1,575,000 1,800,000

Variable costs

Manufacturing costs 
($)

20.00 500,000 600,000 700,000 800,000

Shipping and selling 
costs ($)

1.15 28,750 34,500 40,250 46,000

General and 
administrative costs ($)

0.35 8,750 10,500 12,250 14,000

Total variable costs ($) 21.50 537,500 645,000 752,500 860,000

Contribution margin
(gross margin) ($)

23.50 587,500 705,000 822,500 940,000

Fixed costs

Manufacturing costs ($) 200,000 200,000 200,000 200,000 200,000

Selling costs ($) 195,000 195,000 195,000 195,000 195,000

General and 
administrative costs ($)

245,000 245,000 245,000 245,000 245,000

Total fi xed costs ($) 640,000 640,000 640,000 640,000 640,000

Operating income 
(loss) ($)

(52,500) 65,000 182,500 300,000

Table 11-2. Flexible Budget Analysis
1 

Actual 
results 

at actual 
activity level

2 
Flexible 
budget 

variance

3 
Flexible 

budget for 
actual sales 

activity

4 
Sales 

volume 
variance

5 
Static 

budget

Units 25,000 0 25,000 2,000 UN 27,000

Sales (in dollars) 1,125,000 0 1,125,000 90,000 UN 1,215,000

Variable costs (in 
dollars)

547,300 9,800 UN 537,500 43,000 F 580,500

Gross profi t 
(contribution 
margin, in dollars)

577,700 9,800 UN 587,500 47,000 UN 634,500

Fixed costs (in dollars) 642,000 2,000 UN 640,000 0 640,000

Operating income 
(loss, in dollars)

(64,300) 11,800 
UN

(52,500) 47,000 
UN

(5,500)

Note: F = favorable; Un = Unfavorable.
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1 and column 3. This type of variance holds someone accountable for 
the overall changes from budget to actual results, and in many cases, the 
operating managers are in the best position to explain the discrepancies.

The other variance, called the sales volume variance (also known as 
the effectiveness variance or the activity level variances) determines the 
overall objective, in this case the master budget (also called the static bud-
get) of 27,000 units sold. Column 4 shows a total unfavorable variance 
of $47,000 because of the lack of sales volume (in this case, 2,000 units), 
which translates into lack of overall profi t. Notice the fi xed costs did not 
change within this relevant range (column 4); thus, the lack of sales vol-
ume totally accounts for the entire lack of profi t of $47,000. In many 
cases, the sales or marketing manager is accountable for the overall differ-
ence in sales volume.

Lease Versus Debt Financing

Once an organization decides to invest scarce resources into an invest-
ment project, how will the small business pay for it? Is it a leased project 
and classifi ed as an operating or capital lease, or is the project fi nanced 
with a lending institution? Many small businesses choose to lease ver-
sus buying an asset for many reasons, which include a desire to keep the 
leased asset and corresponding liability off its balance sheet, an effort to 
conserve cash, and a desire to not own the equipment and return it to the 
lessor at the expiration of the lease agreement.

A small business controller reviews the many alternatives available and 
is aware of current GAAP that pertain to leasing a tangible asset.2 Two 
options are currently available pertaining to leases—one is an operating 
lease and the other a capital lease. According to GAAP, if a lease is non-
cancelable and contains any one of the following four criteria, it is deter-
mined to be a capital lease:

 1. The lease transfers ownership of the property to the lessee.
 2. A bargain purchase option is contained in the lease. This is evident 

when the purchase option contained in the lease is signifi cantly 
below the fair market value of the asset upon the expiration of the 
lease agreement, and the exercise of the option to purchase the asset 
is reasonably assured.
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 3. The lease term is equal to 75% or more of the estimated economic 
life of the asset leased. The controller needs to determine the eco-
nomic life of the asset and I recommend using the tables that list 
various assets and useful lives published by the IRS. For example, 
if a vehicle is considered to be a 5-year property by the IRS, the 
controller can use that period (5 years in this case) as the estimated 
economic life of the asset and then compare the lease period with 
the 5 years to see if the 75% rule becomes relevant.

 4. The minimum lease payments to the lessor equal or exceed 90% of 
the fair market value of the leased asset. Deduct any executory costs 
from the calculation to apply the 90% rule, if they are included in 
the normal monthly payments to the lessor.

As noted previously, if any one of the four items is contained in the 
lease agreement, the lessee is required to record the asset as a capital lease. 
This means that the lessee must refl ect the asset and liability value on the 
face of the balance sheet. However, if the lease is not a capital lease based 
on the previous criteria, the asset and corresponding liability does not 
appear on the balance sheet but rather is as an operating lease, and rent 
expense appears on the income statement on a periodic basis.

Once all of the relevant information has been gathered pertaining 
to a possible leasing transaction versus the actual purchase of the asset, 
an analysis is generated by the controller to consider all aspects of the 
transaction.

Section 162 of the IRS Tax Code

The IRS tax code specifi cally addresses capital leases and operating leases 
and refers to Financial Accounting Standards Board (FASB) No. 13 for 
the treatment of leases considered capital leases.3 Additionally, the code 
refers to special treatment of the lease payments that might appear on 
Schedule M-1 of a corporate tax return. The code also states that the facts 
and circumstances of each lease transaction determine if it is a capital 
or operating lease for tax purposes. The controller should review current 
literature for specifi c guidance.

In this chapter, we discussed the role of planning and budgeting in a 
small business, as well as calculating the break-even point, the margin of 
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safety, free cash fl ow, and the fi xed expenses and cost coverage ratio. We 
discussed static and fl exible budgets, and Tables 11-1 and 11-2 illustrated 
how fl exible budgets are used in practice.

Chapter 12 discusses internal sources of fi nancing, such as reducing 
inventory levels, increasing accounts receivable collections, and funding 
from shareholders, family members, and friends.



CHAPTER 12

Obtaining Financing and 
Increasing Cash Flow

In this chapter, we present information regarding obtaining fi nancing and 
additional ways to increase cash fl ow. We discuss several internal sources 
of fi nancing for a company, including reduction of inventory levels, prof-
its, increasing accounts receivable collections, and reviewing accounts 
payable disbursement policies. Lastly, personal funding from sharehold-
ers, family, and friends; external sources of fi nancing, including lending 
institutions, factoring of accounts receivable, leasing, venture capitalists, 
and angel investors; and how to calculate the true cost associated with a 
line of credit are discussed. Several tables display the type of information 
and calculations involved.

As noted in other chapters of this book, even a very profi table com-
pany can incur cash fl ow shortages. The cash shortage may be for a short 
period, perhaps because of seasonal fl uctuations (cycles) within the busi-
ness, or may be more long term because of capital expansion plans. The 
controller constantly monitors the fi nancial affairs of a business and is 
able to anticipate the fi nancing need of a small business. He or she needs 
to be proactive in projecting when and how much fi nancing will be 
needed well in advance of the actual need. With all the daily monitoring 
a controller needs to do, I recommend a sheet outlining the current and 
past trends of fi nancing activities. Although the format and information 
may vary, I recommend a sheet similar to Table 12-1.

Internal Sources of Financing1

One of the best ways to obtain additional fi nancing is from internal oper-
ations of a business. When starting this process, the controller reviews 
the way the business operates and unlocks some of its internal sources to 
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generate more cash fl ow and profi ts. Internal sources of cash may be not 

only the least expensive source but also the easiest to tap. There are many 

sources of internal fi nancing, such as the ones that follow.

Reduction of Inventory Levels

Management of inventory is probably one of the most diffi cult and 

important jobs within a business. By effectively and effi ciently managing 

inventory levels, cash can be available for other needs. Some of the best 

ways to reduce inventory levels are contained in Table 12-2.

Profits

When a company makes a profi t, whether for a month or year, the 

owner(s) of a small business can decide to leave the profi t in the com-

pany or distribute it. By leaving the profi t in the business, the equity 

accounts will increase and help fi nance the growth of the business or 

Table 12-1. Recap of Financing Activities Worksheet for Years 
Ended December 31, 2004, Through 2008

2004 2005 2006 2007 2008

Interest expense

Total stockholders’ equity

Total short-term loans

Total long-term loans

Total loans

Total all other liabilities

Total liabilities

Operating income

Key Ratio Calculations
 1. Times interest earned
Operating income/annual interest expense

 2. Debt to equity ratio
Total liabilities/total stockholders’ equity

 3. Long-term debt to equity ratio
Long-term debt/total stockholders’ equity
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fund some of the developing needs. Additionally, the owner may decide 
to distribute the profi t, and may do so through several avenues, such 
as dividends, increased salary, and bonuses, just to name a few. The 
owners’ actions toward the profi ts often sends a message regarding what 
goals they have developed regarding the overall profi tability and sus-
tainability of the organization.

Increasing Accounts Receivable Collections

The development and communication of clear policies regarding customer 
delinquent accounts should take place. If the organization is unclear as to 
what extent the customer can use credit or the consequence of not paying 
within the agreed time, it is probably going to have some cash fl ow prob-
lems. Money collected quickly makes the company more profi table. If the 
business has a suffi cient supply of cash on hand, it can take more discounts 
from its vendors, which translates into operations that are more profi table. 
Table 12-3 lists some key areas to help collect the accounts receivable faster.

Review Accounts Payable Disbursement Policies

Vendors (accounts payable) can provide a signifi cant source of internal 
fi nancing. While a primary concern regarding accounts payable may be to 
maintain or improve the business’s overall credit rating, an organization 

Table 12-2. Ways to Reduce Inventory Levels (not listed in order of 
importance)
1. Identify and sell slow-moving or obsolete inventory.

2. Analyze the inventory turnover rate in total and by product line. This should indicate 
how much time it takes to convert the inventory into cash.

3. Install or monitor the inventory reorder process to determine reorder points.

4. Use the ABC inventory method (also called the 80-20 rule) to manage different 
inventory levels and payments to key vendors.

5. Determine if some of your key vendors are willing to provide consigned inventory, 
where the cash is not disbursed for the inventory until it is sold.

6. If the business has excess inventory, determine what restocking charges (if any) will be 
incurred if the inventory is returned to the vendors.
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can do several things to improve its overall cash fl ow and profi tability. 
Table 12-4 outlines some practical suggestions.

Funding From Shareholders, Family, and Friends

A common way to obtain fi nancing for a small business is from its cur-
rent shareholders, family, and friends. This may include such things as 
withdrawing money from a personal savings or investment account, or 
using personal lines of equity and debt to obtain cash to help the small 
business. Because the organization is nonpublic, the individuals involved 
usually have a history of experiences and relationships outside the orga-
nization that can be a good source of funding. Depending on the intent 
for the potential source of cash, the money may be put onto the balance 
sheet in the form of debt, with a signed promissory note specifying inter-
est and repayment dates, or may be considered equity as shares of stock 
are issued. Although some consider this infusion of capital as external to 
the organization, I feel that internal sources provide these funds, meaning 
relationships to the primary shareholder(s) of the nonpublic company.

Table 12-3. Ways to Reduce Accounts Receivable Balances 
(not listed in order of importance)
1. Invoice for the products or services as soon as possible. The sooner the invoice goes out, 

the sooner the invoice may be scheduled for payment by your customer. In some cases, 
perhaps the customer can be billed in advance or the billings can be accelerated.

2. Follow up promptly and consistently on all past-due accounts. When contacting the 
customer, be fi rm and ask for a date when the amount will be paid. If the payment 
is not received within the time period agreed to, again contact the customer on the 
next date and ask for an explanation and why the amount was not paid. Use whatever 
facilities are available to expedite the payment process (telephone, e-mail, fax, etc.).

3. If the organization is not currently accepting major credit cards, explore the possibility 
of doing so. Make it easy for the customers to be able to pay.

4. Look at existing incentives for early payment. Perhaps exploring other discount options 
such as 3/10 net 20, even though it is not part of the industry tradition, may have a 
signifi cant positive impact on overall cash fl ow and net profi t.

5. Salespeople who have been assigned specifi c accounts can be a signifi cant source of 
assistance in collecting past-due accounts from their customers. When salespeople are 
calling on specifi c accounts, make sure they have printouts of who is past due. The 
salesperson has contact with key personnel at the customers’ location, so utilize this to 
collect the amounts due as well as to make additional sales.

6. Monitor the status of past-due receivables on a weekly basis, and hold people 
accountable for collecting the balances.
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External Sources of Financing

Once the small business has exhausted the previously discussed internal 
sources of capital and the controller still needs to fi nd additional resources, 
external sources may be available. Some of the more popular sources follow.

Lending Institutions

Although commercial banks have been the primary source of funding 
for many small businesses, other avenues such as credit unions and other 
cooperative lending organizations are available. Loans from lending insti-
tutions may be short-term, such as lines of credit, or may be medium-
term loans usually from 3 to 10 years. The interest rates may be fi xed or 
variable, and adjusted periodically based on the loan agreement.

Another source of loans is from overdrafts.2 Although banks usually 
charge interest based on the amount overdrawn from period to period, an 
agreement establishes the limit, and as long as the overdrafts do not exceed 
the limit, the usual processing of all checks and other forms of payment 
occurs. Although this method of obtaining fi nancing is an alternative, use 

Table 12-4. Ways to Effectively Utilize Accounts Payable 
(not listed in order of importance)
1. Take advantage of all discounts. Although each payment term has different cash 

benefi ts to the organization, generally it is best to take advantage of the discount. For 
example, payment terms of 2/10 net 30 translate into an effective interest rate of about 
36%. This overall reduction of the cost of products will generally translate into an 
increase in the overall profi t of the organization.

2. If cash fl ow problems arise in which specifi c vendors cannot be paid within the 
payment terms, take a more proactive approach. Call the vendors and tell them when 
payment can be expected, thanking them for their patience and understanding.

3. Pay invoices based on the date the merchandise is received or the invoice date, 
whichever is later.

4. For those vendors who offer net discount terms, delay payment until the latest possible 
date, without affecting the relationship.

5. Some suppliers may be willing to offer signifi cant volume discounts if an agreement 
is signed regarding purchasing a specifi c amount of units or dollar volume over a 
specifi ed period of time. Explore this opportunity with key vendors.

6. Some suppliers may offer installment payments, even though the merchandise 
is shipped in advance. Additionally, other suppliers may offer datings or even 
merchandise to be shipped on a consignment basis, in which the merchandise is not 
required to be paid until it is sold.
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with caution as some of the features available through overdrafts may 
affect the overall banking relationship.

Factoring Accounts Receivable

Another popular source of external fi nancing is the factoring of accounts 
receivable. Once the receivable occurs, a factor acquires it, usually paying 
between 75% and 90% for the receivable. When the receivable is collected, 
payment on the remainder of the receivable occurs, less a fee charged by the 
factor. This may be a good source of funds for the growing company that 
needs capital to expand its business. Factoring is not a loan, no repayment 
is expected, and unexpected effects do not appear on the balance sheet.

Leasing

Although lease agreements have many different structures, the intent of 
leasing in this context is to be a form of rental, where the lessee makes 
payments to the lessor under the terms of the lease agreement. Just about 
any type of asset qualifi es for leasing, including vehicles, equipment, and 
computers. Operating leases may be more appropriate than fi nancing 
leases for the lessee, if the intent is to utilize the leased item for a relatively 
short time. Leasing is usually attractive if the lessee does not have enough 
cash to buy the asset or if the organization would have trouble obtaining 
fi nancing to buy it. In some cases, leasing can be less expensive than bank 
loans; however, leasing may be a source for the controller to explore.

Venture Capitalists

These special types of investors usually put money into business and require 
some form of equity arrangement. Venture capitalists understand the risks 
associated with investing their money into another company, thus they 
require a high rate of return. The period for investors is usually 3 to 7 years 
or more. The initial information required by venture capitalists is extensive, 
and a high percentage of funding requests are not honored. While some 
venture capitalists are not usually involved in the day-to-day operations of 
the business, many are very active in the fi rm and expect some input into 
any signifi cant decision made by the organization.
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Angel Investors

Another type of investor is the high-net-worth individual who invests 
money in small fi rms owned by others. These investors usually invest 
early in the life of the business and may invest anywhere from $250,000 
to $5 million, depending on their understanding of the business and its 
potential. Similar to venture capitalists, they normally require a high rate 
of return. Generally, an informal network is necessary to fi nd these sophis-
ticated investors. Angel investors rarely participate in the management of 
the business; however, their contacts and expertise can be of great value.

Line of Credit and Its Cost

A line of credit is an agreement with a bank to lend up to a specifi ed 
amount. The company may draw from or pay down the principal amount 
as it desires, and the company pays interest on the amount actually bor-
rowed, not on the entire balance available.

Depending on the organization’s banking relationship, as well as other 
factors, banks may charge a fee for the availability of the line and, in some 
cases, may charge a fee for any unused portion of the line. The controller 
should be cognizant that, in many cases, these fees are negotiable and fl ex-
ible. The company should ensure it has a committed line of credit, which 
makes the credit line available even though market or economic conditions 
may change signifi cantly. This could be important if the business has sig-
nifi cant negative changes in its fi nancial performance and position.

Banks usually base their interest charges on a prime rate plus one or 
more percentage points, as well as the credit worthiness of the business. 
The prime rate the bank is charging is not the national prime rate, and 
some room for negotiation is usually available. In addition to an inter-
est rate on the outstanding balance, as well as a fee for the availability 
of the credit line, it is not uncommon for a bank to require that a cer-
tain balance, called a compensating balance, be maintained in its check-
ing account(s) and other accounts within the banking institution. The 
amount of the credit line outstanding usually refl ects these balances. 
There are many different types of fees for a line of credit, and the con-
troller must know the true effective rate of interest charged by the bank. 
Table 12-5 shows a sample calculation.
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Table 12-5. Calculation of the Effective Interest Cost Based on a 
Line of Credit

Assumptions:

 1. Total line of credit available is $600,000.
 2. Interest rate specifi ed in the agreement is 6%.
 3. Additional fees charged by the bank: 1% based on the unused portion of the available 

line of credit and 1% commitment fee to ensure the availability of the line of credit.
 4. A 10% compensating balance of the outstanding line of credit is required to be main-

tained in the checking account.
 5. Average outstanding amount on the line of credit is $500,000.

Calculation

Net amount of cash available for use

Average outstanding amount on line of credit $500,000

Less 10% compensating balance required to be maintained in checking

account (unavailable for normal use)
50,000

Net amount available for use $450,000

Cost of interest and additional fees

Interest on borrowed and outstanding line of credit: $500,000 × 6% $30,000

1% commitment fee on total line of credit available: $600,000 × 1% 6,000

1% based on the unused portion of available line of credit: ($600,000 –

$500,000) × 1%
1,000

Total cost of interest and additional fees $37,000

Overall effective interest cost

$37,000/$450,000 8.20%

In this chapter, several techniques have been presented with ideas to 
help obtain both internal and external sources of cash. We discussed tech-
niques pertaining to inventory, accounts receivable, and accounts pay-
able. We also presented ways to obtain external funding, such as from 
banks, leasing, venture capitalists, and angel investors. We also presented 
Tables 12-1 through 12-5, which displayed some of the information. The 
next chapter discusses taxes for small businesses.



CHAPTER 13

Taxes for Small Businesses

Small businesses need to be aware of the tax implications for business 
decisions, as well as what sort of taxes, both federal and state, are created 
by specifi c types of business entities (sole proprietorship, partnership, S 
corporation, C corporation, or limited liability company [LLC]). This 
chapter is not an exhaustive discussion of all types of taxes or a consid-
eration of all the tax implications and ramifi cations of running a small 
business; however, several key areas are relevant and important for the 
small business controller.

This chapter presents various tax issues pertaining to the choice of a 
business entity. It also discusses changes in fi scal years and differences in 
net income and taxable income. We explain the differences between book 
and tax income, along with deferred tax assets, deferred tax liabilities, and 
permanent and temporary timing differences. We discuss tax administra-
tive matters, along with Form 1099 and other information tax returns. 
We defi ne the alternative minimum tax (AMT) and suggest ways to take 
money out of a C or S corporation. We discuss some issues when prepar-
ing for an IRS audit, as well as debt versus equity fi nancing by share-
holders. Lastly, we present some tax planning strategies, including proper 
classifi cation of fi xed assets, Section 179 deduction, obsolete or unusable 
inventory, and tax net operating losses.

Choice of Entity

This refers to the legal form of a business. The business form establishes 
the income tax return(s) fi lings with the federal government as well as 
state authorities. The current list of legal forms consists of a traditional 
C corporation, an S corporation, limited partnerships, general partner-
ships, limited liability companies, and sole proprietorships. If the incor-
porated business has fi led federal and state tax returns for years, the 
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controller needs to understand some of the intricate aspects of an S 

versus a C corporation.

A Sole Proprietorship

A sole proprietorship is usually an unincorporated business owned by one 

person. Being a sole proprietorship determines if the owner will fi le a 

Schedule C or Schedule C-EZ and attaches it to his or her individual tax 

return Form 1040. Schedule C or Schedule C-EZ lists the income and 

expenses generated during the business year, not to exceed 1 year.

Not only does the sole proprietor pay income tax on its profi t or loss 

listed on the Schedule C or C-EZ, but he or she must pay self-employment 

tax on the profi ts. Form SE reports the profi t and becomes part of the 

individual’s tax return for the year.

Depending on the amount of business profi ts and other income or 

expense items listed on Form 1040, the individual may have to fi le quar-

terly estimated tax payments. Form 1040-ES reports the estimated tax 

payments and is required on a timely basis if at least $1,000 of additional 

tax is due upon the fi ling of the tax return. Some exceptions apply as to 

the payment of estimated tax payments, thus review the current federal 

tax code for updated information.

Partnerships

A partnership exists when two or more persons engage in a trade or business. 

The creation of a partnership occurs when each partner contributes money 

or other business property into the partnership. Partners are not employees of 

the partnership and should not receive a Form W-2 as employees; however, 

based on many factors, including such things as the amount of time devoted 

to the partnership by each partner as well as the specifi c skills of each part-

ner, the partnership agreement determines the sharing of the profi ts or 

losses of the business.

A partnership fi les an annual information return (Form 1065), which 

reports its income, deductions (expenses), gains, and losses from its busi-

ness, but the partnership does not pay federal income taxes. A partnership 
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calculates its income and deductions similar to a sole proprietorship, 
although some deductions are different for the partnership.

Each partner reports his or her respective share of the partnership 
profi ts or losses on their own individual tax return (Form 1040). The 
partnership is a conduit and uses the pass-through concept to require 
each individual partner to report his share of the profi ts or losses.

The partnership provides each partner with a form K-1, which is part 
of the Form 1065 provided to the Internal Revenue Service (IRS) annu-
ally. Based on the K-1 that each partner receives, each individual includes 
the information on his or her individual Form 1040.

As noted under a sole proprietorship previously, the individual is 
also required to pay self-employment tax on his or her K-1 and may be 
required to pay quarterly estimated income tax payments. The $1,000 
additional liability noted under sole proprietorship applies also to part-
ners. Check the current federal tax code for some exceptions that may not 
require the payment of estimated tax payments.

C or S Corporations

When selecting a corporate form of ownership, the shareholders put 
money and property into the corporation in exchange for shares of own-
ership within the corporation. A corporation not only has the normal 
deductions that a sole proprietorship has, but it also has some special 
deductions to calculate its taxable income.

An S corporation is a regular corporation, much like a C corporation, 
with shareholders, shares of stock, and bylaws, but its taxation is differ-
ent. The individual S corporation shareholders report their share of the 
taxable income or losses from the S corporation and the individual tax-
payers realize the “fl ow-through” tax benefi ts. There is no double taxation 
of S corporate income like there is with regular C corporations. However, 
a C corporation pays tax on profi ts generated by the corporation, and the 
individual shareholders receive no tax liability unless distributions occur 
during the year, creating double taxation. The controller needs to be aware 
of the requirements for a corporation to become an S corporation, which 
include a maximum amount of shareholders and each shareholder com-
pleting Form 2553 from the IRS.1 Often, the limited liability company 
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may be a better option than either the S or C corporations; therefore, the 
controller needs to review the current IRS requirements and seek legal and 
tax advice before making any changes to the current tax structure.

Limited Liability Company (LLC)

Recently, various state statutes have allowed a new business entity called 
an LLC. Similar to a corporation, owners of an LLC have no personal 
liability for the debts or negative actions of management. One important 
feature is that LLCs are very similar to partnerships in the pass-through 
taxation discussed previously.

Most states do not restrict ownership within an LLC, and members 
of an LLC replace shareholders in a corporation. The members (owners) 
can consist of only one-member (called “single-member”) LLCs, corpora-
tions, other LLCs, and foreign entities. Additionally, there exists no maxi-
mum number of members within the LLC.

Before establishing an LLC, check your individual state requirements 
and federal tax regulations, as generally, banks and insurance companies 
cannot be LLCs.

Change in Fiscal Year

Assuming a C corporation has been in existence for a while, the year-
end selected, and Form 1120 fi led for each fi scal year, it is necessary to 
obtain prior approval from the IRS before any change occurs in the fi scal 
reporting period. Form 1128, “Application to Adopt, Change, or Retain 
a Tax Year” (revised January 2006), accomplishes this request.2 Generally 
all corporations requesting a change in its tax year must fi le Form 1128; 
however, some exceptions do exist, so the controller should review the 
IRS’s current instructions regarding when and if the form is required to 
be fi led. Part II of Form 1128 contains instructions on when the IRS 
grants automatic approval. Although the corporation has been in exis-
tence for a prolonged period and has had the same fi scal year for tax 
purposes, it is still possible to change its fi scal year.



 TAXES FOR SMALL BUSINESSES 103

Differences in Net Income and Taxable Income

Many companies want the best of both—high net income on its 
fi nancial statements and low taxable income on its tax return. Gen-
erally accepted accounting principles (GAAP) and Internal Revenue 
Code (IRC) regulations differ, thus causing fi nancial income and tax-
able income to be different. The amount a business reports as income 
tax expense is often not the same as income taxes payable to the IRS. 
The net income generated on a set of fi nancial statements is prepared 
in accordance with GAAP and intended to provide meaningful and 
relevant information to its users. However, taxable income complies 
with the tax code that has a different purpose in mind. The guidance 
from GAAP and IRS will create differences between book and taxable 
income. Part of a corporation’s tax return is a schedule reconciling dif-
ferences between net income per books and taxable income per tax 
return. Differences between income tax expense and income tax pay-
able on a corporation’s books creates a deferred tax amount—either 
deferred tax liability, representing additional taxes owed in the future 
because of taxable temporary differences, or deferred tax assets, which 
are taxes saved or refunded because of temporary tax differences during 
the period. Currently, Financial Accounting Standards Board (FASB) 
Statement No. 109, “Accounting for Income Taxes,” provides guidance 
on temporary differences and the proper presentation of fi nancial state-
ment amounts.3 Some of the key terms the controller needs to be famil-
iar with are listed below.

Deferred Tax Assets

Deferred tax assets are on the balance sheet, recognizing temporary differ-
ences that result in future deductible amounts (lowering the tax bill). For 
example, if a corporation recorded in its fi nancial statements a potential 
loss of $25,000, but the loss would not be deductible for tax purposes until 
paid, the result would be greater tax deductions in the future creating a 
deferred tax asset account.
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Deferred Tax Liabilities

A deferred tax liability is a balance sheet account used to accumulate 
amounts that will create future taxable amounts. For example, assume 
that a corporation accounts for revenue on the accrual basis according 
to GAAP but records income on its tax return when the cash is received 
(cash basis), rather than earned. If the sale (in accounts receivable) is 
uncollected at the end of the year, a deferred tax liability occurs to record 
the future tax liability pertaining to this transaction, specifi cally the bal-
ance in the accounts receivable account.

Permanent Versus Temporary Timing Differences

Permanent timing differences are items that enter into either taxable 
income or fi nancial statement income, but not both. For example, the pro-
ceeds from life insurance policies carried on key employees or offi cers of a 
corporation appear on the income statement of an organization; however, 
it is not taxable income on the tax return and would be part of the recon-
ciliation from book net income to taxable income. Additionally, permanent 
differences do not reverse themselves over time, as temporary differences 
do. The controller needs to ensure the fi nancial statements refl ect only tem-
porary timing differences as deferred tax assets or deferred tax liabilities.

Preparation and Filing of 1099s and 
Other Information Tax Returns

Just about every business needs to fi le some sort of Form 1099 at the end 
of each year. Whether the reason is for payment of dividends in closely 
held businesses, payment of rent on a facility, or payment to outside legal 
and tax advisors, the IRS requires the fi ling of appropriate documents. 
When setting up a new vendor in its accounts payable system, the small 
business acquires accurate information on Forms W-4, W-9, or both, 
about the new vendor’s taxpayer identifi cation numbers. Backup with-
holding may be required and reported on Form 945, if the employer does 
not gather the appropriate forms.4

Additionally, backup withholding may also be required if the business 
has received a notice from the IRS requiring it. Currently, a business can 
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match the taxpayer identifi cation numbers, names, and addresses with 
the IRS before sending the returns to the IRS by accessing http://www
.irs.gov and searching for “e-services.”

A multitude of penalties exist when the 1099 is fi led, currently ranging 
from $15 per information return to $50 per return. Additionally, other 
penalties apply if the correct payee number is not provided, ranging from 
$50 per return to a maximum of $250,000 per year. Some exceptions to 
the penalties exist, and Sections 6721 and 6722 contain current informa-
tion. The 1099s and appropriate accompanying forms are required to be 
submitted to the IRS by the end of February each year; however, a 30-day 
extension can be obtained from the IRS. The business sends the recipient’s 
copy of the 1099 by January 31 of each year. The following lists some of 
the important elements pertaining to 1099 and other fi lings.

Payments to Corporations and Partnerships

Generally, reporting payments to corporations are not required; however, 
payments to partnerships usually are required. Some exceptions do exist.

Form 1098

Form 1098 is required for receipt of $600 or more of mortgage interest, 
including points received in a trade or business.

Form 1099-DIV

Form 1099-DIV is required for payment of $10 or more of dividends 
and capital gain distributions.

Form 1099-INT

Form 1099-INT is applicable when a trade or business pays $10 or more 
of interest expense.
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Form 1099-MISC

Form 1099-MISC is required for payments of generally $600 or more 
for rent payments, prizes and awards, services performed for a trade or 
business who is not an employee, and fees to directors, just to name a few.

Additionally, pension and profi t-sharing distributions or any plans 
in existence during the year providing fringe benefi ts have reporting 
requirements.

Alternative Minimum Tax (AMT)

Some corporations may be subject to an AMT, which arises because some 
tax laws give special treatment to different types of income and expenses. 
The purpose of the AMT is to ensure that all corporations pay a mini-
mum amount of tax on its reported profi ts.6 A corporation would owe 
AMT when its minimum tax reported on its corporation tax return is 
more than its regular tax. A corporation defi ned by the IRS as a small cor-
poration is not subject to the AMT and pays no minimum tax. Generally, 
the requirements for a small corporation are that prior to 1997, the IRS 
classifi ed the business as a small corporation, and its annual gross receipts 
for the last 3 tax years did not exceed $7.5 million. Generally, the cor-
poration fi les Form 46267 with the corporation’s annual tax return if its 
adjustments and preferences, as defi ned by the IRS, exceed $40,000. This 
is an important area for controllers to be aware of if they are responsible 
for the tax planning aspect of the business.

Taking Money Out of S and C Corporations

Taking money out of an S corporation is much easier than taking it out of 
a C corporation. Owners of an S corporation can take money out of the 
corporation whenever they desire without any tax implications by receiv-
ing a distribution of profi ts. However, when organized as a C corpora-
tion, the amounts distributed to the shareholders, called dividends, are 
double-taxed—once to the corporation since they are paid out in after-
tax dollars, and once to the individual receiving the distribution. In both 
a C and S corporation, shareholders can receive additional funds by salary 
payments, as well as interest on loans made to the corporation. Make sure 



 TAXES FOR SMALL BUSINESSES 107

the shareholders receive reimbursement for all expenses incurred as this 

is a tax deduction for the corporation but is not taxable income to the 

employee or shareholder.

Preparing for an IRS Audit

Based on recent statistics, the IRS audits approximately only 2% of small 

business tax returns.8 The best way to prepare for an IRS audit is to make 

sure as the year is progressing that all properly recorded transactions and 

suffi cient documentation is available before the IRS requests it. Ensure 

that the small business maintains corporate records and retained for a 

specifi ed period, in accordance with company policy and IRS guidelines. 

The IRS conducts about one-third of tax audits performed via the mail 

where they ask the taxpayer to verify or explain specifi c items.9 The IRS 

may want to audit a specifi c item on the tax return or may ask for an 

explanation on how a certain amount pertains to the trade or business. A 

consultation with an outside tax advisor may occur before responding to 

the IRS, depending on the circumstances. However, be sure to respond 

to the IRS in a timely and professional manner, addressing fully the ques-

tions asked. If the controller does not wish to appear before the IRS (if 

so requested), he or she can sign a power of attorney on behalf of the 

corporation, allowing an accountant, lawyer, or enrolled agent admitted 

to practice before the IRS to represent the corporation at the IRS audit.

The corporation also has other rights, and the controller may want to 

review the IRS Web site before proceeding with the audit requirements. 

Additionally, certain appeal rights exist that may be pursued.

Debt Versus Equity Financing by Shareholders

When a shareholder or employee has decided to put additional resources 

(cash or other things of value) into a nonpublic company, generally it is 

better for both the corporation and the shareholder to put the money 

into the corporation in the form of debt versus additional equity. The 

loan should be in writing specifying an interest rate and repayment dates. 

Additionally, the transaction should appear in a corporate resolution indi-

cating a need for the funds and authorizing the corporation to enter into 
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the transaction with the shareholder. A prime reason for putting funds 
into the corporation as debt rather than equity is that interest payments 
are tax deductible by the corporation whereas dividend distributions are 
not. Additionally, the shareholder has the ability to get the debt out of the 
corporation tax free because the payments are not distribution of profi ts. 
This eliminates the double taxation issue described previously. The con-
troller may want to consult an outside accounting fi rm for other advan-
tages and disadvantages before putting the money into the corporation.

Tax Planning Strategies

Effective techniques to reduce corporate taxes can be an important part of 
a controller’s responsibilities. Before action occurs, the controller should 
develop a strategy and schedule to outline the overall taxes saved with pos-
sible implementation of new ideas and techniques. Below are some items 
the controller may want to consider when planning an overall tax strategy.

Proper Classification of Fixed Assets

Based on several criteria, the IRS categorizes an item for depreciation 
purposes. For example, if computer equipment (which is classifi ed by 
the IRS as 5-year property) is mistakenly classifi ed as offi ce furniture and 
equipment (which is 7-year property), depreciation deductions will be 
allocated over 7 years versus the correct period of 5 years.

Make Use of the Section 179 Deduction

Section 179 of the Internal Revenue Code10 allows corporations to 
expense fully tangible personal property (not real estate) in the same 
year purchased. Based on the current tax code for 2008, a business can 
expense and immediately deduct $250,000 in capital expenditures. 
There are some other limitations so the rules and regulations for Sec-
tion 179 should be reviewed; however, based on the 2009 code, the 
maximum annual acquisition of deductible property is $800,000. After 
obtaining the $800,000, the overall deduction reduces dollar for dol-
lar. The overall deduction for Section 179 may also be limited to the 
amount of taxable income. The type of property that qualifi ed for the 
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Section 179 treatment is machinery and equipment, some computer 
software, and furniture and fi xtures.

Obsolete or Unusable Inventory

Review the inventory periodically to see if some slow-moving items are 
obsolete or unusable. If so, take them out of inventory and either dis-
card or donate them to a charitable organization. Inventory not saleable 
or in good condition should not be valued, in compliance with GAAP 
and IRS guidelines.

Tax Net Operating Losses

If a corporation has a net operating loss for the current year, it has the 
option of carrying back the losses 2 years and forward 20 years or electing 
to carry forward the losses for 20 years. The exercise of the carry forward 
option occurs in the year of the loss. Otherwise, the company carries 
back the loss. The controller should be aware of IRS Form 4466,11 which 
if fi led, requires the IRS to act on it within 45 days of receipt. When 
carrying back the loss to obtain a refund of the previous year’s income 
taxes paid, the fi ling of Form 113912 occurs and requires the IRS to act 
within approximately 90 days as compared to the traditional time of 3 to 
6 months when fi ling an amended return.

Reporting Employee Fringe Benefits

A business has reporting requirements for the various employee fringe 
benefi ts provided. The IRS defi nes a fringe benefi t as a form of pay for 
the employee working. The small business controller should have an 
appreciation for the many items to consider when ensuring the business 
compliance with IRS reporting regulations. The controller should review 
Publication 15-B from the IRS, which states that all fringe benefi ts are 
taxable unless specifi cally excluded by law.13
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Tax Administrative Matters

A controller may be the individual responsible for fully discharging tax 
administration matters. A tax calendar that outlines important due dates 
for complying with federal and state tax requirements is recommended. 
For example, the controller needs to know the fi ling requirements and 
due dates for tax forms. Additionally, they need to know when estimated 
state and federal tax payments are required, know when payroll tax 
returns and tax payments for both the employees and the employer’s pay-
roll taxes are due, and keep track of what is required on a daily basis and 
when completed. In some cases, the controller may not have the proper 
experience and training and must seek outside professional help.

In this chapter, taxes for small businesses were discussed. The choice 
of entity and the corresponding tax impact of each entity were discussed. 
We presented topics including differences between net income and tax-
able income, including a discussion of deferred tax assets and liabilities. We 
introduced Form 1099, as well as several current tax planning strategies for 
the small business.

Chapter 14 introduces the small business controller to internal con-
trols and the development of an effective internal control structure.



CHAPTER 14

Internal Controls

This chapter addresses the responsibility of the small business control-
ler regarding internal controls. It also defi nes internal controls; the value 
of internal controls; developing an internal control structure considering 
such factors as the control environment, risk assessment, control activi-
ties, information and communication, and monitoring and feedback; key 
elements to consider when designing a good internal accounting control 
structure; limitations of internal controls, and the overall responsibility 
for internal controls.

The Controller and Internal Controls

Perhaps one of the most important duties of the controller for a small 
business is the creation, supervision, and maintenance of fi nancial 
accounting internal controls. These responsibilities might involve such 
things as reviewing the existing control structure, making whatever 
changes are necessary, and implementing, if necessary, new internal 
controls. To assess effectively internal controls, the controller should 
have knowledge of different types of fraud that may develop within an 
organization and some ways to help deter it. To gain this knowledge, 
a controller may need to perform a complete assessment of the proce-
dures pertaining to all functions within the activities of the organiza-
tion, concentrating on the controls relevant to the proper recording of 
accounting transactions. For example, the controller needs to ascertain 
that proper checks and balances are in place, that the available person-
nel are competent and trustworthy, that a review of the authorization 
procedures occurs on a periodic basis to ensure compliance, and that a 
proper segregation of duties and responsibilities is happening to reduce 
the probability of errors.
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Definition of Internal Controls

An integral part of any organization’s fi nancial policies and practices 

is its internal controls. The defi nition of internal controls is many; 

however, for the purpose of this book, this author uses the Commit-

tee of Sponsoring Organizations (COSO) defi nition: “Internal control 

is a process to provide reasonable assurance of accomplishing objec-

tives. Specifi cally, it helps achieve objectives relating to the reliability 

of fi nancial reporting, compliance with laws and regulations, and effec-

tiveness and effi ciency of operations.”1

All organizations, whether public or nonpublic, profi t or nonprofi t, 

large or small, need to have an understanding of how the internal con-

trol structure should work as compared to how it is working. The qual-

ity of fi nancial and nonfi nancial information presented depends on an 

adequate system of internal controls. Although Section 404 of the far-

reaching Sarbanes-Oxley Act of 2002 (SOX) does not specifi cally apply 

to small businesses, many privately held companies are adopting some of 

its requirements as best practices.

The Value of Internal Controls

Stakeholders other than shareholders, including bankers, major ven-

dors, offi cers, and the board of directors, just to name a few, realize 

how important internal controls are to an organization, especially small 

businesses. For example, in some cases, if a small business is seeking 

director or offi cer liability insurance, a review of internal controls and 

other criteria by an insurance company may affect the premiums.

A key element in the internal control process is deterring fraudulent 

activities. Although strong internal controls provide no guarantee of pre-

venting fraudulent behavior, controls that are effective and closely moni-

tored help to produce accurate and reliable fi nancial information.

Developing an Internal Control Structure

According to COSO’s defi nition of internal control, the effectiveness of 

an internal control system can be measured by assessing fi ve components: 
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the control environment, risk assessment, control activities, information 
and communication, and monitoring.2

The fi rst factor, the control environment, according to COSO, con-
sists of the tone at the top, where the organization’s administration and 
leaders in each department assess such factors as ethical values, leadership 
philosophy, and policies and procedures.3

Risk assessment is the second factor, and every organization has 
various risks from internal and external sources. Risk assessment is the 
process of identifying and analyzing potential risks and deciding how 
to manage those risks.4 Control activities usually consist of establishing 
policies and procedures. Although top management may have established 
control activities, the activities must permeate throughout the entire 
organization, affecting such important aspects as segregation of duties 
and responsibilities for employees.5

The fourth element of internal control is information and communi-
cation. People from all levels within the organization must interact and 
communicate on a regular basis, as most activities affect other activities. 
This communication must take place up and down, as well as across, dif-
ferent levels of the entire organization.6

The last item within this fi ve-component matrix is monitoring and 
feedback. The internal controls evolve over time and require evaluation 
on a regular basis. Just as the assessment of risks changes, the way various 
job functions are performed also changes with technology and changes 
in personnel, and an update of the internal controls is necessary to keep 
abreast of these changes.7

Limitations of Internal Controls

The cost-benefi t rule as it pertains to internal controls specifi es that the 
costs of implementing and monitoring a specifi c control should not 
exceed its expected benefi ts. Even though the installation and monitoring 
of internal controls may require a signifi cant amount of time, energy, and 
money, some factors may cause the system to be ineffective. For example, 
turnover of employees as well as new employees fi nding innovative and 
creative ways to perform the necessary tasks to get the job done may over-
ride the controls initially set up, and a revision may be necessary. No 
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system is perfect, and the human ability to override a system is sometimes 
more powerful than the system itself. Realize that any system has limita-
tions and can be overridden, circumvented, or altered without the person 
responsible for the control knowing that it is happening. Internal control 
in the workplace requires a system of checks and balances.

If the controller of a small business is utilizing the services of an outside 
Certifi ed Public Accounting fi rm, they often ask for a checklist of specifi c 
areas and questions to ask during the planning and continuous monitor-
ing stages of the internal control system. The controller needs to select the 
requirements of internal control that applies to their organization.

Overall Responsibility for Internal Controls

Although the controller of a small business may take the leadership role 
in designing and altering internal control policies and procedures, they 
are not the only one responsible for internal controls. The Foreign Cor-
rupt Practices Act of 1977, although pertaining primarily to publicly 
held companies, requires multinational corporations to be aware of its 
internal control systems. Controllers of nonpublic companies and small 
businesses should be aware of the requirements of the act and realize it 
became law because of allegedly domestic political contributions and 
bribery of foreign government offi cials.

In this chapter, we discussed internal controls within a small busi-
ness and the controller’s role. We defi ned internal controls and the devel-
opment of an internal control structure. We also discussed the overall 
responsibility for internal controls and their limitations.

The next chapter discusses the changing role of the small business 
controller and ethical considerations.



CHAPTER 15

The Changing Role 
of the Controller

The role of the controller in a small business has changed dramati-
cally over the past number of years. Today’s controller often performs 
many tasks that were not part of a controller’s role a few years ago. For 
example, today the small business controller may be responsible for not 
only the internal audit function but also the information technology 
function. As the business environment has changed, new and different 
skills are required for the controller to master these tasks effi ciently and 
professionally.

Depending on the size of the organization and its structure, even the 
title of the controller may change. Some common names for controllers 
are controllers, comptrollers, offi ce managers, treasurers, and one of the 
newest titles is chief accounting offi cer. Although chief accounting offi cer 
is perhaps the most appropriate title, in this book I refer to the position 
as controller, regardless of how an organization defi nes the role. Whatever 
the title, the controller is an integral part of the management team that 
directs the fi nancial affairs of an organization in most small businesses.

Joining Professional and Trade Associations

Controllers need to become knowledgeable about problems facing the 
industry in which they work. Trade associations can provide valuable sup-
port in this area, as well as provide excellent reference material and per-
sonal contacts.

Joining various accounting associations, such as local chapters of the 
Institute of Management Accountants (IMA) and the State Society of Cer-
tifi ed Public Accountants, provides valuable networking resources. Getting 
involved in the local Chamber of Commerce and other professional groups 
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will provide good networking opportunities and give the controller some 
recognition for his relationship within the community and the type of 
products and services that his company provides. Some of the network-
ing contacts could prove to be very valuable in the future, especially if 
the controller is seeking a new banking relationship or looking for a new 
insurance agent or broker, for example.

However, although it is necessary for the controller to get out of the 
offi ce environment and become part of the professional and business 
community, he must be careful not to take on too much too quickly. He 
should not volunteer to serve on committees or become an offi cer of these 
organizations until he understands how much time will be required to ful-
fi ll his controllership responsibilities. He should not overextend himself 
before he is acclimated to the new management position and continuing 
family responsibilities.

Controllers need to decide which, if any, professional or trade asso-
ciations are of interest to them. Some controllers choose to spend some 
time working with charitable organizations, while others choose to get 
involved with trade or professional groups. Whatever the area of interest, 
controllers need to be involved in community activities on some level.

Ethics and Ethical Challenges

A controller of a small business often encounters challenging ethical issues. 
These issues may arise due to such things as, among others, decreasing cash 
fl ows, lack of profi ts, and pressures from business competitors. The con-
troller may confront illegal or fraudulent activities. If the controller is a 
Certifi ed Public Accountant (CPA), a Certifi ed Management Accountant 
(CMA), or a Certifi ed Fraud Examiner (CFE), he could lose his license if 
convicted of criminal acts or ethical violations.

Need for Code of Ethics

In many cases, the controller provides the ethical guidance and prepara-
tion of a code of ethics for a small business. This code of ethics should 
consider all levels of the organization, including the board of directors 
and offi cers. Many Web sites are available to offer guidance on how to 
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prepare a written code of ethics for an organization, and additionally, 
the controller may be able to obtain a copy of other similar companies’ 
codes of ethics by asking members of management of the organization, as 
well as contacting various trade and professional associations. However, 
merely having a code of ethics is not enough. All levels within the organi-
zation must adhere to the code by example, not merely by words.

The code of ethics will vary from company to company, depending 
on many factors including size. However, a number of elements should 
be part of a common code. Some of these elements address such issues 
as receiving or giving gratuities and gifts, confi dential information, and 
confl icts of interest. As noted previously, it is not enough to have a code 
of ethics. It is important that all new employees review the code and sign 
a document that they will comply with the code. On a continuing basis, 
all employees should be required annually to sign a document stating that 
they understand the company’s code of ethics and that they have and will 
comply. In addition, employees should be aware of the process to report 
unethical behavior.

Depending on what professional associations the controller belongs to, 
such as the American Institute of Certifi ed Public Accountants (AICPA), 
the Institute of Management Accountants, or the Association of Certifi ed 
Fraud Examiners (ACFE), just to name a few, each organization has its own 
code of ethics or, in some cases, a professional code of conduct addressing 
such things as maintaining confi dentiality as it pertains to sensitive fi nan-
cial information, a high level of competence, a high level of personal integ-
rity, and objectivity. For example, the AICPA has principles of professional 
conduct that address serving the public interest, objectivity and indepen-
dence, and due care.1 The IMA has a statement of ethical professional prac-
tice, which contains the elements of competence, confi dentiality, integrity, 
and credibility,2 while the ACFE provides a code of professional standards 
and includes professional conduct in the areas of integrity and objectivity, 
professional competence, due professional care, and confi dentiality.3 These 
codes are quite specifi c, and some offer a toll-free telephone number for 
those seeking confi dential advice. Additionally, each professional account-
ing association has its own standards of ethics, which should help to guide 
the practicing controller. In many cases, the controller can also receive help 
from other professional accounting associations.
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When controllers face ethical issues, whether it is to make an inappro-
priate adjustment to fi nancial statements, to sign an incorrect tax return, 
or to delay depositing federal, state, or other payroll taxes withheld from 
employees, they need to understand the process within the company’s 
organizational structure to resolve the issue. The controller should con-
tact their next immediate supervisor who is not involved in the unethical 
situation. If that does not resolve the issue, the next level, which could be 
the owner, president, or CEO of the company, needs to be contacted by 
the controller. When all internal means are exhausted and the problem is 
still unresolved, the controller should seek personal legal counsel. In some 
cases, the controller may have to resign. Unless the controller is legally 
required to do so, he should not disclose the issues to any regulatory 
authority or anyone outside the company. If the controller does resign, he 
should write a memo to the owner or CEO of the company outlining the 
facts and the reasons for the resignation.4

In this last chapter, we discussed the changing role of the controller, 
joining professional and trade associations, ethics and ethical challenges, 
and the need for a small business code of ethics. Lastly, we discussed several 
professional accounting associations’ codes of ethics as examples.

We hope you have enjoyed this book, and welcome any comments to 
r.hanson@snhu.edu.
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