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TODAY’S OBJECTIVES. .. NAMM £

ideacenter

e “Dissect” a Financial Statement
(Balance Sheet & Income Statement)

« Teach you “how to read” a F/S
o “War Stories” from 2 Music Retallers
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But first, let’s test your knowledg%"\mﬁ@:_

of financial terminology ... ideacenter

What does “F.S.” stand for?

This Is the type of scaling
used on a bass guitar....
“Full Scale”
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Financial Terminology NAMM 0%

ideacenter

What does “1.S.” stand for?

It’'s what comes on every keyboard...
“Internal Sounds”
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Financial Terminology NAMM O~

ideacenter

Finally, what is BS?

That’s right...a balance sheet \'W




What comprises a

Pl
cif - 4 NAMM <
financial statement ideacenter

 Balance Sheet
 Income Statement (a.k.a. “P&L”)
e Statement of Cash Flows
e Supporting Schedules (i.e. oper. expenses)
 Footnotes
+¢ CPA firm letter (compilation, review, aUdlt)f?
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What is a “balance sheet™?  NAMM®ES

ideacenter

EXCELLENCE MUSIC, INC.
BALANCE SHEET
DECEMBER 31, 2008

ASSETS
CURRENT ASSETS

Cash $ 25,000

Accounts receivable 200,000
; Rental contracts receivable 875,000 .
T\ Inventory 1,200,000 T
f'”:,._\, TOTAL CURRENT ASSETS 2,300,000 w_.,f'f'
; EJ & ___55_:9____\_ - ___‘:..__‘:_-I..._Z__. 9 Li



What Is an
‘iIncome statement”? ideacenter

EXCELLENCE MUSIC, INC.
STATEMENT OF INCOME AND RETAINED EARNINGS
FOR THE YEAR ENDED DECEMBER 31, 2008

A

$ %
REVENUES
Sales $ 1,000,000 54.1
Instrument rental income 750,000 40.5
Repair income 100,000 5.4
1,850,000 100.0
COST OF GOODS SOLD 800,000 43.2
GROSS PROFIT 1,050,000 56.8
- i
| ™ OPERATING EXPENSES /?&
; IT’.\* '; Salaries - officers 30,000 1.6 ¢ WY e
ig] ;3’ Salaries - sales 200,000 10.8 ﬁ.ﬁ i
ir,u_r L _--EE’:‘E‘:\' _ ___f..__{_,-..._f_.. | B L‘i



Let’s dissect a “balance sheet” nAmm®<

ideacenter

 Current Assets e« Current Liabilities

* Fixed Assets  Long-term Liabilities
« Rental Assets ¢ Related party debt
 Other Assets « Owner’s Equity
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Let’s dissect an

P,
e 77 NAMM_®\-
Income Statement ideacenter

 Primary Operating Income (i.e. sales)

e Secondary Oper. Income (i.e. rentals,
lessons, repairs, tuning & delivery)

 Operating Expenses (a.k.a. “SG&A™)

 Other (non-oper.) Expenses & Taxes
I* Net Income (a.k.a. “the bottom line™) 1
I 12
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What does a “balance sheet % Amﬁ@g

e 1 LS? ideacenter

(1) Liquidity

(2) Debt structure

(3) Owner’s iInvestment In business
;%\ (4) Net worth
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What does an A nod

“Income statement” tell us? idea center

(5) Overall profitability

(6) Profitability by revenue activity
(7) Excessive operating expenses

. (8) Non-op items, gain & loss events
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What does a B.S. and 1.S. ;@f_
NAMM <

tell us “together”? idea center

(9) Effectiveness of inventory mgt
(10) Return on rental pool investment
(11) Collectability of receivables

. (12) Ability to service debts
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#1 —Current Ratio = Liquidity NAMM -

ideacenter

BELIEVE ME, TARGETS
ARE ESSENTIAL!

Current Ratio is one of
the first metrics a bank
considers when lending
money. So, If bankers
have a target, shouldn’t
you know what that

\ target 1S?

i

ﬁ-:::n

FAYp
m vF'




#1 — Current Ratio = Liquidity NI\MM_‘\@:'

ideacenter

pad Boy Mugy,,
Excellence Music E%E Bad Boys Music

e tong, play 10w

CURRENT RATIO CURRENT RATIO
Current Assets $ 2,300,000 Current Assets $ 350,000

divided by Current Liabilites $ 2,025,000 = 1.14 divided by Current Liabilites $ 425,000 = 0.82
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#2 — Debt Structure NI\MI\f@:’

ideacenter

A lack of long-term
financing is like being a |
one-man band — you're
carrying a heavy load all by {§ N\ g\
yourself, you have no W & ~
outside help, and in the

+.end there’s a limit to what
ﬁgéﬁ)fure able to do.
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#2 — Debt Structure NI\MM‘\@:-

Ideacenter
pad Boy Mugy,,
Excellence Music E%E Bad Boys Music
"Vo,.,,'.mhud‘

RENTAL INSTRUMENTS

CURRENT LIABILITIES Band and orchestra rental instruments 1,000,000

Accounts payable $ 1,500,000 Less accumulated depreciation 900,000 100,000
Floorplanpayable 3007000 EEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEENENEEEEEEEEEEEEEESR
Accrued taxes and expenses 75,000 CURRENT LIABILITIES
Credit line payable 100,000 Accounts payable $ 200,000
Current portion of long-term debt 50,000 Floor plan payable 50,000
Accrued taxes and expenses 25,000
TOTAL CURRENT LIABILITIES 2,025,000 Credit line payable 100,000
. C t porti fl -t debt 50,000
. LONG-TERM DEBT, less current portion 175,000 urrent portion otfong-term de — ==
: TOTAL CURRENT LIABILITIES 425,000 ;
i A

" LONG-TERM DEBT, less current portion 100, 000 [.
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Iltem #3 — Owner’s Investment NI\MM@

ideacenter

owners Investment...

Bankers (and your
employees) think an
owner’s supply of cash is
like an Alan Friedman
~ guitar solo...“unending”.
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Iltem #3 — Owner’s Investment NI\MM@
ideacenter

pad Boy Mug,,
Excellence Music Bad Boys Music
DUE TO STOCKHOLDERS 100,000 DUE TO STOCKHOLDERS 100,000
STOCKHOLDERS' EQUITY STOCKHOLDERS' EQUITY
Common stock $ 50,000 Common stock $ 50,000
Retained earnings 350,000 400,000 Accumulated deficit 25,000 75,000

Bankers like to look to see how much an owner has
Invested in their business...or if this business is funding

"'@i the losses for another business owned by a stockholder!
E
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ltem #4 — Net Worth (Equity) NAMMSS

ideacenter

a8l Net Worth...

IS an Indication of how
much (or little) a
business Is truly
worth...sometimes..:>)
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ltem #4 — Net Worth (Equity) NAMMSS

ideacenter

pad Boy Mugy,,
Excellence Music Bad Boys Music

RENTAL INSTRUMENTS RENTAL INSTRUMENTS

Band and orchestra rental instruments - Band and orchestra rental instruments 1,000,000

Less accumulated depreciation - - Less accumulated depreciation 900,000 100,000
STOCKHOLDERS' EQUITY STOCKHOLDERS' EQUITY

Common stock $ 50,000 Common stock $ 50,000

Retained earnings 350,000 400,000 Accumulated deficit 25,000 75,000

ﬁt\ Being prepared to explain the items on your balance sheet can /?a
E‘m@i make a huge difference when obtaining bank financing. MW"
?Ef]c",\
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#5 — Overall Profitability NAMM O

ideacenter

CONGRATULATIONS MR HENDERSON,

The INCOMEe  Your 6ross WOME HAS JUST BECOME

A ToTALLY GRG‘SS INL‘GHE.’

Statement sy !
IS your e
" “fake bOOk” Mffaumriﬂ
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#5 — Overall Profitability

@ Excellence Music

INCOME FROM OPERATIONS 105,000

OTHER EXPENSE
Interest

INCOME BEFORE INCOME TAXES

_INCOME TAXES

1
o
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pe &4

NET INCOME

5.7
50,000 2.7
55,000 3.0
55,000 0

NAMM Q<

ideacenter

pad Boy Mugy,,
Bad Boys Music

"Vo,.,,'.mhud‘
INCOME FROM OPERATIONS  (15,000) (L5)

OTHER EXPENSE

Interest 30,000 3.0
LOSS BEFORE INCOME TAXES  (45,000) (4.5)

INCOME TAXES

NET LOSS (45, 000) @5
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#6 — Departmental Profitability Nl\Mnf@:'

ideacenter

Tracking departmental
profitability...is like
paying attention to the
horn section in your band
— you’ll be able to hear
and correct someone

I playing out of tune.
el




#6 — Departmental Profitability NAMM D

Ideacenter
pad Boy Mllsle
Excellence Music Bad Boys Music
4
e bn'l play M
$ % $ %
REVENUES SALES $ 1,000,000  100.0
Sales $ 1,000,000 54.1 COST OF GOODS SOLD 625,000 62.5
Instrument rental income 750,000 40.5 GROSS PROFIT 375,000 375
Repair income 100,000 54 OTHER OPERATING PROFIT
1,850,000 100.0 Net instrument rental income
($750,000 income, less $350,000 of depreciation) 400,000 40.0
Net repair income
COST OF GOODS SOLD 800,000 43.2 ($150,000, less $135,000 of repair wages & parts) 15,000 15 )
GROSS PROFIT _ 1,050,000 6.8 TOTAL OPERATING PROFIT 790,000




#7 - Managing Operating

N\ I /
NAMM Q<
ExXpenses ideacenter

Operating expenses...

need to be managed
at all levels.

(Including your employee’s smoke breaks)
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#7 - Managing Operating

Ll
NAMM Q<
ExXpenses ideacenter

S Manage expenses at
55 Ways 1o Cut Costs  LNEIr most basic level,
e then review them as a
“percentage of sales”
to make sure you are
In-line with industry y
averages. gyg ﬁ
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#8 — Non-Operating items NAMM O

ideacenter

“You could be running a
profitable operation,
but losing money due
to a lack of capital or

N non-recurring events.”




#8 — Non-Operating items

NAMM Q<

ideacenter

INCOME FROM OPERATIONS

(15,000) (1.5)

OTHER EXPENSE
Interest

30,000 3.0

LOSS BEFORE INCOME TAXES

(45,000) (4.5

INCOME TAXES

NET LOSS

(45,000) (4.5)

RETAINED EARNINGS

70,000

ENDING RETAINED EARNINGS $

\.__\
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25,000
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#9 — Inventory Management NAMf@:'

ideacenter

com
clea
Inve
Inve

Inventory... Do you
need a tornado to

e through to
N up your
ntory, or Is your

ntory as forceful .

as a tornado? @g ﬁ



#9 — Inventory Management NAMﬁ@:'

ideacenter

pad Boy Mug,,

Excellence Music (2‘5;{@ Bad Boys Music
"Vo,.,,'.mhud‘

GROSS MARGIN RETURN ON INVENTORY (GMROI) GROSS MARGIN RETURN ON INVENTORY (GMROI)
Gross Profit $ 1,050,000 Gross Profit $ 375,000

divided by Inventory $ 1,200,000 = $ 0.88 divided by Inventory $ 300,000 = $1.25

Most retailing experts (across all industries) suggest
a GMROI target of $1.50 or better
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#10 — Return on your Rental

Pl
NAMM <
Instrument Pool ideacenter

Not paying attention to | —
your Rental Pools is like | A 2
letting a bunch of - =
drummers play their own
drum solos at a tent sale

_...all at the same time.
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|
#10 — Return on Rental Pool S
NAMM <
Asset ideacenter
pad Boy Mug,,
Excellence Music Bad Boys Music
“Ie ong, play tovs®"
RENTAL POOL PRODUCTIVITY RENTAL POOL PRODUCTIVITY
Net instrument rental income $ 750,000 Net instrument rental income $ 400,000
add back current depreciation none add back current depreciation $ 350,000
Gross Rental Income $ 750,000 Gross Rental Income $ 750,000
Gross Rental Asset unknown Gross Rental Asset $ 1,000,000
Return on Rental Asset ' HAVALUE! Return on Rental Asset 0.75
™~ A
4 ’ This tells you how long it takes to recover the cost on your rental pool L
LY ﬂ'tl
: . :
BE€L_ (12 months divided by .75 = 16 months) 12 ¥
5 Il:—‘ﬂu



#11 — Collectability of

Pl
. NAMM Q<
Recelvables Aideacenter

Recelvables...

Don’t fall into the
collection trap —
selling an item on
credit doesn’t

~ guarantee you'll

gi el be paid for it!
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#11 — Collectability of

Pl
: NAMM <
Recelvables ideacenter

‘ad Boy M"CIQ
Excellence Music E%E Bad Boys Music
¢
e long, play M
CURRENT ASSETS CURRENT ASSETS
Cash | $ 25000 Cash $ 5000
Accounts receivable | 200,000 Accounts receivable 20,000
Rental contracts receivable 875,000 Rental contracts receivable 25,000
Inventory 1,200,000 Inventory 300,000

TOTAL CURRENT ASSETS 2,300,000 TOTAL CURRENT ASSETS 350,000

T Banks normally discount the value of receivables ,?.

Eiéfw because of their fear they can’t be collectedl @w-a



#12 ~ Debt Service Coverage ~ NAMM®S

ideacenter
While you may be
profitable, you could

still be crushed
P under the weight of
i a burdensome debt

servicel!l




#12 — Debt Service Coverage NI\MM_‘\@:-
Ideacenter

pad Boy Mugy,,
Excellence Music Bad Boys Music

¥ tong, play lowd?
DEBT SERVICE COVERAGE DEBT SERVICE COVERAGE
Income (loss) from operations $ 105,000 Income (loss) from operations $ (15,000)

add back current depreciation  $ 25,000 add back current depreciation  $ 375,000

Cash from operations $ 130,000 Cash from operations $ 360,000
Total long term debt payments $ 90,000 Total long term debt payments $ 60,000
Debt Service Coverage 1.44 Debt Service Coverage 6.00

,'** Most banks like a 1.5 to 1 debt service coverage ratio!
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So. Who's the better retailer?  NAMMSX
ideacenter

Excellence Music

or
oad Boy Mug;,
j\‘ (""ons. play 1ovd® Bad BOyS M USIC



Let’s meet 2 financially m\mﬁ@i‘

astute music retailers... ideacenter

Lori Gates, CPA, Joel Menchey,
T Controller President T

KEr e s menchey,, (M) PRI
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Need more help?

[N

friedman kannenberg

and company pc

Contact Jen Lowe after this seminar
to set up a meeting time
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