Measuring Success
The business owner must have tools to measure progress towards success and ensure that the road ahead does not lead to disaster.
Every business should develop and maintain a Business Plan to focus resources and efforts on meaningful objectives.  Financial projections in the Plan become sales forecasts and expense budgets.  Progress towards objectives must be measured to provide assurance that the business is on course.  
 Accounting is the tool for measuring business progress 
 Inexpensive computer accounting software programs, such as QuickBooks, do not require a comprehensive knowledge of accounting and can be used by most people of average intelligence.  These programs will maintain bank balances, track money owed by customers and payments from them; money owed to suppliers and payments to them.  They will price and print customer invoices, print checks for payments and quickly prepare financial reports including a comparison to budget. 
Accounting software must be selected to suit business requirements.  Some software products are good for retail operations, but cannot handle manufacturing or product assembly.  Certain businesses must track lot or serial numbers.  Think through requirements and seek advice before making a selection.
 The books should be closed promptly at the end of each month.  Most businesses are able to do this without outside assistance, but information must be entered in the accounting program on a timely basis.  Services of an accountant are normally used to setup the accounting system, prepare tax returns and for matters such as depreciation policies.  If the business owner or office manager are not comfortable preparing payroll, an accountant or payroll service can handle payroll and associated tax matters.  
It is not necessary for a business owner to know how to prepare an accounting report, but ability to use information in the reports as a management tool is a prerequisite for success.  The first step in using a report is to look at it.  Preparing a report at the end of each month and placing it in a file drawer is not sufficient.  The business owner must study reports, compare results to plans and take action as needed.  After familiarization with the reports, an hour or two spent analyzing each month’s results can make the difference between success and failure 

A list of reports and ratios important to the small business owner may be downloaded by clicking on the hyperlink below
Reports and Ratios

Cash Flow Statement – This report shows the change in cash position during the accounting period and provides a general indication of ability to pay bills during the following period.  Most businesses have negative cash flow during the startup period, but this will be reflected in planning documents.  Purchase of expensive equipment, paying off a loan or a large disbursement to the owner may result in a negative flow for that period.  Negative cash flow that deviates from plans cannot be taken lightly.  Always remember the primary reason businesses close their doors is running out of cash.

Income Statement – Every line item of the report requires study and comparison to budget.  Even though the sales objective was met, weakness in some product areas may have been offset by very good sales in another.  This could lead the owner to rethink advertising programs or buying plans.  Likewise expense totals may be on budget, but out of control spending in one area could by offset by delayed spending in another.  If the report shows unplanned variances, the reason must be understood and action taken.

Most businesses operate at a loss during the startup period, but no business can survive continuing losses.  After a bad month it is human nature to want to avoid looking at the Income Statement, but to survive a business owner must study the Income Statement and take needed action. 

Balance Sheet – Periodic review of the Balance Sheet provides a broad assessment of the 
businesses financial health.  

Aging of Accounts Receivable – This report lists each customer and the aging of unpaid 


 invoices on their Account.  Normally invoices are categorized to show Current, 

1 to 30 Days Overdue, 31 to 60 Days Overdue, etc.  The report is important in assessing effectiveness of collection efforts and identifying customers who may be in financial difficulty and never pay. 

Aging of Accounts Payables – The report lists each supplier and the status of unpaid 

invoices on the account.  This helps identify bills that may have been overlooked.

Ratios

There are several ratios that business owners use to assess financial progress.  Normally a ratio for a given accounting period must be compared to past performance, planning documents and industry averages to be meaningful.  Sometimes information must be adjusted for cyclical variances.  Industry averages are published by some trade association and may be available through other sources.  Frequently bankers have access to this information. 

Some of the more important ratios for a small business are:

Current Ratio – Current Assets (Cash, Accounts Receivable and Inventory) divided by

Current Liabilities.  This ratio is a test of the business’s short term ability to pay debts  

Acid Test Ratio (or Quick Ratio) – The number calculated by dividing the total of Cash

and Accounts Receivable by Current Liabilities.  This is a better test of short term solvency than the Current Ratio since not all inventory may not be easily converted to cash.  Normally the Acid Test Ratio should be greater than 1.0.

Net Profit Ratio – Net Income divided by Net Sales measures net income as a

 percentage of sales.

Inventory Turnover  - Inventory divided by Average Daily Cost of Goods Sold equals

the number of days sales held in inventory.  If possible, calculate this by product

or product line to identify slow moving items.  To be meaningful this must be compared to past performance, similar firms and industry averages.  A high  number may indicate that too much cash is tied up in inventory.  Too low a number may indicate sales are being lost due to product unavailability.      

Sales per Employee – Divide Gross Income by the number of employees.  Compare to

your businesses history and other firms in your industry.  

