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CDB Section 8 - Analysis 

And we are down to the final four. We're going to be talking about management and analysis. 
Welcome to CDB section eight. Not CBD. I was saying that the other day. I was like, "Wait a 
minute, that sounds like something pot wise." Anywho, Let's talk about the objectives for this. I 
always digress. 

Number one, though, is to recognize which ratios or analyses are useful for different scenarios 
in businesses. Also, to name the four stages in a business cycle and what analysis you can 
provide in each of those stages. Number three, to identify the different types of budgets and 
what reports to analyze when managing cash flow. And then finally, capital structure and 
financial risk management. All fun stuff. 

Let's start talking about ratios. Ratios are a great way for us and for our clients to actually take a 
look at a business and see how healthy or unhealthy it is. So, let's just talk about a few of the 
higher-level ones right here, starting off with gross profit ratio. And this is basically the 
proportion of profits generated by the sale of goods or services before selling and 
administrative expenses. Also known as indirect costs, that sort of thing. 

The second one is current ratio. This is a measurement of short-term liquidity of a business. It's 
important for lenders. It's also important for the business itself. How easily can it pay its bills? 
Okay? 

A quick ratio is a little bit more strict than the current ratio. It matches the most easily 
liquidated portions of the current assets with the current liabilities. Cash and accounts 
receivable mainly right there. 

And then the debt to equity ratio. Total debt divided by total equity. That helps lenders to 
identify if the business can meet the repayment obligations of a loan or a prospective loan right 
there. 

Those are four that, really, every business should be tracking regardless of the industry and the 
niche that they are in. Those are four golden ratios. 

Now, analyses. Okay? These kind of go along with ratios, but these are things that every single 
business should know, starting with the break-even point, the sales volume at which a business 
earns exactly no money. Nine out of 10 business owners, when I start speaking with them and I 
ask them what their break-even point, they look at me like a deer in the headlights. This is very 
important for a business owner to know. And you can, not that you have to, but you can help a 
business to determine what that is. 

Liquidity index, right? Sounds like something fun. It's the calculation of the days required to 
convert a company's receivables and inventory into cash. Okay? So, it's great that we made a 
sale. We made it on accounts receivable. If it's taking us six months to get that, that's not good, 
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right? If it's taking us a long time to turn over that inventory, we're probably buying stuff that 
we don't need to be buying. So, this is an index that basically tells us how fast are we able to 
turn other types of current assets, inventory and accounts receivable, into cash. Because cash is 
king. We can't pay our bills typically unless we do some sort of bartering with accounts 
receivable or our inventory. We got to have that cash, and liquidity index helps to measure 
that. 

Horizontal analysis. This is a comparison of historical financial information over a series of 
reporting periods. That's why, as we mentioned earlier, having compared to balance sheets, 
comparative income statements are so important, and that's what horizontal analysis is. I'm 
looking at performance this year versus last year, this January versus last January, this first 
quarter this year, the first quarter of last year. That's horizontal analysis. 

And then there's vertical analysis, where each line item is listed as a percentage of another line 
item on the statement. So, hey, rent was 7% of net revenue. Okay? Is that good or bad? Well, 
there's other things that we could use, like benchmarking, which we won't talk about here, but 
we could use that within the vertical analysis to say, "Is that good? Is that bad? Is there room 
for improvement?" 

So again, those were four important analyses: break-even point, liquidity index, horizontal 
analysis, and vertical analysis. 

Now let's talk about the stages of a business cycle. Expansion. Okay? We all like to be in here. 
Indicators. So, what tells us that this is an expansion? Employees are working overtime, 
business owners are hiring, increasing prices, and purchasing assets, heavy on advertising. How 
can you help? Well, it's important that we do vertical analysis to make sure that growth is 
proportional. Right? That, hey, we're growing, but our rent is totally crazy and out of line. So, 
what have we done here? And hopefully, we've done this analysis before. So, this is where 
vertical analysis helps. Not that horizontal analysis wouldn't be important, not that liquidity 
index isn't important, but this is really kind of the one that we would want to do. 

The peak. Right? So, the peak of this is ... The peak cycle, I should say. Employees are 
overworked, business owners cannot keep up with market demands. How you can help, 
horizontal analysis to track the refunds and allowances as a customer satisfaction metric. 
Obviously, there's a lot of things that we can do that are outside the financial statements that 
have some overlay with the financial statements. We're just trying to give you a peek inside. No 
pun intended. Or maybe some pun intended right there. Talking about the peak of a business 
cycle right there. 

Contraction. Hopefully, our businesses aren't in that, but that sometimes happens, right? 
Business begins to slow down, intentional or not. Business owners are offering discounts. 
They're looking at getting out. How can you help? Expense analysis to reduce expenses as much 
as possible, to reduce the costs, all that different thing in contraction. 
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A trough. Business owners are firing and selling company assets. How you can help, quit. But 
other than that, debt to equity ratio to monitor that credit cards are not being overused. That if 
they're going to dissolve the company and not sell it, that they're going to do that in an ethical 
way, that they're going to be able to pay things, that sort of thing. 

Managing cash flow. Okay? Here are some current scenarios right here. For any clients that are 
struggling with cash flow, analyze their accounts receivable collection and bill pay statements. 
We need to make sure that they've not allowed their accounts receivable balances to be 
stretched out. That's one problem that we see. It's great to make sales, but we also have to 
have the cash going along with it. That's why when we talk about looking at all of the financial 
statements holistically, we can have a very solid income statement, but our statement cash 
flows don't look very good, and we need to look at that in combination with the balance sheet. 
So that's why we would start with something like analyzing their accounts receivable collection. 

For any clients that maintain a low cash balance but are profitable, analyze a statement of cash 
flows to see where their cash is going. And I can tell you most of the times where it is, to 
distributions. They're living outside of their means or they're funneling off a lot of cash, and it's 
hurting the company. That's the first place that I always look right there. 

Now, budgeting, let's talk about that. Advantages and disadvantages. So, advantages first. It 
orients our planning. It gets us focused on what we need to be focusing on. We model different 
scenarios, we predict what our cash flow is going to be, and then we evaluate performance, 
actual performance, against what we budgeted. Disadvantages to it, right? There’re poor 
decisions that are sometimes made to meet budget predictions. May be inaccurate, and I 
probably should have said more like, "Is always inaccurate." Again, it's Eisenhower that said, 
"Plans are useless, planning is priceless," and that's kind of the same thing here in budgeting. 
Things can be unpredictable. There’re crazy things that happen. A budget is static. It's very 
time-consuming for complex businesses. Heck, it's very time-consuming for simple businesses. 

And quite frankly, a business owner, getting them to vest in doing something like a budget 
because as the bookkeeping professional, you can help them, but you can't create the budget. 
This is something that is theirs, right? This will be like raising their child. Now, you can help 
them with the functionality of it, but it's something that a business owner has to do and also 
has to take ownership of. It frustrated me to mean to no end to get all the excitement and the 
hype around creating a budget or maybe even forecasting. We get that, we set it into the 
financial statements, and then the client doesn't want to look at it. 

Well, it's not just the exercise of creating a budget that makes it magical. No, it's actually 
monitoring the performance versus what we budgeted, making decisions, trying to proactively 
affect the future so that we can be in line with budgets right there. 

There’re different kinds of budgets, right? There's a rolling forecast, which really is more of a 
forecast than a budget, where we use the most recent financial statements to determine the 
next month's budget. I like that a little bit better because it's fluid. 
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We have the continuous budget, which is a variation of the rolling forecast. We add an 
additional month to the end of a multi-month period. 

There's a zero-based budget where we focus on funding the key business objectives, where we 
basically say, "Pretend we don't have any expenses from last year. We have to justify every 
single one." So, if you're going to be doing a budget, that's a great place to start. 

And then, obviously, no budget. Cash flow can still be forecasted. It's useful for industries with 
rapid innovation and unpredictability, where we don't go with the budget, where we just say, 
"Let's manage what our cash flow or our cash levels are going to be at different times." Not 
typically used. 

Also, let's talk about the cost-volume-profit analysis. When is it useful? This is useful for 
companies with inventory. There's something known as contribution margin, which is a 
product's price less its variable costs. And this is important when we start coming up to the 
break-even point, which are total fixed expenses divided by the contribution margin 
percentage. Okay? Margin of safety is the reduction in sales that can occur before the break-
even point is reached. Again, these are numbers that most business owners don't know. You 
can help them, the business owner, your client, to calculate them. You obviously can't make 
them do that. Okay? 

Now, let's talk about capital structures. I know some of this stuff is far-fetched and far-reaching, 
but promise you, as we start to evolve from more data entry and more compliance and looking 
into the future, these things are going to become important. And that's why we want to plant 
the seeds now. You may know a lot about this. You may know a little bit about this. You may 
remember something from college or high school. That's great. We want to plant these seeds 
because as we progress and as we start to build this on a relationship, this business on a 
relationship and your certification, these are things that you know that are going to be able to 
affect the future positively, hopefully, for your client. Okay? So, I know that a lot of this is not 
stuff that you're using right now, but I can guarantee you, staying up to speed and abreast in 
this industry, this is going to be so important moving forward. 

But let's move on to capital structures. Debt capital. Capital in the business is raised through 
loans. Okay? Both long-term and short-term liabilities. I want to start a business. I want to 
expand my business. I ain't got no cash. I go to the bank, I go to my mom, I get some loans right 
there, and that's a debt capital. Obviously, that's not an advantageous way we want to do. It's 
not near as good as equity capital, where we get investors, and they put their money in in 
exchange for stock or membership interest in that. Obviously, the big advantage there is that 
we don't owe anybody in terms of like a bank. Okay? We have equity. We have a stronger 
balance sheet there. 

Debt financing, similar to equity capital, but investors expect to be repaid plus interest, so it's 
kind of a hybrid model right there between debt and equity. And then debt and equity capital is 
a true one, right? They can be used at the same time by the same businesses. And there's a lot 
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of different things, using warrants and all that sort of thing. Not the kind that you get when you 
were out too late, that sort of thing. Not an arrest warrant but warrants on ... Anyway, I won't 
digress on all of that. 

But let's talk about some fun stuff, some financial risk management. So operational risk. Okay? 
It's important that we understand the different types of risks. Operational risk, fraud, and 
incorrect application of the business model. Okay? An example there would be lack of internal 
controls. Working with dentists, they had a propensity to be stolen from by unscrupulous office 
managers who had way too much power. There were no internal controls into place, right? 
That office manager was able to do nearly everything in the business. And the dentist, the 
practice owner did not check into things. That is operational risk right there. 

Market risk. Directional and non-directional. Movements in interest rates. So, if I have a 
variable interest loan, and I'm at 2% now, everything is great, and now it goes to 5%, it could 
wipe out my business. That's an example of a market risk. 

Liquidity risk. Okay? Types, asset and funding. Insufficient buyers for already purchased 
inventory. Inability to pay on loans because of reduced cash flows. That's a liquidity risk. 
Basically, the risk of running out of cash. 

Credit risk. Types, settlement and sovereign. Foreign exchange policies, external entity failing to 
meet payment obligations, being stood up by somebody having too much. Let's say I had a note 
receivable from somebody, and they went kaput, and now I'm not going to get that money. 
That's all a part of credit risk right there. 

A lot of fun stuff there, but let's talk about the test that we are about to take here to prepare. 
Obviously, what we've talked about here, understand ratios and the analyses of the statements, 
business cycles, and risk management. Also, if you have no clue about any of this, I highly 
recommend just as a practical means that you look at Steven Bragg's, like that guy in his 
materials, Budgeting: A Comprehensive Guide, fourth edition. The format of this test, there's 
going to be some true/false, mostly recall, and as always, a few application-level types of 
questions. 

So, there you go. There's management and analyses. I'll see you in the next section, but I can't 
wait to congratulate you for passing section eight. 

 


