
Operating expenses—also known as sales, general, and administrative expenses

(SG&A), or simply overhead—include the salaries of administrative employees, rents,

sales and marketing expenses, and any other cost not directly attributed to manufacturing a

product or delivering a service. The cost of the company’s phone system, for example,

would be included on this line.
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Again, let’s look more closely at the terms. The balance sheet begins by listing the

most liquid assets: cash and marketable securities, accounts receivable (what

customers owe as of the balance sheet’s date), and inventory, along with any costs that

have been paid in advance (prepaid expenses). These are called current assets. Next it

tallies assets that are less liquid—for example, buildings and machinery, known as
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Notice, however, that the cash flow statement starts with net income and, through a

series of adjustments, translates that into net cash. For instance, it adds depreciation back

in, because depreciation is an expense that involves no cash. (You don’t need to worry

about the technicalities, but if you’re interested, there are many books that explain the

process. See “Learn More” at the end of this book.)
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FIGURE 4

TIP: TRACK YOUR THOUGHT PROCESS

As you put your budget into the required format, document your assumptions. It’s
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TABLE 1

Net present value and internal rate of return

Net present value (NPV) and internal rate of return (IRR) are highly valuable

analytical tools, but they can be fairly complex. Because most calculators and spreadsheet

programs can do the calculations for you, we’ll describe these tools in broad terms only.

Consider the principle that underlies both methods: the time value of money. This

principle states that a dollar you receive today is worth more than a dollar you expect to

receive in the future. The reason: Even forgetting about inflation, you can spend or invest

today’s dollar right away. You can’t do that with a future dollar. And every dollar you

expect in the future comes with some degree of risk. For example, the person or institution
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Sensitivity analysis

As noted, Amalgamated expects its new line of coatracks to begin generating $60,000 in

annual cash flow a year from now. But what if some variable in the scenario changed?

How would it affect your evaluation of the investment opportunity? Sensitivity analysis

enables you to see what changes in your assumptions might mean.

Imagine that people within Amalgamated disagree about the prospects for the new line

of coatracks. Sherman Peabody is the vice president of Amalgamated’s Moose Head

Division. He would exercise day-to-day oversight of the new product line, and he is the

one projecting $60,000 in annual cash flow for five years. Natasha Rubskaya, the

company’s CFO, is more doubtful about the investment, primarily because she believes

that Peabody has drastically underestimated the marketing costs necessary to support the

new line. She predicts an annual cash flow of only $45,000. Then there’s Theodore
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If your ROI varies from what you expected—and the pattern of unexpectedly high

costs (or unexpectedly low revenue) seems likely to hold—it may be necessary to correct

course. Amalgamated might decide to reduce its marketing outlay. Or it might decide to

keep spending at that level, recalculate the expected cash flow, and see whether the

investment still makes sense. Since Bullmoose’s projection was highly optimistic, the

company has some wiggle room before it must conclude that it has made a bad investment.

TABLE 2

Performance of an existing unit
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