Finance Quiz
Do You Know the Basics?
This 10-question quiz isn’t designed to measure your entire financial IQ, but it will give you a sense of the
fundamentals you should learn to become a more effective manager. When you finish reading the guide, you’ll
have a chance to retake the quiz and compare your scores. If you don’t know an answer, just mark it “don’t
know” rather than guessing. That will give you a clearer indication of your progress later.

The questions here were developed with the help of the Business Literacy Institute, in Los Angeles. A
more comprehensive financial IQ test is available for purchase at www.business-literacy.com.

1. The income statement measures:

a. Profitability

b. Assets and liabilities

c. Cash

d. All of the above

2. A sale on credit ends up on the income statement as revenue and as what on the balance sheet?

a. Accounts receivable

b. Long-term assets

c. Short-term liability

d. Operating cash flow

3. What happens when a company is profitable but collection lags behind payments to vendors?

a. The company is OK because profits always become cash

b. The company stands a good chance of running out of money

c. The company needs to shift its focus to EBIT

d. The cash flow statement will show a negative bottom line

4. How is gross profit margin calculated?

a. COGS/revenue

b. Gross profit/net profit

c. Gross profit/revenue

d. Sales/gross profit

5. Which statement summarizes changes to parts of the balance sheet?

a. Income statement

b. Cash flow statement

c. Neither of the above

d. Both of the above

6. EBIT is an important measure in companies because:

a. It is free cash flow

b. It subtracts interest and taxes from net income to get a truer picture of the business

c. It indicates the profitability of a company’s operations

d. It is the key measure of earnings before indirect costs and transfers

7. Operating expenses include all of the following except:

a. Advertising costs

b. Administrative salaries

c. Expensed research and development costs

d. Delivery of raw materials

8. Owners’ equity in a company increases when the company:

a. Increases its assets with debt

b. Decreases its debt by paying off loans with company cash

c. Increases its profit

d. All of the above

9. A company has more cash today when:

a. Customers pay their bills sooner

b. Accounts receivable increases

c. Profit increases

d. Retained earnings increases

10. Which of the following is not part of working capital?

a. Accounts receivable

b. Inventory

c. Property, plant, and equipment

d. All of the above are part of working capital

WHERE ARE THE HUMAN ASSETS?

Amalgamated Hat Rack income statement

The next major category of cost is operating expenses, which include the salaries of administrative
employees, office rents, sales and marketing costs, and other costs not directly related to making a product or
delivering a service.

Depreciation appears on the income statement as an expense, even though it involves no out-of-pocket
payment. As described earlier, it’s a way of allocating the cost of an asset over the asset’s estimated useful life. A
truck, for example, might be expected to last five years. The company wouldn’t count the full cost of the truck as
an expense on the income statement in the first year; it would depreciate that amount over the full five years.

Subtracting operating expenses and depreciation from gross profit gives you a company’s operating
earnings, or operating profit. This is often called earnings before interest and taxes, or EBIT, as it is on
Amalgamated’s statement.

The last expenses on the income statement are typically taxes and any interest due on loans. If you get a

Managing a P&L
M any managers have P&L responsibility, which means they are accountable for an entire chunk of the income
statement. This is probably the case if you’re running a business unit, a store, a plant, or a branch office, or if
you’re overseeing a product line. The income statement you are accountable for isn’t quite the same as the whole
company’s. For instance, it is unlikely to include interest expense and other overhead items, except as an
“allocation” at the end of the year. Even so, your job is to manage revenue generation and costs so that your unit
or product line contributes as much profit to the company as posible. For that you need to understand and track
revenue, cost of goods sold, and operating expenses.

Amalgamated Hat Rack multiperiod income statement

Again using the Amalgamated Hat Rack example, we see that in 2010 the company generated a total
positive cash flow (increase in cash) of $166,000. This is the sum of cash flows from operations ($291,000),
investing activities (minus $200,000), and financing ($75,000).

The cash flow statement shows the relationship between net profit, from the income statement, and the
actual change in cash that appears in the company’s bank accounts. In accounting language, it “reconciles” profit
and cash through a series of adjustments to net profit. Some of these adjustments are simple. Depreciation, for
instance, is a noncash expense, so you have to add depreciation to net profit if what you’re interested in is the
change in cash. Other adjustments are harder to grasp, though the arithmetic isn’t difficult. If a company’s
accounts receivable are lower at the end of 2010 than they were at the end of 2009, for example, it took in “extra”
cash from operations, so we would add that to net profit as well.

Profit Without Cash
We’ll illustrate the difference between profit and cash by comparing two simple companies with dramatically
different profit and cash positions. Sweet Dreams Bakery is a new cookies-and-cakes manufacturer that supplies
specialty grocery stores. The founder has lined up orders based on her unique home-style recipes, and she’s
ready to launch on January 1. We’ll assume she has $10,000 cash in the bank, and we’ll also assume that in the
first three months her sales are $20,000, $30,000, and $45,000. Cost of goods sold is 60% of sales, and her
monthly operating expenses are $10,000.

Just by eyeballing those numbers, you can see she’ll soon be making a profit. In fact, a simplified income
statement for the first three months looks like this:

January February March
Sales

$20,000 $30,000 $45,000

COGS

12,000

18,000 27,000

8,000

12,000 18,000

Expenses

10,000

10,000 10,000

Net profit

($2,000)

$2,000 $8,000

Gross profit

The cash flow, however, tells a different story. Sweet Dreams Bakery has an agreement with its vendors to
pay for the ingredients and other supplies it buys in 30 days. But those specialty grocery stores that the
company sells to? They’re kind of precarious, and they take 60 days to pay their bills.

So here’s what happens to Sweet Dreams’ cash situation:

In January, Sweet Dreams collects nothing from its customers. At the end of the month, all it has is

Cash Without Profit
But now let’s look at another sort of profit/cash disparity.

Fine Cigar Shops is a start-up that sells very expensive cigars, and it’s located in a part of town frequented
by businesspeople and well-to-do tourists. Its sales for the first three months are $50,000, $75,000, and $95,000
—again, a healthy growth trend. Its cost of goods is 70% of sales, and its monthly operating expenses are
$30,000 (high rent!). For the sake of comparison, we’ll say that it, too, begins the period with $10,000 in the
bank.

So Fine Cigar’s income statement for these months looks like this:

January February March
Sales

$50,000 $75,000 $95,000

COGS

35,000

52,500 66,500

Gross profit

15,000

22,500 28,500

Expenses

30,000

30,000 30,000

Net profit

($15,000) ($7,500) ($1,500)

Fine Cigar hasn’t yet turned the corner on profitability, though it is losing less money each month.
M eanwhile, what does its cash picture look like?

As a retailer, of course, Fine Cigar collects the money on each sale immediately. And we’ll assume that it
was able to negotiate good terms with its vendors, paying them in 60 days.

In January, it begins with $10,000 and adds $50,000 in cash sales. It doesn’t have to pay for cost of

The bottom-line ROI analysis on the RT-200 project:

The project will cost $2.5 million in capital and operating expenses during the next four years but will
generate $3 million in additional revenue and cost savings, for a four-year ROI of 20%.

Finance Quiz
How Much Have You Learned?
Now it’s time to retake the finance quiz that appeared in the first part of this guide. It will give you an indication
of what you’ve learned and what you might need to study up on. The answers follow.

1. The income statement measures:

a. Profitability

b. Assets and liabilities

c. Cash

d. All of the above

2. A sale on credit ends up on the income statement as revenue and as what on the balance sheet?

a. Accounts receivable

b. Long-term assets

c. Short-term liability

d. Operating cash flow

3. What happens when a company is profitable but collection lags behind payments to vendors?

a. The company is OK because profits always become cash

b. The company stands a good chance of running out of money

c. The company needs to shift its focus to EBIT

d. The cash flow statement will show a negative bottom line

4. How is gross profit margin calculated?

a. COGS/revenue

b. Gross profit/net profit

c. Gross profit/revenue

d. Sales/gross profit

5. Which statement summarizes changes to parts of the balance sheet?

a. Income statement

b. Cash flow statement

c. Neither of the above

d. Both of the above

6. EBIT is an important measure in companies because:

a. It is free cash flow

b. It subtracts interest and taxes from net income to get a truer picture of the business

c. It indicates the profitability of a company’s operations

d. It is the key measure of earnings before indirect costs and transfers

7. Operating expenses include all of the following except:

a. Advertising costs

b. Administrative salaries

c. Expensed research and development costs

d. Delivery of raw materials

8. Owners’ equity in a company increases when the company:

a. Increases its assets with debt

b. Decreases its debt by paying off loans with company cash

c. Increases its profit

d. All of the above

9. A company has more cash today when:

a. Customers pay their bills sooner

b. Accounts receivable increases

c. Profit increases

d. Retained earnings increases

10. Which of the following is not part of working capital?

a. Accounts receivable

b. Inventory

c. Property, plant, and equipment

d. All of the above are part of working capital

Answers to the Finance Quiz

1.

a. Profitability is measured by the income statement. Assets and liabilities are measured by the balance
sheet, cash by the cash flow statement.

2.

a. A sale on credit means that the customer owes you for the amount of the purchase. That debt is an
asset, and it appears under accounts receivable on the balance sheet.

3.

b. If you’re not collecting receivables as fast as you are paying vendors, you will need more and more
working capital as the company grows—and if you can’t find it, you will run out of money. EBIT is just
another measure of profitability, which doesn’t determine cash flow. And the cash flow statement’s
bottom line depends on many factors, not just receivables and payables.

4.

c. Gross profit is revenue minus COGS (cost of goods sold). Gross profit margin shows gross profit as a
percentage of revenue, so just divide gross profit by revenue and convert to a percent.

5.

d. On the income statement, net profit adds to the retained earnings line on the balance sheet after
dividends are paid. On the cash flow statement, the line items reflect cash-related differences between
two balance sheets. Both statements thus summarize changes to the balance sheet.

6.

c. EBIT, or operating profit, shows a company’s profitability without regard to how the company is
financed (which affects interest expense) or the taxes it may owe. EBIT is not free cash flow. And it
actually adds back in interest and taxes to get that picture of operating profitability. EBIT does not stand
for earnings before indirect costs and transfers.

7.

d. Delivery of raw materials is part of COGS (cost of goods sold), not operating expenses. Advertising,
administrative, and expensed research and development costs are all operating expenses.

8.

c. One element of owners’ equity is retained earnings, meaning profits not distributed to shareholders as
dividends. Increasing profits helps to build owners’ equity through the retained earnings line. Using cash
to pay debt or increasing debt and adding assets with that debt does not change equity.

9.

a. It isn’t until the customer actually pays its bill that a company’s cash increases. Accounts receivable
indicates future cash flows, not current ones. Neither profit nor retained earnings affects how soon a
company gets its cash.

10.

c. Working capital is current assets minus current liabilities. Property, plant, and equipment is not a
current asset; rather, it represents long-term investments in the business.

