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This e-book is free! You are allowed to give this e-book away freely, as long as you do not change 
any of the contents of this e-book in any way, shape or form. It must remain in its original PDF form 
with no changes to any of the links contained within.

Copyright Notice: © UMACS Business World 2016, all rights reserved. Any unauthorized use, 
sharing, reproduction or distribution of these materials by any means, electronic, mechanical, or 
otherwise is strictly prohibited. No portion of these materials may be reproduced in any manner 
whatsoever, without the express written consent of the publisher.

Limit of Liability and Disclaimer of Warranty
The author has used his best efforts in preparing this e-book, and the information provided herein 
is provided "as is." UMACS Business World, makes no representation or warranties with respect 
to the accuracy or completeness of the contents of this e-book and specifically disclaims any 
implied warranties of merchantability or fitness for any particular purpose and shall in no event be 
liable for any loss of profit or any other commercial damage, including but not limited to special, 
incidental, consequential, or other damages. As always, legal, professional, tax accounting, and 
any other forms of advice should be sought from a professional and is in no way implied in this e-
book. The author also does not in any way shape or form guarantee or even implies any level of 
earnings from anything that might apply from this e-book or anything else that you may purchase 
or download from UMACS Business World or any of our websites. We cannot vouch for the 
legality of any of the methods described herein, nor can we be held responsible for any 
repercussions or reactions that may occur when you apply any of these methods.

About UMACS Business World:
Our expertise comes from over 20 years of valuable corporate experience across a wide variety of 
industry sectors. Providing sound practical business enterprise solutions we pride ourselves on the 
wide variety of skills that we have acquired over many years. We have been operating in Australia 
(Melbourne) since 2003 and we provide a range of business services to a diverse client base. We 
use all of the processes we discuss in our e-books, that way we talk from experience and not 
theory, this e-book is not to be viewed as a ‘text book’ but should be viewed as practical guide to 
business success!

Thank you for downloading our e-book and I trust you will find this of value in assisting you to 
monitor your business finances!

Enjoy … 

John Duffield
UMACS Business World
www.umacsbusiness.world
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Introduction:
Taken together, the balance sheet and the income statement represent a complete 
financial picture of your company. Many businesses produce at least two sets of 
financial statements (and maybe three: one for the tax office, one for the banker, 
and one for the owner). But remember you cannot fool all of the people all the time 
and the worst possible person to be kidding is yourself. You need concise, ‘decision 
relevant’ information. With that in mind, let’s take your financial information and 
develop a set of measurements that will allow us to monitor both your current 
position and your progress, we will do this through development of a series of 
financial relationships or ratios.

1. Making valid comparisons:
A ratio is nothing more than one number in relation to another. They have the very 
practical property of reducing a relationship to a single number, no matter the size 
of the two numbers involved. For example, the ratio of 2:1 can be derived from the 
number 20 divided by 10, or 200 divided by 100, or 200,000 divided by 100,000. 
The ratio doesn't care about the absolute size, the only cares about the 
relationship. It is this relationship we can use to measure and manage your 
financial effectiveness. Clearly, the question that arises is which relationship to 
measure? There are many possibilities and even financial analyst will have his or 
her own preference. Use the K.I.S.S. principle (Keep it Super Simple!) that is, 
calculate enough information to get the job done, but not so much as to become 
confusing. The tables on the following pages provide the ones which are basic 
enough for almost any business.

The action steps are simple: first, you need financial statements for at least three 
years or as many as you have. Second, you need to lay out your statements in a 
spreadsheet format, which is nothing more than putting all the financial data on one 
sheet, side by side, by year. Third, use the same spreadsheet format to calculate 
your financial ratios. Take a few minutes to study the attached ratios, how they are 
derived and what they measure. Note that the ratios are broken down into three 
functional areas: balance sheet ratios, profitability ratios, and asset management 
ratios. We will be looking to develop financial ‘balance’, however no one individual 
ratio tells the entire story. Taken together, however, they begin the process of 
analysing performance and, more importantly, planning for the future. 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2. Using ratios as tools:
In general, there are three ways to use these ratios to analyse your business: first, 
to compare your current performance to your performance over prior years -your 
trends, second, to compare your present performance to others in your industry, 
and third, to compare your ratios to your plans in developing a workable operating 
strategy. You operate and manage your company with limited resources, 
management, capital, and time. You cannot fix current problems or spot developing 
ones unless you know where to look. This process being described is merely an 
efficient, effective method to keep your finger on the pulse of your company.

3. Balance sheet ratios:
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4. Overall efficiency ratios:
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5. Diagnosis:
The following provides possible causes for selected ratios that are either too high or 
too low in relation to a company’s own past performance and/or industry standards.

6. Balance sheet ratios:
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7. Income statement ratios:

8. Asset management ratios:
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9. Specific efficiency ratios:
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10.  Basic management for improving cash flow:
1. Make preparing invoices one of your highest priorities. 

2. Before sending the first invoice to a new customer, ask for the name of the 
person who authorises the payment, and address the invoice to that person. 

3. Provide customers with information allowing them to make payments directly 
into your company bank account.

4. Include due dates on all invoices that your company sends out.

5. Send invoices separately from statements.

6. Send stamped, self-addressed envelopes with the invoices.

7. Reduce the grace period for late payment, and increase the frequency of 
reminders to late payers.

8. Copy incoming cheques, depositing the originals immediately and using the 
copies for cheque posting and accounting.

9. Have bookkeeping pay suppliers on a chronological basis, rather than the easy 
routine of paying all on one day.

10. Centralise the spare parts inventory.

11.Standardise auxiliary materials and spare parts.

12. Scrap, rework, or sell obsolete spare parts.

13. Decrease all stocks held for ‘safety’ purposes.

14. Reduce the lot sizes used for purchasing supplies.

15. Reduce the amount of finished goods on hand.

16. Refine the accuracy of your company's revenue forecasts.
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11.  The sponge technique:
Squeeze the balance sheet to improve cash flow

Everyone knows the value of a sponge: it absorbs water. This is a pretty good deal. 
Well, your company's balance sheet is just like a sponge, except that it soaks up 
cash, rather than water. This is not necessarily a good financial deal. As a sponge 
nears its capacity to absorb additional water it becomes increasingly less efficient. 
The same thing occurs with your balance sheet and the phenomenon has two basic 
causes:

Increasing sales (or growth) creates a need for additional money to finance an 
increased level of assets. The main source for most companies for this is from 
creditors, in other words, debt. Risk (in the form of increased debt) increases 
accordingly, and increasing interest expense may even put downward pressure on 
profits.

Furthermore, growth in sales is often accompanied by a decrease in the efficiency 
of the operation. This inefficiency really surfaces on the balance sheet as 
proportionally more assets are required to support new sales levels. In other words, 
the rate of asset growth increases faster than sales, you make the same 
percentage of profit, but you make it less efficiently.

So, what do you do? The clear message in a growth situation is straightforward, 
manage better!

Listed below are a few of the ways that can be done:

• Manage current assets (inventory, accounts receivable) more efficiently
• Restructure debt (long-term, not short-term)
• Make more profit
• Sell existing unproductive assets
• Curtail expansion
• Lease fixed assets
• Implement sale-leaseback of existing fixed assets
• Accept more risk (i.e. More debt)
• Grow organically
• Get new equity (a passive investor, or active partner)

The checklist represents the actions steps necessary to manage growth effectively, 
you need to arrive at a particular combination of components which will work for 
you (remember; when it comes to the balance sheet, doing ‘nothing’ is usually the 
worst possible decision).
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By earning the same level of profits more efficiently, sufficient cash is squeezed out 
the balance sheet to significantly reduce the borrowing requirements.

Consequently, the concept of ‘financial gap’ can be applied two ways. First, it’s 
effective as a tool to estimate borrowing needs in a growth situation, at an existing 
level of asset management efficiency. More importantly, it is an indispensable 
management planning tool for developing goals and standards of performance for 
efficient management.

Keep in mind, then, that there are three fundamental parameters in evaluating the 
growth capabilities of expanding companies:

1. How efficient is the company now? 

2. The financial requirements of a particular company, that is, what new assets will 
be needed? 

3. The owner's abilities as an ‘asset manager’, are they strong or weak?

Growth is reflected on the profit and loss statement as increases in sales and 
(hopefully) profits. The ‘cost of growth’ is generally reflected on the balance sheet in 
the form of increased debt to offset decreased efficiency.

These are controllable issues.

The sponge analogy? Well, efficiency translates to squeezing your balance sheet to 
free up the funds you need to grow; otherwise, you'll find it squeezing you!

For more tips and ideas own your business visit us at www.umacsbusiness.world

Check out the Business Plan Survival Guide from UMACS Business World for more 
information on business planning, and business start-up strategies.
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This 66-page guide provides the process and ideas, along with a **BONUS** 8-
downloadable sales, marketing, operations, and financial templates, and 7-
business tools, for you to download that will help you with your business planning, 
along with an additional financial ratios eBook to help you monitor your business 
finances, now how's that for value!  
Business Plan Survival Guide

We hope you found this eBook helpful in analysing the financial ratios in your 
business.

Visit UMACS Business World to find out more about what we do and what can offer 
your business.

Thank you for downloading this eBook and we look forward to being of assistance 
to you again sometime soon. 

www.umacsbusiness.world
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