Chapter #5 – Evaluating Financial Performance 
Financial Measure by Life Cycle
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For some ventures, business angels and venture capitalists contribute additional startup-stage financing. The financial focus during these two early stages is how quickly the venture uses cash (the cash burn rate) and the venture’s ability to meet short- term financial obligations (as measured by liquidity ratios). Closely connected to cash burn and liquidity is the venture’s operating cycle—the average time it takes from purchasing materials to collecting cash for products sold. Monitoring cash burn, cash conversion, and liquidity ratios can consume considerable time and energy during these early stages.
Family and friends who provide early-stage financing typically do not get involved in financial monitoring, with or without formal measures and ratios. Their understanding of the venture’s financial situation tends to evolve through informal communication dur- ing social interactions with the entrepreneur (complete with the inherent biases such occasions provide). However, business angels and venture capitalists do typically want to track relevant financial indicators of the venture’s status and progress. Consequently, we turn our attention to the ingredients of early-stage financial analysis, focusing on connecting burn rates, liquidity, and operating cycle.
depicts the importance of monitoring and measuring cash and liquid- ity through a venture’s survival stage. Many ventures continue to rely heavily on external cash and investment during this time. The entrepreneurial team and external investors begin to focus on profitability and efficiency in addition to liquidity and burn rate. In- vestors start to wonder whether the venture will eventually provide a return on invested capital. As reasonable multiyear performance data become available during the survival stage, professional debt providers are a more feasible source of external financing. Com- mercial banks and other creditors carefully consider liquidity and financial leverage ratios as important indicators of the venture’s potential to employ and repay debt.
For ventures that enter the rapid-growth stage, external financing needs usually expand dramatically. Commercial banks and other creditors often are asked to increase their financing commitments, making it even more important for the venture to continue monitoring leverage and liquidity ratios. Second-round (and higher-round) financing typically requires additional equity injections from venture capitalists and other investors seeking ownerships positions. Profitability and efficiency ratios become increasingly important to these equity investors. Mezzanine investors who take a part- debt/part-equity position in the venture’s financing are an excellent example of financiers who are concerned about leverage and liquidity ratios (due to the debt character in part
of their financing) and about profitability and efficiency ratios (due to the equity kickers or sweeteners components of their financing).
Investment bankers often play a role in providing liquidity-stage financing for venture equity investors by creating a public market for the venture’s equity. This provides an opportunity for the entrepreneur, business angels, and venture capitalists to sell part or even all of their equity holdings. Investment bankers focus primarily on profitability and performance ratios reflecting possible venture values.
Before turning our attention to measures of financial performance, we will discuss how financial ratios are used. We conclude the chapter by emphasizing that, while ratios can provide important diagnostic signals, entrepreneurs need to understand the widely accepted limitations to their application.

Financial Ratio & Analysis
· The operating and financial performance attributes we examine are captured by ratios representing measures of liquidity (the ability to meet short-term obligations), conversion period (the time taken to convert another asset into a cash receipt), leverage (the use of debt), and profitability and efficiency
· Financial Ratios: show the relationship between two or more financial variables
· Trend Analysis: used to examine a venture’s performance over time
· Cross-sectional Analysis: used to compare a venture’s performance against another firm at the same point in time
· Industry Comparables Analysis: used to compare a venture’s performance against the average performance in the same industry
Cash Burn
· The cash burn rate refers to how quickly a venture distributes cash
· The cash build rate refers to how quickly it builds cash balances from collections on sales
· Liquidity is the ability of a venture to maintain a burn rate high enough to meet its obligations as they come due.
· Cash Burn: cash a venture expends on its operating and financing expenses and its investments in assets
· Cash Burn Rate: cash burn for a fixed period of time, typically a month
· Cash Burn = Inventory-related expenses + Admin expenses + Marketing expenses + R& D expense + Interest expenses + Change in prepaid expenses – (Change in accrued liabilities + Change in payables) + Capital investment + Taxes
· Cash Build = Net sales – Change in receivables
· Cash Build Rate:  Cash build for a fixed period of time, typically a month
· Net Cash Burn: when cash burn exceeds cash build in a specified time period; also cash burn less cash build
· Net Cash Burn= Cash burn – Cash build
· Net Cash Burn Rate: net cash burn for a fixed period of time, typically a month
Liquidity Ratios
· Indicate the ability to pay short-term liabilities when they come due
· Current Ratio = Average current assets/Average current liabilities
· Liquid assets: sum of a venture’s cash and marketable securities plus its receivables
· Quick Ratio = Average current assets – Average inventories
Average  current liabilities
· Net working capital (NWC): current assets minus current liabilities
· NWC – to – Total – Assets Ratio = Ave. current assets – Ave. current liabilities
Ave. total assets
Conversion Period Ratios
· Conversion Period Ratio: indicates the average time it takes in days to convert certain current assets and current liability accounts into cash
· Operating Cycle:   time it takes to purchase, produce, and sell the venture’s products plus the time needed to collect receivables if the sales are on credit
· Cash Conversion Cycle: sum of the inventory-to-sale conversion period and the sales-to-cash conversion period less the purchase-to-payment conversion period
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· Inventory-to-Sale Conversion Period =  Ave. Inventories
 			         (CGS / 365)
· Given New I-to-S, 
· Can Solve for New Average Inventories = Inventory-to-Sale Conversion Period x (COGS/365)
· Sale-to-Cash Conversion Period =  Ave Receivables
                                              (Net Sales/365)
· Purchase-to-Payment Conversion Period =  Ave Payables + Ave Accrued Liabilities
· 
· [bookmark: _GoBack]\(COGS / 365)
· = (84,000+57,000)/2 + (10,000+9,000)/2
· 380,000/365
· = 76.8 days
· Measuring Conversion Times
· Cash Conversion Cycle
· =  Inventory-to-Sale Conversion Period 
· + Sale-to-Cash Conversion Period 
· Purchase-to-Payment Conversion
· = 112.9 days + 57.1 days – 76.8 days 
· = 93.2 days
· MPC 
Conversion Period Performance
· Leverage Ratios
· Leverage Ratio:
· indicates the extent to which the venture is in debt and its ability to repay its debt obligations
· Loan Principal Amount:
· dollar amount borrowed from a lender
· Interest:
· dollar amount paid on the loan to a lender as compensation for making the loan
· Measuring Financial Leverage
· Total-Debt-to-Total-Asset Ratio:
· = Ave total debt / Ave total assets
· = (204,000 +110,000)/2 + (80,000 +90,000)/2
· (446,000 + 343,000)/2
· = .6134 or 61.34%
· Measuring Financial Leverage
· Equity Multiplier:
· = Ave total assets / Ave owners’ equity
· = (446,000 + 343,000)/2 		
· (162,000 + 143,000)/2
· = 2.587 times
· Measuring Financial Leverage
· Current-Liabilities-to-Total-Debt Ratio:
· = Ave. current liabilities / Ave. total debt
· = (204,000 + 110,000)/2 		
· (284,000 + 200,000)/2
· = .6488 or 64.88%
· Measuring Financial Leverage
· Interest Coverage Ratio:
· = EBITDA / Interest
· = 47,000 + 17,000/2 		
· 20,000
· = 3.20 times
· Measuring Financial Leverage
· Fixed Charge Coverage:
· =  	 	EBITDA  + Lease payments                             …                                     
· Interest + Lease payments + [Debt repayments / (1-T)]
· =                     64,000 + 0                    _		
· (20,000 + 0 + [10,000/(1-.30)])
· = 	1.87 times
· MPC
Leverage Ratio Performance
· Profitability & Efficiency Ratios
· Profitability Ratios:
· indicate how efficiently a venture controls its expenses

· Efficiency Ratios:
· indicate how efficiently a venture uses its assets in producing sales
· Measuring Profitability & 		Efficiency  
· Gross Profit Margin:
· =  Net Sales – COGS
· Net Sales
· =  195,000/575,000
· = .3391 or 33.91%
· Measuring Profitability & 		Efficiency  
· Operating Profit Margin:
· = 	   EBIT     .     
· Net Sales
· =  47,000/575,000
· = .0817 or 8.17%
· Measuring Profitability & 		Efficiency  
· Net Profit Margin:
· =  	 Net Profit
· Net Sales
· =  19,000/575,000
· = .0330 or 3.30%
· Measuring Profitability & 		Efficiency  
· Interest Tax Shield:
· proportion of a venture’s interest payment paid by the government because interest is deductible before taxes are paid

· NOPAT Margin:
· =  EBIT (1 – tax rate)
· Net Sales
· =  47,000 (1 - .30)
· 575,000
· = .0572 or 5.72%
· Measuring Profitability & 		Efficiency  
· Sales-to-Total-Assets Ratio:
· =           Net Sales      .
· Ave total assets
· = 	    575,000                 .
· (446,000 + 343,000)/2

· = 	1.458 times
· Measuring Profitability & 		Efficiency  
· Return on Total Assets (ROA):
· =         Net profit        .
· Ave total assets
· =           19,000                _
· (446,000 + 343,000)/2
· =   .048 or 4.8%
· Measuring Profitability & 		Efficiency  
· ROA Model:
· the decomposition of ROA into the product of the net profit margin and the sales-to-total-assets ratio
· ROA 
· = (Net profit / sales) x (Net sales / Ave. total assets)
· = (19,000/575,000) x (575,000/ 					(446,000 + 343,000)/2)
· =.0330 x 1.458 = .048 or 4.8%
· Measuring Profitability & 		Efficiency  
· Return on Equity (ROE):
· =             Net Income          .
· Ave owners’ equity
· = 	                 19,000           .
· (162,000 + 143,000)/2
· =    .1246 or 12.46% (or 12.5% rounded)
· Measuring Profitability & 		Efficiency  
· ROE Model:
· the decomposition of ROE into the product of the net profit margin,  sales-to-total-assets ratio, and equity multiplier
· ROE 
· = (Net profit / sales) x (Net sales / Ave. total assets)		  		x  (Ave. total assets / Ave. equity)
· =  3.3% x 1.46% x 2.59% = 12.5%
· MPC
Profitability & Efficiency Performance
· MPC 
Industry Comparables Analysis
· MPC 
Industry Comparables Analysis
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family and friends. For some ventures, business angels and venture capitalists contribute
additional startup-stage financing. The financial focus during these two early stages is how
quickly the venture uses cash (the cash burn rate) and the venture’s ability to meet short-
term financial obligations (as measured by liquidity ratios). Closely connected to cash burn
and liquidity is the venture’s operating cycle—the average time it takes from purchasing
materials to collecting cash for products sold. Monitoring cash burn, cash conversion, and
liquidity ratios can consume considerable time and energy during these early stages.



Family and friends who provide early-stage financing typically do not get involved in
financial monitoring, with or without formal measures and ratios. Their understanding
of the venture’s financial situation tends to evolve through informal communication dur-
ing social interactions with the entrepreneur (complete with the inherent biases such
occasions provide). However, business angels and venture capitalists do typically want
to track relevant financial indicators of the venture’s status and progress. Consequently,
we turn our attention to the ingredients of early-stage financial analysis, focusing on
connecting burn rates, liquidity, and operating cycle.



Figure 5.1 also depicts the importance of monitoring and measuring cash and liquid-
ity through a venture’s survival stage. Many ventures continue to rely heavily on external
cash and investment during this time. The entrepreneurial team and external investors
begin to focus on profitability and efficiency in addition to liquidity and burn rate. In-
vestors start to wonder whether the venture will eventually provide a return on invested
capital. As reasonable multiyear performance data become available during the survival
stage, professional debt providers are a more feasible source of external financing. Com-
mercial banks and other creditors carefully consider liquidity and financial leverage
ratios as important indicators of the venture’s potential to employ and repay debt.



For ventures that enter the rapid-growth stage, external financing needs usually
expand dramatically. Commercial banks and other creditors often are asked to increase
their financing commitments, making it even more important for the venture to
continue monitoring leverage and liquidity ratios. Second-round (and higher-round)
financing typically requires additional equity injections from venture capitalists and
other investors seeking ownerships positions. Profitability and efficiency ratios become
increasingly important to these equity investors. Mezzanine investors who take a part-
debt/part-equity position in the venture’s financing are an excellent example of financiers
who are concerned about leverage and liquidity ratios (due to the debt character in part



FIGURE 5.1 MEASURES OF FINANCIAL PERFORMANCE BY LIFE CYCLE STAGE AND USER



LIFE CYCLE STAGE TYPE OF FINANCING
FINANCIAL RATIOS AND
MEASURES



USERS OF FINANCIAL
RATIOS AND MEASURES



Development and startup stages Seed financing and startup
financing



Cash burn rates and liquidity
ratios



Entrepreneur
Business angels



Conversion period ratios Venture capitalists (VCs)
Survival stage First-round financing Cash burn, liquidity, and con-



version ratios
Entrepreneur, angels, and VCs



Leverage ratios Commercial banks
Profitability and efficiency ratios



Rapid-growth stage Second-round, mezzanine, Leverage ratios Entrepreneur, angels, and VCs
and liquidity-stage financing Profitability and efficiency ratios Commercial banks



Investment bankers
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and the extension of trade credit can easily distort simple comparisons. Nonetheless,
however justifiable the cause of the gap, it is a sign of pressing financial needs.



In summary, while MPC’s burn rate and liquidity aspects appear to have weak-
ened in 2010, the venture still has a lot going for it. Sales and assets are increasing
rapidly, and the venture is profitable, albeit at a lower level than in 2009. To enjoy
success, MPC needs to take extreme care in supplying the cash needs associated with
growth.



CONCEPT CHECK Q What are the possible causes of an increase in cash burn?
Q What are the positive and negative aspects of negative net working capital?



SECTION 5.4



CONVERSION PERIOD RATIOS
Conversion period ratios measure the average time in days required for noncash current as-
sets and selected current liabilities to create or demand cash. The faster assets can be converted
into cash, the greater is the venture’s liquidity, other things being equal. Of course, the faster
liabilities transform into cash demands, the less liquid the venture is. All of this comes together
in a venture’s operating cycle, which measures the time it takes to purchase raw materials,
assemble a product, book the sale, and collect on it. The operating cycle for a simple
manufacturing venture is as shown in Figure 5.2.



The cash conversion cycle (C3) is the amount of time taken to buy materials and pro-
duce a finished good (the inventory-to-sale conversion period) plus the time needed to
collect sales made on credit (sale-to-cash conversion period) minus the time taken to pay
suppliers for purchases on credit (the purchase-to-payment conversion period).



FIGURE 5.2 OPERATING CYCLE



Receivables
(Credit Sales)



Finished
Goods



Materials



Work-in-Progress



Cash



conversion period ratios. . . . . . . . . . . . . . . . . . . . . . . . . . . .
ratios that indicate the
average time it takes in days
to convert certain current
asset and current liability
accounts into cash



operating cycle. . . . . . . . . . . . . . . . . . . . . . . . . . . .
time it takes to purchase
required materials,
assemble, and sell the
product plus the time needed
to collect receivables if the
sales are on credit



cash conversion cycle
(C3)
. . . . . . . . . . . . . . . . . . . . . . . . . . . .
sum of the inventory-to-sale
conversion period and the
sale-to-cash conversion
period less the purchase-
to-payment conversion period
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