
As you are no doubt experi-
encing, the banking / finan-
cial services industry is cur-
rently undergoing a funda-
mental change — a change 
back to the past.  After sev-
eral years of basing loan 
decisions on tax returns, 
“quick and dirty” ratios, and 
credit scores, I’m hearing 
that the old methods of ana-
lyzing business profitability 
and cash flow are finally 
back.  So why is this?  What 
happened?   

To provide some back-
ground, I have observed a 
trend in the banking industry, 
particularly with the larger 
banks, to move away from 
traditional financial analysis, 
to more of a superficial ap-
proach, the ultimate goal of 
which (I’ve been told) is not 
to spend too much time on 
any one customer—or in 
other words, for “efficiency.”  
And as a result, I have also 
seen wider acceptance of 
tax returns to “verify” profit 
and cash flow, particularly 
for smaller companies.  Con-
sequently, many small busi-
nesses utilize an outside 
CPA for tax purposes only.  

My problem with this trend is 
that these small business 
owners really have no idea 
of whether they are making 
money or losing money, and 
therefore, the real underlying 
cause(s) of their cash flow 
issues, and in my opinion, 

the banking industry has en-
abled this. Obviously, know-
ing whether your company is 
making money or losing 
money is critical to its sur-
vival, as continuing operating 
losses will only erode the 
company's cash flow, liquid-
ity, and collateral availability 
on an asset-based line.   

Because of this, I thought 
this would be a good time to 
discuss the philosophy of my 
firm, and what I would con-
sider to be a typical engage-
ment. 

First, to make this clear, I am 
not a CPA firm, and I do not 
“audit” the books.  Most 
companies I deal with are 
smaller businesses who can-
not afford a full time CFO or 
controller. And many of 
these small businesses use 
QuickBooks in which I am 
certified. QuickBooks soft-
ware is designed specifically 
for these smaller companies 
that cannot afford a more 
sophisticated software (and 
probably couldn't run it if 
they had it).  To a degree, I 
"train" clients on how to use 
QuickBooks the way it is in-
tended to be used, and then 
I often do month-end adjust-
ments.  And as you may 
know, QuickBooks has its 
own unique way of handling 
transactions that may or may 
not fall into what would 
be traditionally accepted un-
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• Is your company or 
customer making 
money, or losing 
money? 

• How do you know? 

• What are your fi-
nancials telling you? 

• Are you sure about 
that?   
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der GAAP.  But again, that is not its intent.  In most cases, either the owner or clerical staff 
are doing the day-to-day data entry, and they ultimately control that function.  It's not the 
ideal scenario from a controller's or auditor's point of view, but approximately 85 percent of 
small businesses now use QuickBooks, and most CPA firms have had to learn to accept it 
and how to use it. 

For the above obvious reasons, many of my engagements start out as a QuickBooks 
“clean-up” engagement (which in reality, is more of an accounting clean-up).  And although 
the purpose is not to perform an "audit," I am nevertheless keenly aware of financial report-
ing issues, i.e., GAAP versus Cash or Tax Basis.  The following illustrates the difference: 
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“The major prob-
lem with the “Tax–
Cash Basis” is that 
it disguises the 
true operating 
profit or loss, and 
if it’s a loss, that is 
a real cash require-
ment that must be 
funded from out-
side of the busi-
ness.”   
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WHY GAAP versus TAX? 

To the CPAs out there, the following discussion may be boring.  But to some “new age” 
lenders and their small business customers, this may very well be an eye opener.  

Note first in the table and chart above the difference in sales and “gross profit margin” be-
tween the three scenarios.  But the truth is, this is NOT an “apples to apples” comparison.  
The “GAAP Accrual Basis” financial statements are showing invoiced sales and their re-
lated costs, while the “Tax-Cash Basis” financial statements are showing collected receiv-
ables and cash expenses.  The third scenario then shows the sales assuming a $100,000 
increase in accounts receivable (due to growth or slower collections). The GAAP Accrual-
scenario is thus showing the “profit” on reported sales, while the cash-basis is showing 
“cash flow.”  Note also the difference in depreciation methods between the two scenarios. 

The major problem with the “Tax–Cash Basis” scenario is that it disguises the true operat-
ing profit or loss, and if it’s a loss, that is a real cash requirement that must be funded 
from outside of the business.  All too often, if the company cannot obtain a loan, this cash 
requirement can only be met by slowing up payment to suppliers, which will only work until 
those suppliers cut off deliveries.  And when that happens, it’s usually “Chapter 11” time, 
because at that point the company can no longer operate.    

Conversely, if the Tax-Cash Basis scenario shows a large sales increase, it MAY just mean 
that the company has collected some old, large receivables, while new invoicing activity is 
actually falling and the company is actually on its way out of business.  And since the sales 
number on a cash basis only reflects receivable collections, a year-to-year comparison of 
sales to detect a sales “trend” is totally meaningless.   

Thus, in order to accurately evaluate the financial performance of any company, you must 
look at both accrual profit AND cash collections in conjunction with each other.  Tax returns  
are designed for tax code purposes, NOT profitability analysis.  If tax returns are used to 
analyze profit, the lender may find itself in the unwanted position of unknowingly funding its 
customer’s operating losses — duh!”  On the other hand, from the borrower’s point of view, 
a tax “loss” may only be disguising a legitimate borrowing need for working capital to sup-
port sales growth, or a temporary increase in receivables at year-end, but they are turned 
down for the loan because of the “loss.”  So EVERYBODY loses. 

 

ACCOUNTING CLEAN-UP / MONTHLY CLOSING PROCESS 

Especially where business loans are involved, the process usually includes the following:  

• Clean-up of QuickBooks transactions, reconciliation of bank and credit card accounts.  

• “Match” costs incurred to related revenues, and make adjustments to “work-in-process” 
or deferred revenue / advanced billing accounts if appropriate. 

(Continued from page 2) 
 

(Continued on page 4) 

Thus, in order to ac-
curately evaluate the 
financial perform-
ance of any com-
pany, you must look 
at both accrual profit 
AND cash collec-
tions in conjunction 
with each other. 

“Tax returns  are de-
signed for tax code 
purposes, NOT prof-
itability analysis.”  
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• Verify balance sheet accounts to source documentation, including set up of fixed as-
sets and depreciation schedules, short and long-term loans, and calculation of current 
portion of long term debt. 

• Investigate any misclassified or suspicious transactions with the business owner(s) and 
reclassify them if appropriate.   

Finally, if I think it would be beneficial to all concerned to facilitate a funding transaction, or 
simply build more confidence in the numbers, I often recommend to my client that they 
have a year-end "review" done by a CPA firm, or at the very least, a compilation in accor-
dance with GAAP, and I adjust the client's internal statements to the CPA's statements. 

STRATEGIC FINANCIAL PLANNING 

Once the financials are corrected, the engagement often evolves into preparing profit & 
loss, balance sheet, and cash flow projections, using a proprietary model that I have devel-
oped.  The unique feature of this model is the way it also expresses cash flow in terms of 
“asset-based” borrowing availability against receivables and inventory.  This is illustrated in 
the following two examples:    

Profit Scenario 

Note that in the “Profit Scenario,” this company realizes increasing borrowing availability 
against accounts receivable.   However, in the loss scenario on the next page, borrowing 
availability is gradually eroded and becomes negative, implying an over-advance on the 
company’s asset-based line of credit.  But in most cases, lenders will not approve over-
advances (except on an exception basis under special circumstances).  Thus, the over-
advance represents additional funds that are required from outside of the business 
(meaning from the owner, the bank, or suppliers) to fund the operating losses.  Why?  Be-
cause, either the company’s monthly cash expenses exceed its sales (and therefore its 
accounts receivable borrowing base), or, perhaps because sales have declined to below 
the company’s monthly cash expenses (and therefore again, to below its accounts receiv-

(Continued from page 3) 
 

(Continued on page 5) 

“In the loss scenario, 
borrowing availabil-
ity is gradually 
eroded under the 
company’s asset-
based line of credit.”  
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J. D. Kern & Associates, Inc. 
Jack D. Kern, Pres. 
262 Madeira Circle 
St. Petersburg, FL 33715 

Phone: (727) 864-2246 
Fax: (727) 864-0955 
E-mail: JDKernAssoc@tampabay.rr.com 

While J. D. Kern & Associates now also provides more traditional accounting, QuickBooks, and 
controller services, its roots lie in the development of highly effective business plans and projec-
tions used primarily in turnaround and funding situations.  On more than one occasion, its insight-
ful analyses have resulted in: 

• Helping the business owner and prospective financiers alike to see the underlying cause of fi-
nancial issues, rather than what may just be a “symptom” of the problem, resulting in,   

• Better, more informed business decisions, and in the process,    

• Reinforcing “believability” with prospective lenders and buyers, and thus, 

• Enhancing ultimate success of a transaction (if a “transaction” was one of the objectives).   

Call or email us today for a free initial consultation.   

We’re on the Web! 
www.JDKernAssociates.com   

About us 

 

able borrowing base).  Left unchecked, eventually all borrowing availability will be ex-
hausted, and the company will be forced to close its doors, or file Chapter 11 bankruptcy. 
   
To summarize, because the banking industry has gotten away from traditional financial  
analysis over the last several years, it may have actually been rewarding businesses that 
are losing money, and penalizing businesses that are making money, or who could be in-
creasing their profit with some additional working capital from the bank (that is, if the bank 
understood the real financial situation).  I don’t think this practice has done anyone any 
favors, certainly not the small business owner, and in view of the way things are in the 
banking industry today, not the banks.  So, after all of this this massive restructuring of the 
financial services industry, it appears we are now finally getting back to the basics.             
 

(Continued from page 4) 
 

Loss Scenario 

“The banking industry 
may actually have 
been rewarding busi-
nesses that are losing 
money, and penaliz-
ing businesses that 
are making 
money…....” 

Jack D. Kern, Pres. 
262 Madeira Circle 
St. Petersburg, FL 33715 

Phone: (727) 864-2246 
Fax: (727) 864-0955 
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We’re on the Web! 
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