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introduce finance to managers. It is written by an outstanding practitioner,
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use finance in their jobs, and it explains it all in a clear, witty and
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1 WHAT IS NAKED FINANCE?


You’ve just arrived at work at half past eight in the morning. Your planner suggests another day of emails, telephone calls, meetings, writing reports, and, if you’re lucky, maybe a rushed sandwich and a coffee squeezed somewhere in between. The fact that two members of your team are off sick and you are still trying to fill an opening for an assistant doesn’t worry you. That’s just another day at the office!


However, you are concerned because sales in your division are below plan and you’re under pressure to reduce costs. To help manage these issues the finance division provides regular reports, but you can’t make any sense out of them. Matters aren’t helped by the fact that the computer equipment used in your department is out of date and you need to put forward a commercial case for replacing it. Stress levels are further increasing because next week you have to present your budget proposals for the forthcoming year. As if to add insult to injury, the company’s share price has been falling over the past few weeks and there are rumors of staff cutbacks – your team wants to know what’s going on.


The normal day-to-day demands of the job are well within your management capabilities. It’s these financial issues that give you a headache. Nobody has ever explained how to balance sales against costs, how to interpret financial reports, how to argue a case for new computer equipment, or how to prepare a budget. You also have no idea why your company’s stock value keeps falling and you certainly don’t understand why staff layoffs should result. In fact, this whole finance thing is a mystery to you. What you need is a book that explains all of these concepts in simple, easy-to-understand terms. Indeed, a visit to the local bookstore seems like time well invested.


In the bookstore it doesn’t take long to track down the finance section. The array of books is vast. Your finger moves along the shelf. The titles alone are offputting. Management Accounting in the Corporate Environment, An Introduction to Company Valuation Methodologies, and The Ultimate Dictionary for Financial Professionals just don’t seem to be what you’re looking for. In fact, when you reach a text called Linear Regression Techniques for the Modern Financial Manager, you’re about ready to give up.


All you want is a book that explains financial principles in easyto-understand terms and demonstrates how these can be practically applied in your day-to-day job. This is what Naked Finance is all about. By stripping business finance down to its pure and simple basics, the intention is to provide a clear, unimpeded view of the world of financial management and how it works. The objective of this book is to provide managers with all the financial skills they will ever need, in straightforward, non-technical terms.



Why do managers need to understand finance?


Financial management permeates every aspect of business. As you progress through this book, it will become evident that financial management is not a topic that is simply ‘nice to know,’ it is an essential skill for most managers. So it might be useful if we clarified at the outset what we mean by the term ‘financial management.’


The word finance is commonly defined as ‘pertaining to money.’ It follows that financial management involves the management of money. However, financial management within a business environment means more than this – there are usually very clear objectives. Consequently, it is essential that the decisions you make as a manager are consistent with these objectives. In order to do this, you need to develop certain skills.


If you ask most managers how much of their working lives they spend making financial decisions, they will probably say very little.


They therefore mistakenly assume that understanding financial management is not particularly important. Indeed, many managers regard business operations and financial management as totally separate disciplines. It is sometimes intimated that accountants spend most of their time preparing and analyzing reams of figures, while the management team get on with the main task of running the business.


[image: image]


THE PERCEIVED RELATIONSHIP BETWEEN BUSINESS AND FINANCE


In reality, business management and finance are intrinsically linked, with many managerial decisions having a direct impact on financial performance. Launching new products, offering credit to customers, negotiating terms with suppliers, employing staff, purchasing equipment, and even ordering stationery can affect financial performance.
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The bare bones


A key element in making a sound management decision is to understand how it will affect financial performance.



How is this book going to help me?


That’s a very good question! You’re only into the first few pages and you’re already beginning to think financially. When you buy this book you are making an investment – you are not only investing cash, but you are also (hopefully) going to invest time reading it. It is hardly surprising, then, that you’re going to want a return on this investment. People invest time and money in businesses in the hope of obtaining some sort of return on their investment. If they don’t anticipate a return, they are not going to invest.


We are about to remove the mystique that surrounds the topic of business finance and show that it is really quite straightforward and (most importantly) relevant. In the world of financial management, there is one tenet that is central to success:


Keep it simple!


Developing an understanding of financial management is very similar to learning to drive a car. You don’t need to understand the technicalities of the internal combustion engine in order to be a successful driver. In order to drive a car, all you need are three skill sets:


[image: image] You need to know where you are going


[image: image] You need to understand the information around you


[image: image] You need to control where you are going


Financial management demands the same three skill sets.


If you’re planning a car journey you need to decide where you want to go and how you’re going to get there. This process can be greatly simplified by breaking the journey down into stages. Not surprisingly, in business people follow the same approach. At the outset, financial objectives have to be identified. As you will discover, one commonly quoted goal is a profit target, how much money the business wants to make. How it will achieve this can be determined by breaking down the profit-making process into several distinct stages.


Once you’re in the car and on your way, there is lots of information available to aid your progress. This information is gathered from two distinct sources. There is information inside the car, such as that presented on the dashboard, which tells you how you are currently progressing. There is also information outside the car, such as that presented on road signs, which tells you what to expect ahead. Business is no different. Information is vital to achieving commercial goals. The business equivalent of a dashboard is a set of financial statements. At the end of every trading period, businesses commonly produce financial statements summarizing their trading activities. This is very useful for assessing current performance. To further assist management, information is available that is produced outside the business. The business equivalent of road signs is the financial press, which can prove invaluable when assessing future trading prospects.


The third skill set a driver needs is how to operate the various controls such as the accelerator, brake, steering wheel, and so on. Just as controls exist to ensure the vehicle is doing what you want it to, so there are financial controls that can be used to ensure the business is doing what you want it to. In business there are three financial issues that need to be continually monitored and controlled:


[image: image] Profit


Controlling profit involves managing sales and costs.


[image: image] Cash flow


Cash flow, as we will discover, is very different from profit.
Controlling cash flow means ensuring that cash is available to
pay bills as they arise.


[image: image] Long-term projects


Making profit and managing cash flow are issues that need to be addressed on a day-to-day basis. However, sometimes businesses embark on projects that may have an impact for several years, such as moving into a new head office or investing in new computer equipment. These are long-term projects and, as such, need to be managed in a very specific way.


We have just established that the skill sets needed to manage the finances of a business are much the same as those needed to drive a car. The similarity does not stop there. A car is a machine designed to get people from one point to another. What we are going to be looking at in this book is the financial machine, which is designed to get a business from one point to another. In both instances, there is a starting point, a journey, and a destination.


Financial management comprises three skill sets:
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FINANCIAL MANAGEMENT IS LIKE DRIVING A CAR


Stripping it down to basics…


The structure of this book should now make sense. Below is an overview of all the chapters, showing how the three skill sets identified above interrelate.
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The starting point: Where do you want to go?
Before embarking on any journey, you need to decide where you want to go. In Chapters 2 to 5 we examine how businesses set financial objectives and outline the processes they need to go through in order to achieve them.
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The journey: How are you progressing?


Once you commence the journey, you need to assess your progress. In Chapters 6 to 9 we look at how to use financial information, which is readily available in the business world, in order to assess performance.
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The destination: Are you going in the right direction?


Throughout the journey, it is essential that you make sure you are going in the right direction. In Chapters 10 to 17 we examine the techniques that are most commonly used to control the financial performance of a business.


In Chapter 18, the last chapter of the book, we review the various skill sets and show how they can be combined to plan and manage a profitable business.


There are two points you should bear in mind when reading this book:


[image: image] Financial principles are not hard to grasp


You may be surprised at just how simple some of the concepts are.


[image: image] Financial principles can help you make better managerial decisions


If you understand financial principles, you will have a far greater appreciation of the financial implications of the managerial decisions you make.


A note on currency


Throughout this book all monetary amounts are quoted in dollars, but you shouldn’t conclude from this that we are about to look at financial management as it applies in North America. This book is about financial principles, which are the same whether you live in North America, South America, Europe, Africa, Asia, Australasia, or even Antarctica! We have adopted the dollar sign simply because it is a readily recognized currency symbol throughout the world.


A note on terminology


The world of finance is littered with jargon and the precise terms used can vary not just between countries, but also between businesses within those countries. Consequently, expressions may be used in this book that differ from those you tend to encounter. Don’t let this distract you. The point to note is, regardless of the terminology used, the concepts are always the same, and making sense of these principles will help you be successful.





Part One
SETTING FINANCIAL OBJECTIVES


To manage the finances of a business
you need to know where you are going
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2 IS IT ALL ABOUT PROFIT?


Every day managers are bombarded by numbers: sales, margins, salaries, stock levels, profit, cash, and share prices – the list is endless. The situation is not helped by the fact that the mantra from on high regularly changes from ‘increase sales’ to ‘cut costs,’ ‘reduce stock levels,’ ‘improve cash flow,’ ‘cut staff,’ or ‘increase profit.’ If only people would make up their minds! How can you be expected to make sound managerial decisions when you’re not given clear guidance about what the business is trying to achieve?


You will be relieved to hear that the primary financial objective of most businesses rarely changes. What does change is how they try to achieve that objective. Once you understand what the goal is, the various methods available for attaining that goal will make a lot more sense. In this chapter we going to look at the role of profit in business and also introduce another concept regularly talked about, cash flow.



What does a business need to survive?


Business is all about trade, and trade can be defined as ‘the activities of buying and selling.’ Since buying activities involve expenditure while selling activities involve revenue, it follows that any entity concerned with the management of revenue and expenditure can be regarded as a business.


Whatever your business, how can you ensure it will survive? Unfortunately, many businesses close down within their first year of operation. This is not necessarily because their products are of poor quality or their customer service is lacking. The most common reason is poor financial management. There are two prerequisites for survival: sound management of the business itself and sound management of its finances. If either of these is lacking, the business will have a very short life.
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The bare bones


No business can survive without sound financial management.



What is the objective of financial management?


If you want to start up a business, some form of investment will usually be required at the outset. This investment may be provided by you, your friends and relatives, or the public at large. Alternatively, you may resort to borrowing the money.


Having raised the necessary funds, you no doubt want a return on this investment. In other words, you want to start off with a pile of money at the beginning of the year and wind up with a larger pile of money at the end. This increase in the pile of money is known as ‘profit,’ and making profit is the primary financial objective of most businesses. In essence, profit answers the question, ‘How much bigger is the pile of money I end up with, compared to the pile of money I started off with?’ What exactly we mean by the term ‘pile of money’ will be examined later in this chapter.


Not every organization is created with the explicit intention of making a profit, for example government agencies and charities. Even in these cases, though, there is an implied profit target. Government agencies receive revenue from the government and are expected to use this money to provide services. This means that they want to balance their revenue and costs, so they do have a profit target: it just happens to be nil. Charities are often perceived as operating on similar principles, inasmuch as they also want to balance their revenue and costs.
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THE PROFIT MOTIVE


In fact, some charities like their revenue to exceed their expenditure, so they have funds that can be used to develop the charity in the future. Any excess of revenue over expenditure is often referred to as a ‘surplus.’


For simplicity and to avoid repetition, we are going to assume we are dealing with companies for the rest of this book. In other words, we are going to assume we are dealing with businesses that raise funds from shareholders in exchange for shares. Nevertheless, the principles we examine are relevant to all types of business, whether they be sole traders, partnerships, corporations, government agencies, or charities.


To put it simply, the objective of financial management in the majority of businesses is to take a business idea and turn it into profit. It is all very well having a good business idea, but if you are unable to generate profit, you wind up with an idea but no business! Regrettably, there is no magic formula for coming up with an idea that will make you millions of dollars. However, sound financial management significantly increases the likelihood of your business producing a profit at the end of the day.
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THE ROLE OF FINANCE IN BUSINESS
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The bare bones


In most businesses, the objective of financial management is to translate business ideas into profit.



What is profit?


Since profit is at the heart of financial management, it is essential to understand the concept. Here’s a challenge. Try asking someone, ‘How do you calculate profit?’ It is very likely the response you get will be something like, ‘Profit is sales less costs.’ Is this true, though? Suppose you decide to set up your own business selling pens – let’s apply this definition.


On 1 January you invest $1,000 of your own money to get the business started and you use this during the month to buy pens. During February you sell all the pens for $1,500. Business does not get much simpler than this! Let’s try and establish how much profit you make in each month.


In January you spend $1,000 on pens, but no sales take place. Applying the calculation suggested above (‘profit is sales less costs’) to that period, we get the following result:


Profit in January = Sales in January LESS Costs in January


= Nil sales LESS $1,000 costs


= $1,000 loss


In February no expenditure takes place, but sales of $1,500 are achieved:


Profit in February = Sales in February LESS Costs in February


  = $1,500 sales LESS Nil costs


  = $1,500 profit


These results suggest you made a loss of $1,000 in January, while you made a profit of $1,500 in February. If this is true, this begs a question: What did you do wrong in January to generate a loss? The answer is you bought pens. So what did you do right in February to generate a profit? The answer is you sold pens. This would seem to suggest that if you want your business to be successful in the future, you should stop buying pens and concentrate exclusively on selling them. That is lunacy!


What we have identified is a different concept – cash flow. It is a fact that in January you paid out $1,000 more cash than you received. It is also a fact that in February you received $1,500 more cash than you paid out. The calculation we have been applying so far is that for cash flow.
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The bare bones


Cash flow in a period = Cash received in a period


                                      LESS Cash paid out in a period


Profit has got nothing to do with cash flow. The real formula for calculating profit may seem bizarre at first sight, but there is logic behind it:


Profit is calculated by taking sales in a period and deducting the costs incurred to produce that period’s sales.


There are a couple of very important subtleties in this statement. First, profit is calculated by examining the sales in a period, regardless of when the cash is received. Second, we deduct the expenditure incurred to produce those sales, regardless of when the cash is paid out.
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The bare bones


Profit in a period = Sales in a period


                LESS Costs incurred to produce that period’s sales


This calculation will make a lot more sense if we apply it to some live figures. Let’s return to your pen business. In January no sales take place, so the sales figure in the profit calculation reads zero. According to the profit calculation, if there are no sales, you can’t have incurred any costs to produce those sales. This gives us the following result:


Profit in January = Sales in January


    LESS Costs incurred to produce January’s sales


= Nil sales LESS Nil costs
= $0


In February you achieve sales of $1,500 by selling stock purchased in the previous month for $1,000. As a result, the sales figure in the profit calculation reads $1,500 and the cost figure reads $1,000:


Profit in February = Sales in February


     LESS Costs incurred to produce February’s sales


  = $1,500 sales LESS $1,000 costs


  = $500 profit


So profit in January was nil, while profit in February was $500. This is very different from the cash flow of the business, where there was a $1,000 outflow in January, compared with a $1,500 inflow in February. This confirms that profit and cash flow are not the same thing.


What does profit measure if it doesn’t measure cash flow? Earlier on we noted that the objective of most businesses is to start off with a pile of money and wind up with a larger pile of money at the end of the year. We now need to think very carefully about what we mean by this statement. When we talk about someone having piles of money, we are not saying they are literally surrounded by huge bundles of cash teetering precariously over their head. We normally mean they have an expansive house, maybe a few cars, or even a private aircraft. In other words, we are talking about wealth.


This is what profit measures – profit measures changes in wealth. When a company states it has made a profit, it is not saying it has more cash, it is saying its wealth has gone up. In other words, it owns more. Conversely, when a company makes a loss, its wealth has gone down – it owns less.
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The bare bones
Profit measures changes in wealth.
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UNDERSTANDING PROFIT


Let’s confirm that the profit calculation really does measure changes in wealth. In order to do this, we need to know how wealth is calculated:


Wealth = What an individual (or business) owns


                 LESS What an individual (or business) owes at a specific point in time


Applying this definition to your pen business, let’s identify your wealth at the start of January.


CALCULATION OF WEALTH AT START OF JANUARY
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At the start of January, you have $1,000 cash and owe nothing, so your wealth is $1,000. Now let’s examine your wealth at the end of January.


CALCULATION OF WEALTH AT END OF JANUARY
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At the end of January you have no cash left, but you do have $1,000 worth of pens. We know this is what the pens are worth because that is what you paid for them. As a result, your wealth during the month is unchanged. There is no profit and no loss, even though sales are nil.


Now let’s turn our attention to February. If your wealth is $1,000 at the end of January, it must still be $1,000 at the start of February. However, the situation alters during the next few weeks.


CALCULATION OF WEALTH AT END OF FEBRUARY
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At the end of February you have disposed of all your pens, but you do have $1,500 cash. Your wealth has increased by $500, from $1,000 at the start of the month to $1,500 at the end. In other words, you have made a profit of $500. This change in wealth is summarized in the following diagram.
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PROFIT MEASURES CHANGES IN WEALTH


As you can see, the calculation of profit does indeed measure changes in wealth.



Is cash flow important?


Having established that profit is not the same as cash flow, we now need to understand the relevance of cash flow. We have noted that the sales and cost figures included in the calculation of profit do not necessarily bear any relationship to when cash is received or paid out. This is evident when looking at the first month’s operation of your pen business. In January the profit was nil (indicating that wealth was unchanged), even though the amount of cash decreased.


This highlights a very important issue in business. For a regular business to survive, it needs two things – it needs to make a profit to provide a return to its investors, but it also needs to generate cash flow to pay its expenses as they arise.


Even if you are generating a loss, you can continue to trade if you have adequate cash flow. However, if you run out of cash, the game is over! It’s a simple rule – no cash, no business.
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The bare bones
There are two essential criteria for a regular trading business to survive:


[image: image] It must generate profit


[image: image] It must generate cash flow



Stripping it down to basics…


Sound financial management is a prerequisite for business success. The role of financial management in most businesses is to translate business ideas into profit. Profit should not be confused with cash flow:


[image: image] Profit measures changes in wealth


[image: image] Cash flow measures changes in cash balances


Given that these two concepts are not measuring the same thing, the way they are calculated differs:


[image: image] Profit is calculated by identifying the sales in a period and deducting the costs incurred to produce that period’s sales.


[image: image] Cash flow is calculated by identifying the cash received in a period and deducting the cash paid out in the same period.


A regular trading business must generate both profit and cash flow if it is to survive.





3 HOW DO YOU MAKE PROFIT?


You may frequently hear people in your company saying ‘We must make more profit!’ – but how can this be done? If you have a clearer understanding of how your business makes profit, you can take positive steps to enhance its future performance.


The easiest way to understand how any business makes a profit is to view it as a process. Taking this approach, actions that will enhance future profitability become evident. In this chapter we are going to examine the profit-making process and how it can be broken down into a series of clearly identifiable stages.



Where does the profit-making process start?


The reason most businesses exist is to provide a return to their investors. Consequently, the profit-making process starts with investors providing funds at the start of the year and finishes with the business declaring a profit at the end of the year. Although in this chapter we are going to talk about the process as it applies within a company, the process is identical within an unincorporated business. Simply substitute the word ‘investors’ whenever you see the word ‘shareholders.’


To identify where management can have an impact, the process can be divided into a series of discrete steps. Understanding and managing each step form a prerequisite to achieving financial success. Regrettably, many businesses fail simply because they do not understand the profit-making process. It is akin to trying to build a television system without knowing anything about electronics.
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PROVIDING A RETURN TO SHAREHOLDERS


What we have established so far is that, in order to run a profitable company, shareholders’ funds need to be raised at the outset.



Why do companies need shareholders?


Most people will tell you shareholders are essential because, without their funding, a company could not trade. This is not true. You can run a business without having to raise any funds from investors at all.


Suppose you have discovered a great new product: edible crockery. When people have finished their meal there’s no need to wash up – they eat the plate with their coffee! Having canvassed friends and colleagues there seems to be a healthy market for this product, so you set up the Edible Plate Company. Being the shrewd businessperson you are, you insist on payment with each order and manage to secure orders totalling $60,000. You then contact a supplier and arrange for plates to be shipped directly to your customers. The supplier charges you $50,000 for this service, leaving you with a profit of $10,000. These transactions are summarized overleaf.


Insisting that customers pay cash with their orders means you do not need to raise any funds from investors. Your customers are financing the entire operation. This proves it is possible to start up a business without the need for investors. Regrettably, this is an extremely rare occurrence!


[image: image]


EDIBLE PLATE COMPANY – CASH WITH ORDER


Let’s revisit this business with a slight timing adjustment. Instead of requesting cash with the order, you are happy to be paid cash on delivery. This means you have to buy the plates from the supplier at the outset at a cost of $50,000. You then sell these plates to your customers for $60,000, leaving, as previously, a profit of $10,000 (see opposite).


In this latter scenario you need to raise $50,000 in order to commence trading. You may provide these funds yourself or raise at least some of the funds from other investors. This is in stark contrast to the original scenario where no initial investment was required. The reason you now need these funds is to purchase plates. Plates are an asset, where the term ‘asset’ simply means something you own.
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