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INTRODUCTION



What You’ll Learn from This Book


Just to make sure this is the right book for you, we want to ask you a few questions:



• Do you get complete financial reports on your business at least every month?


• Do you understand what all those numbers mean? If you ask your accountant to explain them, can you make sense of what he or she tells you?


• Most important, do you use the information in those reports to help you make smart decisions about your business?




If the answer to any one of these questions is no, don’t be alarmed: you’re in good company. We bet that 50 percent of small-company owners and managers don’t get complete, timely information about their business’s financial performance. We also bet that fully 90 percent don’t really understand or use the information they do see.


This should come as no surprise. After all, not many people who start or run their own business are trained in accounting or financial analysis. Sure, maybe you took a course or two in school—but how much do you really remember? Since we teach finance for a living, we’d like to think that our students treasure every word and remember every concept all their lives. Reality, alas, doesn’t always live up to our hopes.


Anyway, if you answered no to any of our three questions, this is the book for you. It will teach you what complete financial reports are and how to understand them. It will show you how to use the information to run a better, more profitable company.


Do you really need to know this stuff? We think you do, but not because we believe that every businessperson should be a bean counter. Rather, it’s because running a company is hard. You need every tool at your disposal, and good financial information is an extremely powerful tool.


Maybe, for instance, you’ve found yourself in situations like these:



• You’re working your tail off, and the company is growing. Your accountant tells you the company is profitable. (“Great bottom line last quarter, Tom.”) But you’re always scrambling to pay the bills because there’s never any cash in the bank. How come?


• Business was great last year, and you want to expand into a new facility. But your banker takes one look at your financials and shakes her head. “You haven’t got the cash flow to support the loan you’re asking for,” she says. You’re puzzled—hasn’t business been good?


• A new competitor opened up down the street and you’re feeling the pinch. You know you have to make some cuts—but where? Which product lines are least profitable? If you let some people go, how much will you really save?




Financial information can help you solve these problems. It can also help you take advantage of opportunities. In fact, it can help you make many of the tough decisions that business owners and managers must make every day. You wouldn’t fly a plane without all the dials and gauges that show you where you’re headed and whether everything’s working the way it’s supposed to. Similarly, you really don’t want to run a business without the reports and information that show you where you’re on track, where you’re not, and whether the company is really making money.


Having said that, we want to clarify a couple of things.


First, this isn’t a book about accounting. We assume you know some of the basic terms of finance, such as depreciation, profit, and assets. (Appendix 3 in the back of the book provides a glossary if you’re a little shaky on some of these terms.) But we don’t assume you know how to debit one account and credit another, or how to calculate different methods of depreciation. What’s more, we aren’t going to teach you that stuff. People who run businesses don’t need to be accountants. They only need to make sure that their accountants (and their accounting software) give them the information they need—and that they know what to do with it.


Second, what’s in this book isn’t just a few lessons in the basics of financial analysis, lessons that any old accountant or professor could teach you if he or she had the time.


Rather, this book presents a unique approach to understanding the financials of your business—an approach that’s as simple and as powerful as anything we have come across in our many, many years of teaching and working with businesses.



• It shows why you need three separate financial statements—three bottom lines, in effect—if you want a complete evaluation of your business’s performance. Even today, many managers and accounting professionals rely on only one or two.


• It shows how all these financial statements fit together, and it provides you with a handy tool that summarizes the three bottom lines at a glance. This tool was developed by a pioneering thinker at IBM, the late Lou Mobley, and has been incorporated into the Financial Game for Decision Making seminar, produced by Educational Discoveries, Inc.


• It explains what drives the three bottom lines—and shows you how to manage your business so as to optimize your company’s performance on all three measures.


• It shows you how to create plans to realize your company’s goals—plans that you can actually make happen because they’re grounded in financial reality.




In short, this is a book not for students of accounting but for managers and company owners who need or want to know how their business is really doing. It’s a book that will help you run your company better.


The plan of the book follows this simple outline:



• Part 1 is a quick review of the three basic financial statements. If you’re pretty sure you know what these statements are and what they show, skim them or even skip ahead to Part 2. However, we urge you not to skip Chapter 4, on cash-flow statements, unless you’re entirely clear on how cash-flow statements differ from income statements. That difference—and the importance of tracking cash flow directly—are two of the key lessons in this book.


• Part 2 explains why it’s never enough to look at any of these statements in isolation. It shows how the three statements (and the three bottom lines) fit together. It explains the Financial Scoreboard, a tool that lets you see the big financial picture of your company at a glance.


• Part 3 puts all this knowledge to work. It looks at the key drivers of each bottom line, and what you have to do to optimize each one. It shows how to use forward-looking financial information, that is, plans and projections that indicate what must happen if your company is to reach its goals.




When you have finished this book, we want to hear from you, particularly if you still have questions. The book, after all, is only as good and as useful as you find it to be. If you read it and don’t understand something, we want to know what it is. Here’s how to get in touch with Chuck or Ron:


Chuck Kremer


8632 West Warren Drive


Lakewood, Colorado 80227


chuck_busliteracy@compuserve.com


Ron Rizzuto


5124 South Jamaica Way


Englewood, Colorado 80111


rrizzuto@du.edu


For a demonstration of software that allows you to create the Financial Scoreboard described in this book, you may visit Inc. magazine’s web site at www.inc.com/incproducts. (Search under “Finance.”) For additional information and resources on financial management for your growing business, visit www.inc.com, www.ediscoveriesinc.com, and www.provant.com.













PART ONE


All You Really Need to Know about Financial Statements













ONE



Two Words on Accounting


Why Your Company’s Checkbook Doesn’t Tell You Everything You Need to Know


WOULDN’T IT BE GREAT IF COMPANIES DIDN’T NEED accounting? Business owners would save money. They wouldn’t have to listen to all that financial jargon (and feel dumb because they don’t understand it). If you look at households, it’s tempting to believe that accounting really is unnecessary. Households have money coming in and money going out, just like businesses. But most families don’t need an accountant; they can tell how they’re doing just by looking at their bank accounts, their outstanding loans, and a few other numbers. Can’t a business be run out of a checkbook in much the same way?


Unfortunately, it can’t. Well, it can—but that’s a surefire path to trouble.


The fact is, we’re not big believers in many conventional accounting practices. We think that most financial statements are too hard to understand. We think they don’t tell you everything you need to know. In this book, ironically, we’ll be emphasizing the importance of a direct cash-flow statement, which many accountants ignore—and which isn’t so different from checkbook-style accounting.


But we don’t want to throw out the baby with the bathwater. We believe that the underlying principles of accounting are sound. We think it’s a mistake to run any business, no matter how small, out of a checkbook, as if it were a household. The reasons aren’t hard to understand.


First, more people are likely to have claims on a business’s money. You know that the money in your family’s bank account is yours. Sure, there are claims on it—the mortgage has to be paid every month—but the claims aren’t hard to keep track of. Money in your business’s bank account, however, is likely to have many more claims on it. The bank that gave you a loan has a claim. So do the vendors who sold you goods and services, and the company that leases you your equipment. Your employees have to be paid at the end of the week or the end of the month. And don’t forget Uncle Sam—every day a business operates, it is likely to incur a tax liability of some sort.


Just looking at your business’s checkbook balance doesn’t tell you about all these claims. How much of that money has to go to taxes? How much should you set aside for loan payments? Not many of us can keep track of all of a business’s obligations in our heads.


Second, businesses rarely operate on an all-cash basis. If your family is like most, your home accounts are relatively simple. You get a paycheck. You spend cash at the grocery store or the gas station. You pay your bills. At the end of each month, you have a pretty good idea of how you’re doing (provided you’re not strung out on credit cards!). With a business it isn’t so easy. Most business transactions consist of a sale—essentially a promise or agreement—and a later settlement, which is when the money changes hands. Unless you keep track of both parts, you don’t really know how you’re doing.


To take a simple example, suppose you’re a general contractor and you’ve just started a remodeling job. The customer has paid you 30 percent up front, so you have plenty of cash in the bank—but you haven’t really earned that money yet. By the same token, when the job is nearing an end, you’ll be in a different situation. You’ll be out of pocket for your materials and labor, but you won’t have collected that final payment from the customer. You’ll have earned more than you have collected in cash.


Financial statements show both the earned part and the cash part. Or at least they should.


Third, businesses have to make more complex financial decisions. Most families’ financial decisions aren’t too complex. Families have to be sure their income covers their expenses, preferably with a little left over. They have to balance spending on current needs with saving for future needs. (That may be hard to do, but it isn’t complex.) The people who own or run businesses face more complex decisions. They must decide when to invest in new equipment or a new location. They must figure out whether it’s worthwhile to take out a loan or to hire another person. They must determine whether one line of business is as profitable as another. You simply can’t make these decisions intelligently without good accounting information. That means you need a good accountant, good accounting software that you know how to use, or both.


Moreover, the value of a business in the long run depends on its financial performance. If your goal is to build up your business and keep it in good financial health so that you can eventually sell it or pass it on to your children, you must have a complete picture of how it is doing, month to month and year to year. Once again, you need the information that only an accounting system can provide.


If you’re like a lot of business owners and managers, you’ve heard all this before. So what do you do?


Many business owners—particularly if they run one-person shops—just get a certified public accountant (CPA) to prepare their tax returns every year, figuring that the tax returns tell them how they’re doing. Trouble is, a tax return may be the worst of all financial statements for running a company. You see it only once a year. It often contains both cash and noncash items (such as depreciation), and so it can leave you more confused than ever about whether you’re really making money. In fact, good accountants will employ all sorts of perfectly legal techniques to reduce your bottom line on the tax return so as to minimize your current tax liability. The information you’re required to provide the IRS is not the information you need to run the company effectively.


The next step beyond managing by tax return is obtaining (and looking at) monthly or quarterly financial statements. We hope you’re already doing this because it’s a great first step. But it is only a first step—and many accountants will tell you straight out that, yes indeed, you really do need more information than those statements typically provide. Also, as we said in the Introduction, not many businesspeople understand or make good use of the financial statements they do get. When it comes down to “believing” their financials or their company’s checkbook, they go with the checkbook every time.


This is too bad because financial statements don’t have to be as obscure or as hard to understand as they sometimes are. What’s more, good financial reports show you what the money you have in your checkbook really means. They tell you important information such as




• how your company has performed financially over time


• whether you have a sufficient “cushion” against a business downturn


• how you stack up financially against competitors in your industry


• whether you have spent too much (or too little) on equipment


• how you’re doing at collecting the money your customers owe you


• whether you’ll be able to make payments on your outstanding loans


• whether you can afford to pay yourself more than you have in the past





along with the answers to many similar questions. It’s all right there—in the balance sheet, the income statement, and the cash-flow statement. We’ll take up these issues one at a time in the chapters that follow; we’ll dissect them line by line and show you what each statement reveals about your business. Once that’s done, we’ll go on to discuss how the three financial statements fit together—and how you can use the information they provide to build a stronger, better-performing company.















TWO



The Balance Sheet


What a Company Owns and What It Owes


EVER NOTICE SOMETHING ABOUT A BALANCE SHEET? IT HAS a date at the top. Not a span of time, just one day. It’s usually the end of a year or quarter, but it can be the end of a month or any other date. What the balance sheet gives you is a snapshot of certain key facts about a business as of that date.


The word snapshot is important because the other financial statements we’ll describe are different. They cover a period of time and show how your company did over that period of time. The balance sheet, by contrast, tells you how you ended up—or where you are right now. (For this reason the balance sheet is sometimes called the statement of financial position.)


And what does it show? The balance sheet all by itself tells you some interesting and important facts about your company:




• Is the business solvent—that is, are its assets at least equal to its liabilities? If the company were liquidated tomorrow, would the owners have anything to show for their effort? The balance sheet doesn’t give you an ironclad answer to this question, for reasons we’ll discuss below. But it gives you a rough indication of where you stand on this score.


• Is the business sufficiently liquid—that is, does it have enough cash and other liquid assets to cover its short-term obligations? In other words, are you going to be able to pay your bills during the period of time immediately following the date on the balance sheet?


• What do the company’s assets consist of? A balance sheet shows you how much money you have in cash or short-term investments. It shows you how much you have tied up in inventory, and in plant and equipment. It also shows you how much you’re owed by other people.


• Who has a claim on those assets? A balance sheet doesn’t name names, of course. But it does show you how much you owe to various categories of creditors—vendors, lenders, the government, etc.—and how much belongs to the owners of the business.




There’s a lot more you want to know about a company’s financial situation and performance. That’s why accountants invented the other statements we’ll be discussing and why it’s always a good idea to look at balance sheets from at least two periods, so you can see how the numbers you’re interested in have changed over time. But for the moment, we’ll focus on the terms and format of a single balance sheet. We’ll illustrate the lesson—as we will throughout the book—with numbers belonging to a company we’ll call SOHO Equipment, Inc. SOHO Equipment’s name and financial statements are fictitious. But SOHO is modeled after a real business, and it’s a lot like many, many small companies throughout the United States.


SOHO EQUIPMENT, INC.


It’s September 1, and a couple named Bill and Carolyn Michaels are happy indeed. They have just taken what they think of as the second biggest step of their life. Two years earlier they had gotten married (that was number one on the list). Today, they are owners of their own business.


Kyle Williams is pretty happy too. He’s the guy who sold them the business—and he’s delighted to be out from under it.


The story goes back a few years. That was when Williams, who had worked in the office equipment industry for most of his career, began noticing a couple of interesting phenomena. One was the growing number of people working at home—“soloists,” as they were coming to be known. Of course, many tradespeople and other self-employed folks had always worked out of their homes. But the new soloists were a much larger and more diverse group than before. They were sales representatives, computer programmers, and consultants. They were engineers, marketing specialists, and would-be entrepreneurs. Though most of the soloists worked alone, a few had two or three associates camped out in a den or spare bedroom. And though most were self-employed, a significant number were telecommuters.


Whatever their situation, Williams noted, the new soloists all had home offices, and the offices needed a lot of equipment. Each office had to have at least one computer and printer. It had to have telephone equipment, some kind of answering system, and a fax. Many of the offices needed a small copier. The soloists themselves needed laptops and cell phones for the time they spent on the road.


In short, the soloists as a group made up a large and growing market for office equipment. But Williams knew from experience that these people weren’t buying from traditional office equipment companies like those he had worked for. Instead, they bought their equipment from mail-order suppliers or from the big office discount chains. He also knew from conversations with friends and business acquaintances who were setting up home offices that they weren’t happy with their choices. They rarely knew what kind of equipment they needed. They didn’t know what brands to buy. Computers in particular left most of them perplexed—all that talk in the ads about gigabytes, RAM, and megahertz just didn’t make much sense. What’s more, the soloists didn’t trust the vendors they were dealing with to give them expert, impartial advice. When something went wrong with a piece of equipment—or when they found they needed something other than what they had bought—they had no one to call.


So Williams quit his job and started a new company, which he dubbed Williams Office Equipment. His business plan was simple. He would focus on people with home offices. He would offer them a limited but varied selection of high-quality equipment. He would help them understand exactly what they needed and customize their equipment as necessary. He would even offer “turnkey” services, going into a customer’s home and setting up an office from scratch. If the equipment broke down or needed replacement, he would have service technicians on call. Williams figured that his hometown—a midsized Connecticut city—and its entire surrounding area were his marketplace. He cashed in some investments and refinanced his house. He bought inventory, rented a storefront, leased a van, hired a young man who had a way with computers, and took out a big ad in the local paper. He was in business.


But for Williams, the business was a disaster. Only a few years later, he was ready to get out.


He had been right about one thing: the company was a good idea. The market was definitely there. Soloists valued the services he offered, and many became customers. But the headaches! He hadn’t realized how demanding customers could be—it seemed they were always calling with questions or problems, and Williams was a hands-on guy who wound up fielding most of the calls himself. He did manage to sell a fair amount of equipment. But his margins were poor; as a small dealer, he couldn’t get great prices from the manufacturers, and he could never charge much more than the discount chain in the next town. Over time, he had accumulated a good deal of inventory, had bought three vans and a computer system, and had become known in the community. But he was still working seventy-hour weeks and barely scraping by.


The entrepreneurial life, he finally realized, just wasn’t for him. When an old friend told him of a regional office equipment distributor that was looking for a vice president, Williams could scarcely get to the phone fast enough. It took him only a week to land the job. It took only another week to put Williams Equipment, Inc. up for sale.


This was the opportunity Bill and Carolyn Michaels—the buyers and new owners—had been looking for.


Both in their late thirties, Bill and Carolyn had met while working in the marketing department of a large company. But they didn’t want to stay in their jobs, nor did they want to continue living in the big city where the company was located. Their ideal was to move to a smaller city, near their families, and to buy a business of their own. When a broker introduced them to Kyle Williams and Williams Equipment, they felt certain this was the company for them. It was in the right place. It was the right size. Thanks to an inheritance from Carolyn’s uncle, they could afford it.


Of course, they did their due diligence. Bill inspected the inventory and pored over Kyle Williams’s operations. Carolyn scouted out the competition and talked to some of the company’s customers. They decided that the company had tremendous prospects for growth. Williams, they felt, had been too caught up in the day-to-day details to see the big picture. Always trying to do things himself, he couldn’t offer first-rate service. Always desperate for cash, he required his customers to pay on delivery—and if they couldn’t, he’d show up at their homes the next day seeking a check. (He had earned himself some ill will for this practice, Carolyn learned.)


Bill and Carolyn had big plans. They were both experienced marketers, and they were certain they could broaden the company’s customer base considerably. They were also confident of their ability to attract and manage good people. They would advertise next-day delivery and world-class service. They would train their employees to provide what they were promising. They would also give their soloist customers thirty days to pay, just like “regular” businesses.


Like many buyers of small companies, Bill and Carolyn didn’t actually purchase the stock of Williams Equipment, Inc. Instead, they set up a new corporation and acquired Williams Equipment’s assets. (The transaction is known as an asset sale.) They even came up with a new name: SOHO Equipment, after the acronym for Small Office/Home Office, which was then catching on in the industry. One fine summer day, the deal was done and SOHO Equipment was in business. The company’s balance sheet that day shows what the couple bought—and what their new company now owned.



UNDERSTANDING THE BALANCE SHEET: ASSETS



Thanks to accounting standards, every company in America has a balance sheet that follows a similar format. SOHO Equipment’s may be a little simpler than General Electric’s, but the categories and arrangement are similar. The first thing you’ll see on any balance sheet—on the left-hand side, or on the top if the balance sheet is laid out vertically—is the heading assets.


“Assets” can be a difficult category to grasp because it includes different kinds of things. The cash a company has in the bank is an asset. So is the computer on the receptionist’s desktop and the inventory in the warehouse. If customers owe the company money, the amount they owe is considered an asset. Assets are the things the company has and uses in its business that have value extending into the future. The assets side of the balance sheet shows what a business owns. Traditionally, they are listed in order of liquidity—that is, how easy it would be to turn them into cash.


So let’s go down the asset categories one by one. First on the list comes cash and cash equivalents. This is real money. It includes what a company has in the bank. It also includes certificates of deposit (CDs) that mature in less than ninety days and shares in a money market fund. In most companies, cash is a small part of total assets—but it’s the only item anywhere on the balance sheet that you can actually spend right now. Everything else on the assets side is either an item of value other than cash—a machine, say—or else an unsettled promise and agreement, such as a receivable. Kyle Williams had $25,000 in his company’s checking account the day the company changed hands, and the buyers acquired that cash along with everything else.


Next on the list of assets comes accounts receivable. This is what people owe the business—that is, what they have promised to pay. Usually, most of the receivables consist of trade receivables, or what the company is owed by customers. Businesses expect to be paid by these customers in thirty days or so, so these receivables are almost like cash. Thanks to Kyle Williams’s pay-on-demand policy, the new owners of SOHO Equipment have no receivables—though they will have some as soon as they make their first credit sale. (Usually, the only companies with zero or near-zero receivables are retailers who don’t offer their own charge cards to their customers.)


TABLE 2.1 Balance Sheet, SOHO Equipment, Start-Up (assets only)






	Assets

	






	   Cash and cash equivalents

	$25,000






	   Accounts receivable

	0






	   Inventory

	75,000






	   Notes receivable

	0






	   Current assets

	100,000




	


	




	   Gross fixed assets

	100,000






	   Less accumulated depreciation

	(0)






	   Net fixed assets

	100,000




	


	




	   Goodwill, net

	15,000






	   Other investments

	0






	Total assets

	$215,000







NOTE: How to read a balance sheet—Balance sheets appear in a variety of formats. We use a common one here: some line items are subtotaled, and the subtotaling is indicated by a single line. For example, the first four line items in the statement above are subtotaled as current assets. Then all subtotals plus any items that are not included in a subtotal are added to get the total at the bottom. To get the $215,000 in total assets, for example, add the $100,000 in current assets, the $100,000 in net fixed assets, and the $15,000 in goodwill, net. Negative numbers in a balance sheet—numbers that must be subtracted when you’re doing the totaling—are customarily indicated by parentheses. If there were any accumulated depreciation in the statement above, for instance, it would be subtracted from gross fixed assets to get net fixed assets.


Then comes inventory. Companies in manufacturing industries have raw materials, work-in-process, and finished-goods inventory. Retailers and wholesalers have goods on the shelves waiting for sale. The inventory is valued according to various accounting principles relating to its cost. (Explaining these principles would take us beyond the scope of this book, but when you hear accountants argue about LIFO versus FIFO, or last in first out versus first in first out, what they’re discussing is different methods of valuing inventory.) The company hopes to sell this inventory before long, so it too is pretty close to cash. If you have more inventory than you can reasonably expect to sell quickly, however, you better not mentally count this as cash! Bill and Carolyn’s new company acquired $75,000 worth of inventory in the transaction.


Next comes notes receivable. Notes receivable refers to interest-bearing loans the company has made, primarily to customers. SOHO has none, but many companies do.


The first several lines on the balance sheet—cash plus all the items that are expected to be converted to cash within twelve months—are summed up under the heading current assets. Then the balance sheet lists assets that are relatively illiquid—that is, assets that aren’t expected to be converted into cash in that twelve-month period.


First in this category is an item we label gross fixed assets. (Many balance sheets label it gross property, plant, and equipment. Same thing.) This shows what a company has tied up in buildings, vehicles, machinery, and all the other tangible items a business buys and then expects to use over a long period of time. Most of the items in this category are very definitely not liquid: you wouldn’t turn them into cash unless you decided to redeploy your assets—for example, by selling your building and leasing space instead. Bill and Carolyn’s new company bought $100,000 worth of gross fixed assets, including Kyle Williams’s vans and computer equipment.


Note a funny thing about that gross fixed assets number. When accountants write down the value of a company’s fixed assets, they use what they call historical cost. In other words, they measure the value of an asset by what the business paid for it, not by what it may be worth now. This has implications that we’ll explain in a moment.


Next comes an item called accumulated depreciation. Right here, unfortunately, is where some accountants and financial folks begin to confuse their clients. After all, almost everything else on the assets side of the balance sheet is something you can see, touch, collect, or spend. Accumulated depreciation, by contrast, is just some paper number. How can a business “own” accumulated depreciation?


The answer is, it doesn’t. Depreciation is simply a way of spreading the cost of an asset over a certain number of years, with the time span roughly corresponding to the useful life of the asset. Accumulated depreciation is just a way of showing how much of the cost has been allocated to prior years.


An example should clarify this idea. Say you run a flower shop, and you bought a delivery truck three years ago for $25,000. The entire $25,000 is included in the gross fixed assets line of your balance sheet because that’s what you paid for the truck (its historical cost). But by now, the truck is three years old, and its value has declined. Each year, your accountant has listed a portion of the truck’s price as an expense on your income statement and is said to have depreciated it (more on this in the next chapter). The accumulated depreciation line on the balance sheet shows the total cumulative depreciation over the three years since you bought the truck.


So why is SOHO Equipment’s accumulated depreciation zero? Simple: when business assets are sold to a new owner, their “fair” value is refigured as of the date of the sale. That becomes the new gross fixed assets figure, and the new owner begins depreciation all over again. When we see SOHO’s balance sheet at the end of Bill and Carolyn’s first year, we’ll see some accumulated depreciation.
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