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Chapter One

OVERVIEW AND UNDERPINNING

Developing Management Concepts

FRAMEWORK OF FUNDING NEEDS

Classic business doctrine posits that the manager’s elemental responsibility is the optimum allocation and application of scarce resources. These resources break down into land, labor and capital. Some commentators maintain that management itself is a fourth scarce resource, distinct from labor, which must also be allocated and applied.

Of these elements, capital (referred to here as funds) is the only one of the elements readily convertible into all of the others. It is the common denominator of management decisions and business measurement.

Yet, too many managers gloss over the elementary planning critical to laying a foundation for the proper relationship of a given business to its capital. Common thinking on the subject often consists of just two statements:

1."Let’s get as much money to work with as we can, at an acceptable cost, of course."

2."Let’s make the most money we can."

Managers then proceed to act on these scanty premises, calculating their actions based on their particular set of perceived circumstances.

Inherent in both those statements are some definitions and assumptions that may or may not be fitting for the given business.

The biggest problem with Statement 1 is that there always comes a point when the cost is no longer acceptable. No minor problem is the corollary of determining where that point is to be fixed.

As for Statement 2, it lacks a time frame. The "most" money today may mean bankruptcy in the long run (or even the short run). Waiting for the "most" money for the long run can tax the patience of the most patient manager, not to mention the hungry shareholder.

So let’s look at a way to conceptualize your proper relationship to funds and the need for them. This is the Framework of Funding needs.

At any particular point in time there are four competing demands on the funds of a business:

1. Capital Servicing Demand. This is the demand for funds to maintain the firm’s capitalization and set the stage for future capital attraction. The funds allocated to this demand are called interest, dividends, sinking fund payments, etc.

2. Operations Demand. This is the demand for funds to support the day-to-day business of doing business. Payroll, materials, advertising expense, etc. reflect allocation for operations demand.

3. Growth Demand. This is the demand for funds to use for expansion. Capital expenditures or research and development are examples of allocation here. However, there are some businesses with no allocation to growth and others whose allocation in theory is something else in fact.

4. Contingency Demand. This demand is two-edged. On one blade sufficient funds are found to protect the entity against unforeseen problems and failures. On the other blade lie the funds to capitalize on the unexpected opportunity. Lacking funds for the former can be fatal, but the latter heart-rendering.

While these demands are dynamic, sometimes dependently and other times independently, it is still useful and indeed necessary, to examine how they relate at a static point in time. If a trapezoid can represent available funds, their allocation to the four demands may be represented this way:
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The area allocated to each demand within the trapezoid graphically shows the approximate relative percentage of funds expectedly devoted to that demand.

While contingency funds might flow to satisfy a failure or opportunity arising from any of the other four demands, the actual allotment of the contingency sub-trapezoid to the other three demands will probably not reflect the same proportions as in the rest of the figure, but will look more like this:
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Making a gross determination of these real dollar relationships, just by eye-balling from management experience, can help establish a basic philosophy on which the specifics of building a complete budget can be accomplished. Knowing that not more than 25% of all the budget should be allocated to growth can be very useful in setting priorities among competing projects.

PROFITS: THE FRAMEWORK CAPSTONE

On top of the funding trapezoid sits a capstone of profits. Together these form a symbolic pyramid. This pyramid represents the symmetry necessary and desirable to a successful business operation.

With a well-conceived trapezoidal funds base to support it, a corresponding profits capstone can be generated. Without adequate funding, profits are elusive. With improperly allocated funds, profits are sporadic or deficient.

Even overfunding is undesirable. A surplus of funds permits, or even encourages, waste. Most managers have heard of the accurate adage, "Work expands to fill the time allotted to it." The relevant corollary to this adage is, "Expenditures expand to fill the allotted funds available." Even if a company is diligent and vigilant against waste, overfunding, by definition, means a less than optimum use of funds, an employment of capital which does not produce a good return.

Conceptually, the pyramid Framework shows up this way:
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Some readers might argue, "Couldn’t ‘Just Right’ look like this?":
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Nope! This diagram conceptually suggests a business which needs more capital, a variation of "Too Little." In economists’ terms it suggests an imbalance where demand is outstripping supply. If profits are this outsized, more money should be going into growth, because then, even though margins may be lowered, profits in total dollars (calculated after considering the cost of capital) will be higher. In other words, the whole pie can be bigger.

For a while, the company will appear wildly successful, producing incredible returns, but without a sufficient capital base, the heady days will come to an end. It will become overextended in an effort to sop up the high returns, or more well-heeled competitors will enter the market to dilute returns, or the economy will turn down, or some other event or combination will come along to expose the undercapitalization. Then the pyramid will collapse into the other form of "Too Little" where capital is eaten away by losses. If an infusion is not obtained soon enough, the pyramid and the enterprise self-destruct.

PYRAMIDAL SYMMETRY

This same symmetry may be conceptually applied in pyramid form to both sides of the Balance Sheet. Each side can be split into four mini-pyramid building blocks:
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At this point, we’re still painting with broad brush strokes, creating the backdrop for concrete management actions. The shape of these pyramids and their components is NOT meant to suggest that 25% of assets belongs in each of the four categories, or that Liabilities and Equities are automatically split in equal fourths.

But they do imply that on each side of the Balance Sheet the components have to fit together smoothly. They do imply that each side’s components are of equal importance and deserve equal management concern, which means management must be equally prepared to respond wisely to any one of the components at any given time. Otherwise, the business will have an Achilles’ heel.

Those are essential ideas, forming the foundation of the philosophy for managing the Balance Sheet. Building on the foundation first requires some deep thinking about the assumptions inherent in the data on which specific decisions are going to be based.

THE INFORMATION NETWORK

In terms of funds relationships, the prime information system is the accounting system. However, in too many situations, the typical accounting system is responsive to only one kind of information need. In fact, there are at least six kinds of accounting needs in every company and seven in many:

1.Book Accounting

2.Cash Flow Accounting

3.Budgetary Accounting

4.Management Accounting

5.Tax Accounting

6.Operational Accounting and

7.The "optional" Regulatory Accounting

Book Accounting encompasses the activities attendant to the production of financial statements. Because of the standards imposed by Generally Accepted Accounting Principles (GAAP) and the conventions necessary to developing financial statements (e.g., the somewhat arbitrary assignment of lives to assets for the purpose of charging periodic depreciation), Book Accounting can distort what is actually happening. It can also be particularly unsusceptible to certain types of requisite financial analysis, as the limited number of accounts frequently mix transactions that preferably would be separated. These shortcomings are often especially exaggerated in companies, such as public utilities, whose charts of accounts are prescribed in detail by regulation.

Yet, every company must have its set of books, whether in a 5" × 7" notebook or on a hard disk. Because of the permanence of these books, they are too often paramount in, or even constitute all of the company’s accounting scheme, despite their problems, when they should be just one coequal share. The strong financial manager will take care to look behind and beyond the standard monthly, quarterly or annual P & L Statement.

Cash Flow Accounting details the actual movement of funds. As a required part of today’s certified financial statements, cash flow accounting is usually the number two system, although cash flow is derived in many companies simply by manipulating the historic information contained in the books.

The challenge in cash flow accounting is the development of a system that will both monitor sources and uses of funds in terms of the initiating causes of funds flow, and forecast the results of transactions to permit the balancing of cash needs with cash availability. While some may argue that availability is more appropriately balanced with need, the sad fact is that in the short run, the overall availability of funds for any business is fixed by its power in the capital markets. Hence, the needs are ultimately the thing to be recast.

Budgetary Accounting consists of two equally important phases. The first is the futuristic planning and establishment of goals and spending targets designed to achieve those goals at least cost. The second phase is the measurement of results against those goals and targets.

A serious problem in many organizations is the distortion of results that occurs when budgets are measured against book accounting. The credibility of the company budget system can be destroyed by the bickering of the manager charged with meeting the goals and the accountant charged with measuring the manager’s achievements.

A key factor in the creation of this unfortunate situation is that budget systems are usually designed around the company’s book accounting system with the format of the budget process determined by the financial and accounting arm of the company. The manager responsible for developing his own budget is then behind the 8-ball in trying to translate his perspective into the appropriate tables and columns. That disadvantage is in turn frequently exaggerated by the differences in budgetary accounting needs among the different company segments. For example, the concentration on personnel and payroll budgeting in a labor intensive company may yield rather insignificant value for the department in that company with relatively few personnel, even though a department, such as insurance with its budgeting for co-insurance and self-insurance, may have a major and direct impact on the company’s profits and cash.

Zero-based budgeting (ZBB) is in part an attempt to address these problems, but its pitfalls, particularly for the manager (whether proposing or approving the budget) who is inexperienced in ZBB, can be devastating. In attempting to expand the budget system to compensate for the variety of budgeting needs found throughout an entire organization, ZBB too often destroys the integrity of the budget process by entangling its participants in a mire of detail. Whereas many budget systems tend to be ineffective by slighting some desirable aspects of analysis, ZBB tends to be ineffective by overwhelming the same aspects with layers of superfluity.

Another frequent criticism of budget systems is that once the budget is in place it becomes an immutable force, stolidly disregarding developments that may render some or all of it obsolete.

These and other budget questions will be explored more fully in Chapter 14. The point is that the effectiveness of the accounting function is critical to the effectiveness of achieving meaningful and well-directed budgetary control. When dealing, then, with the budget process, the astute chief will:

1.Include non-accounting managers from a cross-section of the company in budget process design;

2.Seek to tailor performance measurement to each company operation so that the responsible manager can relate real decisions to the standards of measurement;

3.Synthesize both budgets and variances into terms that give top management a common frame of reference for evaluating different company segments with and against each other;

4.Translate budget information into profit and loss and cash effects so that management can successfully guide each area in relation to overall company direction; and

5.Demand flexibility to keep both budget and performance measurement in tune with the dynamism of events.

Management Accounting concentrates on analysis of corporate activities for management decision-making. The sine qua non of such analysis is good input data. The function of management accounting is to provide that data in a form that lends itself to cogent manipulation.

The nature of much of the analysis complicates the accounting job by requiring extensive detail. Like the budget process, the results of this analysis should be reconciled with profits and cash reporting.

Management accounting requirements vary greatly from company to company. In a sense, as the goal is decision-making, all company accounting is management accounting. Hence, the prime attitude of a good management accounting setup will be the ability to draw on all aspects of a company’s information system and sources, and then meld the individual pieces of information into a logical, comprehensive and comprehensible whole.

Tax Accounting focuses, of course, on the determination of the minimum legitimate liability, the development of the documentation to defend and support that determination and the timely preparation and submitting of returns in compliance with requirements. In addition to these de rigeur activities, additional facets of tax accounting that should not be ignored are the inputs to decision-making (including the budget process), as few transactions will be devoid of tax consequences.

Operational Accounting is the "statistical" and non-financial recordkeeping that is absolutely essential to relating pure dollars to operations. Included in such accounting are human resources and industrial management data.

While much of this kind of information is often considered outside the traditional accounting bailiwick, the progressive firm will still monitor it via the accounting unit, taking care to assure that the financial information systems are returning results that are both reliable and useful. These needs will also vary substantially by company.

Regulatory Accounting is simply recordkeeping in compliance with the requirements of any governmental unit. While often thought to be the concern of only utilities, transporation concerns, communications companies, etc., it is a growing problem for a great number of companies. From the Securities and Exchange Commission to individual state licensing bureaus, more and more demands for pre-formatted information are being made on businesses.

The greatest problem with regulatory requirements is that they usually do not conform to management’s own preferences. The second great problem is simply the cost of tracking and reporting the same information in so many ways with so little value for the reporter. Accordingly, the goal of regulatory accounting is often the minimum output to satisfy regulatory authorities. The additional goal that should be considered, as in tax accounting, is input to decision-making to assess the impact of alternatives on regulatory reporting, and, thence, on regulatory judgment.

Highlighting Differences

The concept the financial manager must keep in mind is that each accounting type has its own applications. Communicating their differences in methods and goals is as important as using them to provide answers. One of the best ways to facilitate that communication is to reconcile and relate to book accounting, which is the most commonly used and recognized of the types. By reconciling, the differences in perspective can be underscored with minimum risk of mistrust of the results.

Because all of the accounting types are pulling information from the single transactional data base (i.e., one set of transactions) it is sometimes difficult for the non-financial manager to conceptualize the differences. Therefore, the presentation of the accounting results, including a reconciliation, can be as important as the data itself.

Using a simplified example, assume it is year end and mythical Company Z is about to consider buying a new $100,000 production line machine. Exclusive of this transaction, the year’s profit and loss figures will be:



	Revenues
	$1,000,000



	Expenses
	–900,000



	Profit
	$100,000




The transaction could be analyzed like this:
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Schematically, the accounting types can be summarized this way:
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BETTER STATEMENT FORMATTING

With the ramifications of accounting solidly understood, it’s doubly useful to have a format for statements which provides not only the historical information, but also has some prognosticative value.

Consider the following (account simplified) layout:

April (Month 4)
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Some may wonder why the Average is not also extrapolated, and the difference between the Current and Average Extrapolations calculated. The reason is that the Year-to-Date and Average Extrapolations are the same!

Comparing current results to the next most recent and to prior year’s results, with corresponding extrapolations compared, provides answers and insights on both historical and prospective perspectives.

This format can be expanded or varied by cranking in quarterly and/or semiannual data. One can also include comparisons to several periods (e.g., all this year’s preceding months) rather than one. A particularly valuable inclusion is the use of monthly and year-to-date budgets.

Before going off the deep end, though, consider whether additional periods are really going to be informative or are just going to make a report fatter. Careful crafting of the format will, however, help to clarify seasonal swings and uncover trends in their early stages. Graphing the differences (e.g., Current – Last Month) is a particularly effective (and easy) trend spotter.

A second format improvement applies to companies with more than one line of business. Often such companies break out results by line of business (and if they don’t, they should), but the tough question is often whether and how overhead should be allocated.

The answer is that it shouldn’t be arbitrarily allocated. Overhead should only be allocated if it is directly related to results (i.e., variable with) in the line of business to which allocated. It does not have to be directly variable in a straight-line relationship, but it must have a quantifiable relationship.

For example, depreciation on delivery vehicles does not vary with every dollar of sales, but is incremental with sales. As sales reach some particular new level, another vehicle is going to be needed, so that depreciation will ratchet up as sales increase. Even though depreciation may commonly be thought of as an overhead item, it can be allocated among the lines of business on the basis of dollar (or unit) sales.

Once overhead items have been distinguished, an accurate Profit and Loss reporting format would look like the following (account simplified) example, in which we’re dealing with a company that is manufacturing, distributing and servicing:
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This format puts the responsibility for line-of-business operational results on the managers of each division, but doesn’t saddle them with responsibility over costs they cannot influence or control. The result of full allocation will merely be to create conflict among the division managers as each seeks to push off as much of that uncontrollable cost as possible on the other divisions. Such arbitrary and meaningless accounting exercises are not in anybody’s best interest, especially the company’s.

The unallocated profit is the responsibility of headquarters management, who should very well be able to control it.

KEEPING AHEAD OF RESULTS

The manager’s job is future oriented, yet the heart of the accounting system is only a commentary on the past. Individual financial statements are valuable, but they have three drawbacks in relation to day-to-day business:

1.There is a lag from time of transaction to time of report.

2.The financial statement is necessarily not detailed enough, as it covers such a broad spectrum of activities. It is a summary.

3.By internalizing certain assumptions and conventions, the real story may be distorted.

The U.S. Government issues a monthly report of Economic Indicators, which includes several factors that economists have decided generally foreshadow the direction of the economy. A similar "early warning" device can be utilized to overcome the shortfalls of the financial statements of any company.

To help give such a system instant recognition and appeal among management, consider using an acronym like KISS (for "Key Indicator Signal System") in the establishment of the program. For such a system to work, the data developed must receive prompt attention from those managers who will govern response.

There are four decisions to be made in establishing KISS:

1.What information is truly indicative?

2.How much information should be included?

3.How frequently should the information be reported?

4.Who should receive the reports?

The hardest part of the exercise is the determination of the data that is appropriate for the reports. There are at least six criteria of evaluation:

1. Forecasting Value. Each indicator should foreshadow business performance in one or more areas...
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INTRODUCTION

Each year’s Profit & Loss Statement is like a rocket ship, taking off from the launching pad. It may reach new stars in the heavens or orbit much like its predecessors, or crash in failure. But the launching pad remains. Its condition has much to do with the success or failure of the mission, because it’s very difficult to overcome the handicap of a poor or shaky liftoff. The Balance Sheet is every company’s launching pad for its missions in the financial universe.

Business history is littered with companies that achieved spectacular profits in the short run, but like shooting stars, burned out into obscurity. Only those companies with the objective of managing their Balance Sheets efficiently, as well as their revenues and expenses, are able to maintain their star quality.

Efficiency is best achieved when carefully executed tactics are woven into well-conceived strategy. Such achievement is rarely accomplished with a sudden grand sweep, although the successful manager must be able to conceptualize in the grand terms a Balance Sheet portrays. Efficiency generally must be achieved piece by piece; line item by line item, but always as part of a total strategy.

This book follows the format of a Balance Sheet. First, though, it begins with an opening chapter entitled "Overview & Underpinning: Developing Management Concepts," which establishes a strategic framework.

Within this strategic framework, each of the next 12 chapters develops its own tactical theme, expressed in the chapter title:

Secrets of Successful Cash Management

Controlling Pitfalls in Credit Extension

Action Techniques for Managing Accounts Receivable

Streamlining Accounts Receivable Collection

Precision in Inventory Adequacy

Precision in Inventory Replenishment

Insurance: Essential Profit Conservation Techniques

Systematic Management of Fixed Assets

Maximum Value From the Banking Resource

Prime Sources and Uses of Bank Debt Alternatives

Mastering Capital Objectives

Getting the Right Capital at the Right Time

Then, finally, the last chapter ties these tactical themes together into a coherent strategic whole: "Developing the Budgeted Business Plan."

The Objective of Efficiency . . .

Plus Carefully Executed Tactics . . .

Plus Well-Conceived Strategy . . .

Equal Successful Balance Sheet Management

MORRIS A. NUNES

Falls Church, Virginia

January 1988


PREFACE

The world has turned many times since 1976, when I began writing Operational Cash Flow Management and Control, the predecessor to this book. One sometimes may have thought the business world, in particular, was turning—no, spinning—at a hyperspace rate.

Stagflation. Inflation. Deflation. Record interest rates. Takeovers, Greenmail and Golden Parachutes. Redeployment. Deregulation. Record bankruptcies (both numbers and size; and notorious ones, too). Multiple tax laws, flip-flopping from liberality to stringency. Foreign competition. Roller coaster exchange rates. Market volatility. PC’s, biotech, and new industries on the one hand; the rust-belt, plant closings and disinvestment on the other.

Quite a remarkable—and woefully incomplete—laundry list. It gives you some idea of the many reasons I believe a major revision of my earlier work is timely. This edition includes new material on inventory calculations, cash management instruments, self insurance, collection problems arising from bankruptcy and much more.

To succeed in these topsy-turvy times, business people have had to be both more steadfast AND more nimble. Steadfast in pursuit of objectives. Nimble in execution of strategies.

One long-standing objective which has emerged from the turbulence and turmoil as primordial is that of building and maintaining a sound balance sheet. More and more managers have come to recognize the wisdom, in development of strategies and tactics, of giving the same emphasis to the strength of the balance sheet they have given in recent decades to the heft of the profit and loss statement. No small part of that recognition stems from the realization that overemphasis on transient earnings tends to encourage cannibalization of the fundamental worth of the company, as reflected in the balance sheet. Moreover, once compromised, balance sheet restoration is a far more difficult task, especially if economic winds are blowing in the wrong direction.

For example, consider the outfit loading up on debt to build outsized inventories and finance a huge increase in customer receivables, all in the name of getting a big jump in sales and a corresponding increase in the bottom line. True, the large inventory will produce more sales as just about every customer desire can be fulfilled. No doubt, selling to lower-rated credits does expand the potential market, and easier credit terms builds sales, too. When the accounting is completed, sure enough, there’s a welcome increase in book profits.

Then the chickens come home to roost. Interest charges on the debt mount up. Carrying costs on the bloated inventry take their toll. Some inventory has to ultimately be dumped at fire sale prices. Some is flat out scrapped. The illusory sales (the bad credits) begin to crowd the aging schedule. Some of those must be written off. The leftovers—and the costs they engender—make the sales spurt seem like an alcoholic binge with a particularly nasty hangover.

Meanwhile, the debt continues to overshadow the balance sheet. At this point many companies will plunge into a cost-cutting regimen, which often gashes muscle and mangles bone in the concentrated effort to excise fat. Advertising, training, research and development, modernization and other hallmarks of robustness, which are the key to the future, are likely to suffer disproportionately, curtailing prospects and potential.

What’s set out in these pages is a program which may be an alternative to the above scenario, but, hopefully, is more a combination preventative-and-energizer.

The strategic element in this program is the adaptation of the balance sheet to promoting efficient operating profitability, where earnings will be of tangible (not illusory) quality.

The tactical element is found in the line-item review. In that process are forged the components of an efficient operation. In the skillful evaluation of these line-item components comes several opportunities.

First, is the opportunity to refine strategy, as better ways to finance, support and preserve business progress are developed. For example, look at a line of credit loan with an annual 30-day cleanup requirement. If part of the loan has clearly become an embedded part of the capital structure, converting to a term loan will prevent a scramble for cash at cleanup time, and assures smooth cash flow to fund operations, without the disruptive trauma of a cash-short month.

Second, each of these line-items may be converted into a profit center in its own right, even if the "profits" are limited to cost savings. Whether the profits are derived from additional return on temporarily parked cash or are in the form of reduced hazard insurance premiums, they mean a healthier company.

Third, each may also be a source of additional cash flow. Reducing the average age of receivables by just a few days, switching to leasing of assets, or revising dividend policies can make an enormous difference.

Lastly, the integration of the different perspectives on the business offered by each will likely produce new ideas and new improvements in the very methods of the business. For example, where inventory demand has been predicted based solely on historical patterns, inducing sales personnel to develop market-based forecasts, will help inventory managers to better plan purchases and stocking levels, saving cash and inventory costs while avoiding sales-robbing stockouts.

If this book does nothing else but induce a fresh look at a familiar target, from an original perspective, it will have accomplished its fundamental purpose. For it is the manager who first sees solutions and first spots opportunities who has the best prospects of effective and productive commercial achievement.

Managers are rightfully judged on their ability to problem solve and to exploit opportunity. The manager who merely preserves the status quo is no manager at all; just a caretaker inadvertently waiting to be knocked off, gobbled up or relegated to irrelevancy by vibrant competition in a volatile world.

No part of the management of the assets, liabilities and equity should be a static rote exercise, but should instead be a dynamic ingredient of corporate progress. I hope Balance Sheet Management will make it so.

MORRIS A. NUNES

Annandale, Virginia

July, 1987
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