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Getting Down
to Business

m::me the success or fdl ure of the enterpme dnd by Whl(,h its

anagers are judged:

& Making profit—avoiding Toss and achieving profit goals by

naking sales or earning other income and by controlling
expenses

o (ash flow—generating cash from profit and securing cash
from other sources and putting the cash inflow to good use

o Financial health—deciding on the financial structure for
the entity and controlling its financial condition and sol-
vency

\s\ \rg:\&k To continue in existence for any period of time, a
business has to moke profit, generate cash flow,
and siay solvend.

Accomplishing thesc financial objectives depends on doing
all the other management functions well. Business managers
carn their keep by developing new products and scrvices,
expanding markels, improving productivity, anlicipating
changes, adapling to new technology, clarifying the business
model, thinking out clear strategies, hiring and motivating
people, making tough choices, solving problems, and arbitra-
ing conflicts of interests hetween different constitnencies {(e.g.,
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customers who want lower prices versus employees who want
higher wages). Managers should act othically, comply with a
myriad of laws, be responsible members ol society, and not
harm our natural environmeni—all the while making profit,
generating cash flow, and avoiding insolvency.

@«%@%%& ACCOUNTING INSIDE AND OUT
EONCEP

Ask people to describe accounting and the most
common answer you'll get is that accounting involves a lot of
record keeping and bockkeeping, Which is true. The account-
ing system of a business is designed 1o capture and record all
its transactions, operalions, activilies, and other develop-
ments thal have {inancial consequences. An accounling sys-
tem generates many documents, forms, and reports. Liven a
small husiness has hundreds of aceounts, which are needed to
keep track ol ils sales and cxpenses, its assels and liabilities,
and of course its cash flows. Accounting systems today are
computer-based. The accounts of a business are kept on the
hard disks of computers, which should be backed up fre-
quently, of course.

The primary purpose of an accounting system is to accu-
mulate a complete, accurate, and up-to-date base of data and
information necded 1o perform essential funetions for a busi-
ness. Figure 1.1 presents a broad overview of the internal and
external functions of business accouniing. Note the Janus, or
two-faced, nature of an accounting sysiem that looks in two
dilferent directions—internal and exicrnal, or inside and oui-
side the business.

In addition to facilitating day-to-day operating activities,
the accounting department of a business has the responsihility
of preparing two different kinds of interne! reports—very
detailed reports for management control and much more con-
densed reports for decision making. Likewise, the accounting
department prepares two different kinds of external reports—
financial reports for owners and lenders and tax returns for
tax authorities. Accountanis have a relatively free hand in
designing control and decision-making reporis for managers.
In sharp contrast, external reporting is compliance-driven.
External financial reports must comply with authoritative
standards and established aceounting rules. And, as I'm sure
you know, tax returns must comply with tax laws.
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$%%¢"5<> INTERNAL FUNCTIONS OF ACCOUNTING

%ON%EP n addition to the day-to-day operational demands
(preparing payroll checks, paying bills on time, sending out
invoices to customers, etc.), Figure 1.1 reveals two other
internal funetions of accounting: the preparation of manage-
ment control reports and reports for management decision
making. Management conirol demands atfention 1o a very
large number of details; quite literally, thousands of things
can go wrong. Management decision making, in contrast,
focuses aticniion on relatively few key factors. Decision mak-
ing looks al the forest, nol the irees. For decision-making
purposes, managers neesd accounting reports that are con-
densed and global in nature—that present the big picture.
These reports should resunate with the business model and
should be structured according to the profit and cash flow
models of the business.

In passing, | should mention that aceounting information
seldom comprises the whole set of information needed for
decision making and confrol. Managers use maily, many
other sources of information—competitors’ sales prices,
delivery problems with suppliers, employee morale, and so
on. Nonaceounting data comes from a wide diversily of
sourees, including shopping the competition, sales force
reports, markst research studies, personnel department
records, and so on. For example, costomer files are very
important, and they usnally inclhude both aceounting data.
{past sales history} and nonaccounting data (sales reps
assigned to each customer).

“%¢"p 4> EXTERNAL FUNCTIONS OF ACCOUNTING

g
%ON%EP Accountants have lwo primary external reporting

respansibilities: the preparation of tax returns and external
financial reports (see Figure 1.1 again). Exceedingly complex
and constantly changing laws, rules, and forms govern state
and federal income taxes, payroll taxes, property taxes, and
sales taxes. Aceountants have their hands full just keeping up
with tax regulations and forms. Acenuntants also have to stay
abreast of changing accounting standards to prepare external
financial reports.
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External Financial Reports

In the next chapter | present an overview of external financial
reporis. Please bear in mind that this book does not examine
in any great detail the external {inancial reports of business.*
This book is mainly concerned with internal reports o man-
agers and how managers analyze the information in these
reports for making decisions and for conlrolling the linancial
performance of the business. Only a few brief comments
about external financial reporting of particular importance to
managers are mentioned here.

The financial statements of a business that are the core of
the external financial reports sent to its shareowners and
lenders must conform with generally accepted accounting
principies (GAAP). These are the authoritative guidelines,
rules, and standards that govern external financial reporting
to the outside inveslors and creditors of a business. The main
purpose of having financial stalements audited by an inde-
pendent CPA lirm is to test whether the staiements have been
prepared according to GAAP. ['there are material depariures
from these ground rules of financial statement aceounting and
disclosure, the CPA anditor says so in the andit opinion on the
financial statements.

External financial reports include footnotes that are an
integral addendum to the financial statements. Footnotes are
needed because the external financial report is directed to
oulside inveslors and creditors of the business wha are not
direetly involved in the day-lo-day affairs of the business.
Managers should alrecady know mast of the information dis-
closed in {ootnotes. If managers prefer to have certain foot-
notes included in their internal aceounting reports, the
footnotes should be included—probably in much more detail
and covering more sensitive matters than footnotes presented
in external financial reports.

An external financial report includes three primary finan-
cial statements: One summarizes the profit-making activities
of the business for the period; one summarizes the cash
inflows and outflows for the same pertod; and one summa-
rizes the assots of the business at the end of the period that
are balanced by the claims against, and sources of, the assets.

*Withou! oo much rmodesty, 1 can recommaend ry book, {low fo Head o
Finaneia! Report, 5t ec. (New Yore Jobn Wiley & Sons, 19%99).
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‘T'he three primary financial statements do not come with
buill-in analysis. Rather, the linancial siatemenis provide an
organized source of information. [i's up to the users 1o exlract
the vital signals and messages from the statements. As [
explain later, managers need much more information than are
reported in the external financial staterments.

For example, suppose you're about ready to lower sales
prices 10 percent because you think sales volume will
increase more than enough to make this a smart move. You'd
better know which profit and cash flow analysis tools to use to
test the impact of this decision on your business. The external
profit report does not provide the information you need.
llather, you need the type of internal profit report explained in
Chapter 3 1o analyze just how much sales volume would have
to increase in order 1o inerease profit. You might be surprised
by how much sales volume would have 1o increase. 1 you
think sales volume would have to increase by only 10 percent,
you are dead wrong!

A WORD ABOUT ACCOUNTING METHODS

GAAP have heen developed to standardize accounting meth-
ods for measuring net income (bottom-Iine profit), for present-
ing financial condition and cash flow information, and to
provide {inancial disclosurce slandards for reporting to exter-
nal investors and lenders to business. Over the vears GAAP
have come a long way, but have not yet resulied in complete
uniformity and consisiceney from onc business 1o the next, or
cven among companies in the same industiry. Businesses can
choose from among different but equally acceptable account-
ing methods, which can canse a material difference in the
profit {net income} reported for the year and in the values of
certain assets, liabilities, and owners’ equity accounts
reported in the financial statements of a business.

Profit depends on how it's measured—in particular, on
which aceounting methods have been selected and how the
methods are applied in practice. I'm reminded of the old basc-
ball joke here: There’s an argument between the batter and the
calcher about whether the pitch was a ball or a sirike. Back
and forth the two go, until finally the umpire settles it by saying
“It ain’t nothing until [ call it.” Likewise, someone has to decide
how to “call” profit for the periad; profit depends on how the
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“strike zone” [s determined, and this depends heavily on which
particular accounling methods are selecled (o measure profit.
Exlernal financial reports are the primary means of com-
munication to [ullill the stewardship fiduciary funciion of
management—that is, to render a periodic accounting of what
has been done with the capital enfrusted to management. The
creditors and shareowners of a business are the sources of, as
well a3 having claims on, the assets of the business. There-
fore, they are entitled to a periodic accounting by their stew-
ards {ggents Is the more popular term these days).
Please keep in mind that managers have a [lduciary respen-
sibilitly to the outside world. They arc responsible for the
fairness and truthfulness of the financial statements. There’s
no doubt that top management has the primary responsibility
for the business's financial statements—this cannot be shified
or “pulsourced” to the CPA audilor of ils [inancial statements.
Nor ¢an legal counsel to the business be blamed if top manage-

ment issues misleading financial statements, unless they were a

party to a conspiracy to commiit fraud.

Because external financial reports are public in nature, dis-
closure is limited, especially in the profit performance report
of a husiness. Disclosure standards permit the business to
withhald information thal creditors and external investors
probably would like to know. The theory of this, [ believe, is
thal such disclosure would reveal tos much information and
cause the business to lose some of ils competitive advantages.
The internal accounting profit report presenied in the next
chapter containg confidential information that the business
wonldn’t want to reveal in its external finaneial report to the
outside world.

Publicly owned corporations are required to include a man-
agement discussion and anafysis IMD&A) section in their
annmual finaneial reports to stockholders, which deals with the
broad factors and main reasons for the company’s profit per-
formance. Generally speaking, these sections are not too spe-
cific and deal with broad issues and developments over the

voar.

“Fhehook analvzes how to make profit. So it seems a good
idea in conclusion to say o few words in defense of the profit
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motive. Profit stimulates innovation; it's the reward for taking
risks; it’s the return on capital invesied in business; il’s com-
pensalion for hard work and long hours; it motivates effi-
ciency; il weeds out products and services no longer in
demand; it kesps pressure on comparnies to maintain their
quality of customer service and products.

In short, the profit system delivers the highest standard of
living in the world. Despite all this, it's no secret that many in
government, the church, and society at large have a deep-
seated distrust of our profit-motivated, free enterprise, and
open market sysiem—and not entirely withoul reason.

1t would be naive 1o ignore the abuses and failings of the
profil syslem and not to lake notice of the ruthless profit-at-
any-cost behavior of some unscrupulous business managers.
Unlortunately, you don’t have to look very far o [ind examples
ol dishonest advertising, unsale products, employees being
cheated out of their pensions, dangerous working conditions,
or deliberate violation of laws and regulations.

Too many companies travel the low moral and ethical road.
A form of Gresham’s law* seems to be at work. Dirty practices
tend to drive out clean practices, the result being a sinking to
the lowest level of tolerable hehavior. Which is very sad. No
wonder profit is a dirty word to so many. No wonder business
gcis bad press. Ethical standards should be above and ahcad
of what the law requires.

Many businesses have adopted a formal code of cthies for
all ecmployees in the organization. It goes without saying thal
managers should set the example for full-faith compliance
with the eade of ethics. I managers cut corners, whal do they
expect employees to da? [f managers pay only lip service to
the code of ethies, employess will not take the code serigosly.

*¥ou ey recal baat S Thomas Greshamn was a sixteceh-centary seono-
misl whko is generally eredited wilh the ‘mportant observatior thet, given
two ypes of money cireclating iv ke ceonory, lhe ong perecived &5 more
desr ur of higher qual™y will be kept azcek 2nd spent “ass: the cheaper or
lower-quality reoney wil he offered Zirst in ecoromie exebange. Thas, the
cheaper marey will drive o0 the higher-qazlity money. Sven thouy
have nrly one currerey 0 1ae Arericar econamy, ¥ou ey have noticed
ket most al 4s tend o pass the eurrency ‘hel s ic ke worst shepe first ara
haold baex the pills thal are ic betler condilion.




