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Foreword

Some people think that having an MBA is a good thing. Others think that it is a waste of
time. For me, the answer is simple. To succeed in business and not understand basic
business principles is like living in France and not speaking French. Can you pull it off?
Sure. Will it be full of unnecessary risks and upsets? Almost definitely. Learn French if
you plan to live in France. Learn business principles if you plan to succeed in business.

[ started out as an engineer who had some aptitude in business and sales. Sure, [ could
analyze a problem and come to a solution. That’s what engineers do. But when [ began
running my own businesses, I quickly realized that I did not understand the rules of the
business game.

My guess is that you are in a similar situation or you would not be looking at this book.
You've probably bumped your head against “internal rate of return,” “opportunity cost,”
the “five Ps of marketing,” “strategic and tactical planning,” and other terms you hear
mentioned in the office or the business reports on the news. The more you understand
those terms (and the principles behind them) the more you will be able to succeed in
business—whether as a successful business owner, a skilled manager, or a savvy em-
ployee.

Read this book if you are ready to learn the rules required to play the game. Tom Gorman
covers the most important MBA “secrets” and shows that they are really not so secret
after all. He starts with managing yourself and others, explains the movement of money
and the economy, and explains the importance of marketing and strategic planning. You
could spend $25,000 and two years of your life learning this information.

Because you've chosen to increase and improve your business knowledge, my hat is off to
yvou. You know that you need more business education and you are taking the steps to
improve your mind and your chances of business success. A business that does not grow
eventually withers away. This is also true for people. Good luck with your business
ventures.

Ed Paulson
President, Technology and Communications, Inc.
Author of The Complete Idiot’s Guide to Starting Your Own Business
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Introdaction

M-B-A. These three letters spell success in business, and for good reason. Now, in reality,
just having a Master of Business Administration degree does not make anyone a master of
business administration. That takes years of on-the-job experience. But the course of
study that leads to an MBA prepares you extremely well for a business career.

How? By giving you several things that (until now) have been hard to get elsewhere.

First, an MBA gives you the key principles of how to manage a business. A business can be
managed either by the “seat of the pants” or professionally, and business school teaches
you the professional way. Professional management calls for setting goals that motivate
people, allocating resources to activities that move the company toward those goals,
monitoring progress, and making any necessary adjustments. These principles, and others
taught in an MBA program, usually lead to success.

Second, an MBA gives you exposure (at least classroom exposure) to the departments—
the functions—that you'll find in most businesses. These include management and
operations, finance and accounting, and sales and marketing. You learn about the roles
these functions play in a business and how to get these areas to work together. All of this
prepares you to deal effectively with the various people working in a company.

Third, an MBA program gives you sophisticated ways of approaching business problems.
It gives you methods, which often involve simple calculations or diagrams, so you can
clearly see the parts of the problem, develop potential solutions, choose the best course of
action, and present your case to others in a winning way.

Finally, MBAs know the language of business. Like any profession, business has its own
lingo and special terms. While at times some MBAs seem to get a kick out of throwing
these words around for the heck of it (or to confuse the uninitiated), the fact is that most
management, financial, and marketing terms refer to important business concepts. If you
understand the words, you understand the concepts. If you understand the concepts, you
can apply them in your business.

The Complete Idiot’s Guide to MBA Basics will give you all of these advantages—an over-
view of business, an understanding of the various functions, a set of analytical tools, and
knowledge of the language of business (plus a very useful glossary of business terms)—just
like an MBA program would.

Well, it's not exactly the same thing. For one thing, this book costs a tiny fraction of the
price of even one course at a business school. For another, it cuts right to the core of each
item it covers. In the tradition of The Complete Idiot’s Guide series, this book makes the
material clear and applies it to the kinds of situations that you'll run into on the job. It
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also leaves out what you don’t need: the heavy detail that most MBAs either forget or
never use.

This book amounts to a “mini-MBA” and it will prepare you to manage a business of
any size.

Any size? Even a small or medium-size business? Yes!

Even if your business never grows into a mammoth corporation, it will run much more
smoothly and be far more competitive if you manage your resources well; understand
budgeting, finance, and accounting; and perhaps most important, use sophisticated sales
and marketing techniques.

On the other hand, if you work for a large company, the knowledge and skills that you'll
get from this book will prepare you to compete and succeed. In fact, a management
position in a large company typically demands an understanding of these business
concepts.

Having earned my MBA almost 20 years ago at New York University, | have benefited as
a corporate manager, as a small businessman, and as a citizen. Most of all, the broad
business knowledge, the grounding in finance and marketing, and the decision-making
tools I gained in B-school have enabled me to be comfortable and effective in any busi-
ness situation. That’s the major benefit I want you to get from this book.

Here’s the approach I'll take:

Part 1, “The Manager's Toolbox,” shows you ways of managing people as well as several
methods of business problem-solving and decision-making.

Part 2, “How It All Operates,” covers the workings of both economics and operations,
revealing the underlying principles that determine how a country or a company wins or
loses the money game. In this part, you will learn the information you'll need to under-
stand what goes on beneath the surface when money changes hands.

Part 3, “All About Money,” takes you into the world of accounting and finance, showing
how a company keeps track of sales, expenses, and profits and how it makes budgeting
and investment decisions. This part also explains how to raise money to finance growth.

Part 4, “To Market, to Market, to Sell and Sell Big,” shows how companies learn about
their customers’ needs, develop products and services to meet those needs, and use
marketing strategy to focus on the customer and outsell the competition.

Part 5, “Steering the Business Into the Future,” deals with strategic planning, which is the
major tool for managing longer-term aspects of the business, and with ways to increase
productivity, improve quality and keep the business legal and ethical. This part of the
book also covers the essentials of career management in today’s environment.

XXi
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Extras

In addition to the text, throughout the book you'll find the following signposts that
highlight information I want to be sure you catch.

Case in Point

These boxes provide real-life examples that illustrate and expand on
the material.

MBd Alert MBA Lingo
These sidebars These sidebars
give you give you defini-
examples of tions of words and
how to deal with business concepts
problems you'll face on the that might not be

job. familiar to you.

MBA Mastery
These sidebars
provide hints
about how to

boost your—

and your company's—
performance to higher levels
with insider tips and lessons
from the current best practices
in business.
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Part 1
The Manager’s Toolbox

Whether you're a management trainee or a seasoned executive, you'll do your job
better if you understand the tools of management and the workplace in which they’re
used.

Since management is the art and science of getting things done though others, in this
part you'll examine the basics of supervising people, the seven skills no manager
should be without, and the goals of a business.
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The Meaning of
Management

2\

In This Chapter
» A (very) brief history of management
» A manager’s responsibility and role

» The “Big Five” principles every manager must know

Imagine an army with no general, a team with no coach, or a nation with no govern-
ment. How could the army beat the enemy? How could the team win games? How could
the nation avoid complete anarchy?

They couldn’t. And an organization can’t succeed without a manager. In fact, any sizable
organization needs a lot more than one manager. Managers make sure that an organiza-
tion stays, well...organized. Organizing and directing the work of others is the work of
the manager. People need organization and direction if they are to work effectively and
managers provide that.

Management is generally defined as the art and science of getting things done through
others. This definition emphasizes that a manager plans and guides the work of other
people. Some (cynical) individuals think that this means managers don’t have any work
to do themselves. As you'll learn in this book (if you don't already know it), managers
have an awtul lot of work to do.
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MBd Lingo
Management is the
art and science of
getting things done
through others,
generally by
organizing and

directing their activities on the
job. A manager is therefore
someone who defines, plans,
guides, assists, and assesses the
work of others, usually people
for whom the manager is
responsible in an organization.

MBA Lingo
Business administra-
tion means organiz-
ing and directing
the activities of a
business. An MBA,
or Master of Busi-
ness Administration degree, is

a post-undergraduate degree
from a college or university
with a graduate program that
teaches people how to manage a
business. Essentially, the pro-
gram covers the structure and
purpose of a business and its
various functions, and the tools
needed to manage these
functions—ijust as this book
does.

R N ey

All of this organizing and directing the work of others is
known as administration. In a business it is called business
administration. (In a hospital, it is called health care admin-
istration. In a government agency, it is called public admin-
istration.) Thus, business administration means managing a
business, and an MBA—master of business administration—
degree prepares a person to manage a business. In an MBA
program, which is a graduate school program, you learn
about the structure, parts, and purpose of a business, and
about the tools you need in order to manage the business.
These tools include budgets and financial statements as well
as methods of analyzing business decisions.

This chapter will introduce you to management by touching
on the development and role of management and by
covering the key principles of managing any business.

What Makes a Good Manager?

As in politics or sports, some people seem more naturally
suited to being managers than others. In our society people
often believe that men and women with a certain personal-
ity or appearance are best qualified to be managers. How-
ever, it doesn’t often work that way. Management isn't
about personality or appearance. I've known many manag-
ers with the so-called right image who were “empty suits.”

It takes dedication to avoid being an “empty suit” or
someone who enjoys being a manager but shirks the actual
work of managing. And it is work. A manager must think
ahead several moves; planning is central to good manage-
ment. A manager must deal skillfully with people, giving
positive feedback for solid performance, helping those with
performance problems, and, occasionally, terminating those
who cannot improve their performance. Managers must
keep financial considerations, as well as customer service,
front and center because a business exists to make money
by serving a customer need.

Nonetheless, despite these “musts” some managers try to avoid stepping up to the real
work of managing. There are managers who fail to plan realistically, who don't develop
their interpersonal skills, and who lose sight of financial considerations and customer
needs. Such managers not only make it tough for their employees, superiors, and custom-
ers, they also give the entire discipline of management a bad name and give people the
idea that a manager is someone “paid to do nothing” or who “watches while we work.”
Managers who are worthy of the name take their responsibilities and roles seriously.
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A manager has an area of responsibility, that is, an activity or a function that he or she is
responsible for running. A financial manager is responsible for some area of finance. In
Sales, an account manager is responsible for a set of accounts. A departmental manager or
branch manager is responsible for a specific department or branch.

A manager’s role is to run his or her function properly. It may be as large as the entire
company, as is the case for the CEO (chief executive officer). It may be as small as the
mail room. Whatever the area of responsibility, a manager must usually get things done
through other people, a subject we take up in later chapters.

In reality, management represents the sum of a set of tasks. Being a manager comes down
to doing these tasks well and consistently. Before we look at these tasks, let’s view the role
of the manager in historical context.

The Professional Manager

How can “being the boss” be a profession? A profession has its own principles, tasks, and
standards, and it requires a course of study. (Think of the traditional professions: medi-
cine, law, engineering, architecture, and accounting.) Does management share any of
these characteristics?

The answer is “yes,” and it has been for most of this century. When factories became
large and complex enough to demand skills beyond those of a simple owner-boss, man-
agement grew out of economics and engineering to become a distinct discipline.

The need to apply concepts from economics and engineering became apparent as busi-
nesses grew beyond relatively small, simple craft operations and farms into larger, more
complex operations capable of higher production.

Economics enabled managers to analyze ways to drive
costs down and produce the most money. Engineering

helped managers think of ways to best handle the The Industrial
physical (as opposed to financial) aspects of produc- Revolution was a
tion. These include decisions regarding the layout of period of rapid,
the factory, methods for dividing job functions, and major improvement
ways to handle and distribute finished products. in business productiv-

ity in the economies of
The need for professional management arose when certain nations as they
larger factories and the new machines of the Industrial adopted power-driven machin-
Revolution were adopted. A mere “boss” in the sense of ery. This development began
someone who basically just told others what do to was in England in the late 1700s
not equal to the demands of managing such opera- and, during the following

tions. Therefore, the professional manager stepped up century, spregd to other major
to the task European nations, North

America, and beyond.
In the early 1900s, the professional status of manage-
ment got a big boost from the concept of scientific
management. Frederick Taylor was “The Father of




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 6.

Part1 » The Manager’s Toolbox

Scientific Management.” (It's on his gravestone.) Taylor believed that managers could
improve the productivity of factory workers if they understood workers’ tasks and then

MBA Lingo
Scientific manage-
ment applies
scientific tools
(such as research,
analysis, and
objectivity) to
business to improve produc-
tivity. A time-and-motion study
breaks work down into sub-
tasks to discover how long
each task takes. The goal is to
understand the job and
improve the way it is done in
order to improve efficiency.

MBd Lingo
Efficiency expert is
an outdated term
for someone who
uses scientific

management

principles to
improve business processes.
Today this work usually falls to
management consultants, who
work either as hired indepen-
dent professionals or as
employees within the com-
pany (as internal consultants).

properly planned each task for each worker.

“Taylorism,” as scientific management came to be called, led
to legions of efficiency experts doing time-and-motion studies
in organizations. These studies led to the redesign of factory
work. Some experts credit Taylorism with helping the U.S.
win the Allied victory in World War II. U.S. factories were
able to quickly gear up production of arms, ammunition,
vehicles, airplanes, uniforms, equipment, and other materi-
als needed for the war effort, and to establish and maintain
high levels of quality while doing so. This was largely
thanks to modern management methods, many of which
were either introduced by Taylor or others who extended his
work.

The professional standing of management was enhanced
when management associations and business education
flourished in the first half of the 1900s. Of course, graduate
schools offering MBA degrees also boosted management as a
profession.

Today, the quest for better management practices continues
with as much intensity as ever—with more intensity than in
many eras in fact. Business now occurs on a more interna-
tional scale than in the past, so competition is tougher than
ever. Customers around the world become more sophisti-
cated and demanding with each passing year. Technology
creates (and destroys) companies and even entire industries
more quickly than ever. So managers face challenges as great
or greater than they did in any other time.

You may have heard that companies on cost-cutting sprees
have gotten rid of many managers. You may read stories
about economic uncertainty, rapid change, and new techno-
logical demands making life tough for managers. There is
some truth to these stories. However, three facts remain
unchanged:

» Business will always need managers because no business can manage itself.

» Economic and competitive conditions will always present challenges (a business
must always do better no matter how well it’s doing).

» Those who understand the job of the professional manager and dedicate themselves
to doing it well will always have a business to manage and will be prepared to deal

with the challenges.
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Case in Point

Professional management principles made the U.S. auto industry a
productivity machine. Ford Motor Company’s assembly line, in
which a car moves along a conveyor belt so workers can perform
individual tasks in a certain sequence, grew directly out of scientific
management.

The professional manager, like any other professional, understands certain principles,
performs certain tasks, and upholds certain standards. These elements are what makes a
managet a professional.

The Five Business Principles Every Manager
Maust Know

The following five concepts are the reasons a business exists and the reasons it needs
managers:

b 2
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Value for customers
Organization
Competitive advantage
Control

Profitability

I'll describe each concept in more detail over the following pages.

Value: What Customers Pay For

A business exists to create value of some kind. [t takes raw materials or activities and
increases their value in some way, transforming them into products or services that
customers will buy. Value is what customers pay for. Customers buy things that they
value.

For example, McDonald’s creates value by setting up places where people can eat inex-
pensively away from home. The company builds restaurants, hires cooks and counter-
people, buys food, and prepares meals. The customers value the convenience of location
(you don't have to go home to eat), the speed of service (it's not called “fast food” for
nothing), and the tastiness of the meals (most people like hamburgers, chicken, soft
drinks, and fries).
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A business—and its managers—must create value for customers. This can be done in
almost limitless ways because human desires are limitless. But a single business cannot
serve limitless desires. Instead, it must create a specific kind of value in a specific way. In
other words, management must decide what the business will do, and then organize itself
accordingly.

Let’s Get Organized

An organization must be...well, organized! It must have goals and the resources (human,
material, and financial) to meet those goals. It must keep track of what it does and how
well it does it. Each department has to perform its function properly. Employees must be
assigned specific tasks that move the outfit toward its goals.

Management is responsible for keeping the company organized. As you'll see in Chapter
4, “Managing People Effectively,” this mostly involves getting things done through
others—the employees. However, other resources of the business, such as equipment,
floor space, and money, must also be organized.

Managers achieve organization by means of structure. The overall structure can be repre-
sented in an organization chart like the one you'll see in Chapter 3, “Anatomy of a
Business.” But managers have other structures for achieving organization. For example,
the company’s financial structure organizes the way it handles money. The sales force can
be divided into sales teams by geography, by products represented, or both.

Companies achieve organization in various ways. Some take a highly structured, almost
military approach, with strict hierarchies, sharply defined duties, and formal protocol.
Other outfits take a more informal approach, which allows
people greater leeway and creates a more unstructured

MBA Lingo environment.

Structure refers to

the way a company The nature of the business can determine how structured or
or department is unstructured a company will be. For example, smaller firms
organized. A (those with fewer than 50 employees) tend to be less struc-
company’s struc- tured than large ones. Companies in heavy manufacturing
ture includes are usually more structured than those in creative fields,
such as advertising or entertainment.

elements such as the corporate
hierarchy, the number and
kinds of departments, number Regardless of how tightly or loosely structured a company is,
of locations, and the scope of managers must keep it organized. Even a highly structured
operations (for example, company will become disorganized if management fails to

domestic or international). manage properly. And even a very loosely structured com-

pany will be organized as long as management does its job.
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Competitive Advantage: The Winner’s Edge

To succeed in a particular market, a company must do something better than other
companies in that business. Doing something better creates a competitive advantage. That
“something” may be only one aspect of the product or service, as long as customers value
it highly. For example, a company can gain a competitive advantage by offering the
widest selection of products. Or rock-bottom prices. Or high quality. Or great service. But

it can’t do all of those things.

Managers decide what basis the company will compete on, and they must be quite clear
about this. For example, despite advertising claims, no company can really provide both

the highest quality and the lowest price, at least not
for long. (It can offer the highest quality in a certain
price range, but not at the lowest price.) So manage-
ment must decide whether it wants to compete on
quality or on price. Or on service. Or on conve-
nience of location. Then it has to manage the
company so that it does compete on that basis by
delivering that advantage to customers.

By this I mean that a company must consistently
present a certain advantage to its customers. John's
Bargain Stores does not pretend to be Bergdorf
Goodman, and vice-versa. John's competes on price
and pulls in bargain-hunters. Bergdort’s competes on
quality and service and attracts customers motivated
by those considerations, rather than price concerns.
If John's displayed designer clothing and $400
fountain pens, customers would laugh. If Bergdort’s
carried no-name clothing and Bic pens, customers
would turn up their noses.

Customers who can aftford high quality will buy
from the high-quality company; those who want low
prices will buy from the low-price company. Cus-
tomers can figure this out. But sometimes managers
cannot.

MBA Lingo
Competitive advan-
tage refers to the
elements in a com-
pany that enable it to
succeed in the market-
place. As the name
implies, it is whatever gives the
company an advantage over the
competition. This may be low
costs that the company can
achieve through manufacturing
efficiency. It might be wide
selection, or high quality, or
fabulous service. Whatever it is
it will probably soon be
matched by one or more
competitors, because most
developments in a business can
be quickly copied. For this
reason many companies seek
elements that will give the
sustainable or long-term
competitive advantage.
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Case in Point

In the late 1970s, the Cadillac division of General Motors introduced
a relatively low-priced, “sporty” Cadillac called the Cimarron. The
product failed miserably. Why? Because it departed from what had
always been Cadillac’s competitive advantage: big, plush, luxury cars
with status-symbol appeal. This is a good example of a company that
temporarily forgot the source of its competitive advantage.

Control Means Never Having to Say You Lost It

After management decides how to create value, organize the business, and establish a
competitive advantage, it must control the outfit. This does not mean ruling with an iron
fist (although some managers believe it does). Rather, it means that everyone must know
the company’s goals and be assigned tasks that will move everyone toward those goals.

Controls ensure that the right manager knows what’s going on at all times. These con-
trols are based mostly on information. For example, every company needs financial
controls. Managers have budgets so they can control their department’s spending. They
receive regular information about the amount their department has spent and what it was
spent on. Financial controls ensure that the company spends what it needs to spend—no
more, no less—to do business and meet its goals.

A business is made up of many processes, so “process control” is something you may hear
about. A manufacturing process, a hiring process, and a purchasing process all require
controls. In these examples the controls ensure, respectively, that product quality is
maintained, that the right people are hired at the right time, and that the right materials
are purchased at a reasonable price.

Controls, and the information that supports them, enable

o managers to manage.
MBA Lingo & 8

A company may

gopankrptwhen | Profitability: You Gotta Have It

it is continually ; ; ; c
unable to pay its A business is set up to make money. As you will see in Part 3,

bills for an ex- “All About Money,” the money a business earns can be
tended time. After measured in various ways. But no matter how it is measured, a
a company declares bank- business has to make money—earn a profit—on its operations.

ruptcey, it goes through a legal ) . ; ' ; .
process either to reorganize If, during a certain period of time, a business takes in more

itself so it can become money for its products than it spends making those prod-
profitable or to close down ucts, it makes a profit for that period. If not, it has a loss for
completely. the period. Losses cannot continue for long or the company
will go bankrupt.
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The most basic goal of management is to make money for the business owners. Regardless
of how well they do anything else, managers who lose money for the owners will not keep
their jobs for long. Whatever else a business does, its overall goal must be profitability.

Remember The Big Five

Remember the five concepts summarized in this chapter. Think of them as “The Big Five”
because they underlie everything a manager does. That is, all the activities of manage-
ment have one collective aim: to make these concepts real for the company and its
customers. To do this, managers must:

»

YYVvYYy

Help the company create value for customers.

Keep the company organized.

Help the company achieve a competitive advantage in the marketplace.
Exercise control over the business and its operations.

Ensure that the firm earns a profit.

As you probably know, managers vary widely in their ability to do these things. The most
successful managers can do at least some of them most of the time. The few managers
who can be called great can do all of them consistently. They do this by applying the
knowledge, skills, and tools that you will get from this book.

The Least You Need to Know

>

YYVvYy

b 2

Managers must monitor “The Big Five” business principles: value for customers,
organization, competitive advantage, control, and profitability.

A business—and its managers—must create a specific value for customers.
Management is responsible for keeping the company organized.
Managers decide what basis the company will compete on.

Managers are responsible for control. They must know the company’s goals and
assign tasks that will move everyone toward those goals.

The most basic goal of management is to make money for the business owners.

11
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In This Chapter

> The importance of proper planning

The Seven Skills
of Management

> How to develop your decision-making skills

» The secrets of effective delegation

» How to communicate with your employees effectively

Management skills and tasks all have one purpose: to help you get things done through
others. Management theories and fads come and go. Most of the theories (and even some
of the fads) have something useful to say about management. But the skills and tasks we
examine in this chapter have always been, and always will be, essential to managing
others. They are how a manager should spend his or her time.

The seven main skills and tasks of management are:

» Planning
» Goal-setting
» Decision-making

» Delegation
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» Support

» Communication

» Controlling to plan

In this chapter I'll show you how to use each of these skills to get things done.

Proper Planning Prevents Poor Performance

The Five-P Rule—Proper Planning Prevents Poor Performance—represents the starting
point in management. A manager must have a plan. The pervasive need for planning
underlies the many kinds of plans you'll find in large outfits: strategic plans, financial
plans, marketing plans, and production plans, to name a few. (I'll talk about these plans
in more detail in later chapters.)

MBf Lingo

A contingency plan
isaPlanBora
backup plan you
can adopt if Plan A
fails or conditions

MBA Mastery

Planning is

not just for

companies

and depart-
ments. As an individual, you
need daily, weekly, monthly,
and yearly plans for your
success. A long-term study of
college graduates revealed
that the major determinant
of their level of professional
success was whether or not
they had written plans for
themselves.
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The need for planning is equally important, although more
often ignored, at smaller companies. The lack of a plan leads
to reactive, “seat of the pants” management, which you find
more often in small firms.

A plan must be in writing. At times you may hear someone
say, “I have a plan. It's right here in my head,” as they tap
their noggin with a forefinger. They don’t have a plan. They
have an idea. An idea can be in one’s head. A plan must be
on paper.

Planning incorporates many of the other six managerial
tasks discussed later in this chapter. Goal-setting and
decision-making are integral to planning. A plan must
consider delegation—who will do what—and, of course, a
plan must be communicated to others. Controlling to plan,
which is follow-up to monitor progress, assumes that you
have a plan in the first place.

There are various plans in business, but they all share the
goal of creating order and discipline. A plan does this by
enabling you to bring the future into the present. This lets
you imagine a certain future and then take steps to create
that future. Those who dislike planning often cite the
unpredictability of the future as the reason for not planning.
Yet despite the murkiness of the future, planning—thinking
about the future, getting resources in place, making certain
moves, and developing contingency plans—has proven its
worth.
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Most plans also share these elements:

» A goal and a measure of the distance from the goal

An assessment of the environment

An assessment of the company’s strengths and weaknesses
As assessment of existing and needed resources

A series of tasks that will move the company toward the goal

YYYYY

A mechanism for measuring progress

I'll show you these steps in detail in Chapter 22, “Charting a Course With Strategic
Planning,” which concerns strategic planning (that is, planning for the entire company).
At this point, vou need only understand that planning—on paper—is essential to
progress.

Goal-Setting: Where To?

I've always liked the saying, “Ready! Firel Aim!” which humorously describes so many
business situations where things go wrong. You have to have an aim, an objective, or a
goal, before you act. Equally important, it has to be the right goal.

Goals can be stated in a variety of ways:
> Business goal: To be the world's largest exporter of automobiles to Canada by the
year 2003.
» Financial goal: To increase our net profit to 8 percent of sales next year.

» Marketing goal: To increase our share of the soft-drink market by one percentage
point in each of the next three years.

> Individual goal: To be head of the marketing department within five years.

Each of these examples exhibits the three characteristics of a good goal. Each one is:

> Specific

» Measurable

> Time-limited
A specific goal goes beyond shooting to be “the biggest,” “the best,” “the highest quality,”
or some other nice-sounding adjective. It is sharper and expressed more precisely. Even

the size-related goal—to be “the largest exporter of autos to Canada”"—is specific (and
measurable).

A goal must be measurable so you can know whether or not you achieved it. Whenever
possible, devise goals expressed in numbers; that is, in dollars, percentages, or a numerical
increase or decrease. (Some goals cannot be measured numerically but they can still be
clear, as in the case of “to be head of the marketing department.”)

15
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A time-limited goal has a deadline. Personally, I don’t consider a goal to be a goal unless it
has a deadline. A deadline motivates those who must reach the goal. It creates urgency and
energy. Deadlines are also important because most plans specify that certain tasks must be
completed by a certain date in order to reach the goal. These interim deadlines, often called
milestones, help you measure progress toward the goal well before the final deadline.

These three characteristics add up to the one characteristic that any useful goal must
have—clarity. The “Ready! Fire! Aim!" approach comes from having a fuzzy goal as often
as it does from having no goal.

Case in Point

Harold Geneen, the former chief executive officer of ITT Corporation,
once said, “More than one objectives is no objective.” He was calling
for clarity in goal-setting.

Too many goals create ambiguity and confusion in a company. People
tend to lose focus or, worse, start warring with one another. For example, if the
goals are to increase sales and cut costs, the sales department will fight for bigger
advertising budgets, more money for travel and entertainment of clients, and
perhaps expansion of the business. However, the accounting and production people
will be trying to limit expenditures and expansion. This puts people at loggerheads.
If you set multiple goals, either have people jointly responsible for them or be very
clear about which is more important, if there is ever a conflict between the goals.

Goals should be the right size—meaning big enough to
inspire people, but small enough to be achievable. Tiny goals
won't inspire anyone, but big goals capture the imagination.
Big goals create a sense of mission, and a sense of mission
creates motivation. Motivation calls forth people’s energy
and commitment.

MBA Mastery
A manager has to
keep his or her
people aware of
company goals.
This means breaking big goals

Keep in mind, though, that even large goals must be basi-
cally achievable or employees will see them as manipulative
or just plain silly. A company that sets unattainable goals

into smaller ones that 1) relate
to the employee’s day-to-day
job, and 2) can be completed
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in a relatively short time. To
motivate your people, give
them tasks related to the
overall goal and short-term
deadlines for completing
them.
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sets itself up for failure.

The right size goal will depend on your business. For a fast-

growing company in a new industry it might make sense to
try to grow sales volume at 25 or even 50 percent a year. For
a company in a mature industry, growth at perhaps the rate
of the industry’s growth plus a few percentage points might
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make sense. One way to target ambitious goals for sales and profit growth is to pick a
solid competitor and try to match or exceed their growth rate.

Be aware, however, that no goal can be permanent. [n the 1970s, Citibank, an aggressive
New York bank, targeted growth of fifteen percent a year. At that rate the giant bank
would have doubled in size every 5 years and in 15 years would have had every deposit in
New York City. So the goal was impossible to sustain for more than a few years, but did
serve the bank well during that time.

@ Professional Decision-Making Process

You've probably heard managers referred to as “decision-makers.” A good manager is
exactly that. There are, however, managers who dislike decision-making, which is sad
since it's a key part of their job.

Most managers who “pass the buck” are afraid of being wrong. They see any mistake as
major failure. Usually they are by nature either conservative (or spineless, if you prefer),
or they work for superiors who can't tolerate failure.

However, some people simply don't know how to go about making a good decision. They
lack a framework for decision-making. So here is a six-step process for making business
decisions (and personal ones, for that matter) in a rational way:

1. Define the problem. Most decisions relate to a
problem or can be framed as a problem. This
means that making the right decision depends
on first defining the problem correctly. If your
sales are falling, the problem could be low
quality, high prices, poor performance by the
sales force, or new competition. FEach problem
would call for a different solution. So start by
asking: “What's the problem?” This may require
exploration.

A decision-support
system is a formal
means of helping
people make deci-
sions. Usually these
systems, which are often
computerized, help

in the analysis phase of the
process. A decision-support
system may consist of guide-
lines in a policy manual (for
example, for employee disci-
pline cases) or checklists (such

2. Gather information. Good business decisions are
based on good information. Once you define
the problem, gather all relevant facts. This often

requires research, such as studying competitors,
talking with suppliers, searching an electronic
database, or hiring a consultant to dig up facts.
However you go about it, get the facts.

3. Analyze the information. Having information is

not enough, because different people can draw
different conclusions from the same facts.
Therefore, you may need to apply analytical

as the ones bank employees use
when making lending deci-
sions) or computerized models
that help forecast future
business conditions. As the
name indicates, these systems
support, rather than replace,
the decision-maker.

17




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 18.

Part1 » The Manager’s Toolbox

facts, this dec151or1-makmg
process will be especially
useful for vou. Look at the
six steps as a supplement or
an alternative to going with
your gut. Either way, use it.
Business people value facts.

tools to the facts. These tools, formal ways of analyzing information, often involve
making calculations or setting up charts showing the connections between facts.
You may even have a decision-support system. However you go about it, analysis helps
you understand the facts and what they mean.

4. Develop options. When you have a decision to make, you need to have choices. For

example, to increase sales in the face of new competition, you could improve
quality or cut prices. You could hire more salespeople or pay your current sales-
people differently. Options like these give you a basis of comparison—and a choice.
With options to choose from, you have a better chance of finding a real solution
instead of doing what seemed like a good idea at the time. There may be instances
in which you have only one option, but they should be rare if you openly consider
all possible solutions.

. Choose and use the best option. Now comes the moment of truth. You must decide.

If you followed the first four steps, you will probably make a good decision. But be
sure that you do make a decision. Avoid “analysis paralysis”—that is, analyzing a
problem forever instead of acting. Decision-makers make decisions.

6. Monitor the outcome. You usually cannot just make a
decision and then forget about it (much as you
might like to). Generally, the only way to know
whether your decision solved the problem is to
follow up afterward. If your solution worked, great.
If not, you may need to take corrective action, try
another option, or even reexamine the problem to
make sure you defined it correctly, got all the facts,
and analyzed them properly.

MBA Mastery
1f you like to
decide based
on feelings
rather than

With experience, this six-step process can become second
nature. For small decisions you need not launch a major
fact-finding effort. You may need to make one phone call.

They like dealing with - _ 3 i

people who are comfortable Nor will you always need a long hst.of options. Two rr%a.y be
with facts. This process will enough. But even when you're making day-to-day decisions
help you to avoid a reputa- in a fast-paced environment, this process will help you. And
tion for being in denial or major decisions always require information, analysis, and
shooting from the hip. clear thinking about options.
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What's more, it generally
vields better decisions.

In various forms, this framework for decision-making has
stood the test of time. The process promotes rational busi-
ness decisions that can be explained to others. (Meaning
that even if you mess up, you'll at least be able to tell your
boss what you were thinking at the time.)
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Delegate All You Can

Delegation is the act of assigning tasks to subordinates for them to pertorm. This is actu-
ally how a manager gets things done through others. The assignment may be verbal or
written, long- or short-term, phrased as a request (usually) or as an order (less often).
Assigning tasks to others and ensuring that they perform them properly is essential to any

manager’s job.

Effective delegation goes well beyond merely telling people what to do. Good delegation
calls for knowledge of the underlying principles: responsibility, accountability, and

authority.

Responsibility means that every manager and employee has a specific function or activity
to perform as their job. This is called their area of responsibility. The CEO is ultimately
responsible for the entire company. He or she has a BIG area of responsibility. But the
CEO delegates the actual work to everyone else in the company through the chain-of-

command.

The principle of responsibility implies that a man-
ager must respect the chain of command by delegat-
ing work only to people in her area and by not going
over the head of the manager above or below her.

Accountability ensures that everyone in the organi-
zation answers to someone else. Everyone is held
accountable for performing their responsibilities.
The CEO is accountable to the board of directors
(who, again, represent the business owners) and
everyone else in the organization reports, directly or
indirectly, to the CEO.

Authority means that someone has been empowered
to do a job. If you have a budget, you have budget-
ary authority. If you can hire someone, you have
hiring authority.

Essentially your responsibility is what you usually
think of as your job. You are held accountable for
doing your job by the manager above you. The
organization, through the manager above you, gives
you the authority necessary to do your job.

Ignoring these principles causes real trouble:

> When managers ignore the chain of com-
mand—when Bob, who manages Sue, goes over

MBA Lingo
The chain-of-
command refers to the
system by which
directives come from
above and are transmit-
ted downward in an
orderly manner through layers
of management. Delegation
means passing responsibility for
performing a task along to a
subordinate, that is, to someone
who reports to you, the man-
ager. An area of responsibility
refers to the scope of someone’s
job. This generally includes a set
of functions (such as matters
relating to finance or market-
ing), tasks (such as preparing
budgets or advertising pro-
grams), goals (such as accuracy
and timeliness or increased
sales), and subordinates, if
people report to you.
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Responsibility refers
to the work that a
member of an
organization is
supposed to do and
the standards for
that work to be considered
properly accomplished.
Authority is the power to do
something. The company gives
the president of the company
the power to run the organiza-
tion and he or she shares out
that power to other managers
lower in the organization.
Accountability refers to the fact
that people with certain
responsibilities are held to
account for performing them.
Their superior will make certain
that these responsibilities are
properly handled.

MB@A Mastery
Effective
delegation
comes natu-
rally to very
few managers. It is a skill most
of us must learn. As with most
of the skills in this chapter,
you can learn a lot by watch-
ing good role models. Delegat-
ing is easily observed. When
you find people who are good
at it, watch closely. Imitate
them. Ask them for pointers.
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Sue’s head and tells Leo, who reports to Sue—what
do to, Bob undermines Sue’s authority.

» 1f Mary holds Jim accountable for expenses on a
project when she did not give him authority over
that spending, she’s treating Jim unfairly.

» When someone is given two managers to report to,
when someone is not given clear job responsibilities,
or when a manager leaves the company and no one
tells his people who they now report to, the outfit
can'’t run properly.

Sadly, anyone who has been in business for several years
has seen most of these things occur. Truly good delega-
tion—orderly, sensible, consistent delegation—requires
effort.

Everyone should have clear job responsibilities, be held
accountable for them, and have enough authority to carty
them out. Everyone should report to one, and only one,
superiot. Everyone should understand and respect the
chain of command. When someone in the chain leaves,
people should be informed about what happens next.

Here are proven guidelines for effective delegation:

» Carefully consider the task and its deadline and
importance. Weigh the employee’s strengths and
weaknesses. Try to give your people a mix of assign-
ments so they can capitalize on their strengths and
overcome their weaknesses.

» When you give someone an assignment, be very clear
about the results you expect and when you expect
them. Clarify the assignment in a memo. If you give
the assignment verbally, be sure to double-check that
the employee understands your expectations.

» To the extent possible, let the person who is doing
the work decide how to do it.

» Understand that even though someone may not do a
job exactly as you would, it can still be done to a high
standard. If the work is not up to your standards, have
the employee do it correctly rather than correct it for
him. That way he'll learn your standards.
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» Delegate all of the responsibilities that you can and delegate them to the lowest
level of employee who can accomplish them. Don’t withhold responsibility or
authority from your people.

» Understand that you are delegating the work and the authority needed to get it
done, but you cannot actually delegate your accountability. If something goes
wrong, you as the manager of that area are ultimately accountable. Blaming your
subordinates is extremely bad form.

Support Your People

A manager’s work doesn't end with effective delegation. In fact, the toughest work lies
ahead. A big part of getting things done through others is supporting those others.

Why is support necessary? What kind works best?

Employees need support because barriers usually stand between them and the desired
result. These barriers exist inside the company in the form of bureaucracy and limited
resources, and outside the company in the form of competition and customer resistance.

Employees also need support because they're human. They need correction, pointers,
encouragement, and humor, particularly when the going gets tough; for example, on a
big push to meet a tight deadline or during a series of layoffs.

The best way to support your employees is to remove barriers to their success and to act
as a good coach. Here are some ways to do that:

> Be an effective advocate for your employees with
your superiors and the rest of the company.

MBA Alert
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Lobby for their interests. Be loyal to them. Try as
hard as you can to get them the resources—the
equipment, staffing, money, and time—they need
to do their jobs well.

Take your employees’ concerns and complaints
seriously. The “stop whining” approach will get
you only so far, and it can backfire horribly when
employees have legitimate concerns.

If your employees need correction, do it in
private. When they deserve praise, give it in
public.

Keep your employees aware of how their efforts
support the company’s goals and benefit the
entire outfit.

Ignoring

employee

complaints can

create financial

and legal exposure for your
firm. A manager [ know
ignored complaints from a
worker, who claimed she had
wrist problems from doing a
heavy amount of word
processing. The outfit wound
up paying for the woman’s
wrist surgery and time off,
plus compensatory damages
to keep her from pursing the
matter in court.
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» Help your employees develop and advance. Most people want increased responsi-
bilities and advancement and a chance to gain new skills. I've found this to be true
even of employees who pretend otherwise. Give everyone ample opportunity to
prove themselves—and allow for failures now and then.

» Don't play favorites. This should go without saying, but you are human and you are
going to like some employees more than others. If you don’t treat people with equal
fairness, you will create serious morale problems.

I've seen many managers try what [ call “wave-of-the-hand” management. They act as if
they can merely assign a job with a wave of the hand and it will magically get done.
Often these managers seem shocked or upset when it doesn’t work out that way.

Think of management as a contact sport, which brings us to the next task.

Commuanication: Important Beyond Words

Communication skills consistently top of the list of desired qualities in a manager. This
includes written and oral communication. Business demands that you communicate
clearly, accurately, honestly, and persuasively. Several techniques encourage effective
communication in business. (Here, I'm going to focus on oral communication. See my
previous book, The Complete Idiot’s Almandc of Business Letters and Memos, for more
information on written communication.)

Listening skills are the starting point in good communication. So few people are used to
someone who actually listens to them, with full attention and without interrupting, that
the technique can be downright disarming. It's tempting, even natural, to use the time
when someone is talking to think about your response or whether you agree.

Instead, try to listen with the goal of understanding the other person. Over time, that
understanding forms a bond between two people. Not listening undermines that bond.
People know whether or not someone is really listening to

MBA Lingo them. (You do, don’t you?)

A person’s frame of Whether you are talking or listening, be aware that the
reference is the set message sent may not be the one received. That's because
of facts, ideas, and each of us has his or her own frame of reference through

concerns that which we filter what we say and hear.
make up that

person’s view- In American culture, business people generally get the best

point. For example, the word results by speaking directly, rather than indirectly, and in
“charge” means different concrete, rather than abstract, language. That way your
things to a foot soldier, a message has the best chance of fitting your listener's frame
retail clerk, and a defense of reference. In some other cultures, however, people tend to

attorney, due to their differ-
ent frames of reference.

22

be less direct and less informal than in the United States.
Being too direct or informal on the job can alienate people.
With business becoming more international with each
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passing year, every manager must be acutely aware of cultural differences and to allow for

them when communicating.

However, it pays to be precise when managing others so that they know what you expect.
Here are some examples of both vague and precise language for some common business
situations. The statements are from a manager to a subordinate, and in general the more

precise ones will get better results.

Too Vague More Precise

“I'd like you to complete

“I'd like you to complete this

this project quickly.” project by noon this Friday.”

“Please get in touch with
somebody about that.”

“l1 can’t talk now. Please

“Please call Jim in Marketing
about those missing pages.”

“I'm sorry I'm too busy to talk now. Please

catch me later.” call back after four, or tomorrow morning."”

“You've been arriving late
to meetings a lot recently.”

“I believe your performance

“I've noticed that you arrived late to our
last three staff meetings. Is anything wrong?”

“Your analysis of our markets left out

is dropping oft.” some key points, and you seemed poorly
prepared for last Tuesday’s meeting.”

“You've been doing good

“Thanks tor your good work on the Acme

work lately.” project and for staying late last Monday.”

Much of the on-the-job communication between
managers and subordinates aims to guide and assist the
subordinate in getting her tasks accomplished on time
and up to standards. Vague, imprecise language leaves
room for misunderstanding regarding what is expected
and when it is expected. However, being a manager
and speaking precisely does not mean that you should
issue orders or “boss people around.” The best commu-
nicators view their subordinates and, for that matter
their superiors, as colleagues focused on the same
thing: getting the job done well.

Finally, be sure to share information with your employ-
ees to the greatest extent possible. Most employees
resent it when they're not “in the loop.” While you
cannot usually tell every employee everything you
know, and cannot compromise others’ privacy, you
should keep your people informed about anvthing that
directly affects them.

MBA Mastery

Cultivate an

objective

attitude toward

people on the job.

Think of them as you would
fellow players on a team. The
key is to work well together on
your common goals. If you
become friends, great. But it's
more important to respect one
another and work well to-
gether. Of course, truly thorny
performance problems do arise.
1 discuss ways to address them
in Chapter 4.
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Don'’t practice “mushroom management,” which says, “keep them in the dark and feed
them fertilizer.”

Controlling to Plan

There’s a wonderful saying in business: “Plan your work and work your plan.” In other
words, have a plan and use it. This is more formally known as controlling to plan, which
means managing your resources—your people, time, equipment, and money—as planned
in order to reach the goal. A good plan will help you every step of the way toward a goal.

A plan is not a document to write and then throw into your drawer and forget. It's a road
map, to be consulted as you move forward. Sometimes you'll need to change what you're
doing or speed things up in order to keep to the plan. Other times you may find that the
plan, rather than your activities, needs to be adjusted. That's fine. But to adjust your plan,
you have to have a plan—and refer to it regularly.

Over time, success in business, as in any endeavor, comes from diligent, daily execution
of the basics. In management “the basics” are the six managerial tasks of planning, goal-
setting, decision-making, delegating, supporting, communicating, and controlling to
plan. Master these and you will be a master of business administration.

The Least You Need to Know

» Management begins with planning and goal-setting and ends with controlling to
plan. You must have a goal and a plan for reaching it, and use the plan to move
toward the goal.

» Try to use a process for decision-making, rather than operating by the seat of your
pants. Start by defining the problem, then gather related facts, analyze them prop-
erly, develop alternative courses of action, and choose the best one. Then follow up
to see if it was the best choice.

» Good delegation is the only way to get things done through others. Pick the right
person for a task, then let them do the job. Delegate all that you can and delegate it
to the lowest level at which it will be properly done.

» Support your employees in the organization and remove barriers to their success.
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In This Chapter

The major divisions of a business

How finance and accounting control and track money
How marketing and sales sell products and services
The growing role of management information systems

How support functions serve the rest of the business
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Understanding the org chart and company hierarchy

What is the purpose of a business? Stated in the most basic possible way, a business sells a
product (anything from widgets to pizza pies to automobiles) or delivers a service (send-
ing packages, giving massages, or catering parties) and—if things are working properly—
makes a profit. All businesses use some combination of labor, equipment, and materials
to produce products or services.

A business of any substantial size has to be divided into departments, each with its own
job to do. For example, one department may oversee the company finances, another may
handle marketing, and still another may head sales. The job of the manager is to run his
or her department so that it makes its contribution to the entire company. This chapter
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MBH Lingo
The finance
departiment is
responsible for
controlling the
funds that come
into and go out of
a company. The tools for
control include financial and
investment plans, sales and
expense budgets, records
supplied by the accounting
department, and procedures
regarding who can sign and
cash checks for the company.
Finance includes the treasury
department, which works
with the company'’s banks to
control the actual cash.

MBA Lingo
A budget is a set of
estimates for sales f

Or expenses, or
both, for a specific
period of time.
These estimates
represent limits or targets, and
are thus key financial con-
trols. In most businesses,
every department has its own
budget. Within those depart-
ments, individual projects
may have budgets. One of a
manager’s main responsibili-
ties is making budget, that is,

hitting her sales targets or
keeping expenditures for her
department or project within
budget.
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will introduce you to the different parts of a business and
the role managers play in running them. In this chapter
you'll also examine some basic principles that apply to every
business.

Note that in this chapter [ will be dealing with businesses
large enough to warrant having different functions and
departments. This includes many small businesses, some
with as few as 10 or 20 employees right up to those with 50
to 100 (still considered small businesses by most banks and
larger companies) and on up to giant enterprises.

The Parts of a Business

Numerous activities must take place for a company to
successfully create, sell, and profit from its products or
services, and each activity is handled by a specific depart-
ment. Each department has to be well managed for the
company to succeed. In most large companies, the major
departments are:

» Finance
Accounting
Operations
Marketing
Sales

Management information systems

YYvYVvYYyYYy

Support functions

Let’ s take a closer look at each of these departments and
what they do.

Finance Controls the Money

A business generates a flow of money. Money flows into, out
of, and through each department in the company. The
finance department (or, more simply, finance) makes sure
that the company has the money it needs in order to
operate. This includes the money to buy or lease property
(such as office space) and equipment, purchase raw materi-
als, and pay employees. Finance also ensures that the
company continually has good investment opportunities
and the money to pursue them.
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Aiccounting Counts the Money

Finance helps the other departments in the company do their budgets and consolidates
them into one company budget. Finance works with senior management to set the
company’s sales and profit goals for the following year and designs controls to keep the
firm’s finances in order.

In a large company, finance includes the treasury
function, which manages the company’s cash and
deals with banks. Many of the people in finance and
the Treasury are financial analysts, professionals who
deal in budgets and investments and generate financial
reports for the managers of other departments.

The accounting
department keeps
the company’s
financial records, by
tracking sales, ex-
penses and receipts, and
disbursements of cash.
Accounting also calculates the
taxes that the company owes.
The accounts receivable
department tracks money that
is owed to the company for
sales made on credit. The
accounts payable department
makes sure that the company
pays its bills to suppliers. The
payroll department tracks
Accounting also usually includes the credit department, employee’s wages and salaries.
which decides how much credit (also called trade credit)
the company will extend to a customer. If you've ever
groaned over a Visa bill, you are already familiar with
the concept of credit. Customers (which may include
other companies) with good payment records can buy

The accounting department works closely with finance,
mainly by tracking the flow of money the company
generates. For example, within accounting you'll find
an accounts receivable department that tracks the money
that the company is owed and paid. Accounts payable
tracks expenditures and authorizes checks to be cut so
the company can pay its bills to suppliers. The payroll
department ensures that employees get paid.

thousands or even hundreds of thousands of dollars A company may

worth of goods on credit, meaning they are given an extend credit (or

extended amount of time in which to pay the bill. This trade credit) to a

is done in most businesses that sell expensive goods customer with a

(say, pricey automobiles) or services (extensive consult- good payment record,

ing work) because it makes it easy for customers to buy, which allows the

and thus easier for the company to make sales. customer a certain extended
period of time—usually 30

Customers or companies that do not have good days—to pay the bill. Custom-

payment records must buy COD, meaning cash on ers who are denied credit

delivery. usually must pay COD (cash
on delivery). Credit decisions

Finally, accounting includes the tax department, which are made by the company’s

calculates the company’s taxes and manages the timing credit department.
of its federal, state, local, and foreign tax payments.
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MB4A Lingo
In a very large
company, the tax
department
calculates the
company's federal,
state and local
taxes, as well as taxes on any
foreign operations and works
to find ways of minimizing
the company’s taxes. The
complexities of tax law,
especially the complexity
added by foreign operations,
demand that the company

have specialists devoted to
this work. For smaller
company'’s this department
isn’t necessary.

MB4 Lingo
A manufacturing
company produces a
product from raw
materials or parts
and components
made by another
manufacturer, or both, and
sells it. A service organization
delivers a service such as meals
(restaurants), insurance and
banking services (financial
services), haircuts or massages
(personal services), transporta-
tion (bus lines and trucking
companies), or hotel accom-
modations (hospitality

services), among many others.
In any company, the term
operations refers to the area
that actually creates and
delivers the product or service.
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The accounting department is staffed mainly by accoun-
tants, logically enough. Accountants are trained in account-
ing practices and accounting and tax law. Since the practices
and regulations are complex and change often, and because
substantial amounts of money are at stake, these profession-
als spend a lot of time keeping up to date on practices and
regulations. In most accounting departments, accountants
are dedicated to a certain area, such as accounts receivable,
accounts payable, tax and so on, and can move among these
jobs to enrich their careers. Finally, a company’s accoun-
tants work with any outside accounting firms that the
company uses. (I talk about the accounting function in
more detail in Part 3, “All About Money.”)

Operations Makes What the
Company Sells

In a manufacturing company (one that produces goods,
such as widgets, rather than one that sells services, such as
massages), operdtions includes the factory where the com-
pany makes its products. It also includes departments such
as shipping and receiving, where the company ships products
to its customers and receives materials from its suppliers.
The purchasing department buys the company’s materials
and supplies. Operations is often called the production
function.

In a service organization (one that sells services, such as a
bank or a brokerage firm), operations includes the employ-
ees who serve the customers and the places where they
work. For example, in a bank, operations would include the
branch locations.

Operations also includes back-office functions in a service
organization; that is, activities that the customers don't see
but that relate to customer transactions. Let’s take the bank
example again. You may have no idea what happens when
you write someone a check. In fact, once the bank gets it,
that check travels through a series of steps before it is
eventually deposited into someone else’s account and
deducted from yours. Those check-processing functions
would be an example of a back office function.
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The managers and employees in operations are directly
responsible for employee productivity (how many
widgets an employee can make in an hour), cost
control (how much it costs to assemble a widget), and
quality (assuring the correct form and function of the
finished widget).

In most companies, people who work in operations are
those who do what most of us think of as the actual
work of the company. In a manufacturing outfit, they
are the production workers and their managers. In a
service firm they usually work directly with customers
to deliver the service. Most people in operations are
hourly employees as opposed to salaried managers.

I'll discuss operations in more detail in Part 2, “How It
All Operates.”

Marketing Sells to Groups

It's useful to think of marketing as selling to groups of
people or businesses (as opposed to selling, which is
done one-on-one). The marketing department works to
get the story of the company’s products and services
out to customers and potential customers, known as
prospects. Marketing does this through advertising,
promotions, direct mail, special events, and other ways
of creating awareness (I'll cover these terms in more
detail in Part 3). Marketing's key job is to help the
salespeople sell.

The marketing function often includes market research,
which studies customers and prospects to learn about
their needs, motivations, and buying behavior (for
example, the age and educational level of the average
widget buyer). Marketing can also include product
development, which devises new ways of serving
customer needs (for example, a faster, more powerful
widget), and public relations (or corporate communica-
tions), which prepares written material on the com-
pany and its products.

MB4d Lingo
Back-office

functions in a
service organization
are those operations

that a customer
doesn’t see but that are
integral to creating and
delivering the service.

The marketing

department

prepares strategies,

plans, programs and

messages that get the

word of a company’s products
and services—and the benefits
they deliver—out to customers
and potential customers.
Prospects are potential cus-
tomer of a company.

MB4A Lingo
Market research
conducts surveys
among a company’s
customers and
prospects to learn about
their attitudes and buying
behavior. Product development
conceives, plans, designs and
develops new products and
services for the company to
sell. In firms that sell complex
products, such as chemicals or
medical instruments, R&D has
scientists and engineer who
work on new products.
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Case in Point

As with Finance, a number of companies are famous for their market-
ing departments. Procter & Gamble, the maker of major brands such
as Tide™ detergent, Crisco™ shortening, Comet™ cleanser, and Zest™
soap, is legendary for its marketing capabilities. In fact, P&G is the
single largest advertiser in the United States, with expenditures of
some $2.5 billion a year.

™ ™

People in marketing either are specialists in a certain area within marketing or are market-
ing generalists. Specialists tend to work in market research, product development, public
relations, direct mail, telemarketing, or writing product literature or other company
literature. Specialists typically wotk for large companies with large marketing depart-
ments. Generalists tend to do a bit of everything (but generally not with the sophistica-
tion of a specialist in the area) and can work for either large or small companies.

In today’s competitive environment, marketing can make or break a company. A firm can
have a wonderful product, but unless it spreads the word, gets shelf space, prices its
products properly, and induces customers to buy, the company won’t generate sales and
profits.

Sales Brings in the Money

The sales department includes the men and women who sell
the company’s products or services. Salespeople may work
on the telephone, in person, or both. They may sell to
distributors or retailers who re-sell the product. They may
sell directly to customers. They may sell to individuals or to
services. Salespeople may sell bus.inesses, to on.e—time blllyers.or to n.ationa.’ dccounts (a

to individuals, to businesses, major account with a nationwide business). However,
and/or to accounts. An wherever, and whatever they sell, salespeople sell.

MBf Lingo
The sales depart-
ment includes the
men and women
who sell the
company’s
products or

account is a customer, usually
a business, that repeatedly
buys from the company. In
most companies, a national
account is a major account

In most companies, the sales force is the most critical part of
the business. Salespeople persuade customers to actually pull
out their wallets and checkbooks and pay for a product or
service, which is not an easy thing to do.

with a nationwide business. In many companies, the sales function includes customer
For example, Sears is a

national account for the
power-tool maker Black &
Decker.

service, which works with customers after the sale is made.
Customer service ensures that customers are truly satisfied
with what they’'ve bought, and helps with any problems
that arise after the sale.
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Many companies think of themselves as sales-driven.
These outfits have a sales force that aggressively
presents products to customers, does all it can to please
customers, and thinks creatively and competitively
about ways to make every potential sale. For all its
technology, IBM has always been famous for its sales
force, which views selling for IBM as a mission.

Sales departments are staffed mostly by salespeople,
people who work to find new prospects and to turn
prospects into customers buy selling them a product or
service of the company. Customer service personnel
usually work on the phone with customers and may be
headed for sales jobs or use the experience to move
into marketing.

I'll discuss sales in more detail in Part 4, “To Market, to
Market, to Sell and Sell Big.”

After a sale is

made customer

service works with

the company’s
customers to maintain

a link between the

company and the customer
and to answer customer
questions, resolve complaints
and, for some products,
provide instructions for
proper use of the product.

Management Information Keeps Everyone Informed

The management information systems function, or MIS, runs the company’s computer
systems. Computers have become so essential to running a business that the importance
of this department has increased more than that of any other in the past 20 years. No
longer does senior management view MIS, which used to be called data processing, as a
backwater remote from the company’s “real business.” MIS is now integral to most

businesses, especially large service businesses.

MIS deals with the purchase, programming, main-
tenance, and security of the company’s computers.
Recently, companies have focused on using informa-
tion for competitive advantage, as opposed to just
tracking things. (Competitive advantage was covered
in detail in Chapter 1, “The Meaning of Manage-
ment.”) As the value of information has increased, so
has the value, and status, of MIS.

For example, for years the airlines issued tickets to their
customers and tracked where the flights originated and
ended. They also knew the mileage between those two
points. However, in 1979 American Airlines introduced
Frequent Flyer Miles. This program, the first of its kind,
used the power of computerized record-keeping—data

The management
information systems,
or MIS, function
defines the
company'’s require-

ments for computers, soft-
ware and related items,
purchases, installs, programs,
and maintains them, and uses
the system to provide reports
to managers throughout the
company.
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processing—to turn some very dull information into a very exciting marketing tool. This
tool gave American Airlines an advantage over competitors for several years (that is, until

they all copied it).

Management information systems is mainly staffed by computer systems analysts and
designers and software programmers. Systems analysts work to define and meet the
company’s hardware needs while programmers work on the software needs. Programmers
usually specialize in one or a few programming languages.

MBA Lingo
Support functions
basically support
all of the other
departments that
are making
something, selling
something, or dealing with
money. One support function
is the legal department (also
known as house counsel),
which consists of attorneys
employed by the company to
handle its legal affairs.

MBA Lingo
The human
resources depart-
ment (also known
as HR) works with
the managers of
other departments
to attract, hire, retain, and
train employees and to ensure
that the company is in
compliance with government
employment regulations.
Human resources also sees the
employee benefit programs
are in place.
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Support Functions Do the Rest

Any other area of a company not already discussed can be
called a support function. The key support functions in a large
company include:

» Human resources
» Legal department
» Investor relations

» Facilities management

The legal department, statfed mostly by attorneys, ensures
that the company remains in compliance with laws and
government regulations. Legal, as it is usually called, also
deals with lawsuits, whether they are brought by the
company or against the company. The legal department is
also known as house counsel (as opposed to outside counsel,
which refers to an independent law firm). Most large
companies will use independent counsel for more complex
legal situations.

Human resources (usually referred to as HR) works with
managers in other departments to attract, hire, retain, and
train employees. Because this department works closely
with managers throughout the company, you'll examine
human resources in detail in Chapter 4, “Managing People
Effectively.”

Investor relations will in many companies be part of Market-
ing or corporate communications or report directly to senior
management. Investor relations communicates with the
company’s shareholders, the owners of the company, and
organizes the annual meeting of shareholders.
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Facilities management (or the Facilities department) may
be part of operations, particularly in a service com-
pany. Facilities deals with real estate matters and the
maintenance and upkeep of the company’s buildings.
For example, facilities maintains the heating, air
conditioning, and other systems in buildings. Related
functions which may be part of facilities include
telecommunications, which runs the telephone
system, and security, which prevents crime on the
company’s premises.

Putting It All Together:
The Org Chart

The following chart, an organization chart or org chart,
shows how the departments I've just discussed would
be organized in many companies.

As you can see, every department ultimately reports to
the chief executive officer (CEO), usually the chairman
of the board or the president. In many companies the
titles of CEO and chairman of the board are both held
by one person, who has ultimate responsibility for the
company, whereas the president and chief operating
officer (COO) oversee day-to-day actual operations.

Unless the chief executive officer owns the company,
he or she reports to the owners, who are usually
represented by the board of directors. The board
oversees the operations and financial performance of
the company and guards the interests of the share-
holders.

Note that each division is run by managers, who in
turn report to vice presidents, who in turn report to
the president and chief operating officer (COOQ). This
organization chart is representative because reporting
lines in companies follow fairly standard patterns.

An organization
chart (commonly
called an “org
chart”) is a diagram

that shows the major
departments of a

company or other organiza-
tion and the relationship
between the departments.

Reporting lines
refer to the rela-
tionships among
employees and
their managers, and
among managers and more
senior managers. A direct line
links a manager with his or
her immediate, primary boss.
In some outfits a dotted line in
the org chart indicates a
secondary, less formal
reporting arrangement in
addition to the primary one.
For example, Accounting
could report directly to the
chief executive officer (CEQ)
but have a dotted line to the
chief financial officer (CFQO).

Ll =]
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What Abouat Small Companies?

You will find the departments I've described above in some form in most large compa-
nies. While small companies may not have specific departments devoted to each activity,
those activities are still performed in small companies.
Every company, large and small, has to prepare
budgets, keep financial records, pay taxes, and finance

growth. Every company must have a product or service For our purposes,
and market and sell it. Every company—except a one- a large company is
or two-person shop—has to attract and hire good one with $100
employees, whether or not it has a human resources million or more in
department. armual sales. Outfits

with less than $100
Small or new companies may do without certain (or million but more than $5-10
most) of the departiments discussed earlier, but as a million are middle market
company grows, once the need for a function becomes companies; those under $5-10

million are small businesses.
This classification system is
also used by many banks.

strong enough, it should be formalized. In practice, a
company may eventually become large enough to
warrant putting a person in charge of a specific activity
(say, marketing or sales) and, later, starting an actual
department to handle that activity..

The Least You Need to Know

> FEach part of a business has a specific function to perform. It is the manager’s job to
make sure that it performs that function well.

Finance and accounting control and count the money.
Operations makes and delivers the products or services.

Marketing and sales do the selling that brings in the money.

YYYY

The MIS function, management information systems, has become extremely impor-
tant in most organizations. This reflects the fact that computer-generated informa-
tion is now a key resource in most industries.

\

The organizational chart, or org chart, reflects the company structure.
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Managing
People
Effectively

In This Chapter

» The role of human resources

» Handling job interviews with potential employees
» Hiring and firing employees
» Dealing with difficult employees

» Promoting employee growth and job satisfaction

In Chapter 2, “The Seven Skills of Management,” | told you that supporting people is a
key task in management. The human resources function, or HR, supports all managers
and employees in a company. HR professionals take care of the “Big Picture” aspects of
managing people—such as hiring and terminating people, setting policies and pay scales,
and ensuring company compliance with employment regulations—as opposed to the
day-to-day tasks involved in getting things done through others.

Human resources used to be called the personnel department in most companies and still
is in some. However, the term hurman resources reflects a new role and new consciousness
of the department. Today issues such as ensuring employee growth and development,
managing a diverse workforce, interfacing with health insurance firms and training
employees so that the company remains flexible have placed new demands on the HR
function. It's not just about keeping attendance anymore.

In this chapter I'll explain how human resources does its job and how HR can help you
do your job. If your company is too small to have an HR department, this chapter will
brief you about the “Big Picture” issues that every manager must understand.
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What Does Human Resources Do?

HR helps managers to hire, orient, and train employees and establishes guidelines for
employee compensation, performance appraisals, and disciplinary action. HR also helps a
company comply with laws regarding employment discrimination and workplace safety.
In companies with unionized workers, HR helps managers deal with the union’s work rules.

In general, human resources carries out the administrative functions that a large staff
requires. The major HR activities include:

MB4d Lingo
Unionized workers
are employees who
have banded
together to engage
in collective,
instead of indi-
vidual, bargaining with
management. The union
negotiates a contract with
management that applies to
the workers, once the workers
approve it.

MBHd Lingo
Recruiiters are
responsible for
filling open
positions in the
company. Most
companies have
recruiters on staff in the HR
department. Recruiters also
work in independent compa-
nies set up to fill open
positions in their client
companies, usually at the
executive levels, hence the
name executive recruiters,

38

» Recruitment
Compensation analysis
Benefits administration

Training and development

YyYvYyYVvyy

General employee administration

Let’s cover each of these briefly.

Recruiters work to develop a pool of candidates to fill open
positions in the company. To do this, they place ads in
newspapers, work with employment agencies, and visit
college campuses. They also screen candidates before they're
sent to the hiring manager.

Before the company offers a job to a candidate, recruiters
may check references and, if required, police and legal
records. (And, yes, HR is where those maddening individuals
read and file—or throw out—all those resumes from people
who want a job at the company.)

Compensation analysts define the job functions and job
qualifications in a company and write job descriptions for
each position in the company. (A job description is an
official definition of the responsibilities of a position.) They
then decide what level of compensation, that is, wages or
salary plus benefits, should go to people in that job. The
wage or salary is usually defined as a range, for example,
§16,000-$27,000.

Compensation analysts also set policies regarding how often
someone in the job should be considered for a raise.

Benefits administrators work with suppliers of health, retire-
ment, and other benefit plans to see that employees have
and receive benefits.
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Training and development professionals bring in outside
training firms and develop in-house courses to ensure
that all employees are trained for their jobs and pre-
pared for advancement.

General employee administrators handle employee
communications, charitable efforts (such as blood
drives), and employee grievances. In large companies,
they may put out a newsletter or other regular publica-
tions. They also set policies regarding things such as
smoking, office parties, and compliance with safety
regulations.

Although the HR staff is there to answer virtually any
question you may have about managing employees, its
advice is particularly valuable when you are:

» Hiring new employees

> Dealing with problem employees

» Trying to ensure employee fairness and safety

Let’s look at each of these issues in more detail.

Hiring the Right Person for the Job

In a large firm, company policy usually calls for HR to
be involved in the hiring process. This is for your
convenience and the company’s protection, and it
saves money.

For example, if you need an employment agency, HR
not only knows reliable ones, but can also negotiate
the best fees. The same applies to executive search firms
and help-wanted advertisements. HR also keeps re-
sumes on file (despite what you may have heard about

A job description is

an official defini-

tion of the responsi-

bilities of a position.

Every job in a com-

pany should have a job
description, and every
employee should have a copy
of his or her job description.
As a manager, you need
copies of the job descriptions
of everyone on your staff.

Compensation

refers to an

employee’s pay plus

her bonus (if any)

plus the value of any
benefits, such as
company-paid health or life
insurance. Total compensa-
tion refers to the value of all
pay, bonuses, benefits and
what are known as perqui-
sites, such as a company car
or company-paid club
membership.

all unwanted resumes being thrown in the “circular file”), and a look through them
might uncover a solid candidate still interested in joining the company.

Human resources protects the company by ensuring that it stays within legal and regula-
tory guidelines governing employment. For example, a company cannot discriminate in
hiring on the basis of ethnic background, gender, or age. Companies of a certain size
must accommodate the handicapped. The manager of every department cannot be an
expert on employment law, so the HR function has this expertise.
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MBdA Lingo

An employment
agency is a firm
that other compa-
nies use to fill jobs.
An executive search
firm (Or executive

recruiter or headhunter)
identifies, meets, and screens
potential candidates whether
or not they are seeking a new
job. When a position becomes
available, the recruiter may
then recommend a candidate.

Avoid a tug-
‘ of-war over
: help-wanted
'-' ad copy and
resume-forwarding policy by
asking for HR's input and
taking it seriously. But as the
hiring manager, you should
have the input and informa-
tion you need in order to feel
involved and comfortable.

MBA Mastery
My best
advice on
hiring: Get
strength in

numbers. Always interview
more than one candidate for

a job and always have more
than one person in your shop
interview the candidates.
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Advertising the Position

You will usually need approval from your superior to hire a
new person, or even to replace someone who has left. When
you have that approval, review the job description with HR
and ask them to explain the company’s hiring process if
you’'re not familiar with it.

It possible, review the copy for any help-wanted advertising
that HR intends to place. Alert HR to special venues where
ads might attract appropriate candidates; for example,
industry magazines and newsletters and sites on the World
Wide Web.

When resumes arrive, HR will usually screen them. Some HR
departments screen out obviously unqualified applicants,
but I ask HR to forward all resumes to me. First, [ want to see
“what’s out there” and judge the effectiveness of the agency
or the ad. Second, someone who may appear unqualified for
the position to HR may for some reason interest me.

Interviewing Candidates

Interviewing job applicants calls for more preparation and
effort than many managers devote to the process. Many job
interviews are almost perfunctory, with the real agenda of
assessing “chemistry.” Unfortunately, chemistry alone is not
a good indicator of how well a candidate can actually do the
job.

Some HR departments offer training in interviewing. All of
them can provide guidelines and advice and perform an
initial interview. If there is more than one interviewer
beyond HR and you, HR can act as host to the candidate
and coordinate the schedule. It is a good idea to have
someone beyond you and HR interview the candidate. This
could be your superior or a seasoned individual who reports
to you. The viewpoint of another person can give you
valuable insights regarding the candidate.

Before the interview, prepare questions in writing and be
sure to get answers to them. After greeting the applicant and
putting her at ease, gear your questions to the two major
issues: Can this person do the job? Will this person do the
job?
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To get at the first issue—can she do the job?—ask
questions related to the candidate’s education, work
experience, and (key point) past performance. Ask for
specifics about her role and her accomplishments at
past employers.

The second issue—will she do the job?—relates more to
the candidate’s character, motivation, and genuine
interests. Probe deeply about what she liked and
disliked about past positions and why she moved on.
What seems to excite her? How does she see herself
and others? How fully does she answer your questions?
When you probe in a certain area, does she change the
subject?

Finally, be aware that there are questions you cannot
legally ask a job candidate. These include questions
about health, religious and ethnic background, marital
status, family plans, and age. Your HR department can
give you a better picture of what you can and can’t
legally ask. Rule of thumb: Don’t ask any question that
does not directly relate to the candidate’s ability to do
the job.

Checking References

If you interview an especially promising candidate, you
may want to check references before you extend an
offer.

Check references yourself, if possible. Otherwise, be
sure HR does. If you check them, tell the person you've
been referred to that this is an extremely important
hire and that you need an honest perspective on the
candidate to ensure that this will be a good marriage all
around. It's not easy to get objective answers, but try.
Many companies are wary about being sued by former
employees if they give out negative information. Some
will only verify that the person was employed there.
However, you should still try to get an objective, useful
reference from a former boss. A reference check will
give you more data on which to base your hiring
decision.

MBA Mastery
When you ask
a question, be
quiet and wait
for the answer.
Don't attempt to answer the
question for the candidate or
“lead” the candidate to make

a particular response. If the
answer is incomplete, wait for
more. If you don’t get more,
prompt with a phrase like,
“Can you be more specific?”
or “In what sense?” or “Why is
that?” The human tendency
may be to let the interviewee
“off the hook.” Don't.

MBd dlert
A lukewarm
Or poor [..e..
reference '
should raise a red
flag, but not necessarily end
the candidate’s chances.
Personal animosity can fuel a
poor reference, so ask for
specific details about the
employee’s performance. If
the specifics sound believable,
beware. If instead you get
vague negatives or descrip-
tions of personality traits
rather than specific behaviors,
the review may be “just
personal.”
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Extending the Offer

After you've interviewed what you consider to be enough
candidates (I like to see five to eight for a professional

MB4 Lingo position), you'll be ready to extend an offer.

An employment
contract is an Company protocol usually dictates how an offer is ex-
agreement between tended. Some outfits believe the offer should come from
the company and HR, while others believe the hiring manager should extend
employee that sets it. The latter may be warmer, but the former provides
“distance” between the hiring managers and the candidate
if negotiations ensue. If HR can act as a buffer, why not let
them? Whoever does it, generally an offer is extended by
phone and followed up with a verifying letter.

forth conditions of

employment. These include a
description of duties, compen-
sation, and terms that will
govern the end of employ-

ment, should that occur. Sometimes, new senior employees are asked to sign an

employment contract. If you are ever required to sign one,
review it carefully or, better yet, have an attorney review it
before you sign.

Getting New Employees Oriented

After the candidate becomes an employee, HR provides materials that help him under-
stand company policy, structure, benefits, and ethics. These materials include policy
manuals, benefits handbooks, and so on. HR may also have worthwhile videos on the
company.

Part of your responsibility as a manager is to develop your employees. This includes
arranging for the training they need as well as any they might request that is both
relevant to their job and in the budget. If you have people reporting to you, you should
have some money (even if it's just $500-$1,000 a year) budgeted for training. Or your
area may have a share of a larger departmental or central HR budget for training and
development.

Large companies often have tuition-reimbursement programs, which pay back the money
an employee spends on tuition for approved courses. Employees interested in furthering
their education should be encouraged to do so. Tuition-reimbursement plans help
companies retain good employees.

Whenever any employee expresses a need for training, consult HR about it. HR may be
able to put together a class or seminar on a subject when demand exists. Popular areas for
training include software, communication skills, and, yes, management skills and issues.

Dealing With Problem Employees

In my career, I've received the most help from HR in trying to straighten out problem
employees and in those cases when firing them became necessary. My superiors were
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often helpful, but just as often they either distanced themselves from the situation or, in

some cases, made it worse.

No one, and I mean no one, likes dealing with a problem employee, one who is performing
poorly, slacking off, displaying personality problems, or undermining the outfit. Because no
one enjoys the task, many managers try to “work around” problem employees, rather than
deal with them. As a manager, you owe it to your organization and to your good employees
to hold problem employees accountable and, when necessary, fire them.

I'm defining a problem employee as one who is not performing or is disruptive, but who
you cannot or should not fire immediately. Few offenses warrant immediate firing. Most

large companies limit these offenses to proven or
admitted dishonesty (beyond stealing pencils), threat-
ening language, violent behavior, on-the-job drinking
or drug use, and gross insubordination (refusal to follow
a reasonable request from a superior).

At most large companies and some small ones, virtu-
ally all other offenses (often, poor attendance, poor job
performance, or poor attitude) requires a formal
termination process to give the employee time to
improve. Note, however, that in most companies the
first 90 days are officially considered a probationary
period during which the employee can be terminated
immediately.

Large companies require managers to build a case before
terminating a problem employee, partly out of fairness
and partly because no company wants a wrongful
termination suit on its hands. The HR department assists
the manager during this termination process, while also
giving an ear to the problem employee.

The termination process is geared to give the employee
an opportunity to improve his performance or else be
terminated. Typically an employee receives written
notice of his failure to perform up to the requirements
of the job. The notice mentions the specific areas in
which his performance falls short, such as attendance
or the quality of his work, and specific goals that the
employee must achieve, such a perfect attendance or
only two defects per one hundred pieces of product.

It also usually mentions a time frame, usually 30, 35,
or 60 days, during which that improvement must be
achieved and maintained. The notice is usually also

Insubordination is

an employee’s

direct refusal to

follow a reasonable,

direct, job-related

request from his

superior. Repeated or vigorous
refusal amounts to gross
insubordination.

Wrongful termina-

tion is firing

someone based on

their age, gender,

race, or religion.

Another example would

be firing a woman because she
became pregnant or firing
someone because they got a
divorce. These are not legal
because there are laws against
discriminating against
workers on that basis. Valid
reasons for terminating an
employ are those relating to
job performance.
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worded so that improvement must “be maintained thereafter” so that the employee does
not improve temporarily just to keep his job, and then fall off again.

Some problem employees do pull themselves together, but that’s not the way to bet.
Many simply refuse to change their behavior even after a couple of verbal warnings. By
the time problem employees are given a formal written warning and are placed on
probation, they are, in my experience, usually on the way out.

Case in Point

Some firms drag out the termination process unnecessarily. I've seen
two cases in which employees (one mine, one another manager’s)
with disordered personalities were kept on the job for months because
the managers were not permitted to terminate. One of these employ-
ees ultimately had to be escorted from the building by security after
“losing it.” Lobby hard for termination in such situations.

HR can provide good advice on the legal and procedural aspects of termination. For
example, when you write someone up, HR will help you focus on behavioral issues rather
than personality conflicts. HR can also help you deal with the emotional dimensions of
the situation, both yours and the employee’s.

The best way to avoid problem employees is to hire carefully and do regular performance
appraisals.

Take Performance Appraisals Seriously

Most companies have (and every company should have) a policy stating that a manager
must give each employee a formal, annual, written performance appraisal. Sometimes,
despite policy, not all managers follow through. But every manager should, because first,
employees deserve a periodic written record of where they stand, and second, appraisals
document the employee’s performance for subsequent managers of that employee.

Some managers are uncomfortable doing performance appraisals. They’'d rather do
something else, or they hate delivering bad news.

The HR department (and your superior) will have the necessary forms and advice on how
to go about writing and administering performance appraisals.
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Sample Performance Appraisal

Rating
Qutstanding Very Good Good Fair Unacceptable
1. Attendance a 4 4 a a
2. Quality of work .| | | .| |
Works to highest standards 4 4 4 4 4
Controls defects A a a A A
Minimizes returns a a a a a
3. Timeliness of work a a a | A
Sets reasonable deadlines a | | d &
Meets or exceeds deadlines 4 4 4 | a
Will meet tight deadlines a 4 . g a
4. Communication skills a a a 4 a
Contributes useful ideas 4 a 4 4 4
Presents ideas clearly a a a | a
Listens to others a 4 a 4 a
5. Works well with others a 4 a 4 4
Assists others on the job | a d | .|
Places team goals first 4 a a 4 a
Develops others’ skills .| | | | a
6. Regularly improves job skills | 4 a .| |
Attends company training 4 a . 4 .|
Demonstrates improvement . 4 4 4 4
7. Initiative Qa Q a a Qa
Requires minimal direction u u .| u u
Anticipates and warns of
problems a ] Q ] Q
Solves problems proactively a a a a Q

The most common mistakes (aside from not doing appraisals or not doing them regu-
larly) is rating people too highly given their actual performance and not giving them a
clear program for improving their weaknesses. I'm not encouraging negative performance
appraisals, but balanced ones. I have seen perfect employees—exactly two in 20 years.
Most of us (myself included) have strengths and weaknesses and you must document

both in the appraisal.
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Case in Point

A survey several years ago revealed that in the average company, over
50 percent of employees rate their job performance in the top 10
percent of the outfit's employees. This is a practical, as well as a
mathematical, impossibility. Quite possibly, overly positive perfor-
mance appraisals contribute to this situation.

If you have a poorly performing employee due for his annual appraisal, use it as an
opportunity to document the poor performance and give him an action plan and 30 to
60 days to improve.

When It’s Time to Go: Firing an Employee

Sadly, you will probably eventually encounter a problem employee who cannot or will
not improve. Once an employee has been given a real chance to improve and has failed,
he should be terminated quickly. (Of course, you will have input from HR as well as your
superior before you actually terminate an employee.) The following are general guidelines
that [ have found useful:

» Meet with the employee in a conference room or an

office other than yours or his.

MB4 Lingo . . N
s .9 . » Give the person formal, verbal notice of termination
JeVerance P{,I'}f' isa

final payment and a brief, blandly worded letter that states that
made by the “the company will no longer require your services.”

GQENRATY ta an » Don’t apologize. You can say you're “sorry that
employee who is

being terminated things did not work out” if you like. You can wish
or laid off. The company them well in their future endeavors. But it is not

makes this payment partly your place to make a true apology.

O‘i‘t o fatmii?; tct)lf[he = > Deliver the news yourself, but have someone from
ployee, to “tide him over

during the period of unem- HR at the termination. That way you have a witness
ployment presumably ahead to this final conversation (or confrontation), as well
and partly to assuage any as someone to back you up.

hard feelings the employee >
may have.

Ask the terminated employee to leave company
property when the conversation is through. If you
prefer, you may give the employee until the end of
the day, but the sooner they leave, the better.

It may seem harsh to tell someone to take his belongings and leave the premises. How-
ever, there are good reasons for this approach. If left to his own devices after termination,
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he may create a scene or even damage or steal company property. The only conceivable
reason to let someone who's been fired stick around is to be polite. If the employee
warrants that courtesy, fine. But beware that it can backfire.

Don't be shocked if the employee threatens you with a lawsuit. When [ hear that, I say,
“You have to proceed in the way that's best for you,” and nothing else. Many companies
forestall legal action by providing (often absurdly generous) severance pay to terminated
employees. Senior managers may receive this as part of their employment contract. But
by no means does every fired employee get severance pay.

When severance pay is given to a fired employee, it’s usually when he signs a letter
agreeing not to sue and accepting the payment as full settlement. Often these employees
are “allowed to resign” instead of being fired.

Ensaring Fairness and Employee Safety

HR usually oversees efforts to ensure fairness to employees and company compliance with
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health and safety regulations. For example, in terms of fairness during employee layoffs,

HR is usually involved in arranging severance pay and,
for managerial and professional employees,
outplacement. No one enjoys laying off employees, but
there are better and worse ways of handling it. HR can
help with this difficult task.

In terms of health and safety, HR understands the
impact of legislation in the workplace and can help the
company comply. For example, HR will make sure the
office is in compliance with the Occupational Safety
and Health Act (OSHA), the most far-reaching U.S.
legislation on workplace safety. More recently, the
Employees with Disabilities Act requires workplaces to
be accessible by people with handicaps. Affirmative-
action programs and anti-discrimination legislation are
other key areas in which HR helps managers stay on
track.

Other efforts that human resources undertakes in this
area include:

» Handling employee grievances
> Referring employees to assistance programs

» Running the job-posting system

OQutplacement

refers to services

provided by

consulting firms

(known, naturally, as
outplacement firms) to

help laid-off or terminated
employees make the transi-
tion to a new employer or to
their own business. These
services include counseling,
assistance with resumes and
job searches, office space, and
personality tests to promote
self-insight.

» Advising management on promotions, raises, and career paths

Let’s examine each of these in turn.
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Employee Grievances

HR usually handles employee grievances—complaints by an employee who feels unfaitly
treated by management—and employee accusations of sexual harassment or racial,
gender, or religious discrimination. Usually, HR has procedures for handling these
situations and, when possible, resolving them.

Employee Assistance Programs

If the company has an employee assistance program (EAP), HR usually sets it up and tells
employees how to use it.

If you have an employee that you suspect may have a drug or alcohol problem, especially
one that is affecting his work, discuss the matter confidentially with an HR professional
in your company. You should certainly do so if you know
the employee has been under the influence while on the
MBA Lingo job.

An Employee

Assistance Program ]ob Postil‘lgs

(EAP) is a service

set up by a health- Most large companies have a job-posting system, a list of
care provider, such currently open positions within the company and a proce-
dure for applying for the openings. Many companies prefer
to fill jobs internally because the candidates are known
quantities. These companies often require that the job be
posted for some period, usually two to four weeks, before

as a hospital or an
HMO, to offer drug and
alcohol, parental, and psycho-
logical counseling to employ-
ees and managers on a i ; )
confidential, company-paid efforts to fill it from outside can begin.

basis.

If your outfit has a job-posting system, be sure you under-
stand how it works. (You may use it yourself some time to
find a better position.)

Promotions, Raises, and Career Advancement

As a manager, you play the major role in the promotions and raises of your employees,
just as your superior does in yours. However, HR administers the system in which raises
and promotions occur. The better you understand that system, the more you can help
yourself and others who deserve increased salaties and responsibilities.

Here’s an example of what [ mean. In one large company [ worked for, I had an excellent
matrketing coordinator reporting to me. When raise time rolled around, she was not
eligible for one because she was already at the top of her salary range. Given the quality
and amount of her work, I believed (and she believed) that she deserved a raise.
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When we sat down and analyzed what she was actually doing, we realized that she was
performing some of the duties of a marketing manager, the job above her, rather than a
marketing coordinator. However, she was not yet ready to be promoted to marketing
manager.

The solution?

I worked with a compensation analyst in HR to create a job description for a new position
between marketing coordinator and marketing manager—marketing associate. [ made
sure this position had a higher salary range than the marketing coordinator position. I
promoted her to marketing associate, gave her a raise, and was able to reward (and retain)
a good employee.

A career path is a series of moves, usually but not
always toward positions with increasing responsibility,
which represent career progress. A company’s HR Job rotation gives
department develops career paths within the outfit. an employee

This can include everything from providing informal knowledgF of all the
advice about advancement within the company to SOTART . it

. e ; tions by leading the
struc'turmg formal management training and job- employee through a
folation: programs. series of assignments in

In the broadest sense, a career path is whatever path various departments. Each
your career takes. It may be a straight line leading assignment ranges from
upward in a single company or a zigzag across compa- SO Eck | Bwnorihs:
nies or even careers. As you'll see in Chapter 26 sl e
“Career Management in a Changing World,” ca}eers in of‘a fprmal Rl

¢ : ' training program.
a single company tend to be shorter than they used to
be, so each of us is ultimately responsible for our own
career path and planning.

The Least You Need to Know

» The main responsibilities of the human resources function include recruitment,
compensation analysis, benefits administration, training and development, and
general employee administration.

» Human resources has numerous ways of developing a pool of job candidates. These
include visiting schools, working with employment agencies, and placing help-
wanted ads.

» HR can advise you on interviewing and hiring job candidates. HR can also help in
hiring by checking references and extending the offer.

> Lveryone in a company should have a written job description that accurately
reflects their responsibilities and is related to their compensation.
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» HR can help you deal with problem employees. Because most companies fear
wrongful termination suits, problem employees often require delicate handling.
Know your firm's procedures for these situations and work closely with HR to
resolve them quickly.

» Lvery employee (and manager) in a company should receive a formal, written

performance appraisal at least once a year. These should seriously assess the
employee’s strengths and weakness, and set forth a program for improvement.
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Managing Yourself
on the Job

In This Chapter
» Useful tips on managing your time and getting organized
» How to prepare and deliver a great presentation

» Conducting efficient meetings

In addition to managing people and money and processes, managers have to manage
themselves. Regardless of how much you know about the technical aspects of your job,
how you manage yourself will largely determine your progress and earnings.

Self-management means setting the right priorities for yourself, using your time wisely,
and presenting yourself in the best way on the job. It means conducting phone conversa-
tions, presentations, and meetings so that you get things done and leave everyone feeling
that it was time well spent.

Everyone in an organization wants to be promoted. But really, you promote yourself by
handling everything you do in a professional manner. This chapter covers important on-
the-job skills that are not covered in most MBA programs.

Beyond Job Knowledge

Knowing vour job is essential. If you are a financial analyst, accountant, market re-
searcher, salesperson, or operating manager, you must be the best you can be. But to




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 52.

Part1l »

The Manager’s Toolbox

excel, you must have some other skills that lie outside your area of technical expertise.
These skills go across job categories and involve daily tasks that come up in the course of
working in virtually every large organization (and most small ones).

The most important of these skills are:

»>

>
>
>
>

Managing your time

Staying organized

Using the telephone properly
Conducting presentations

Conducting meetings

No matter what your actual job is, being able to do these things well will only help you
perform it better.

Time Is Not on Your Side

Everyone who is employed is busy. But not all of us are productive. The only way to be
both busy and productive is to work on the right things, in the right way, for the right
amount of time. The only way to do that is to plan.

If you are not already doing so, get used to the idea of planning your time. This doesn't
mean just writing things to do in your planner. It means carefully considering the tasks
you agree to take on and the resources, including the time and other people’s time that
you will need to complete them—and their importance.

When you agree to take on a task, any task, you must ask yourself how important it is
and how important it is that you or your people perform it. In today’s typically under-
staffed outfit, you simply must be protective of your time and your people’s time. The
best test will include questions such as:

>
>
>

>

>

Will doing this create revenue? If so, how much and when?
Will doing this reduce costs? If so, how much and when?

Does this relate to my goals as stated by my boss or the goals of the department as
stated in our plan? If not, how does this fit?

What will happen if this does not get done? What threat will materialize or what
opportunity will be lost?

What will not get done if I or my people take on this responsibility?

That last question is key: In downsizing, most senior managers are much better at getting
rid of workers than they are at getting rid of work. The usual procedure is to simply
reassign more work to the remaining workers. This can undermine employee morale,

52




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 53.

Chapter5 »

Managing Yourself on the Job

customer service, and eventually the company itself. In
a downsizing firm, not doing the less important things
is as crucial as doing the more important ones.

It's not easy to refuse to take on work, especially from
your boss, but it pays to let her know how much you
and your people are doing, and to warn of what
projects might fall through the cracks if the new task is
assumed.

If you still get stuck with an unimportant task, at least
you can assign it lower priority. If you and your people
get the most important tasks done, you will be OK.

Quick Time Management

Time management revolves around planning. So plan
your work and work your plan.

It's best to start with your long-term goals, because you
must spend your time on the most important things,
and the most important things are activities that move
you toward your long-term goals. You should also
specify intermediate and shorter-term goals.

So start with your business goals for the year (or even
the next two, three, or five years) and then come up
with interim goals, for the quarters and months of the
year. Then specify the weekly and daily tasks you must
accomplish in order to reach those goals. You should
also specify weekly and daily goals.

For most of us, working the plan is more difficult than
planning the work. That's because so many urgent
things seem to take priority over what we have

MBA Alert

A Key ™
concept of

time manage-
ment is to get the

most important things done
first. If you accomplish the
insignificant at the expense of
the essential, you will not be
around long—even if you did
it at your boss’s direction.

One key to
solving the
time crunch
we all face may
be learning respect for one
another’s time. If you don't
impose on others’ time, if you
plan properly and don’t make
your problems other people’s
emergencies, if you work at a
proper pace, and if you only
make the commitments you
can keep, then you can ask
them to do the same.

planned. As one wise observer put it, “The urgent things keep us from doing the impor-
tant things.” It is up to vou to battle this situation. Get to know the difference between
what is important and what is merely urgent. So much of what is presented to us as
“urgent” is actually unimportant. Constantly ask yourself, “What happens if this waits?”

and then weigh the answer.
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Case in Point

The great French general Napoleon Bonaparte reportedly would ignore
requests from the generals below him for 30 days. If the request
continued after that point, he considered it important.

Admittedly, Napoleon'’s day was not a “real-time” age, and lacked
phone, e-mail, and fax. However, ignoring low-priority requests and hoping they go
away can work. I've used this effectively on bosses who get random ideas that create
work for others but little value. It is not a tactic to use often, or on everyone—only
requests that waste time.

Now Where Did | Pat That?

54

Aside from too little time, most managers face too much paper. You may be old enough
to remember the term “paperless office.” This was supposed to be a big benefit of the
personal computer. What a laugh!

The personal computer and, worse yet, the printer have enabled us to generate more
paper than ever before. (E-mail might be contributing, but I doubt it.) A lot of this paper
is going to wind up in your office and it will turn your office into a dumping ground if
you let it.

What can you do? Stay organized. But how?

First, you need a filing system. If you don’t know how to set one up, follow these sugges-
tions. (You could also check out my other book, The Complete Idiot’s Almanac of Business
Letters and Memos.)

Basically, you need the right-sized files for various topics. By various topics, 1 mean those
that you must deal with due to your job function: customer and prospect files, project
files, personnel files, and whatever else you deal with on a daily basis.

Your choice of topic will atfect the size of the file. You want the topic to be narrow
enough to be useful in identifying the material, but not too narrow. If it's too narrow,
you'll wind up with hundreds of thin files with very little in them. If the topic is too
broad, you'll have fewer files, but they will be far too thick.

Here's an example of what [ mean. If you're a salesperson who sells just a few products to
a small number of customers, you might maintain a single file for all prospects. If you
have multiple product lines and a large customer base, you may want to have files labeled
“Prospects—Copiers,” “Prospects—Office Furniture,” and so on. Of course, any file that
gets too thick can be subdivided.
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Once you have files, you have to use them. That means

that you must return papers to them after you are
through with them and return the file to its proper
place. This sounds simple, but if you are not naturally
organized (and don’t have an assistant to keep you
organized), things can quickly fall into chaos unless
you consciously set aside time each day for organizing
your office.

Here are several other tricks that can help you win the
paperwork battle:

» Try to touch each piece of paper only once as you
sort through your incoming mail and memos:
Trash it, refer it, answer it, or file it—right then
and there. This is the TRAF system of Stephanie
Winston, author of The Organized Executive.

» If possible, write your reply or a referral to some-
one else right on the memo. Don't create unnec-
essary paperwork.

» Don’t open junk mail unless you might actually
respond to the offer.

» Fill forms out promptly if they need filling out. If
you don't have all the information you need, fill
out what you can and then you'll know what you
need.

» Don't keep a lot of copies of reports of other
documents in your office. Put extras in a storage
room or keep one copy for others to copy if they
need it.

> If you like to save newspaper or magazine articles,
clip them and put them into files. Don't let
periodicals pile up.

Phone Power

MB@A Mastery
You might
consider a
method of
using three
types of files, even for one
topic. You can have “working
files” for the projects you work
on day to day. These you keep
close at hand and carry to
meetings. Then you can have
“historical files” in your file
drawer. These hold informa-
tion that you may have to
refer to but don't want in vour
working file. Finally, you can
have “archives” for material
that you may conceivably
need in the future; for in-
stance, for tax purposes or
legal reasons. Archives can be
stored outside your office or

MBA Alert

You don’t

have to be a
“neat freak,”

but many execu-

tives look askance at those
with sloppy offices. In
general, a reputation for being
disorganized can hurt you,
and it certainly won't help
you.

The simple telephone is still the major communication tool in business—if you use it

right. Here’s how to get the most out of yours.
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Incoming Calls

Answer by saying hello and identifying yourself. If company policy requires you to
mention your department or company name, add that, too. You should not answer by
saying “Yes?” or, unless it’s customary in your outfit, only your last name. Both sound
too curt.

Unless you are in customer service or a similar function, if
yout phone rings all day long and you answer it every time,
MBA Alert you're not going to get your real job done. In this case, let
On voice voice mail answer for you for most of the morning and
mail, long afternoon, and return the calls in the late morning or

greetings with afternoon.
the day, the date,

and reasons you can’t come Keep your voice mail greeting short. A simple, “Hello, this is
to the phone waste time. Tom Gorman. Please leave a message, and I'll get back to
Worse yet are “cute” greetings you shortly,” has worked for me for years. Similarly, you

or ones like, “You know what should keep your messages as short as possible. And do

to c_lo'and you know when to everyone a favor by always leaving the number where you
do it,” or “If you believe it can be reached and leaving it slowly. Many people check
will add value, please leave a their voice mail from outside their office where they may

message.” If you must express :
yourself in these ways, put not have your number with them.

bumper stickers on your car. Finally, it's considered courteous to return calls the same
day. If they came in late in the day, say, after 4 p.m., you
can often let it slide into the next day.

Oautgoing Calls

When you have to call someone, call them. Millions of people walk around all day
saying, “Gee, | have to call this guy.” What's stopping them? Don’t procrastinate. When
you know you need to talk with someone, especially if you need something from him,
ask as soon as you can. Otherwise, he may be in a time crunch, or out of town, or no
longer with the company, or whatever.

I've found it useful to set aside a certain time of day to make outgoing calls and to return
calls. It's also a good idea to keep calls short. Pass a few pleasantries, get down to business,
and get off and onto the next call. It is very easy to chew up 20 or 30 minutes on gossipy
chatter, but it's not very productive.

Here are some other general hints:

» Save time and money (since directory assistance now charges) by keeping your
telephone list up to date.

» Speak into the phone at a moderate volume. With today’s equipment, there’s no
need to shout into the phone on a long-distance call.
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» Unless you are interested, get rid of telemarketers
and job seekers politely, but quickly.

MBA Mastery
1f you know
someone who
makes a good
living on the
telephone, such as a salesper-
son, agent, or headhunter, try
to observe them on the job
some time. There is a combi-
nation of courtesy and
persistence, and a way of
pacing the conversation,
asking questions, and allowing
for silences, that some of these
people—and some skilled
executives—have mastered.
Listen for it, and you'll hear
what [ mean.

> If the switchboard keeps directing the wrong type
of incoming call to the company to your phone,
speak with the operators and tell them where
those calls should go.

Powerful Presentations

In a large organization, the opportunity to make a
presentation can represent an opportunity to help or
hurt your reputation. People who make good presenta-
tions get to make more presentations. Those who don’t
“present well” often are not asked to present anything
again.

Speaking before groups ranks among the most anxiety-
producing events in adult life. That’s because everyone
knows that something is at stake: You are either going
to knock ‘em dead or go down in flames. (In reality,
most presentations fall somewhere in between, but that's not how you feel beforehand.)
So there are three things you must do: prepare, prepare, and prepare.

Prepare Your Material

The key thing is to have a point. Or to have two or three points. But if you don’t have a
point to make, why are you getting up in front of people?

You've probably seen it. A guy talks for 45 minutes. You can hear what he’s saying, so
that’s not the problem. And what he’s saying may even make sense at the time. But you
walk away saying, “What was his point?” or “Why did he tell us all that?”

Once you have a point or two or three, you're halfway there. (Few people can remember
more than three points. In fact, the more points you have, the fewer they’ll remember.)
Try using this simple formula to structure your presentation around your main points:

1. Introduce yourself and your main point or points.
2. Support your points.

3. Repeat or sum up your points and then close.

Here are the most common mistakes in structuring a presentation:

> Throwing in too many details

» Broadening the topic or getting off the subject
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MB@A Mastery
Humor can
Uiny, get the
audience on
your side, but
be careful. Not every speaker,
including some very good
ones, can handle humor. If
you have a knowing audi-
ence, “in” jokes about shared
problems, common enemies
(the IRS or a major competi-
tor, for example), or the
difficulty in parking can
work. Witty observations
tend to work better than
long stories. Avoid making
fun of yourself, anyone else,
or the company. Forget off-
color or politically incorrect
humor. Even if you think it's
funny, it's not corporate.

MBA Mastery

Graphics

software,

such as

Micrasoft
PowerPoint and Lotus 1-2-3,
enables you to create
charts—such as bar, pie, and
line charts—from data in a
spreadsheet. If presentations
are an important part of your
job, you should learn how to
use such software,

» Failing to support the points with solid evidence
» Not sticking with the structure

The fact is that unless people are exceptionally bright and
motivated and take copious notes, they will not remember
most of what you've said. The details blow past them, or
worse, bore them. If you get off the topic, you are basically
wasting everyone’s time.

If you have a good structure, stick with it. Don’t decide to
start ad-libbing, unless there is a good reason and you can
handle it. The same goes for humor.

By the way, don’t mention that you are tired or sick (unless
you must apologize for your voice). Don't offer complaints.
Be upbeat and positive.

Visual Aids

Many business presentations call for visual display of
information. Depending on the presentation, this can
include tables of numbers, financial highlights, organization
charts, graphs, and bullet points of information. The right
visual aids can enhance your presentation, maintain audi-
ence attention, and keep you on track.

The first major rule—and the one most often broken—for
visual aids is: Keep them simple. Complex exhibits commu-
nicate very little, yet many presenters insist on using them.
Audiences refer to these complex exhibits as “eye charts”
because they feel as if their eyes are being tested in a doctor’s
office.

Use simple illustrations, bar charts, pie charts, very brief
tables, and no more than five bullets (preferably fewer) on a
single exhibit. In this situation, less is definitely more.

The second major rule—and it's broken as often as the first
one—is to not use too many exhibits. The mark of an
amateur is to try to get through 40 slides in 45 minutes.
Figure about two minutes per slide, which would indicate
that a 45-minute talk would call for about 20 or so slides.
Two minutes per slide may seem like too long to you, but

you should be using the slides as talking points and have something to say about each
one. Plus you usually have some introductory comments at the beginning and maybe
some questions and answers at the end. It works out.
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Given today’s extensive publishing technology, there are a number of ways you can
present materials: as handouts, overhead transparencies, slides, or computer-based files.

The following table lists the pros and cons of each type.

Presentation Materials

Material Pros Cons
Handouts Easy to construct. No visuals up on a screen in
front for you to refer to.
No need for equipment Some audience members
(other than the copier). will look ahead to later parts
of the presentation.
Audience can make notes
on your exhibits.
Best for short presentations Not considered very spiffy.
with fewer than five exhibits.
Overhead Easy to construct Transparencies are awkward
transparencies without training. to handle during the

35mm slides

Computer-based
slides

Can be done in color for
relatively low extra cost
(if you have a color printer).

You can write on the

transparency to make a point.

Very professional-looking.
Handle easily.

Can be done in color.
Very professional-looking.

Easy to use during
the presentation.

Inexpensive to make, once
vou have the equipment.

presentation. Need an over-
head projector.

Not considered very spiffy.

Require special equipment to
create the film.

Film must be sent out to
photoshop to be developed.

Can be expensive.

Requires a personal computer,
software, and some training.
Requires you to bring a
laptop computer to the
presentation site.

Whatever form of visual aid you use, triple-check your exhibits for accuracy and number
them so you’ll know they are in the right order. If at all possible, do a “dry run” through
the presentation with the exhibits, with one or two people looking on. That's the best

way to ensure accuracy.
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Prepare Yourself

Prepare yourself by realizing that once you know your material, you have expert power
over yout audience. You know more about the subject than they do. Also (except for
those who want your job), the audience wants you to succeed. They're rooting for you
because nobody wants to attend a dull, boring presentation.

Before the presentation:
» Put your notes on index cards for ready reference, but don't plan to read the speech
(a sure-fire bore).
» DPractice the presentation several times, but don’t exhaust yourself.
» Get plenty of rest the night before.
» Dress your best. Arrange your clothing and shine your shoes the night before.

» Plan to arrive at least one-half hour before your scheduled time.

In front of the audience, plan to:

» Project your voice to the back of the room, especially if your voice doesn't carry. If
your voice is too soft, get a microphone and use it, but not too close to your mouth.

» Hold your hands comfortably up in front of you. You'll automatically start using
them to gesture. Don't stuff them into your pockets and rattle your change around.

» Use a podium if you wish, but I think speakers relate to an audience better without
one. Also, you create visual interest if you walk around a bit (but not too much).

» Move your eyes around the room from person to person, alighting on one person at
a time. But don't stare.

» If people start annoying side conversations, politely say, “Excuse me,” or ask, “Are
you with us?” or just be quiet until they realize what’s going on.

» Announce that you will take questions at the end of your presentation. In most
situations, this works far better than taking them as they occur. Or you can say that
you will periodically ask if there are any questions before you move to new material.

Prepare the Room and Equipment

Arrive early and make sure the room is set up properly. Anyone who has done enough
presentations can tell you about the time they showed up with 35mm slides and the
room was equipped with an overhead projector.

The only way to cope with this is to call the person in charge of the room in advance (if
the presentation is on unfamiliar ground, for example, at a hotel) and then still get there
carly.
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Final tip: Be sure there's a glass of water nearby during

your presentation, just in case your mouth gets dry. MBA dlert
Although
i most people
All About Meetings ot
Meetings are like the weather: Everyone talks about meetings, there are
them, but nobody does anything about them. Most those who want to be at any
managers feel that they have to spend far too much meeting where they may have

even a remote stake. This is
usually a personality issue, so
when you know someone like

time in meetings. Actually, what they are saying is that
they are spending too much time in unproductive
meetings. Truly effective meetings are so rare that U e he e
people actually comment on them when they occur. and have a good reason ready
Follow these practices, and you will hear the compli- when they ask, “Why wasn’t 1
ments yourself: invited to...?"

» Invite only those who must attend. The more people,
the more talk, and the less action. So invite only
those with a stake in the decision or plan. (If the
meeting is just to make a general announcement,
that's different; you may need to invite your
entire staff or company.)

MBA Mastery
Useful phrases
when chairing
a meeting
include: “Are
you with us?” or “We can'’t
have stereo conversations” (to

> Have both a starting time and a closing time for the
meeting. Mention the closing time in the memo
announcing the meeting. During the meeting,
you can refer to the closing time to move things people talking among them-

along. selves); “We're not going to
Also, make the closing time as soon as possible. If settle that here today” (to
you need an hour or three, by all means schedule peo‘ple whoac:'m foetofta

; . topic); and “I'm sorry, but
that amount of time. But realize that people tend Mary has the floor” (to
to use the allotted time, whether they need it or someone interrupting). Don’t

not. Shorter is better. be afraid to assert your

» Have a written agenda. You don’t necessarily have authont_y as the chairperson.
g At one time or another,

to distribute it before the meeting, although that everyone will appreciate the
may be useful if people have to prepare before- order that results.

hand. The key thing is to have an agenda and to
distribute it at the meeting. It not only inspires
confidence in the attendees, but will help you
move the meeting along.

> Chair the meeting (or have someone else chair it). The person who runs the meeting
should have the authority, either by rank or knowledge, to maintain order and
efficiency in the meeting.
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» Ask someone to take notes and compile the minutes of the meeting. Although nobody
enjoys taking notes and writing up the minutes, it creates a record and helps those
who did not get to attend. It's a secretary’s or administrative assistant’s job, so it you

have one, great. If not, rotate the task among the

eligible candidates, who will usually be junior
MBA Lingo people.
e ofs » Always try for a clear outcome—a decision or next steps—
meeting are the i e :
official record of before closing the meeting. The problem with so many
the proceedings. meetings is that they have no clear conclusion. Bring
‘When a series of the meeting to a close with a simple phrase such as,
meetings is being “We're going to have to stop now,” and add, “But 1
held, j_t S rUomARy o _read just want to recap what we've accomplished this

the minutes of the previous . , ;

meeting to bring everyone morning.” If you don't know or don't remember what

up to date. You should review was accomplished (or nothing was), ask, “What have

the minutes before they we accomplished here this morning?” or “What does

are distributed. Things that the group believe makes sense for our next steps?”
ate not for publication are
sometimes said in meetings, Recapping what was decided or planned and laying

so make sure they don’t out next steps, and particularly who will be respon-
appear in the minutes. sible for what, is essential. It gets into the minutes
and helps move things along.

Some people, particularly those new to organizational life, feel that they are supposed to
put on some kind of performance or to somehow “shine” at a meeting. Rather than worry
about that, the best thing you can do is prepare for the meeting. You can do this by
reading past memos or reports on the topic or through informal conversations.

In the meeting itself, try to do your part to illuminate the issues and find workable
solutions to the problems at hand. Often the less you say, the better, as long as what you
say is lucid and worthwhile.

The Least You Need to Know

> Time management is the essential skill if you are to be productive and reach your
goals. The whole key is to relate your daily activities to your most important goals.

» Use the phone consciously, not mindlessly. Many people in business may know you
mainly by the way you come across on the phone. Be courteous and friendly, but
businesslike.

» The key step in delivering a presentation is to prepare to the point where you feel
completely confident about the material. When you first start doing presentations,
you will probably over-prepare, but that will give you confidence in front of the
audience.
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» Always do the best possible job preparing your visual aids, and try to do a dry run.
Arriving early at the presentation site can help you avert disaster.

> Lffective meetings call for inviting only those who must attend; having a starting
time, closing time, and a written agenda; and chairing the meeting properly.

> Always end a meeting by reviewing what was decided or the next steps and how

follow-up will occur.
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Part 2
How It All Operates

Let’s pull back for a bit and look at the systems at work in business. The largest system
of all is an economy. We can talk about the national economy, the international
economy, and even the global economy. An economy is basically the sum of all of the
business activity of every kind that takes place in an area.

An economy works on certain principles and, since a business functions within an
economy, professional managers make a point of knowing how the economy works.
They also know what signals to watch for in the economy, signs that business condi-
tions may be getting better or worse. We'll take a look at these signals, and at some
basic economic concepts, in this part.

We'll also look at concepts in what is known as operations management. Operations
management is the whole broad area of making business decisions. Professional
managers, and of course MBAs, know how to apply a variety of analytical tools—
methods of analyzing business problems—to arrive at the best possible business
decisions. You will learn about these tools and how to use them in this part as well.

T
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L 3 It's the Economy

In This Chapter

The structure of the economy

Understanding GNP and GDP

>

>

» The causes of recessions and recoveries

» The effects of inflation and unemployment
>

The difference between fiscal policy and monetary policy

The national economy is the total of all of the financial transactions that go on in the
nation. This includes everything: a kid buying candy with the quarter in his sweaty hand,
one megacorporation acquiring another in an international transaction, the government
opening (or closing) a military base. An economy includes every exchange of money that
takes place in a city, state, nation, or region.

Business operates in an economy the way a fish swims in water. That's why business
people follow the economic news. To be sure, businesses can affect the economy; for
example, when some large corporations moved their headquarters out of New York in the
1970s, it hurt the city’s economy. However, as we will see, the economy has an even
greater affect on business.
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This chapter gives you an overview of the economy and a summary of economic concepts
you should know. More important, it will help you understand the economic news and
the effect the economy has on your business. You may notice that this chapter uses the
U.S. economy as a specific example from time to time. Please understand that these
economic concepts are universal and apply to all countries.

Our National Economy: Ais Easyas C+ 1 + G

From the various economic data issued by the government agencies and other institu-
tions, economists have found that certain statistics point to the current or future state of
the economy. These data, called economic indicators because they indicate the state of the
economy, can help you as a business person steer your company through periods of
economic change.

Because an economy is the total of all financial transactions
in an area, you can measure the size of an area’s economy by
adding up the transactions. The dollar value of all goods and
services produced in a country, for example, is measured by
the gross domestic product, or GDP. GDP measures the size of
a national economy.

MB4 Lingo
Gross domestic
product, or GDP, is
the total value of
all goods and
services produced
within a nation’s
borders. That includes goods
and services produced by
foreign-owned companies in
that nation. (In contrast, gross
national product includes the C = total spending by consumers
value of all goods and services
produced by a nation'’s
companies, including those
companies and facilities
located outside the country.)

Here is the formula for GDP:

GDP=C+1+ G+ (Ex—1Im)

The parts of this formula are simple:

I = total investment (spending by businesses)

G = total spending by government (federal, state,
and local)

(Ex — Im) = net exports (exports minus imports)
The U.S. economy is now over $7 trillion. That means that the United States produces

more than $7,000,000,000,000 worth of goods and services within its borders every year.
The U.S. economy is the world’s largest national economy.

What Happened to Gross National Prodact?

Economists now discuss the economy in terms of GDP instead of gross national product, or
GNP. Here's why: GDP refers to all goods and services produced within a nation’s borders.
GNP refers to all goods and services produced by a nation, including the overseas produc-
tion of its companies.

68




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 69.

Chapter 6 » It's the Economy

For example, U.S. companies do a lot of production
overseas, and foreign companies (especially foreign
auto makers) do a lot of production in the United
States. The GNP would include the monies generated
by these companies, even though they are not gener-
ated in the U.S. The GDP tells economists what's
actually happening in the U.S.

Exports are goods
shipped out of the
country in which
they are made to be
consumed in another
nation. Imports are goods
shipped into the country that
will consume them. The goods
were made by the exporting
nation. One country’s exports
are another country’s imports.
Net exports are a nation'’s total
SIOWS; exports minus total imports
» If business investment grows—if companies during a certain period, for
invest in buildings and equipment and hire new example a calendar year. Net

workers—then the economy grows Ipot ared atlon s okl
T ! y8 ) imports minus its total exports

> If government spending grows—it money is during a period.
poured into space programs and roads and police
officers—then the economy grows.

If you look at the GDP formula, you'll see that if any
one component increases, then the total GDP in-
creases. For example:

» If consumer spending grows—if people buy more
clothing and cars and homes—then the economy

By the same token, if any one component of the GDP decreases, then the total GDP
decreases.

You'll look at the dynamics of the economy in a bit, but first let’s examine exports and
imports.

Imports and Exports: Easy Come, Easy Go

When a country exports goods, it sells them to a foreign market; to consumers, busi-
nesses, or governments in another country. Those exports bring money into the country,
and that increases the GDP. However, when a country imports goods, it buys them from
foreign producers. The money spent on imports leaves the economy, and the GDP
decreases.

The term net exports assumes that exports are greater than imports. If a nation exports,
say, $100 billion dollars’ worth of goods and imports $80 billion, it has net exports of $20
billion. That amount gets added to the country’s GDP.

But if imports are greater than exports, net exports are negative. For example, if that same
nation exported $80 billion of goods and imported $100 billion, net exports would be
—$20 billion. That amount would be subtracted from the GDP and the economy would
be that much smaller.

Conceivably, net exports could be zero, with exports equal to imports.
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1If net exports are positive, the nation has a positive balance of trade. If they are negative,
the nation has a negative trade balance. Virtually every nation in the world wants its
economy to be bigger rather than smaller, and to be growing (we’ll see why in a minute).
That means that no nation wants a negative trade balance.

Case in Point

A nation’s balance of trade is calculated for a country in relation to the
rest of the world, and in relation to other individual nations. It can
even be calculated for a specific industry.

For example, the U.S. usually has a negative balance of trade with the
rest of the world. That means the U.S. imports more than it exports.

The U.S. also has a negative balance of trade with Japan. The U.S. imports more
from Japan than it exports to Japan. However, the U.S. exports more fruits, grain,
and vegetables to Japan than it imports from Japan. So the U.S. has a positive
agricultural trade balance with Japan.

Because no nation wants a negative trade balance, some countties try to protect their own
martkets. This policy, called (logically enough) profectionism, uses barriers to keep out
imports. These barriers include high fariffs (taxes or surcharges on imported goods) and
strict rules about what products can be imported.

Despite some nations’ attempts at protectionism, free trade—trade unencumbered by
barriers—has been the dominant trend for most countries for most of this century.
Economists usually favor free trade because it tends to give
consumers the greatest choice of products at the lowest
MBA Lingo prices. That occurs because some nations are better at
Protectionism refers producing certain products than others.

to government

policies designed Can Exports Move an Economy?

to restrict imports
from coming into In most economies, exports and imports are less important

the nation. A tariff, in the business cycle than the other three sectors. But there
also called a duty, is a tax on are exceptions.

imports as they come into the

country. Free trade means Suppose a nation that exports a lot of oil experiences a
international trade that is sudden fall-off in foreign demand for its oil. That nation
unrestricted by tariffs or other could quickly skid into recession. Similarly, if that nation
forms of protectionism. saw a sudden surge in demand for its oil, it could well move
into recovery. (I'll talk more about recession and recovery
later in the chapter.)
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An economy that depends heavily on exports, particularly a single export, can be quite
vulnerable to recession. An economy like that lives and dies by trade policy—and by its

major export, whatever it is.

Growth Is Good

What's the importance of economics? Why should anyone care about this stuff? What

does it have to do with anyone’s job or business?
Plenty!

An economy is a dynamic system for supplying
people’s wants and needs. Like any dynamic system, it
doesn’t stand still. It is either growing or contracting.

If the economy is growing, that’s good. It’s good for
two reasons: First, in most economies the population is
growing and new people have needs that must be met.
If the population gets larger, the economy has to get
larger to meet those needs.

Second, even if the population were not growing,
people always want and need more goods and services.
They want a rising standard of living. Only an economy
that grows most of the time can give people a rising
standard of living.

GDP: It’s All Connected

There’s an important aspect of the GDP formula that
we haven't discussed: The elements are all intercon-
nected.

When the state police buy cars from Ford Motor
company, it increases G, government spending. When
Ford pays its advertising agency it increases I, invest-
ment or business spending. When a copywriter at that
ad agency goes out and buys a bottle of French cham-
pagne, she increases Im, imports. When her wine
merchant has excess inventory of California
Chardonnay that he sells to a merchant in Canada, he
increases Ex, exports. And so on.

The standard of
living is the total
quality of life
supplied by an
economy. It includes

the availability and

quality of jobs, housing, food,
education, transportation,
sanitation, recreation, and
health care in a city, nation,
Or region.

The business cycle

is the recurring
pattern of expan-
sions and contrac-
tions in an economy.

The expansions are called
recoveries and the contractions
are called recessions. Officially,
a recession is two consecutive
quarters of contraction; that
is, GDP growth of less than
Zero.

Conversely, if the state closes down an agency, it reduces G. Those ex-workers without
paychecks will then decrease their spending; for example, they'll postpone buying a new
Ford, thus reducing C. When Ford sees its business decrease, it will cancel factory expan-

sion plans, thus reducing I, investment. And so on.
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In an economy, everything—every activity, transaction, person, and organization—is
directly or indirectly connected. So when the economy expands or contracts, everyone is
affected. That is why everyone is concerned about the economy’s expansions and con-
tractions, or the business cycle.

What Goes Up, Must Come Down

The business cycle exists because of fluctuations in demand. (Demand here is just another
word for spending.) C + 1 + G + (Ex — Im) represents total demand. Consumer spending is
consumer demand. Business spending is investment demand. Government spending is
government demand. Exports represent foreign demand for a country’s goods. Imports
represent domestic demand for foreign goods.

Fluctuations in demand tend to be unpredictable in both their timing and intensity.
Some economists spend their lives trying to predict recessions and recoveties, but as a
group their record is fairly poor. The one thing they, and we, do know is that a recession
always follows a recovery, and a recovery always follows a recession. We just don’t know
when and with what strength. The business cycle never stops.

Tracking the Business Cycle

72

Here's what happens in a typical business cycle. During a recovery, things steam along
nicely. Consumers are buying, which means that spending, or demand, is increasing. In
the GDP formula, C increases.

To meet this increased demand, industry expands its productive capacity. Businesses lease
new space and buy new equipment and hire new workers so they can expand their
capacity and increase production. This increases I, investment. During a recovery, most
businesses want to “make hay while the sun shines,” so they expand vigorously.

As long as consumers keep buying and businesses keep investing, the recovery continues
and everything is fine. The business cycle stays on an upswing. GDP growth continues.

Yet, inevitably, consumer demand eventually decreases. This can occur because consum-
ers have finally been satisfied—meaning that we get to a point where enough of us have
new cars, clothes, and homes for spending to slow down—or because some event, such as
a war, causes consumers to hunker down, cut spending, and start saving.

When this happens, business as a whole simply cannot react swiftly enough. While
individual businesses do better or worse at adjusting to a fall-off in demand, as a group
they wind up with excess capacity. They have too much productive capacity and too
many workers for the new, lower level of demand.

What do they do?

First, they lay off workers. Although that helps companies adjust, it cuts consumer
spending further because a laid-off consumer can’t spend his pay. He’s not getting paid!
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Second, business stops expanding its plant and equipment. Why add to capacity when
you have excess capacity? So after consumers cut spending, businesses cut spending, and
this begins a downswing in the business cycle.

Vicious and Virtuous Cycles

A recession is a great example of what's known as a vicious cycle. Consumers cut spend-
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ing, businesses lay off workers (who are, of course, also consumers) and reduce invest-
ment. This causes consumers to cut spending further, which decreases demand even
further, causing businesses to lay off more workers and further cut investment.

In contrast, a recovery is a virtuous cycle. It begins when consumers finally cannot get
along with the cars, clothes, and homes they have. They start spending again. Business
responds to the increased demand by hiring workers. This puts money in consumers’
pockets. Business also invests in new capacity to meet that demand. That gets more

money moving in the economy. All of this starts an
upswing in the business cycle that lasts until the next
fall-off in demand and excess-capacity situation, which
ignites the next recession.

Fortunately, recoveries usually last a lot longer on
average than recessions. In the 1990s, a fairly mild
recession of about two years, from 1991 into 1993, was
followed by a strong recovery that began in 1994 and
continues as I write. Most of the 1980s were one long
recovery.

Even more fortunately, a depression—a collapse in
demand, huge excesses of capacity, and widespread
unemployment—is very rare. The Great Depression of
the 1930s was the only one to occur in the United
States and Europe this century, but it had worldwide
repercussions.

The Government’s Role

I've described the business cycle in terms of consumer
and business behavior. But what about the govern-
ment?

The government can only spend money that it gets
from two sources: taxes or borrowing.

Most of the government’s spending money comes
from taxes on—guess who?—consumers and busi-
nesses. During a recession, consumer and business

As a manager,

you should

understand

how economic

cycles can affect your business.

For example, if you sell goods
Or services to consumers, you
may get stuck with excess
inventory when consumer
spending slows because
demand fell off and you didn’t
see it coming.

Income equals
spending. Because
the economy is
interconnected,
what one person or

business spends,

another collects as income.
Total spending, total income,
and GDP are essentially the
same thing.
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spending, and thus consumer and business income, decrease. Since federal (and many
state) taxes are based on income, tax receipts also decrease. Similarly, during a recovery,
consumer and business spending, and thus income, increase and so do tax receipts.

Now all of this is what happens if the government does nothing to try to affect the
business cycle. But in fact the government plays an active role in most modern econo-
mies, including ours. Let’s spend some time examining that role.

What Does the Government Want?

Essentially, the government wants order in the economy. The government wants a sound
currency, low unemployment, and sustained economic growth.

Morte specifically, the government wants a currency with minimal inflation (rapid price
increases that erode the value of the dollar). It wants sustained growth, at a long-term
average of about 3 percent a year, which is about what's possible without inflation getting

MBA Lingo
Inflation in this
context refers to

rapid price increases
that erode the value
of currency.

Economic policy is
the means by which
the federal govern-
ment stimulates or
reigns in economic
growth. There are
two kinds of economic policy:
fiscal policy and monetary
policy. Fiscal policy is the use
of government spending and
taxation to affect the
economy. (The term fiscal
refers to budgetary matters.)
Monetary policy refers to
measures aimed at affecting
the amount of money in the
economy.
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out of hand. And it wants low unemployment, as close to 4
petrcent as possible—it can’t go much lower.

Four percent is generally recognized as the lower limit
because some small portion of the work force will always be
officially out of work because they are between jobs. Most of
the people between jobs have just been fired or laid off and
have not yet found another job. Ot they were fired or laid off
and are still counted as unemployed, although they are not
really looking for work and want to take some time off.

The Inflation-Unemployment Trade-Off

Since the economy is a dynamic system, it can go out of
whack. [t is often growing too slowly to provide full employ-
ment or too fast to keep inflation low. Indeed, that is the
traditional trade-off in managing the economy: You either
get low inflation and high unemployment or high unem-
ployment and low inflation.

Here’s why.

An economy is said to be “overheating” when the increased
demand in a recovery pushes up the price of everything. This
is inflation, defined as too many dollars (too much demand)
chasing too few goods. When demand outstrips capacity,
consumers “bid up” the price of goods. Also, businesses know
they can charge higher prices when demand is high.

However, the bright side of this is that unemployment is
low because businesses have hired all those workers to




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 75.

Chapter 6 » It's the Economy

handle the new capacity that’s been added. So in a recovery, and especially in an “over-
heated” economy, there are inflationary pressures—but there is also low unemployment.

The economy is said to be “cooling,” that is, going into recession, when demand falls.
When demand falls, of course, you don’t have too many dollars chasing too few goods.
Instead you have unsold goods, because demand for them has decreased. So inflationary
pressure, that upward pressure on prices, goes away.

The dark side to this is that jobs go away too. Why have workers making things when
demand for those things is falling? So there is low inflation—but high unemployment.

So ultimately what the government, and the rest of us, want is a happy medium. We
want steady jobs and steady prices. But since an economy is dynamic, it does keep going
out of whack. Government economic policy aims to keep it in whack.

Economic Policy

In the U.S., the government plays a big role in the economy because the federal govern-
ment alone represents over $1.5 trillion in spending. There’s a lot of demand there to be
managed. When you add in state and local governments, the total government compo-

nent amounts to more than one-quarter of the U.S. economy.

However, we're concerned only about the federal government. While states and cities
have their economies to manage, only the federal government can affect the whole
economy. [t does this through economic policy.

Fiscal Policy: Taxing and Spending

Since there are two sides to the government budget—taxes and spending—the govern-
ment has four tools of fiscal policy. It can raise or lower spending and it can raise or lower
taxes.

If the government raises spending, it will heat up the economy. Why? Because it will
increase G in C + 1+ G. It will increase demand. It will contribute to GDP growth. Itis
putting money in the accounts of businesses and the
pockets of consumers. Using an increase in government
spending to ignite a recovery is called fiscal stimulus.

Incidentally, this is true whether the government uses An increase in
money from taxes or borrows the money by issuing government
debt. If the government spends more than it collects in spending to ignite a

taxes, it is deficit spending. It has been a common recovery is called a
practice ever since the British economist Maynard fiscal stimulus because
Keynes (say “canes”) theorized in the 1920s that th_e 1nlcrease}cli der;lland
governments could help economies out of recessions ztrllgltlhitseittle ié);ngrnf;ctors
by deficit spending. Economists who believe in fiscal ’
policy are called Keynesians.
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1f the government sees the economy overheating and inflation heading upward, it can
cool things off by doing the opposite. If the government cuts or postpones its spending, it
decreases demand and that will ripple through the economy.

Taxes have similar effects. If the government wants to stimulate a lackluster economy, it
can cut taxes instead of increasing spending. This leaves more money in the hands of
consumers and businesses, and that money tends to get spent. If, on the other hand,
taxes are raised, it takes money away from consumers and businesses. This will cool off
the economy.

MBA Lingo
Deficit spending
occurs when a city,
a-':“' state, or federal
\‘ . government spends
\ more money than

it collects in taxes during a
given period, such as a year.
The term indicates that the
government spent money
even though it had a budget
deficit, that is a shortfall
between the amount it spent
and the amount collected in
taxes. Since the money spent
during a deficit doesn’t come
from taxes, the government
must borrow it, which it does
by issuing bonds.

MBA Lingo
The velocity of
money is the
number of times
the total money

supply changes
hands, or circulates through
an economy. If you divide
GDP by the money supply,
the number you get is the
velocity of money.
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Monetary Policy: Money Makes
the World Go ‘Round

An economy runs on money. The amount of money avail-
able therefore plays a role in the size of the economy.
Monetary policy enables the government to affect the
money supply and therefore the growth rate of the
economy.

Economists who believe in monetary policy are called
monetarists. They oppose the Keynesians and fiscal policy
because they believe the money supply has more affect on
economic growth than the federal budget does. The econo-
mist Milton Friedman has been a major force in this move-
ment, which favors slow, steady growth in the money

supply.
A monetarist looks at GDP through the following formula:

GDP = money supply x velocity

GDP here is the same GDP that results from C+ 1+ G +
(Ex — Im). But it is determined differently. It is determined
by the money supply—the amount of currency in circula-
tion plus deposits in savings and checking accounts—
multiplied by its velocity. Velocity is the number of times
the money supply circulates through (or “turns over” in)
the economy. Picture each piece of currency in an
economy, including the money in savings and checking
accounts at banks. The average number of times the total
stock of currency changes hands is velocity.

For simplicity, let’s say that the U.S. money supply is §1
trillion and that the $1 trillion circulates through the
economy seven times a year. Since $1 trillion times seven
is §7 trillion, GDP would equal §7 trillion.
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There are some complexities with this concept. Velocity can be ditficult to measure
accurately. Also, velocity can change. For example, some experts believe that aggressive
corporate cash management (through which companies attempt to slow down the payment
of bills and speed up the collection of debts) has increased the velocity of money in the
past 30 years.

The Role of the Fed

Interest rates are
The Federal Reserve, or “the Fed,” controls the U.S.

simply prices that

money supply. The Federal Reserve System is the U.S. borrowers pay for N7
central bank. Think of a nation’s central bank as a money in different N‘
“bank for banks.” The Fed replaces old currency with circumstances. \
new cutrency, guarantees bank deposits, and governs Although money is always the
the banking system. same (a thousand dollars is a

i . ) thousand dollars), its price,
The Fed affects the economy in three major ways: that is, the interest rate,

depends on who's borrowing
the money. The greater the
» By selling and buying government securities risk that the borrower will not

> By talking about the economy g‘i;E:gg:f}fﬁ’;gief;i’;gf

> By moving interest rates

Let’s take a closer look at each of these.

Moving Rates to Get Things Moving

Since interest rates are “the price of money,” the Fed can stimulate a sluggish economy by
lowering interest rates. If interest rates decrease, that makes for easier credit. The lower
the rate, the easier it is to get the loan. Consumers and businesses see the low rates and
take out loans, start spending, increase demand, and start an upswing.

On the other hand, the Fed can raise interest rates in order to cool off an overheating
economy. If the Fed sees inflation moving up, it is very likely to do this. (As the guardians
of the currency, central bankers hate inflation.) When the Fed moves rates upward,
money becomes more expensive, so spending slows and demand decreases.

Because it hates inflation, the Fed likes to raise rates at the first sign of it. Thus the Fed is
often accused of “removing the punch bowl when the party gets going.” In a way,
though, that’s it's job.

The Fed also sets the rate for short-term loans that banks make to one another (the federal
funds rate) and the rate at which the Fed makes loans to banks (the discount rate). Although
these are the only rates that the Fed directly controls, they tend to drive other interest rates.

Bay! Sell!

The Fed also controls sales and purchases of government securities (government debt), and
can use this to atfect the money supply.
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When the Fed wants to cool the economy, it sells securities and that takes money out of
circulation. Think about it: If businesses and consumers buy government bonds, they
have the bonds and the government has their money. Less
money is in circulation, so there will be less spending, less

MBA Lingo economic growth, and a cooler economy.

The federal funds rate i )
(commonly called When the Fed wants to heat up the economy, it buys

the fed funds rate) government securities. This puts money back into the hands
is the interest rate of businesses and consumers and thus back into circulation.
that banks charge Money in circulation means more spending and an

one another on economy on the upswing.

overnight loans. The discount .
rate is the interest rate that the Although people watch interest closely, purchases and sales of

Federal Reserve charges to securities are even more important to the Fed in managing
member banks on loans secured the money supply. These sales are done at the direction of the
by government secur-ities and Federal Open Market Committee by the Securities Depart-
other securities that the Fed will ment at the Federal Reserve Bank of New York. (That bank, by
accept as security. the way, is one of 12 Federal Reserve Banks that oversee the
U.S. banking system.)

When the Fed Talks...

The Fed, or more accurately, the chairman of the Federal Reserve, also talks to the busi-
ness community. Indeed, the business community is so focused on the pronouncements
of current Fed Chairman Alan Greenspan that people joke about it. You'll often hear
things like, “If Alan Greenspan sneezes, the economy catches cold,” and so on.

This talking function of the Fed is called “moral suasion.” The Fed, in other words, directs
statements at banks, consumers, and businesses to get them to “do the right thing” with
regard to the economy.

The Least You Need to Know

» The economy is the environment, the climate, in which business operates.
» In arecession, spending and demand decrease, making the economic climate more
difficult. In a recovery, spending and demand increase, making it easier.

» Gross domestic product, or GDP, is the value of all goods and services produced
within a nation. Four sectors comprise the total economy: consumer spending,
business investment, government spending, and net exports (exports minus imports).

» The federal government uses fiscal policy to stimulate or cool off the economy by
adjusting taxes and spending.

» Monetary policy uses interest rates, purchases and sales of government securities,
and moral suasion to heat or cool the economy. Monetary policy is controlled by
the Federal Reserve Board.
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Going by the
Numbers:
Economic
Indicators

In This Chapter
> Where to find economic indicators
» The single most important economic indicator
» What housing starts mean to businesses

» How to view economic trends

In the previous chapter, you learned the basics of economic theory: the concepts of
recessions and recoveries, of inflation and unemployment, and the effects of fiscal and
monetary policy on the business cycle. All of these influences have a strong impact on
business—and on your business.

Managers steer their companies through the economic waters much the way a captain
steers a ship on the ocean. The waters are sometimes calm, sometimes rough. A squall can
pop up out of nowhere, and a full-blown storm can do damage. But you can also see some
smooth sailing.

Just as sea captains navigate by reading their charts and buoys and getting regular
weather reports, managers steer their businesses by reading economic signals, what
economists call indicators. These indicators help us to know where the economy is and
where it might be headed. Then, as a manager, you can make the right moves, gearing up
for recoveries and cutting back for recessions.
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In this chapter, I'll show you how to analyze and understand the key economic indicators

and their importance.

What fre the Key Indicators?

How can we understand what’s happening in the economy? Economists use economic data
to track, forecast, and analyze economies and industries.

From the various economic data issued by the government agencies and other institu-
tions, economists have found that certain statistics point to the current or future state of

MB# Lingo
Economic indicators
are key statistics
and pieces of

economic data

that show the

current and
sometimes the future direc-
tion of the economy.

MBA Lingo
Economic data
includes actual and
estimated counts
of transactions and
items (for example
on income, prices,

employment, auto sales, and
interest rates). In the United
States, these data are collected
by government agencies, such
as the Bureau of Economic
Analysis (BEA) and by state
agencies.

the economy. These data, called economic indicators because
they indicate the state of the economy, can help you as a
business person steer your company through periods of
economic change.

Where can you find economic data? You'll find data pre-
sented with solid analysis in the business press, particularly
in the Wall Street Journal, the nation’s daily business news-
paper. The economic and business coverage in the New York
Times and many other newspapers has improved a lot in the
past decade. A number of business magazines, especially
Business Week, also provide solid economic news.

Several sites on the World Wide Web, particularly those of
the U.S. Department of Commerce (www.doc.gov) and the
economic consulting firm DRI/Standard & Poor's
(www.dri.mcgraw-hill.com), provide economic data online.

In the following pages we will examine these key economic
indicators:

» [Lconomic growth rate
Prices and inflation
Interest rates
Unemployment
Consumer confidence
Housing starts and sales

Retail sales and new car sales

YYVYVYYYY

Stock market

The Biggest Indicator: Economic Growth Rate

This is the major indicator to watch: It's the rate at which the economy as a whole,
as measured by GDP, is growing. You'll recall that in Chapter 6, “It's the Economy,”
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I defined GDP as the total economy. It is measured by
adding the following: total spending by consumers,
total investment by businesses, total spending by the
government, and net exports (exports minus imports).

The economic

growth rate mea-

sures how much
bigger (or smaller)

an economy is in one

This number is reported every month. Unfortunately,
it is then later revised as the Bureau of Economic
Analysis collects more data. The difference between the
originally reported estimate and the final revision can
be as high as one to two percentage points. This is on a

period compared with

the same period a year ago.
The economic growth of a
number with a long-term average of 3 percent. city, state, province, or nation
can be measured. The growth
of national economies is the
most widely followed.

Look for deviations from that 3-percent baseline as
well as the trend over time. The most important
element is the trend. If economic growth is slowing
down over a period of months or quarters, there is a
good chance that conditions will become more diffi-
cult for many businesses. During periods of slow growth, consumers tend to trim their
spending; therefore most businesses do the same. Companies do not want to be stuck
with products that they can’t sell so they tend to cut their level of production. If you see
your business slowing down, it is generally a good idea to monitor your customers’
behavior—and your sales trends—closely and perhaps adjust your hiring, buying, and
production plans downward. Don’t panic, but do be especially careful during a slow-
down.

If economic growth is speeding up, consumers tend to spend more freely. They feel secure
in their jobs and are more willing to spend and to use credit to finance purchases. In
those times most businesses try to “make hay while the sun shines” by taking advantage
of these conditions. When you see an economic expansion coming, be ready to gear up
your production. You may have to hire more people and even expand your facilities. As
in a slowdown, however, you should watch your own customers and your own sales
closely to see if your business is sharing in the good times. Avoid overexpanding and
adding too many people on staff or adding too much new office space or equipment. Just
like bad economic times, good ones don't last forever.

Buaying Power: Prices and Inflation

As noted in Chapter 6, inflation refers to an overall increase in the price of goods and
services when demand exceeds supply. Some inflation is a natural consequence of rapid
economic growth.

However, inflation also represents a decrease in the buying power of the currency. If a suit
that costs $100 this year costs 3200 next year, for example, the value of the dollar has
decreased. In times of inflation, prices rise more quickly than wages, so the buying power
of consumers decreases.
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High inflation is considered bad because it undermines confidence in the currency and
can generate disorder. U.S. economic policy in the 1990s aims to minimize inflation; that
is, to keep the inflation rate near zero.

The main indicators of inflation are the Consumer Price Index (CPl) and the Producer Price
Index (PPl). The CPl measures the price of various goods and services consumers purchase.
The PPI measures the price of materials that businesses purchase. When these indexes are
reported the year-earlier numbers are given, so you will know whether the inflation is up or
down. Also, the media tell you whether they are up or down.

The Cost of Money: Interest Rates

As | discussed in Chapter 6, an interest rate is the price of money. Low interest rates make
money—in the form of credit—available to consumers and businesses. Low interest rates
generate demand because “easy money” prompts people to

borrow and then buy.

MB@A Mastery i
I intotost Key interest rates to watch are the federal funds rate and the

rates are discount rate because these are the only rates that the Federal
rising, it can Reserve can directly set. As you learned in Chapter 6, if the
be a good Fed raises rates, it is trying to slow down growth. If it lowers

time to get a mortgage or rates, it is trying to stimulate growth. Rather than over-react
loan if you need one. Borrow- to an increase or decrease, look for a pattern in increases and

ing money will only get more decreases over several months or quarters.
expensive if rates are headed
upward. If interest rates fall, The other key rate to watch is the prime rate, which is the

you will be able to refinance interest rate large banks charge to their best business cus-
the loan at lower rates. tomers. This rate is set by banks, not by the Fed. Again,

watch the trend in the prime rate to get a general idea of
where interest rates are headed.

Oaut of Work: Unemployment
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The unemployment rate measures the percentage of people in the work force who are out
of work. Some controversy surrounds this rate, mostly because the definition of “work
force” is unclear. If a person has stopped looking for work, he or she is no longer consid-
ered in the work force. Therefore, many long-term unemployed people are not included
in the rate. Some experts believe that the rate as currently calculated in the U.S. under-
states unemployment.

Nonetheless, an unemployment rate from 4 to 7 percent is considered very good in the
U.S. or in a state or city. Anything over 10 percent is considered high.

While low unemployment is certainly good, it does put pressure on businesses to increase
their wages (and thus one of their biggest costs). Low unemployment indicates a “tight
labor market” and enables workers to demand higher wages because they cannot be so
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easily replaced. Higher unemployment allows busi-
nesses to hold the line when workers demand higher
wages because the workers know they may not be able
to find new jobs easily.

Safety and Security: Consumer
Confidence

Both the University of Michigan and the Conference
Board (a business-supported source of information
located in New York City) issue their own indexes of
consumer confidence. These indexes gauge consumer
psychology by asking a sample of consumers whether
they expect to be better or worse off in the upcoming
months, whether they feel secure in their jobs, and
similar questions.

The University of Michigan index includes a survey of
buying plans, which indicate how many consumers are
planning a major purchase such as a heavy appliance
or a car in the next six months to a year.

Many economists and business people watch indexes
of consumer confidence because they see them as early
warning signs of the future path of the economy. High
or increasing confidence means continued or coming
recovery, while low or falling confidence means the
opposite.

The prime rate,

often simply called

“the prime,” is the

rate on loans that a

bank charges its most
creditworthy corporate
customers (that is, the
customers most likely to repay
the loan). The prime rate is
traditionally set by several
major New York City banks.

MB4d Lingo

Consumer

confidence is a

measure of how
consumers feel

about the economy

and about their pros-
pects in the current and
future economy.

Settling Down: Housing Starts and Sales

Housing trends are important not just because buying a house, apartment, or condo-
minium represents a major purchase. It represents a chain of major purchases.

A house or condo needs furniture, carpeting, draperies, appliances, electronic equipment,
and, often, the services of painters, plasterers, or landscapers. (As you sign all those
mortgage papers, be happy to do your part to boost our economy!)

Housing starts and housing sales indicate the strength of the economy. Increasing or high
levels of starts and sales indicate a robust economy, while decreasing or low levels of
starts indicate a weak economy. People build and buy homes when they expect the
economy to remain strong enough to provide them with jobs and incomes to pay the
mortgage. Housing starts and sales at the local or state level are an excellent indicator of

the health of the local or state economy.
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during a certain period. These

are a sign of things to come, Shop 'Til You Drop: thq il Sq IQS

since it takes three to six

months for those houses to qnd "Qw qu St.l |Qs

enter the inventory of homes i o )
to be sold. Strong retail sales and new car sales indicate economic

Housing sales, which are
usually broken into sales of
new and existing homes, are
another indicator of eco- When retail sales are strengthening it is important to be able
nomic health. to meet consumer demand. Many businesses find that they

In general, the more housing activity there is in a nation,
state, or city, the better for the economy.

MB4A Lingo
Housing starts are
exactly that: the
number of houses

Finally, the trend in home prices indicates the demand for
housing in an area, as well as the general desirability of that
o hich conie area as a place to live. High or increasing prices indicate
ki tari ek high demand. To a degree, this reflects the strength of the
a specific area economy and availability of jobs in the area.

vitality and high consumer income. Watch for changes in
the trend, that is, for a strengthening or weakening of retail
or auto sales.

must expand their operation by adding sales space or
equipment or increasing the size of the sales or production
staffs. It may also be possible to raise prices when sales are strong because demand is
strong enough to support higher prices.

Weakening retail sales signal a time for many businesses to pull back. If customer demand
is about to decrease, it is generally a good idea to trim production and to avoid building
up inventories. If your sales decrease, you do not want to be stuck with unsaleable goods.
Also, if you overexpanded your operation during the good times, you may find that you
have to lay off some workers or stop leasing as much space and equipment as you needed
during the economic expansion.

Watching Wall Street: The Stock Market

84

The stock market is a favorite economic indicator, but few people are completely certain
what it is an indicator of, aside from general business and consumer confidence. It is
more of a psychological barometer than an actual economic indicator, because although
stock prices are strongly related to corporate earnings, market emotion can also move
prices.

The Dow Jones Industrial Average is based upon 30 New York Stock Exchange listed stocks
taken to be representative of the market as a whole. This is probably the most widely
followed indicator, but the S&P 500, a group of 500 stocks monitored by the financial
information firm Standard & Poor’s, is more representative because it is based on a much
larger sample than “the Dow.”
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In general, a high or rising stock market indicates a
recovery is in progress; a falling market indicates
recession. But because it takes a while for investors to
react to economic developments, the stock market can
usually be viewed as a lagging, rather than a leading,
indicator.

What to Watch for When
You Watch

As I've emphasized throughout this chapter, watch for
trends in economic data. By this | mean both the
trend over the past few reports of each indicator and
year-over-year compatisons. (These comparisons
compare the data for the most current period with the
data for the same period last year.) Watching trends
and year-earlier comparisons will enable you to place
the data in context.

Don't react to every change in an indicator. But don't
wait forever to start adjusting or to incorporate a
change in the economy into your planning. If you've
been operating in a recovery (or a recession) for a
while, you could adopt a mind-set geared to that
climate and be caught off-guard by a change.

Learn to understand the economy’s effect on your
business. Over years of observation, you will get a feel
for this. Some businesses, such as finance companies
(nonbank lenders of money), collection agencies, and
used-car dealers, do well in recessions. Many others,
including restaurants, travel agencies, and other
businesses that sell highly discretionary (non-essential)
items, can get hurt in a severe downturn. If you see a
recession coming, prepare for it.

Also learn about the effect of the national economy on
your region. Regional differences can be significant.
The south and west (with California a notable excep-
tion at times) have seen generally stronger growth than
the north and east over the past 10 to 20 years. While
no city, state, or region is recession-proof, some have
proven more resilient to downturns than others.

Finally, here's a rule of thumb: Mixed signals often
herald change. If all the indicators point upward

MBd Lingo
The Dow Jones
Industrial Average is a
widely reported and
closely followed
measure of stock
market activity. “The
Dow,” as it is often called, is
based upon the prices of 30
widely owned stocks. The

average measures the aggregate

value of these stocks.

The Standard & Poor’s Composite

Index of 500 Stocks, called the
S&P 500, is based on 500

widely owned stocks and serves
a function very similar to that

of the Dow.

A lagging indicator

points to an

economic
development—

a recovery or recession—
that has already occurred.

A leading indicator points to a

development that lies ahead.

MBA Mastery

Whether you

think the

economy will

improve or you

think it will worsen, sooner
or later you're going to be
right—thanks to the never-
ending business cycle.
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toward recovery, we are in a recovery and will probably stay there for a while. And if all
the signals are pointing downward toward recession, we are probably in one. But if some
signals point up and some point down, expect a change from the current situation,
whatever it is.

The Least You Need to Know

» Lconomic indicators can often tell you about the general direction of the economy,
but how your specific business will be affected can only be determined by you over
time.

» The economic growth rate represents the most important and (aside from the Dow
Jones Industrial Average) most widely reported indicator. If growth is about three
percent or more the economy is generally considered healthy.

» Housing starts and sales are a particularly good indicator of future economic growth
because when people buy houses they then need to buy furniture and other goods
to stock up the house.

» The important thing to watch in any economic indicator is the trend over several
periods. That can tell you much more about the economy’s direction than one or
two readings of an indicator.
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Getting Down to
Basiness: Operations
Management

In This Chapter

» The secrets of resource management

>
>
>
>
>

Performing a cost-benefit analysis

The law of diminishing returns

The difference between fixed and variable costs
Understanding economies of scale

Centralization versus decentralization

Decisions, decisions. Managing a business operation calls for making dozens of decisions
a day, some of them small, some large, some of them routine, and some extraordinary.
For certain kinds of decisions—particularly those relating to the operations and resources
of the business—analytical tools like the ones in this chapter, based on the concepts from
Chapter 7, “Going by the Numbers: Economic Indicators,” will help you make the best
decision.

Here is an example of what 1 mean.

Picture two people, each running a separate business. One is a trained manager, the other
is not and operates by the seat of his pants. They are each going to face dozens of similar
decisions every day: A supplier will call and ask how much he should deliver next week.
The evening shift supervisor will want to know if they should add another person to her
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team because it's getting busy after 7 p.m. A machine will break down and it may have to
be replaced, or repaired depending on which is more economical. Each of the businesses
may need to add capacity, but the boss must decide how much to add.

The trained manager will have ways of looking at these decisions that are unavailable to
the guy who goes by his gut. He will have a way of thinking about these situations that is
more systematic and organized than the approaches the other fellow uses. The trained
manager has this more sophisticated view of business situations because he understands
key concepts in operations management.

The concepts we'll examine in this chapter can make the difference between guesswork
and a good decision.

Managing Your Resources

Many business decisions come down to figuring out how to allocate your resources.
Your resources include money, labor, materials, or buildings and equipment. Every
business operates with limited resources—a finite amount of money, labor, materials,
and buildings—so the savvy manager must decide the best use of the resources she has.

Here are some tough calls a manager may have to make when it comes to allocating
resources:

» How much money should a company invest in developing a new product?
» What is the best size for a business? How much staff and physical space is needed?

» How does a manager determine the best buys on expensive equipment (for example,
computer networks, industrial ovens, or tractors)?

» When should a store open and close for business?

» How much time should a project take, and how

should it be done?

MBd Lingo : :
Retum, in this > Given two or more potential locations to expand a

context is the business, which one should a company choose?
amount of profit

that the company How do managers answer these questions? Since resources
earns. This can be are limited, managers must put them where they will do the

expressed as a most good; that is, where they will earn the highest return,
percentage. For example, if or profit.

the owners have a total of $10
million invested in the Certain key concepts help managers determine the best

company and the company ways to use resources to maximize returns. These concepts
has profits of $1 million for are:

the year, then the return on N . )

investment is $1 million, or » Cost-benefit analysis

10 percent. » The Law of Diminishing Returns

» Fixed costs and variable costs
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» FEconomies of scale

» (Centralization and decentralization

I'll cover each of these concepts over the following pages.

Cost-Benefit Analysis: What's It Worth?

Everything in business—an item, a campaign, an employee, an operation—has a cost
associated with it. This cost is almost always measurable in dollars. Most things that have
a cost also have an associated benefit. This benefit is usually (but not always) a return
measurable in dollars.

You'll often hear a business person say, “You’ve got to spend money to make money."”
However, not every expenditure earns money. Among those that do, some earn more
than others. Therefore, before spending money, most business people do a cost-benefit
analysis. There are various tools to analyze cost-benefit analysis, and you’ll see some of
them, such as break-even analysis and cross-over analysis, in Chapter 9.

For now, let's consider a small neighborhood copy
shop. Like the owner of any business that serves the
public, the guy running the copy shop has to figure

out his hours of operation. He might consider several Cost-benefit
factors; for instance, the hours of his nearest competi- analysis is a way of
tor and the convenience of his largest customers. But measuring the
his major concern is the cost versus the benefit of benefits expected
opening an hour earlier or closing an hour later. from a decision,

measuring the costs
Let’s say he long ago figured out that he has to open expected to be incurred in the
the shop at 7 a.m., because that’s when people who are decision, and then see if the
headed to work and school stop off on their way. benefits exceed the costs. If
However, he's been closing at 11 p.m. only because the they do, then the analysis is
previous owner did. He isn’t sure the evening hours are in favor of going ahead with

worth it. the planned course of action.

After sitting down with sales data from the past three
months, he has the information he needs for a cost-
benefit analysis. He knows the cost of staying open
that last hour, and he knows the average amount of
money he makes in that last hour. The net benefit is

the benefit aft
He's figured out that it costs him $23.00 to stay open S

from 10 to 11 p.m. This includes the cost of electricity

deducting (or

“netting out”) the
for the lights and equipment, the cost of heat, and the costs.

assistant manager’s salary. If he closes at 10, he saves
all this money.

89




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 90.

PartZ » How It All Operates

In terms of the benefit, he's figured out the profit on the

MBA Mastery volume he does in that last hour. He makes an average profit
Some people of five-and-a-half cents a copy (this is based just on the cost
find it odd of making the copy; it doesn’t count the costs of electricity,
that a heat, and labor). He makes an average of 460 copies in that
business or last hour. Thus, he makes an average of $25.30 (460 copies
office manager will try to times .055 cents per copy) in that last hour of operation.
scrape a few cents off on That'’s the “benefit.”
some small items (coffee,
pens, office supplies) that the Now the big question is: Does the benefit outweigh the cost?

firm buys regularly. But in a
high-volume operation,
pennies add up. Cost control
lowers costs, and by lowering

costs you automatically
increase the benefit. worth it to keep the copy shop open that last hour.

In this case it does. If you take the benefit of $25.30 and
subtract the cost of $23.00, you get $2.30. (This is also
known as the net benefit—the benetfit after deducting or
“netting out” the costs.) So on a pure cost-benefit basis, it is

Of course, other considerations may enter into the decision.
For instance, if the assistant manager wants to start going
home earlier or if late-evening crime is rising, the owner may decide that it’s just not
worth it to stay open the extra hour for $2.30. But on a pure cost-benefit basis, it is
worth it.

There are various ways of doing cost-benefit analysis. There are even various ways of
placing a dollar value on the costs and benefits. We will explore some of them in this
book. The key element at this point, however, is that a manager looks at most situations
in terms of costs and benefits.

Case in Point

Often a business will do things not justified on a pure cost-benefit
basis. These include encouraging employees to do volunteer work,
sponsoring a local little-league team, or even keeping a long-term,
newly disabled employee on the payroll until retirement.

The company does these things out of decency or good citizenship.
However, many managers believe these actions also create a positive corporate
image and that this benefit can translate to increased sales.
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Too Much of a Good Thing: The Law of Diminishing
Retarns

The law of diminishing returns basically says: You can have too much of a good thing. In
other words, if you keep adding more resources to your company'’s existing resources, you
will at first see an added return. But after a while, you’ll see a fall-off in the added return
the resource brings.

For example, let’s say our copy shop owner decides to
advertise his business, something he’s never done

before. He.ta*a?l‘ts to piac? ads in local newspapers and E?;;{;:::L;; S

on the radio. The following chart shows what happens. states that the

At first, his sales increase rapidly as people hear about marginal return,

his shop and stop in for copies. Then, sales continue to that is the added

increase, but each additional day or week of advertising return, produced by any
will produce more sales at a reduced or diminished resource will decrease with
rate. Hence the idea of diminishing returns. In other each additional unit of that

words, there is a limit on how many dollars of new resource that is added.
sales that additional advertising will add.

Point of Diminishing
Diminishing : i
Returns returns are
: inevitable.

Sales

Advertising Expenditures

The law of diminishing returns pops up constantly. For example, in most situations
requiring workers, you will get more work done, or get it done faster, with each worker
that you add. However, eventually each added worker will be able to add less and less
additional production (unless you add none of another resource, such as machinery).

Estimating when returns will diminish can be tricky. There are no commonly used formulas
ot rules of thumb because when the “law” will kick in depends upon the situation. For
example, a logging operation selectively clearing a forest can keep adding new workers and
up to some point each added worker will be able to cut down more trees per day.
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However, at some point the added wotker is not going to be able to cut the same number
of trees. There may be so many workers that they get in one another’s way or the trucks
may not be able to haul away the logs fast enough for them to be able to work or some
other factor will limit their productivity. In a sense the only way to figure out when this

MBHd Lingo
Fixed costs are
those that remain
the same regardless
of the amount of
product the
company makes
and sells; for example, the
rent on office space, the cost
of insurance, and the cost of
managerial salaries are fixed.
Variable costs change with the
company's production and
sales volume. Variable costs
include the compensation of
the sales force and production
workers, the cost of materials,
and delivery costs.

MBA Alert
Try to keep
fixed costs as
low as possible,
particularly in a
new or small business. If sales
decrease because of a reces-

sion or new competition, you
can cut your variable costs
and fight back, for example
by selling harder. But if you're
stuck with high fixed costs
when sales decrease, your
business can get killed.
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will occur is by balancing your resources, for example, two
loggers per saw, ten loggers per truck, or through experience,
or both.

Counting Costs: Fixed and
Variable Costs

Most businesses have both fixed costs and variable costs. Fixed
costs are those that remain the same regardless of the
amount of product the company makes and sells. For the
copy shop, for example, the mortgage on the building and
the cost of insurance are fixed. Some, but not all fixed costs,
are considered overhead (costs not directly associated with
production or sales).

Variable costs, on the other hand, change with the
company’s production and sales volume. For the copy shop,
variable costs include the compensation of the copy clerks
and the cost of copy paper and ink. One reason layoffs are
common in troubled companies (and during recessions) is
that in most firms, labor represents the largest variable cost.
(If the copy shop hits a drastic downturn in business, some
of the clerks may be fired in order to save the owner money
on their salaries.)

There’s a saying in business: In the long run, all costs are
variable. This means that over a long enough period the
company can eliminate even a fixed cost; for example, the
company can sell its factory or equipment. This is true, but
the long run can be very long indeed, so it’s wise to think of
fixed costs as being fixed.

Some businesses, particularly in manufacturing, have
inherently high fixed costs. Oil refining, automobile manu-
facturing, and printing are good examples. Other businesses,
particularly service businesses, tend to have a high propor-
tion of variable costs. Delivery services, temp agencies, and
law firms fall into this category. Keep in mind, however,
that almost every business has a mix of fixed and variable
costs.
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Size Matters: Economies of Scale

Economies of scale explain why many things are
“cheaper by the dozen.” Economies of scale make

MBA Lingo
A volume discount
occurs when you

volume discounts possible because the average cost of
making a unit of product decreases with each addi-
tional one you make.

pay less per item
the more you buy.

Businesses give

volume discounts in

order to increase their sales.
They take a lower profit on
each item in order to make a
greater total profit.

Economies of scale occur as voluime increases because
tixed costs are spread out over more pieces, or units, of
product. Fach added unit absorbs a bit more of the fixed
costs, and that lowers the amount of fixed costs that all
the previous units must absorb. Thus the average cost
per unit falls. This occurs even though variable costs
remain pretty much the same on each unit.

Let’s go back to the copy shop example. Let’s say the owner has a high-volume copier
that cost $10,000 per year to lease. Let’s also say that the variable costs, for paper and
toner and so on, are two cents a copy.

Look at the difference in cost per copy at two levels of volume: 500,000 copies and
1,000,000 copies over the course of the five years.

500,000 Copies/Yr 1,000,000Copies/Yr

Total variable costs (paper, toner) $10,000 $20,000
Total fixed costs (annual copier lease) _ 10,000 _ 10,000
Total cost of copies 20,000 30,000
Cost per copy $0.04 $0.03

As you can see, although the fixed costs (the annual lease cost of the copier) and variable
costs (the two-cent cost per copy) are the same, the total cost per copy is lower at the
higher volume.

Economies of scale mean that the more a company

does something—that is, the greater the scale of its

operation—the more economically it can do it. This
can give a company a competitive advantage.

Economies of scale
refer to the lower
costs that occur
Consider this: In the copier example, the company that with higher produc-
makes a million copies in a year could charge custom-
ers an average of eight cents a copy and still make a
profit of tive cents a copy. The company doing half a
million copies a year would have to charge customers
nine cents a copy in order to make a nickel a copy. The

company with the higher volume could thus charge

tion volumes. The

cost-per-unit of manu-
facturing an item generally
decreases, the more of them
that an operation makes.
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lower costs than the one with the lower volume. This could enable that company to pull
in even more business, and boost volume further.

Case in Point

Many people decry the big commercial chains that dominate many
businesses, but these megacompanies have been thriving for years.
Long ago, chain businesses began to dominate markets like general
retailing (Sears and Wal-Mart) and fast-food (Pizza Hut and
McDonald's). More recently they've gone into, yes, photocopying (Sir
Speedy, Kinko's).

Economies of scale often enable these operations to underprice local, single-site
operators and ultimately make it impossible for the single-site shops to compete on
price. They typically compete on selection and services.

Economies of scale are also the reason behind many corporate mergers. (A merger
occurs when two companies combine their operations.) Most mergers consolidate
certain functions to lower the costs of doing business. For example, the merged
company does not need two Accounting functions or two Human Resources depart-
ments. So they combine them into one (or just eliminate one) and then spread the
fixed costs of the consolidated department over the larger, merged operation.

Come Together, Go Apart: Centralization and
Decentralization

94

Centralization and its opposite, decentralization, drive many business decisions. Central-
ization is an attempt to combine functions or operations. You centralize various func-
tions by putting them together into one function. Often you seek economies of scale or
some other form of efficiency.

Think of it this way: McDonald's is a huge franchise with thousands of separate restau-
rants all over the world. McDonald's could have each restaurant buy its own food, paper
goods, and so on. However, by buying food and paper goods from a one supplier—that is,
by using a centralized purchasing function— McDonald’s can give greater volume to
suppliers and get volume discounts. Likewise, a magazine publisher such as Condé Nast,
which puts out Vogue, House & Garden, and Vanity Fair, among others, can get better deals
on paper and ink with centralized purchasing.
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If you have all your buying done from one central
function in the company, that increased scale gets you
volume discounts. However there are other reasons to
centralize an operation. A major one is control. A
centralized function, for purchasing or hiring for
example, provides greater control over costs or salaries sion, such as buying
than letting a bunch of smaller units make their own office supplies, hiring
decisions. Centralization can also bring greater control workers, or pricing

over the quality of materials purchased or the qualifica- products in one area for the
tions of people hired. entire company. This yields
more control and more stand-

Centralization
means placing a
function or deci-

The central function, whatever it is, should not meddle ardized results or decisions.
in decisions that it has decided to leave to the operat- Decentralization means

ing managers. It should take care of them completely allowing individual business
for the smaller units; for example, letting Purchasing units, for example, offices in

various cities or countries, to
handle functions and deci-
sions independently. A middle
ground is for headquarters to
issue guidelines within which

How Much Centralization Is Good? | individual units can make

their own decisions.

deal with suppliers so individual operating managers
don’t have to. Or it should issue guidelines, such as
HR's salary ranges for new hires and promotions.

Managers repeatedly wonder how much centralization
is good. As often occurs, where you stand depends on
where you sit. Senior managers like centralization
because it gives them greater control. Managers lower in the ranks prefer decentralization
because they can make more decisions. They often feel positioned to make the best
decisions because they're closer to customers and employees than “some guy back at
headquarters.” Plus, they need the authority to do their jobs.

A company has to balance the urges to centralize and decentralize. If decision-making
authority is too centralized, people feel like automatons. They feel they're not trusted to
think. But if decision making is too decentralized, there’s a danger of lost control, particu-
larly financial and quality control.

To date, the best solution seems to be the one crafted by Alfred Sloan, the CEO who
assembled General Motors in 1934. Under Sloan, GM featured centralized policy controls
but decentralized operational decision-making.

Decision-making was so decentralized that a plant manager could buy auto glass from
outside of GM (which had its own glass-making facility) if he could get a better deal. As
noted in Peter Drucker’s business classic, Concept of the Corporation (John Day & Co.,
1496, revised 1972), this gave GM’s own glass factory competition so they wouldn't
become complacent. However, the glass did have to meet the quality standards for all GM
products.
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In a more recent business classic, In Search of Excellence (Harper & Row, 1982), Tom Peters
mentions that excellent companies have what he calls “tight-loose controls.” They are
tight in terms of company goals, but loose in terms of how managers are allowed to
achieve those goals.

Case in Point

Centralization and decentralization are both current trends in
business. For example, the global scale of many businesses justifies
huge, multinational operations. These outfits require central controls
to ensure quality and profitability. But they also must be decentral-
ized enough to deal with local practices in a variety of markets.

You'll See These Concepts, If You Look

The five key concepts discussed in this chapter come up often in business. Even when
managers do not discuss them or refer to them directly, these notions underlie many
business decisions.

A manager often makes decisions almost unconsciously based on one of these concepts.
She may know that adding another worker would not be worth it, without actually
thinking about diminishing returns or cost-benefit. Or she may squeeze more workers
into the same space because she knows she can’t buy a new facility and increase her fixed
costs yet. A manager doesn’t have to talk about economies of scale to understand volume
discounts or group life insurance.

Nonetheless, understanding these business basics will help you know what’s really at
work in business decisions. They will also help you use the analytical tools we examine in
the next chapter.

The Least You Need to Know
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» Lvery business faces both fixed and variable costs. Fixed costs do not change with
the amount you produce and sell, but variable costs do.

» Lconomies of scale occur when a business produces high volume, which enables it
to drive down the cost-per-unit. Economies of scale are the reason many large
operations and chain stores are so successful.

» Be aware that the law of diminishing returns affects almost all new ventures or
campaigns. When you first do something, you get a relatively high return, but over
time, the return decreases.

> A conscious or subconscious cost-benefit analysis underlies almost every decision a
manager makes.
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Decisions, Decisions:
Analytical Tools
for Operations

In This Chapter
» The importance of break-even analysis
» Performing a cross-over analysis
» Using planning and scheduling tools

» Making a decision tree

Having seen the concepts that can help you look at business situations like a pro, it's time
to get hold of some tools that can help you in these situations. These analytical tools, as
they are called, are structured ways of examining business situations and making manage-
rial decisions. These tools all have one purpose—to help you make better decisions more
easily.

Some of these tools, such as break-even analysis and cross-over analysis, enable you to
compare two or more choices in a standard manner. Others such as planning and sched-
uling tools and decision trees enable you to get the elements of a complex problem with
several parts “on the table” so you can see what you are dealing with. These tools are not
a substitute for managerial decision making. Instead they are designed to help managers
in that process, and generally these tools do what they are designed to do.
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The Manager’s Toolbox

Analytical tools have one purpose—to help you make better business decisions. The four
tools we consider in this chapter are:

» Break-even analysis
» Cross-over analysis
» Planning and scheduling tools

» Decision trees

These tools apply to a wide variety of businesses and situations.

Break-Even Analysis

The break-even point for a product or service is the point at which the sales revenue equals
the production costs. It is expressed in the number of units sold. Simply put, it is the
point where you start making money.

The importance of a break-even analysis is that when you
are planning to offer a new product or service, you need to

MBA Lingo know how many sales you have to make to begin making a
The break-even profit. Break-even analysis shows you that number of sales.
point for a product
or service is the Calculate the break-even point with the following formula:
point at which the : s .
sales revenue Break-even units = Fixed Costs
equals the produc- (Selling Price — Variable Cost per Unit)
tion costs. It is expressed in
the number of units sold. Note that to use this formula, you need to know both the

fixed and variable costs (see Chapter 8, “Getting Down to
Business: Key Concepts in Operations Management”) of
making the product or delivering the service.

Finding the Break-Even Point

Let’s go back to the copy shop example used in Chapter 7. Remember, the shop uses a
copy machine leased for $10,000 (which represents a fixed cost) and that paper, ink, and
50 on cost two cents a copy (which represents a variable cost). Let’s say that the average
copy sells for eight cents.

Plugging these figures into the formula gives us:

Break-even units = $§10,000 / ($0.08 - 0.02)
or

Break-even units = $10,000 / §0.06
or

Break-even = 166,667 units
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Another way of saying this is that the machine “pays for itself” after about 167,000

copies.

Break-even analysis helps in this decision because the manager can think about the
volume he can expect to do in some period of time. Also, plugging other values into the

formula shows what might happen in other circumstances.

For example, if the shop owner can lease a machine with total fixed costs of $5,000 per
year, or 50 percent of $10,000, the break-even point will also fall by 50 percent, to about

83,000 units.

Break-even = $5,000 / $0.06
or
Break-even = 83,333 units

Alternatively, if the outfit can raise the average price of a copy to 10 cents, it can decrease
the break-even point below 167,000 units even with fixed costs of $10,000.

Break-even units = $10,000 / ($0.10 - 0.02)
or

Break-even units = $§10,000 / $0.08
or

Break-even = 125,000 units

You could also figure out the result of both raising the price to 10 cents a copy and
lowering fixed costs to $5,000 (which lowers the break-even point to 62,500 units).

As you will see in Chapter 14, “Making Investment
Decisions,” break-even analysis is frequently used to
make investment decisions. You consider the variables
involved—aspects such as lease price, selling price, and
variable costs—and then compare these from one
machine to another. Of course, you must also consider
the machine itself, the volume it can handle, copy
quality, and reliability. But financial aspects like the
ones considered in break-even analysis are key to any
decision.

You can plot the break-even point on a chart that will
help you visualize the break-even point, as well as the
costs and profits, at various sales volumes.

This chart doesn't precisely reveal costs and profits, but
it does portray the relation between them at various
volumes.

MBA Alert

When you ™

do break-even

analysis, be sure

to consider all

fixed and variable costs. ['ve

simplified the examples in
this chapter for the sake of
clarity. But you will some-
times have to dig for all the
information you need in
order to factor every cost into
the analysis.
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The break-even Break-even
H Paint
point. A

Profit
Dollars

Loss

Sales Revenue

Units of Product

The chart also implies that anything that you do to shift the break-even point to the
left—for instance, lowering your fixed or variable costs or raising your price—will get you
into profits sooner. Conversely, anything that shifts the break-even point to the right will
delay your profits.

Cross-Over Analysis

As a manager, you will at times face the option of buying one of two comparable pieces of
equipment. Usually each will have its own set of fixed and variable costs. The question is:
Which machine should you buy?

Suppose you are still the copy shop owner from our example in Chapter 8 and you can
buy one of two copiers. Machine 1 has fixed costs of $10,000 and variable costs of two
cents a copy. Machine 2 has fixed costs of $5,000 and variable costs of four cents a copy.

Which machine you will buy depends mostly on the volume
of copies you expect to do. So the first thing to do is figure
MB4 Lingo out the cross-over point, that is, the unit volume at which the
Cross-over analysis cost of the two machines is equal. Cross-over analysis will

enables you to identify that point.
identify the point
where you should Here’s the formula:

switch from one

. o ' - B i

product or service Lros_s—over units = I[Machlne 2’'s f.1xed costs. Machine
to another one that delivers 1's fixed costs) divided by (Machine 1’s variable costs —
similar general benefits but Machine 2’s variable costs)

has different fixed and . . .
e T Cross-over units = (5,000 - 10,000) / (.02 —.04)

Cross-over units = (-$5,000) / (-.02)

Cross-over units = 250,000 copies
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At 250,000 copies (per year), the total cost of each of the two machines is equal.
Above and below that volume, one machine is preferable to the other. Which one?

To find out, calculate the cost of each machine at a unit volume just below the cross-over
point and just above that point.

For instance, at 240,000 copies the cost of each machine is as follows:

Machine 1 (240,000 x $0.02) + $10,000 = $14,800
Machine 2 (240,000 x $0.04) + $5,000 = $14,600

These two calculations tell us that Machine 2 is the cheaper one, at 240,000 copies.
At 260,000 units the cost of each machine is as follows:

Machine 1 (260,000 x $0.02) + §10,000 = §15,200
Machine 2 (260,000 x $0.04) + $5,000 = $15,400

These two calculations tell us that Machine 1 is the cheaper one, at 260,000 copies.

So we see that Machine 2—the one with the lower fixed costs—will be preferable below
the cross-over point, and Machine 1 will be preferable above that volume.

Again, which machine should the copy shop owner buy? It depends on the volume he
expects. If the volume will be above 250,000 units, he should purchase Machine 1. If the
volume will be lower, he should purchase Machine 2.

This, of course, assumes that he can forecast the volume with some accuracy. Also, as
with break-even analysis, these calculations ignore any differences in copy quality, speed,
reliability, and so forth.

Planning and Scheduling Tools

Project management—planning, launching, and controlling a project—requires special
tools, ones somewhat different from those needed when managing an ongoing operation.
A project has a beginning, a middle, and an end. The project manager must plan and
coordinate numerous activities, and keep them on track so that the project achieves its
goal, on time and on budget. In the following sections I'll show you how you

can best manage projects.

The Critical Path to Project Management | . "~ .
Method (CPM) is a

The Critical Path Method, or CPM, is a visual tool that will
help you plan and control the tasks and activities in a helps managers plan
project. The Critical Path Method was developed by the e contiol the Basks
chemical giant DuPont in the late 1950s for managing and activities in a project.
large projects, such as the construction of huge produc-
tion facilities.

visual tool that
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Let’s say you are planning to open a restaurant and have identified the following major
tasks as the key ones in the project:

Task Code Task Description Predecessors Time (Weeks)
A Find location none 6
B Negotiate lease A 2
C Do renovations A B 8
D Hire chef none 8
E Purchase fixtures A B 2
F Plan menu D 2
G Hire and train crew D, F 8
H Install and test fixtures A B, F 4
I Conduct a dry run All 1
Total time 41

Notice that in addition to identifying the tasks, you must put them in order. You must
identify predecessor tasks, that is, tasks that must be completed before others can begin.
You must estimate the time each task will consume.

Notice also that the 10 tasks in our restaurant example are not exhaustive. For simplicity
I've left out advertising, food purchasing, and so on.

Getting the Pictare
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The first step in CPM analysis is to chart the tasks visually in order to see the relationships
among them.

Once you see the relationships, you realize that you can do certain tasks concurrently. In
this example, you might think of the project as having two tracks: a “Facilities Track” and
a “Food Track.” The Facilities Track (Tasks A, B, C, and E) involves getting the restaurant
space ready. The Food Track (Tasks D, F, and G) involves hiring the chef and crew and
getting the menu squared away.

CPM helps you see how to “collapse” the project and get it finished in less elapsed time
than the total project will require. Here’s how to set it up with estimated times included:
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Open restaurant

The longest path through the project is called the critical path. In our example, that path
extends from point A to point I, and it will take a total of 23 weeks. This means that the
total elapsed time of the project will be 23 weeks, even though the total project time is 41
weeks. That's because the Facilities Track will take 18 weeks but the 16-week Food Track
can be completed concurrently.

Note that the Food Track itself can be collapsed from 18 weeks to 16 weeks by planning
the menu with the chef while also hiring the crew. This does not improve the total
elapsed time, but there is no reason not to get whatever you can done in the most
efficient way possible. After all, in business, Murphy's Law is always in operation.

Getting PERT

PERT, which stands for Program Evaluation and Review

Technique, resembles Critical Path Management. PERT MBA Mastery

was developed by the U.S. Navy and the Lockheed If you’d like to

Corporation for the Polaris missile system project in explore project

the late 1950s. management

The major difference between PERT and CPM is that iggvf\;irg’psiggning tonls such
PERT enables you to make an optimistic, pessimistic, as Critical Path Management
and “best guess” estimate of the time it will take to in project-planning software
complete each task and the entire project. Then you packages such as Microsoft
calculate a weighted average by assigning a value of “1” Project.

to the pessimistic and optimistic estimates, and a value
of “4” to the best guess. Then you plug the values into
the following formula:

Estimated time = (Optimistic x 1) + (Best Guess x 4) + (Pessimistic x 1) divided by 6
(You divide by six because one plus four plus one equals six, and you are calculating a
weighted average of the time estimates.)

Let’s say the “best guess” estimate of a task’s duration is 10 weeks, the pessimistic esti-
mate is 14 weeks, and the optimistic estimate is 8 weeks. The PERT formula would
calculate the estimated time as follows:
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Estimated time = 8 + (10 x 4) + 14 divided by 6

MBd Lingo : Estimated time =62 / 6

Program Evaluation

and Reviw Technique, Estimated time = 10.2 weeks

or PERT, is a project

management system I am showing you a simplified version of PERT. The

that allows you to —_— A i e
ystem can incorporate very sophisticated statistical

techniques.

make an optimistic,
pessimistic, and “best guess”
estimate of the time it will take For your planning purposes, the real value of PERT is the idea
to complete a project. This of coming up with the optimistic and pessimistic estimates,
system then lets you incorpo- and then seeing which way any deviation from the best guess

rate these three estimates into a

i : would be likely to go. In this case, since 10.2 is greater than
unified analysis.

10, the likelihood is that if you vary from the “best guess,” it
is likely to be in the pessimistic direction.

In my own version of PERT, I figure pessimistic estimates for the large tasks that [ can’t
directly control. When telling senior management about a project, [ give them only the
pessimistic estimates for these tasks (and thus the project) and pretend they're best
guesses.

On a product development project with a major company, I brought the project in eight
weeks late from the best guess (due to “programming problems” beyond my control). But
it was only two weeks late from the pessimistic estimate, which was the only one I gave
management. And | had doubled the programming time estimate that Management
Information Systems had given me!

Decision Trees: More Visual Aids

A decision tree is another visual tool to help you in decision making. Like PERT, a decision
tree includes the element of probability by allowing three estimates.

Let’s say that our copy shop owner has an opportunity to expand to the west side of his
own city or into the next city. He also, of course, could choose not to expand at all.

He estimates his profits over the next five years at each of the two locations to be:

Estimate West Side Next City
Optimistic $6 million $5 million
Best Guess 3 million 4 million
Pessimistic 2 million 2 million

For both locations, he has a 60 percent likelihood that the best guess will occur, and a 20
percent likelihood that either the optimistic or pessimistic estimate will occur.
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Therefore the decision tree would look like this:

Expected Expected : .
s Vakie A single decision
tree.
56 million $ 1.2 million
West Side $3 million $ 1.8 million
$2 million $ .4 million
5 3.4 million
,?'0°|° £5 million % 1.0 million
Next City Best Guess 60% $4 million $ 2.4 million
Poge..
SS”??;%.
C‘e{?%
£2 million 5 .4 million
$ 3.8 million
Dao Nothing 0.0

The decision tree lets you visually consider choices and risk. Putting probabilities on the
estimates forces you to think carefully about what might really happen. When viewing an
opportunity, it's easy for many of us to get carried away with optimism, so it’s good to
incorporate a pessimistic estimate into the analysis. The
decision tree is one way of doing that.

So, back to our example. What should our copy shop

A decision tree
owner do?

enables you to
If he were to make his choice strictly on the basis of the graphically illus-
decision tree, he should choose the alternative with the trate potential
highest “expected value.” In our example, that means decisions (or “sce- _
he would choose to expand into the next city. The narios”) and the potential
expected value of that choice is $3.8 million dollars outcomes of these decisions.

. . e s Essentially, this is a visual aid
while that of expanding to the west side is $3.4 million. to decision making that

In actual practice, of course, he would use the decision incorporates probabilities.
tree as simply one more tool in his analysis. And that is
what | hope you would do.
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Use as Many as You Can

In this chapter I've given you some MBA-style analytical tools. There are many more of
these tools, but these are the most useful of the bunch.

These tools are here to give you an edge. So use all of the tools that you can, because the
risk of making a wrong decision is often greater than you think.

Remember, though, that analytical tools are not magical. They're only ways to develop
information and communicate about plans and decisions. In almost all situations, you
have to decide based on what the tools tell you and on considerations that these tools
simply cannot incorporate into their analysis.

The Least You Need to Know

» Analytical tools are structured ways of examining business situations and they help
you make better decisions more easily.

» Break-even analysis tells you how many units of something you must sell in order to
start making a profit.

» Cross-over analysis helps vou decide which of two competing prices of equipment
you should buy or lease, depending on the amount of use the machine will get.

» Visual tools, such as the critical path method and decision trees, can help you “see”
solutions because they help vou see the parts of the problem and your choices.
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All About Money

Some people find accounting confusing and finance frustrating, but I'm not sure why.
It can’t be the arithmetic, because if you can add, subtract, multiply, and divide—or
use a calculator—then you can deal with the numbers in everything from basic budgets
to major investments.

Of course, if the numbers don’t give you trouble, then the words might. If you find
terms like “depreciation,” “present value,” and “shareholders’ equity” mysterious,
don’t worry. They're just words. And they have straightforward meanings, once they've
been explained.

This part of the book explains all that and more, including how money flows through
a company, where it comes from, and where it goes. It also shows you how to read
financial statements, and once you can do that, you’re on your way to real "business
literacy.”

To succeed today, you've got to be able to “do the numbers”"—or at least understand
what those who do them are doing.

Turn the page and let’s start crunching.
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In This Chapter
» The importance of financial statements
> Assets and liabilities: How money tlows through a business

> A tour through the balance sheet accounts

Money constantly flows through a company, and someone has to keep track of it. That's
why God made accountants. Someone also has to make sure the company makes deci-
sions that make money. That's where financial managers come in.

Accountants and financial managers have special ways of analyzing the health and
growth of a company. They mainly use numbers, and they present these numbers in
tfinancial statements. Financial statements are the most important way you can under-
stand and analyze a company. As a manager, you must understand these statements in
order to know how your budgets, transactions, and decisions affect the company.

This chapter introduces the first of three main financial statements—the balance sheet.

@ssets, Liabilities, and Owners’ Equity:
You Need ‘Em 4l

To understand the balance sheet, you must first understand how money moves in and
out of a company. Every transaction that a company conducts represents either an inflow
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or outflow of cash. Most inflows of cash come from sales,
MBA Lingo but some come from loans or from the sale of stock. Most
Assets refer to every- outflows of cash are created by expenses. When the com-
thing the company pany purchases materials, pays its employees, or pays
owns: the furniture, interest on a loan, it has paid an expense.

the inventory, : :
. In general, every single thing the company owns can be
the equipment, the ’

building, even the cias§ified as an asscjr. '.l‘he furniture, the i.nventory, the .
cash in the bank all are assets. equipment, the building, even the cash in the bank and in
A liability is an amount of the petty-cash drawer—all are assets. Assets have one thing
money owed by the company in common: They are there to generate cash (unless they are
to an organization or indi- cash, and even then, the cash should be invested). If an
vidual. Most liabilities are asset can’t generate cash somehow, it doesn’t belong on the

owed to the company'’s books—the records kept by the bookkeeper or accounting
suppliers, creditors, and the staff.

government (in the form of
taxes). Assets also include accounts receivable—money owed the

company by customers who have purchased goods or
services on credit. I'll explain accounts receivable in more
detail later in the chapter.

A liability is an amount of money owed by the company to an organization or individual.
Liabilities must be paid on or before some specific date and for a specific reason. Most
liabilities are owed to the company’s suppliers and creditors. One common exception is
“Taxes Payable” which are, of course, owed to the government.

Liabilities arise from transactions that took place in the past. For instance, if someone
sent you a keg of nails, they also sent you an invoice that you probably have 30 days to
pay. That invoice is a liability.

Owners’ equity is the amount left for the company’s owners after the liabilities are sub-
tracted from the assets. Put another way:

Assets — Liabilities = Owners’ Equity
This simply means that the shareholders own the assets and owe the liabilities. After you
subtract what is owed from what is owned, you have the actual stake the owners have in

the company, and the actual value of the company. Owners’ equity is also called net
worth.

Meet the Balance Sheet

The balance sheet shows assets, liabilities, and owners’ equity at a certain time, usually at
the end of a quarter or fiscal year (the year that the company uses for budgeting and
financial reporting).
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The formula for the balance sheet is:

Assets = Liabilities + Owners’ Equity

You'll notice that this version of the formula is a bit
different from the calculation for owners’ equity. This
version expresses three things:

» The balance sheet presents assets on the left-hand
side of the statement and liabilities and owners’
equity on the right-hand side. (For reasons of
space or format, some balance sheets present
assets on the top and liabilities and owners’
equity below, but the concept remains the same:
Assets = Liabilities + Owners’ Equity.)

> The balance sheet must balance. Assets must
equal liabilities plus owners’ equity.

> Assets are financed by liabilities and owners’
equity. Liabilities and equity exist to finance
assets. Assets exist to generate cash to pay off the
liabilities, with enough left over to give the
owners a profit.

This is how the money flows through a business.
Owners invest money in the company and suppliers
extend it credit. That creates owners’ equity and
liabilities. Management uses that money to buy assets.
Assets generate cash that flows back to the right-hand
side of the balance sheet to pay off the liabilities, with
money left over for the owners (which is profit or
income).

The balance sheet is usually described as a snapshot of
a company. That is true, because it is a picture of the

Owners’ equity 1s
the amount left
for the company’s
owners after the

liabilities are

subtracted from the

assets. Assets minus liabilities
equals owners’ equity.
Owners' equity is also called
net worth.

The balance sheet

shows assets,

liabilities, and

owners’ equity at a

certain time, usually

at the end of a quarter

or fiscal year. A fiscal year is
the year that the company
uses for budgeting and
financial reporting. Most U.S.
companies (about 70 percent)
are on a calendar year fiscal
year, that is, their fiscal year is
from January 1 through
December 31. Other compa-
nies use fiscal years geared to
their particular season.

company’s accounts at a certain date. But the snapshot idea leads some people to forget
the dynamic relationship between assets, liabilities, and equity. For reasons that will
become clear later, it's useful to think about the balance sheet as representing a flow of

money through the business.

Let’s look at a balance sheet and then take a tour of the various asset, liability, and

owners’ equity accounts.
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@ Sample Balance Sheet

To make the balance sheet clearer, take a look at the following sample balance sheet for a
fictional company.

Balance Sheet for Sample Company, Inc.
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December 31 12/31/98 12/31/97
Assets
Current Assets:
Cash $900,000 $600,000
Marketable Securities 1,700,000 920,000

Accounts Receivable (Less: Allowance for Bad
Debt of $40,000 in 1998 and $38,000 in 1997)

4,000,000

3,800,000

Inventories 5,400,000 6,000,000
Total Current Assets $12,000,000 $11,320,000

Property, Plant & Equipment:
Buildings & Machinery
Less: Accumulated Depreciation
Land
Total Property, Plant & Equipment
Other Assets:
Prepayments & Deferred Charges
Intangibles (good will, patents)
Total Assets

Liabilities & Owners’ Equity
Current Liabilities:
Accounts Payable

$9,700,000
(3,600,000)

900,000
$7,000,000

200,000
200,000
$19,400,000

$9,090,000
(3,000,000)

900,000
$6,990,000

180,000
200,000
$18,690,000

$2,000,000

$1,880,000

Notes Payable 1,700,000 1,800,000
Accrued Expenses Payable 660,000 600,000
Federal Income & Taxes Payable 640,000 380,000
Cutrent Portion of Long-Term Debt 400,000 400,000

Total Current Liabilities

Long-Term Liabilities:
Long-Term Debt

Total Liabilities

§5,400,000

5,000,000
$10,400,000

$5,060,000

5,400,000
$10,460,000
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December 31 12/31/98 12/31/97
Owners’ Equity
Preferred Stock (6%, $100 par value, 1,200 shares

authorized, issued, and outstanding) 1,200,000 1,200,000
Common Stock ($10 par value, 300,000 shares

authorized, issued, and outstanding) 3,000,000 3,000,000
Additional Paid-in Capital 1,400,000 1,400,000
Retained Earnings 3,400,000 2,630,000
Total Owners’ Equity $9,000,000 $£8,230,000
Total Liabilities & Owners’ Equity $19,400,000 $18,690,000

As you look at this balance sheet, keep a few points in mind:

» Remember that each dollar value on the balance sheet is a “snapshot” of the ac-
count, meaning its value as of the date of the financial statement (in this case,
December 31 of 1998 and 1997).

» Total assets must equal total liabilities and
owners’ equity. It's called a balance sheet because

it has to balance. MEBA Mastery
Only by
» Parentheses indicate a negative number, one to be comparing
subtracted from the column it appears in. balance sheets
A . T : for two or more
» Assets are listed in order of their liquidity; that is, financial periods can you judge
how easily they can be converted to cash. Obvi- the financial health of the
ously, cash comes first; next come marketable company. Watch the year-to-

securities (for example Treasury bills, because the year changes in the accounts to
U.S. government is obligated to pay them). Then see what’s going on.

come accounts receivable, because your customers
are obligated to pay them. Assets which are more
difficult to convert or sell (buildings and land, for
instance) come later.

» Liabilities and owners’ equity are listed in the order in which they are scheduled to
be paid (notice that the owners come last!).

» Current assets are expected to be liquidated—that is, turned into cash—within one
year of the date of the balance sheet. Current liabilities are payvable within one year.

> You need balance sheets for two (or more) periods so you can compare the values in
the accounts for the two periods. A balance sheet for one period offers no basis of
comparison and is therefore of little value.
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A Tour of the fAssets

1 realize there are a lot of terms and numbers in this balance sheet that may be new to
you. You've probably heard the old joke: “How do you eat an elephant?” Answer: “One

MBA Lingo
Marketable securities
are short-term
investments,
usually in U.S.
government
securities or the
commercial paper of other
firms. Commercial paper is the
name for short-term promis-
sory notes issued by large
banks and corporations. The
maturities run from two to 270
days. Marketable securities are
often called near-cash assets
because they are highly liquid.

Marketable Securities

bite at a time.” So we are going to take these accounts line
by line, a bite at a time.

Note that although our sample balance sheet and the
following list is not exhaustive, it does present the assets
commonly found on the balance sheet of a commercial or
industrial company, such as a retailer or manufacturer.
Financial services companies, such as banks, and companies
in specialized industries, such as power generating or oil
refining, have their own specific kinds of assets in addition
to these. The assets we cover here are the standard ones
you'll find in most companies.

Cash

Cash means the cash in the company’s checking and savings
accounts, and in petty cash. Often you will see cash and
marketable securities together on one line of a balance sheet.

Marketable securities are short-term investments, usually in U.S. government securities or
the commercial paper of other firms. The securities have short maturities and stable prices.
Because of their liquidity, these securities are referred to as near-cash assets. Companies
put money in marketable securities because they often earn higher interest than checking

or savings accounts earn.

Marketable securities are shown on the balance sheet at “the lower of cost or market,”
meaning at their original cost—the price the company paid for them—or the current
market price, if it is lower. This keeps the value shown for these assets conservative. Often
when the securities are shown at cost and the current market value is higher, that current
value will be shown in parentheses or in a footnote to the financial statement.

MB4 Lingo

Accounts receivable
are amounts owed
by customers who

have purchased
goods or services
from the company
on trade credit.
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Accounts Receivable and Bad Debt

Accounts receivable are amounts owed by customers who
have purchased goods or services from the company on
trade credit. In Chapter 15, “Budget Basics,” [ will examine
credit management, which is necessary because some
customers pay their bills more quickly than others.

Unfortunately, some do not pay at all—hence the allow-
ance for bad debt that is noted on the balance sheet. This
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allowance is a confra account set up to accumulate an amount for those accounts receiv-

able (or receivables) that will ultimately be uncollectible.

The company knows that some percentage (2 percent or so in most lines of business) of
accounts receivable will be uncollectible. At the time of the sale, the company sets this

amount aside for bad debt expense.

Inventories

Inventories are goods for sale to customers or goods in
the manufacturing process at the time the balance
sheet is prepared.

A manufacturer will usually have three kinds of inven-
tory: raw materials, work in process, and finished
goods. Raw materials are goods that the company
purchased to make its products, while work in process is
currently somewhere in the manufacturing process, as
the name implies. Work in process is often called
unfinished goods. Finished goods are goods awaiting sale.

A retailer has inventory and no raw materials or work
in process because it only buys and sells finished goods.

Service companies typically do not sell goods (except as
a sideline; for example, when hair salons sell hair-care
products) so they usually have minimal or no inven-
tory on their balance sheets.

Property, Plant, and Equipment

Property, plant, and equipment refers to the buildings
(offices, factories, warehouses, and so on) and equip-
ment (machinery, furniture, and fixtures, such as
lighting and display cases) owned by the company.
Often you will see various elements of property, plant,
and equipment broken out separately, for example,
buildings and equipment, or buildings and fixtures and
furniture.

Note that the property, plant, and equipment amounts
represent the company’s productive capacity and
premises, rather than products the company is in
business to sell. Thus, property, plant, and equipment
are called “fixed assets.”

Accumulated depreciation is a contra account for tracking
the depreciation of the value of fixed assets. Because

Inventories are

goods for sale to
customers or goods

in the manufactur-

ing process at the

time the balance sheet

is prepared. Manufacturers

have three kinds of inventory:
raw materials, which are goods
that the company purchased
to make its products; work in
process, goods currently in the
manufacturing process, and
finished goods, which are
goods awaiting sale.

MBA Alert
Be sure to
keep your
current assets
moving. You want
your inventories and receiv-
ables to keep flowing through
the company (or “turning
over”) because your are then
selling product and collecting
money more quickly. Ways to
speed up the flow of current
assets through a company
include stocking only fast-
moving merchandise, discount-
ing slow-moving items, taking
deliveries of merchandise more
often to keep inventories low,
and collecting accounts
receivable aggressively.
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Fixed assets are tang-
ible property used
in the operations of
a business. They are
not expected to be
consumed or con-
verted to cash in the ordinary

course of business. For most
companies, productive plant,
machinery, and equipment,
and furniture and fixtures (such
as display cases and lighting)
account for almost all the fixed
assets. Fixed assets are usually
shown on the balance sheet at
their depreciated value.

Land

the value of equipment and buildings generally decreases
with age, the balance sheet must reflect the true worth of the
fixed assets (as opposed to the amounts they were bought
for). Depreciation, which I'll explain fully in Chapter 13,
“Look at the Books: Accounting Systems,” is a way of allocat-
ing the cost of a fixed asset to each year of the asset’s life. [n
other words, the cost of the asset is charged against income
over the life of the asset, rather than all in one year.

By the way, in the sample balance sheet, ['ve shown depre-
ciation as a separate line on the statement, while the allow-
ance for bad debt contra account was deducted as part of the
accounts receivable line. Either presentation is correct.

You do not depreciate assets that are used right away or
within one year (for example, paper or office supplies). But,
as I'll explain in Chapter 13, you must under tax law depre-
ciate assets with a longer life, such as productive equipment
Or company cars.

Land owned by the company is usually carried at cost (the price paid for it) and listed
separately from other fixed assets.

MB4 Lingo
Depreciation is a
way of allocating
the cost of a fixed
asset with a life of
more than one
year. The cost of

the asset is charged against
income over the life of the
asset, rather than all in one
year. Allocating a cost (any
cost) means assigning portions
of that cost to subsequent
operating periods.
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Prepayments and Deferred Charges

Prepayments and deferred charges are in a sense not really
assets, but rather prepaid liabilities.

The best example of a prepayment is insurance premiums
paid in advance. The company has paid the bill, say, for five
years of insurance coverage in advance. That prepayment
creates an asset that will be used up over the five-year
period. So it is carried as a long-term asset.

Deferred charges are similar. They represent money already
spent that will yield a benefit in the coming years. For
example, research and development expenses for a new
product may be allocated over the life of that product. The
company sets up an asset account for that amount so it can
make that allocation.
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Intangibles

Intangibles are assets that provide a business advantage
although they do not physically exist. Intangible assets
include items such as trademarks, patents, and good
will.

A trademark is a legally protected brand name, slogan,
ot design of a product or firm. A registered trademark
cannot be used by another company, because the firm
that owns it used its resources to develop and establish
that trademark.

Patents give an exclusive right to a product or process
to the holder of the patent. Like a trademark, this
protects the company or person who developed the
product ot process from having their work exploited by
others.

Good will is the amount of money paid for an asset; for
example, a product line or another company, above
the value it was assigned by the previous owner.
Companies vary in their accounting for good will. In
most cases, when one company buys another, it must
write off any good will within 40 years.

The Major Liabilities

Like assets, the kinds of liabilities listed on the balance
sheet will be a bit different for companies in financial
services and specialized industries. However, the
following sections present the most common liabilities
for most types of firms.

ficcounts Payable

Accounts payable, or payables, are the amounts the
company owes to its suppliers. (In other words, one
company'’s receivables are another’s accounts payable.)

Notes Payable

Notes payable can include commercial paper or other
promissory notes (meaning a written promise to pay)
that represent short-term borrowings of the company,
meaning those payable within one year.

Prepayments and

deferred charges

represent monies

that have already

been spent that will

yield benefits in

upcoming years. Prepaid
insurance premiums and
money allocated to research
and development are ex-
amples of prepayments and
deferred charges, respectively.

Intangibles are

assets that provide

a business advan-

tage although they

do not physically

exist. Intangible assets
include patents, trademarks,
and good will.

Accounts payable,

or payables, are the
amounts the
comparny owes to its

suppliers. Notes payable
can include commercial
paper or other promissory
notes that represent short-
term borrowings of the
company.
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MBA Lingo
Accrued means
recorded but not
paid, collected, or
allocated. In the case
of the balance sheet,
accrued expenses
sums up the money that the
company owes to others (for
example, employees, attorneys,
and utility companies) who
have not been paid for services
rendered on the date of the
balance sheet.

MBA Lingo

On the balance
sheet, current
liabilities are those

payable within a

year, meaning

within a year of the
date of the balance sheet.
Long-term debt is all debt due
after one year from the date of
the balance sheet.

Accraued Expenses Payable

The accrued expenses account sums up all of the other
money that the company owes to companies and individu-
als it does business with, including employees and inde-
pendent contractors, attorneys and other outside profes-
sionals, and utilities such as the electric and telephone
companies who have not been paid for services rendered
on the date of the balance sheet.

Federal Income and Other Taxes
Payable

Every business that makes a profit must pay federal income
taxes and, where applicable, state and city income taxes.
There are also real estate taxes, excise taxes, payroll taxes,
other business taxes—you get the idea. Taxes are accrued
on the books until they’re due, and the accrued amount is
shown in this account.

Carrent Portion of Long-Term Debt

Remember the distinction between current (or short-term})
liabilities and long-term liabilities? Current liabilities are
those payable within a year, meaning within a year of the
date of the balance sheet.

Thus the current portion of long-term debt is the portion of
long-term debt that is due in the coming year. For instance,
if the Sample Company took out a three-year term loan on
December 31, 1998, the portion of the loan that must be

repaid in the first year (that is, 1997) would be shown in this account. The amount to be
repaid in the other two years would be shown in the long-term debt account.

Long-Term Debt

Long-term debt is all debt due after one vear from the date of the balance sheet. This debt
mostly represents financing from banks and bondholders.

Owner’s Equity

Owner’s equity refers to the financial stake the owner’s have in the company. The busi-
ness has assets, and after you subtract what the business owes to anyone it owes money
to, then what is left is the owner’s stake. Note that this number can be zero or even
negative if the company owes more than it has in assets. (That is, of course, a terrible
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situation that leads to bankruptcy if not quickly
corrected with substantial and profitable growth in
sales.)

Any corporation can issue stock. This includes any
incorporated business, from a one-person company
to a giant outfit that employs thousands of people
and issues stock to the public. A corporation will
always have an account for stock on the balance
sheet as shown in our example.

An unincorporated business, such as a proprietorship or
partnership, will not have accounts for stock but will
show the owners’ equity in the form of capital contri-
butions (money invested in the business by the owner
or owners) and retained earnings (which is the same as
retained earnings in our example—money earned by
the business and then reinvested in the business).

Stock

Stock, or capital stock, represents ownership in a
corporation. A share of stock is one unit of owner-
ship. An owner’s percentage of all the outstanding
shares indicates her percentage of ownership. Inves-
tors buy stock in order to share in the company’s
profits. The company issues stock in order to raise
money from investors.

Investors affect the finances and direction of a
company in several ways:

> An investor purchases a stake in the company’s
future earnings.

> An investor shares in future earnings in the
form of dividends (payments made to stockhold-
ers out of the company’s income).

> An investor also gets voting rights, meaning she
can vote on issues that affect the company,
such as who'll be on the board of directors and
whether the company will be sold to another
company.

Note the difference between an investor and a
creditor: While the investor influences and benefits

MBA Lingo
A corporation is a
legal structure for a
business, registered
with the state and
separate from the
owners and managers.
This means that ownership can
be easily divided or transferred
through the sale of stock and
that the business can outlive
the owners. A corporation also
provides what is known as
limited liability, meaning the
owners can only lose what they
have invested in the business
and are generally not person-
ally liable for the debts of the
business. A proprietorship is an
unincorporated business with
one owner. A partnership is an
unincorporated business with
mote than one owner and a
legal contract that states the
terms and conditions of the
partnership.

Stock, or capital

stock, represents
ownership in a
corporation. A share

of stock is one unit of
ownership. Investors buy

stock in order to share in the
company'’s profits. They are
paid dividends, and also have
voting rights. A dividend is a
payvment made to stockholders
out of the company’s income
during a quarter or year.
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MB4 Lingo
Stock comes in
different classes ot
types. The most
popular classes of
stock are preferred
stock and common
stock. Holders of preferred
stock have no voting rights,
are paid dividends at a fixed
rate, and receive dividends
before the holders of common
stock. Common-stock holders
have voting rights and do not
receive dividends at a fixed
rate.

MBd Lingo
Par value is the
value assigned to a
share of stock by
the company. The
actual selling price
of the stock is
determined in the market.
The amount paid to the
company in excess of the par
value of the stock is counted
as additional paid-in capital.

MBA Lingo
Any income not
distributed as
dividends is
classified as

retained earnings
and is reinvested
into the company.
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from the growth and direction of the company, a creditor
merely lends money to the company.

A company may issue several classes of stock, each with
different features such as dividend policies and voting rights.
The two broad classes of stock are preferred stock and
common stock.

Preferred Stock

Preferred stock pays a dividend at a specific rate, regardless of
how the company performs. Owners of preferred stock do
not have voting rights. It is called preferred stock because
the dividend on this stock must be paid before dividends are
paid on the common stock.

Owners of preferred stock do not have a contractual right to
a dividend. They only get dividends if the company has
earnings to pay them.

Common Stock

Owners of common stock have voting rights, but do not
receive dividends at a fixed rate. Because holders of common
stock share in the future earnings of the company, the value
and price of this stock can rise (appreciate) or fall as the
company’s business prospects change. Most holders of
common stock purchase it as much for the potential for
appreciation as for future dividends.

Common stock can pay dividends well in excess of those
paid on preferred stock.

@Additional Paid-in Capital

When a company issues stock, the stock has a par value, a
value assigned to a share of stock by the company; for
example, $1 or $5 or $10 a share. This value does not
determine the selling price (that is, the market value) of the
stock. The selling price, the price the investor actually pays
per share, is determined in the market.

The amount paid to the company in excess of the par value
of the stock is counted as additional paid-in capital. It is
capital paid into the company in addition to the stock’s par
value. (Additional paid-in capital is also known as paid-in
surplus.)
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Retained Earnings

When the company earns a profit for a period, it can only do one of two things with the
money: distribute it to shareholders in the form of dividends, or retain it in the company
to finance more assets. Any income not distributed as dividends goes into retained earn-
ings. It is thus reinvested in the company and becomes part of the capital that finances

the company.

Case in Point

Young, growing companies often go for years without paying a
dividend. The stock of these companies is often called a growth stock
because the company is growing so fast. Instead of paying a dividend,
the company retains all of its earnings to finance the growing level of
assets it needs in order to support its rapidly growing sales.

Investors who buy growth stocks understand this and target appreciation of the
stock price rather than dividends as their investment goal.

The Least You Need to Know

>

A balance sheet shows the values in the company’s accounts on a certain date. It is
therefore often referred to as a “snapshot” of the company on that date.

It is best to have at least two years of balance sheets to review. One balance sheet
reveals very little about the company.

The simple formula for the balance sheet is: Assets = Liabilities + Owners' Equity.

Current assets include cash; marketable securities; accounts receivable; property,
plant, and equipment; and intangibles.

Liabilities include accounts payable, notes payable, accrued expenses payable, taxes,
and long-term liabilities.

Owners’ equity includes stock, additional paid-in capital, and retained earnings.
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Making a Statement:
Income and Cash Flow

In This Chapter
» Using the income statement to understand a company
> A tour through the income statement accounts

» How cash flow shows where the money comes from—and goes

In Chapter 10, “Meet Your Balance Sheet,” you took a detailed tour of one of the key
financial statements, the balance sheet. Now let’s turn to the other two major financial
statements—the income statement and the cash flow statement.

The income statement is as important to your understanding of a company as the balance
sheet. The cash flow statement is secondary. What it shows—the sources and uses of the
cash that flowed through a company during a period—is important, but it is constructed
from the balance sheet and income statement accounts. | include it here, though, because
with any company, large or small, the way cash flows through a business is key.

Introducing the Income Statement

The income statement presents the results of a company’s operations for a given period,
usually a quarter or fiscal year. The income statement shows the company’s sales and
expenses for that period. It also shows whether the company had a profit or a loss for the
period, so the income statement is also called the profit and loss statement or the P&L.
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The simple formula for the income statement is:

Sales — Expenses = Income

Clearly, the higher the sales and the lower the expenses, the
greater the income. But the income statement is not quite
that simple, because there are various types of expenses (just
as there are various types of assets, liabilities, and owners’
equity on the balance sheet). Seeing these various expenses
on the income statement tells you how the company is
spending its money, and where management is most and
least efficient.

The income
statement shows the
financial results of
a company’s
operations for a

given period, usually a year or
quarter. It begins with sales
during the period and sub-
tracts all expenses incurred
during the period to show
how much money the busi-
ness earned after expenses.

While the balance sheet is a snapshot of the company on a
certain date, the income statement covers operations over an
entire period, usually a year. Unlike the balance sheet ac-
counts, those on the income statement began at zero at the
beginning of the period. So when you see “Sales” or “Sala-
ries” on an income statement, you are seeing the total dollar
amount of sales made or salaries paid during the period.

Let’s look at a sample income statement to see what all this means.

Income Statement for Sample Company, Inc.

December 31, 1998

1998 1997
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Sales $22,000,000

Cost of Goods Sold

Gross Income

Selling, General & Administrative Expense
Depreciation Expense
Operating Income

Other Expenses:

Interest Expense

Other Income:

Interest on Marketable Securities
Income Before Taxes

Provision for Income Taxes

Net Income (Loss)

16,400,000
5,600,000
2,800,000

600,000
2,200,000

270,000

100,000
$2,030,000
960,000
$1,070,000

$20,400,000
15,400,000
5,000,000
2,650,000
550,000
1,800,000

300,000

80,000
$1,580,000
730,000
$850,000
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Here are points to keep in mind when examining an
income statement:

> As with the balance sheet, you should have at

least two years of income statements to examine.
Trends in sales and income are particularly
important to watch. Sales and income growth are
management’s main responsibilities, so you want
to see growth in those areas. Flat or falling sales
are usually a sign of real trouble.

Companies are driven to sell because ultimately
all their money comes from sales. As you see on
the statement, all expenses are deducted from
sales. Other income or interest income are not
part of the company’s regular business.

Cost of goods sold captures production expenses,
the expenses of producing the products. These are
sometimes called direct expenses.

Selling, general, and administrative expenses
capture the costs of selling the products and of
operating the administrative functions.

The accounts “other expenses” and “other in-
come” record expenses and income not related to
operating the business. An example of an “other
expense” would be the costs of defending the
company against a lawsuit. In contrast, winning a
settlement in a lawsuit would generate “other
income.”

@ Tour Through the Income
Statement

Let’s examine the income statement accounts. Remem-
ber: Each account started at zero at the beginning of
the period (in this case, the beginning of the year) and
accumulated the amount shown during that period.

Sales

Cost of goods sold
is the expenses of
buying goods and
producing the
product. They are
called direct costs or
direct expenses because they
are directly associated with
making what the company
sells, as opposed to the costs
of selling the product or
administrative costs. The
major components of costs of
goods sold are materials and
labor.

MBA Mastery
When you
review an
income
statement, try
to visualize the various parts of
the operation. Try to “see”
what the company is doing in
the real world. These are not
just numbers on a page.
Behind these numbers are real
people, making sales, products,
and decisions and exchanging
money and earning their
livings. A company is a
dynamic system, so try to
understand the dynamics.

Sales (also called revenue, revenues, total sales, or total revenue) is the amount of money
the company took in, before any expenses, on its operations. This means that sales does
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MBA Lingo

Gross income equals
sales minus the
cost of goods sold.
It is the money
earned by the

company on sales
after deducting the direct
expenses of making the
product. This figure is also
called gross profit.

MBd dlert
If you manage
a company or
department that
produces a product, be sure to
monitor the individual direct
expenses that go into making
that product. This includes the
cost of materials, parts, and
hardware, as well as your labor
costs (watch overtime, which
adds up quickly) and your
costs of operating machinery.
Those different expenses are
the numbers to watch in order
to control your production
costs and achieve high gross
income. It’s just another case
of “watch out for the dimes
and the dollars will take care
of themselves.”

2 e e

not include money the company took in, for example, by
selling off old property, plant, and equipment. That would
be shown under “other income.” Nor does sales include
interest earned on marketable securities, which would be
included under interest income.

Sometimes you'll see a contra account (see Chapter 10),
called allowance for returns, presented with sales. For in-
stance, you might see “Sales $1 Million Less: Allowance for
Returns $20,000.” That contra account is set up because
manufacturers and retailers know that some percentage of
their products will be returned by dissatisfied customers or
those finding breakage or defects. In this case, the contra
account represents 2 percent of total sales ($1 million x .02 =
$20,000), which is in the normal range for a manufacturer.

Cost of Goods Sold

For a retailer, cost of goods sold equals the price the retailer
paid to suppliers for the merchandise it sells in the stores.
This would also include the transportation costs of getting
the goods into the stores.

For a manufacturer, cost of goods sold equals the total cost
of producing its products. The major production expenses
include the cost of materials; the wages and benefits of
production workers; freight and transportation; and the
rent, power, lights, maintenance, and other costs of operat-
ing the factory.

Cost of goods sold should capture all of the costs directly
associated with making (or, for a retailer, acquiring) the
product the company sells.

Gross Income

Gross income is the amount of money the company earns on
its sales before the selling, general, and administrative
expenses, which is the next expense item. Gross income is
also called gross profit.

Some income statements don’t report income at this level. They don't break out cost of
goods sold and instead deduct selling, general, and administrative expenses and go
straight to operating income. To me, that's sad, because it omits important information.
You'll see why in the next chapter.
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Selling, General, and Aidministrative Expense (SG&A)

After a manufacturer makes a product (or after a retailer buys it from a supplier), that
product must be sold. That means you have to pay salespeople salaries and commissions.
They have to use the phone, send out letters, and travel to clients and probably buy them
lunch (even drinks and dinner) now and then. All of these expenses, as well as marketing
expenses, are included in this account.

On top of that, there are all those support functions—human resources, MIS, accounting,
and finance—as well as office space, power, light, supplies, and everything else needed to
run a company. The salaries and benefits of managers are also included in SG&A, as it's
usually called, since they do not work directly on producing the product.

Depreciation Expense

Depreciation expense is the amount of depreciation
charged against sales during the period. This is not the

same as accumulated depreciation on the balance Operating income

sheet. Accumulated depreciation on the balance sheet equals sales minus

is the total of all the past depreciation expense on the the cost of goods

company’s existing property, plant, and equipment. sold and minus

selling, general, and
administrative expenses.
This is the amount earned by

This means that depreciation expense on the income
statement for a period is added to the amount of
accumulated depreciation on the balance sheet at the the company on sales after
beginning of the period. deducting the direct expenses
of making the product and the

If you examine Sample Company’s balance sheet in expenses of selling it and of all

Ct?apter 10 and compare it to the. income .statement in other aspects of running the
this chapter, you'll see that the difference in accumu- business itself. Operating
lated depreciation between the balance sheet dated income is also called operating
1998 and the one dated 1997 is $600,000. That profit.

$600,000 is the depreciation expense charged to
operations on the company’s 1998 income statement.

Operating Income

Subtracting SG&A from gross income gives you operating income, also called operating
profit, income from operations, or income from continuing operations.

Note that operating income only represents income directly related to operations. Income
from other sources—such as from the sale of a division or the settlement of a lawsuit—is
listed separately under “Other Income.”
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Other Expenses

Other expenses include interest expense, plus any extraordinary or non-recutring ex-
penses, as they ate called. Although they are not shown in the earlier statement, other
expenses can include costs of litigation, settlements paid in lawsuits, or the expense of
closing down a division.

Interest Expense

Interest expense is counted separately from both operating and other expenses. Interest
expense relates fairly directly to doing business, but it varies with both the amount the
company borrows and, often, with the level of interest rates. Managers and investors like
to watch interest expense closely because, while there are good reasons to borrow money,
too much debt generates high interest expenses that drag on a company’s operations.

Case in Point

When Time Inc. merged with Warner Communications Inc. in 1989,
the merged company, Time Warner Inc., was saddled with $16 billion
in debt on its balance sheet. The interest expense on this debt pulled
down earnings for years and continues to do so to this day, even

though the debt has been cut to less than half that original amount.

Other Income

Because Other income, also called extraordinary or non-recurring
)\ business income, is incoming money not generated by regular
‘- people (like operations.
the rest of us)

o : Interest income is the most common category of other
dislike paying taxes, compa-

nies have methods—legal incom.e. It is counted separately for the same reason tha.t we
ones, of course—of minimiz- count interest expense separately. Unless the company is a
ing their pretax income so bank (in which case interest income actually represents

that they minimize their sales), interest income is “gravy”—not a source of income
taxes. In Chapter 13, “Look from operations.

at the Books: Accounting 3 :
Systems,” I will show you Although they are not shown in the earlier statement, other

various accounting methods sources of income can include money paid to the company
that affect reported income. in settlement of a lawsuit, money from the sale of fixed
assets, or money from the sale of an intangible asset, such as
a trademark or patent.
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Income Before Taxes

Income before taxes is income from all sources—operations as well as extraordinary
items—before the government gets a crack at it. Income before taxes is also called pretax
income.

Provision for Income Taxes

Corporate income tax rates can vary from year to year at the federal, state, and local
levels. In the sample income statement, I've simply assumed a total tax rate of about 30
percernt.

This is called a provision for income taxes because the taxes will be charged against the
income earned in this period even if they have not actually been paid in this period. In
other words, this account shows the total income tax expense charged to income during
the period.

Net Income (Loss)

This is the bottom line you've heard so much about. 1
Net income is what's left of sales and other income after ey

i company with a
you deduct cost of goods sold; selling, general, and loss for a period is
administrative expense; other expenses; and taxes. in the red because

losses used to be
written in the books in
red ink. You'll also hear the

If all the expenses exceed sales and other income during
the period, the company has a loss for the period. It is
in the red. (Note that in the earlier sta’te.ment, parenthe- expression “red ink,” as in, “If
ses are placed around the word “Loss” in the “Net this new product fails, we'll be
Income” line to indicate a negative number.) swimming in red ink.”

Get Insights Into Income

The income statement represents management’s report card for a quarter or a year. Just
reading a couple of years of a company’s income statements will tell you a lot. Here are
some of the questions you'll be able to answer after looking at income statements:

> Are sales rising, falling, or just plain flat?

> Are costs rising or falling faster or slower than sales? Or are they keeping pace with
the movement in sales?

> How about interest expense? Did interest expense rise or fall from one year to the
next?

» Is income keeping pace or is it changing in relation to sales? How’s the bottom line
holding up?

» Did the company incur any extraordinary windfalls or charges?
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How fre Your Employees Doing?

Sales per employee and net income per employee are two quick measures you can easily
calculate from an income statement. They can be quite revealing.

» To calculate sales per employee, simply divide the sales figure on the income
statement by the number of employees in the company.

» To calculate net income per employee, divide the net income figure by the number

of employees.

If either of these figures is on a downward trend, it may mean that the company is not
efficiently managing its human resources. You can also compare the results of these
calculations with the corresponding numbers for other companies in the same industry to
see how your use of employee resources rates.

You'll examine a number of calculations for analyzing both the balance sheet and the
income statement in Chapter 12, “The Big Picture: Financial Analysis.”

The Cash Flow Statement

I wrap up this introduction to financial statements with the cash flow statement. This is
also called the statement of sources and uses of cash, but, for brevity, let’s stick with cash

flow statement.

Like the balance sheet and income statement, the cash flow statement is presented in a
company’s annual report. The cash flow statement is important for two reasons:

MBA Lingo
The cash flow
statement Shows
the sources and
uses of the cash
that flowed
through the
company during a period,
typically a year, and always
the same period that the
accompanying balance sheet
and income statement covers.
This statement shows where
the company’s money came
from and were it was spent
during the period.
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1. It improves your understanding of what's going on
in the balance sheet and income statement, because
the cash flow statement is calculated from account
values on those statements.

2. It highlights an essential point: Cash is King. A
company must generate actual cash (dough, jack,
moola) and it must generate it from operations,
rather than through borrowing or by selling off
pieces of itself.

A company can have high levels of assets, but not much
cash. It can have inventory that can’t be sold, receivables
that can’t be collected, and machinery that can’t produce
what customers want. In those cases the outfit isn't generat-
ing cash, and cash is what you need to pay your bills and
distribute dividends.
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Easy Come, Easy Go: Cash Flow

The cash flow statement shows where the company’s cash came from and where it was
spent during the period covered by the statement. (This period is the same one covered
by the income statement, the period between the beginning and ending balance sheets.)

A cash flow statement shows the increases or decreases in the various accounts and the
effects on the cash account. An increase in an asset is a use of cash, while a decrease in an
asset is a source of cash. Conversely, an increase in a liability or owners’ equity account is
a source of cash, while a decrease in a liability or equity account is a use of cash.

For example, if the ending balance in accounts receivable is higher than the beginning
balance, that counts as a “use” of cash, because the company added more in receivables
than it collected. Collecting receivables increases cash. Not collecting them decreases
cash. (As you saw in Chapter 10, on Sample Company’s 1998 balance sheet, receivables
are higher than on the 1997 balance sheet. So that counts as a “use” of cash.)

Conversely, if the ending balance in accounts receivable is lower than the starting bal-
ance, that counts as a “source” of cash. That’s because the company collected more
receivables than it added during the petiod. The net effect on cash is an increase, so that’s
a “source” of cash.

The cash flow statement also accounts for “non-cash” charges—expenses that were
recognized on the income statement but did not require a cash payment. Depreciation is
the best example of a non-cash charge. The actual cash was spent on the fixed asset
before the accounting period, but the expense is allocated (as depreciation) to the operat-
ing period. Because no cash was spent on depreciation expense, that counts as a source of
cash.

A Sample Cash Flow Statement

Here is a cash flow statement for Sample Company, based on the balance sheet in
Chapter 10 and the income statement you saw earlier in this chapter:

Sample Company, Inc.
Statement of Sources and Uses of Cash

For the Year 1998
Cash Flows From Operating Activities:
Net Income $1,070,000
Depreciation 600,000
Decrease (Increase) in Accounts Receivable (200,000)
Decrease (Increase) in Inventories 600,000
Increase (Decrease) in Accounts Payable 120,000
Increase (Decrease) in Notes Payable (100,000)

continues

131




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 132.

Part3 » All About Money

132

continued
Increase (Decrease) in Accrued Expenses Payable 60,000
Increase (Decrease) in Taxes Payable 260,000
Net Cash Flow From Operations $2,410,000
Cash Flows From Investing Activities:
Decrease (Increase) in Marketable Securities (780,000)
Decrease (Increase) in Buildings and Machinery (610,000)
Decrease (Increase) in Prepayed and Deferred Charges (20,000)
Net Cash Flow From Investing Activities ($1,410,000)

Cash Flows From Financing Activities:
Increase (Decrease) in Total Long-Term Debt
Increase (Decrease) in Preferred Stock

(400,000)

Increase (Decrease) in Common Stock e
Increase (Decrease) in Additional Paid-in Capital —

Dividends Paid (300,000)
Net Cash Flows From Financing Activities (700,000)
Net Change in Cash $ 300,000

Keep the following in mind as you examine this cash flow statement:

» The cash flow statement is largely “constructed” from the balance sheet and income

statement, so the underlying numbers have to be sound for the cash flow statement
to be accurate.

Like the income statement, the cash flow statement covers only one period (in this
case, the year 1998), the period from the beginning balance sheet to the ending
balance sheet. It is certainly useful to have two or more years of cash flow state-
ments, but it is not as essential as it is for the other two statements.

There are three parts to the cash flow statement: cash flow from operating activities,
cash flow from investing activities, and cash flow from financing activities. The
most important one is cash flow from operations. A company cannot sustain itself
on borrowings or investments (unless it is a financial institution).

The cash flow statement reconciles all other accounts to the change in the cash
account that occurred from the beginning balance sheet to the ending balance sheet
for the accounting period.

When more cash comes in from various sources than goes out during a period, cash
flow is positive. When the opposite occurs, cash flow is negative.

The term gross cash flow or gross cash flow from operations usually refers to net income
plus depreciation.
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Getting Reconciled

Using the cash flow statement, we can easily begin to reconcile the accounts listed on the
balance sheet and income statements—that is, analyze how changes in one account affect
other accounts.

For example, consider Sample Company’s retained
earnings shown on the balance sheet in Chapter 10.

As you may remember from that chapter, net income
goes to one of two places: It is either reinvested in the
operation as retained earnings, or it is distributed to the
shareholders as dividends. Therefore what is not

A reconciliation of
an account

analyzes the
changes in the

. . . L , o other accounts that
retained is paid as a dividend. Since dividends are a use affect the aceount.

of cash, you have to calculate them for the cash flow
statement.

You can easily calculate the amount of dividends paid by doing a reconciliation of
retained earnings accounts on Sample Company’s balance sheet in Chapter 10.

Beginning Retained Earnings (12/31/97) $2,630,000
Plus: Net Income for 1998 1,070,000
Minus: Ending Retained Earnings (12/31/98) 3,400,000
Dividends Paid During 1998 $ 300,000

This amount is shown on the cash flow statement under “Net cash flows from finan-
cing activities” because paying dividends on stock are part of using stock as a source of
financing.

Actually, the cash flow statement is really just one large reconciliation of all accounts to
the cash account. If you look back at Sample Company’s balance sheets for 1998 and
1997 in Chapter 10, you'll see that cash increased by $300,000. The cash flow statement
identifies the changes in the other accounts that led to that $300,000 increase.

Go With the Cash Flow

I won't go through a line-by-line examination of the cash flow statement because it does
not list accounts. Each line just states whether the activity in that balance sheet or
income statement account resulted in an increase or decrease in cash.

By examining each line and referring to the financial statements for Sample Company,
you can see the effect on cash.
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The Least You Need to Know

» The income statement, also known as the profit and loss statement or P&L, is
management’s report card for the quarter or year it covers. Basically, it presents the
results of management’s sales and cost-control efforts.

» IExamine at least two years of income statements to see trends in sales and in key
expense categories.

» Cash flow can be more important to a company and its owners than size, growth, or
even profits. For example, a large company can generate poor cash flow, while a
company with low profits can generate excellent cash flow.

» Use the cash flow statement to examine where money comes from and what it is
spent on in a given period.
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In This Chapter

» The basics of financial analysis

» Measuring liquidity ratios

The Big Picture:
Financial Analysis

» Understanding solvency ratios

» Analyzing profitability ratios

In Chapter 10, “Meet Your Balance Sheet,” and Chapter 11, “Making a Statement: Income
and Cash Flow,” I showed you the basics of balance sheets, income statements, and cash
flow statements. Simply reading a financial statement will tell you something—but not
much. You'll see the dollar amounts of the accounts and, if you have at least two years of
statements, you'll see if an account increased or decreased.

But to really understand a company, you must analyze its financial statements. Aside
from a basic understanding of the accounts, this requires some simple calculations.

In this chapter, you’ll learn basic financial statement analysis—how to look beyond the
account values and relate them to one another so you can see into the company’s struc-

ture and operation.
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Let’s Get Analytical: Financial Ratios

A ratio is a calculation that shows the relationship between two values. A ratio is nothing
more than a division problem with a number on top (numerator) divided by a number on
the bottom (denominator).

Financial ratios show the relationship between two financial statement accounts. Ratio
analysis enables you to measure a company'’s performance and credit-worthiness (capabil-
ity to pay its liabilities and take on additional debt). While financial ratios are not

the only tool of financial analysis, they are among the most

MBA Lingo powerful.
A ratio is a calcula-

tion that shows I_i uidi ﬂtios
the relationship q ty R
hetwaan two The following formulas (aside from working capital, which

values. Financial isn't a ratio) are called liguidity ratios. They measure a

ratios show the company’s capability to meet its short-term obligations and
relationship between two to convert receivables and inventory into cash. The liquid-
financial statement accounts. ity ratios we will cover are current ratio, quick ratio, A/R
turnover, days’ sales outstanding, inventory turnover, and
days’ sales on hand. But first, let's examine working capital.

Working Capital

Working capital measures a company’s capability to pay its current obligations. The
formula for working capital is:

Working Capital = Current Assets — Current Liabilities

Current assets and current liabilities are listed on the balance sheet.

Based on the financial statements presented in Chapters 10 and 11, let’s look at the
working capital for Sample Company in 1998:

Working Capital = $12,000,000 — 5,400,000
MBA Lingo
Working capital
measures a

Wortking Capital = $6,600,000
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company's
capability to pay

its current obliga-

tions. Working
Capital equals current assets
minus current liabilities.
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For Sample Company in 1997:
Working Capital = $11,320,000 - 5,060,000
Working Capital = $6,260,000

Working capital improved for Sample Company in 1998,

rising by $340,000, or 5 percent (6,600,000 / 6,260,000 = 5.4
percent). This 5 percent increase occurred while sales
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increased by about 9 percent (22,000,000 - 20,400,000
= 1,600,000, which divided by 20,400,000 = 7.8 per-
cent). Since working capital should grow at about the
same rate as sales, this represents good financial
management.

Obviously, working capital should, at a minimum, be
positive. In general, the higher the working capital, the
better. However, positive working capital only tells us
that the company’s current assets exceed its current
liabilities. A ratio can tells us how much greater it is,
and a lot more.

Carrent Ratio

The current ratio, also called the working capital ratio,
shows the relationship between current assets and
current liabilities. Here’s the formula:

Current Ratio = (Current Assets) / (Current
Liabilities)
Again, current assets and current liabilities are on the
balance sheet.
For Sample Company in 1998:
Current Ratio = 12,000,000 / 5,400,000

Current Ratio = 2.2

For Sample Company in 1997:
Current Ratio = 11,320,000 / 5,060,000

Current Ratio = 2.2

MBd Alert

Be careful

when you

look at working

capital. It can at

times be inflated by useless
current assets. A badly man-
aged company often allows
poor-quality receivables or
obsolete inventories to build
up so that its working capital
appears strong. Ratio analysis
enables you to look beyond
raw numbers like working
capital to get a better sense of
what's really going on.

The current ratio,
also called the
working capital ratio,
shows the relation-

ship between current

assets and current

liabilities. The current ratio
equals current assets divided
by current liabilities.

In most businesses, a current ratio of 2.0 or better is considered good. [t means that the
company has twice the amount of current assets as current liabilities. Remember, though
that some assets are more liquid than others. (See Chapter 10 for a discussion of liquid-
ity.) Therefore, we have another measure of a company’s capability to pay its current

liabilities: the quick ratio.

Quick Ratio

The quick ratio, also called the quick asset ratio or acid test ratio, is a more stringent measure

of liquidity. The formula is:
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Quick Ratio = (Cash + Marketable Securities + Accounts Receivable) / Current
Liabilities

These numbers are all on the balance sheet. This ratio focuses on the capability of the
company to meet its current obligations with its most liquid assets, which are cash,
marketable securities, and accounts receivable. While industry norms vary, a company
with a quick ratio of 1.0 or better is usually positioned to pay its current liabilities out of
current assets.

MBd Lingo For Sample Company in 1998:

Thie quick ratio, Quick Ratio = (900,000 + 1,700,000 + 4,000,000) /

also called the 5 400 000

quick asset ratio or P

acid test ratio, 1s a Quick Ratio = 6,600,000 / 5,400,000

more stringent

measure of Quick Ratio = 1.2
liquidity. To calculate the
quick ratio, find the sum of This quick ratio of 1.2 indicates that Sample Company has a
cash, marketable securities, good portion of its current assets in liquid assets rather than

and accounts receivable and
divide by current liabilities.

inventories.

Let's turn now to a few ratios that measure the quality of
the accounts receivable and the inventories.

@Accounts Receivable Turnover

The level of accounts receivable tells us little about the quality of the receivables. Here,
the term “quality” refers to the collectibility of the receivables. If accounts receivable
cannot be collected, they are close to worthless.

It's also a bad sign when receivables are “slow,” meaning
MB@ Mastery that the company takes longer than it should to collect. In
other words, the customers are not paying the invoices when

If you sell to
they're due.

customers on

credit, you This is bad for two reasons: First, if business conditions

are financing :

. worsen, slow receivables can become even slower and
them for the time you are . : . ;
perhaps uncollectible. Second, the company has money tied

up in those receivables, money that could be used to pay off
liabilities or invest in marketable securities.

waiting to be paid. The
slower they pay, the longer
you are financing them. If
you don’t want to finance Here's the formula for receivables turnover:

them for free, have a late

charge on your invoices. A/R Turnover = (Sales) / Average Accounts Receivable

The sales figure is on the income statement. To calculate
average accounts receivable, add the accounts receivable at
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the beginning of the period (from the first balance sheet) to the accounts receivables at
the end of the period (from the second period) and divide the sum by two.

Now in strictest terms, the numerator should be Credit
Sales instead of Sales, but we're assuming that all of the
company's sales are on credit. Usually you won't find
credit sales broken out from total sales on financial
statements anyway. (If you need to, you can calculate
this number for your own company with information
available from the accounting department.)

For Sample Company in 1998:

$22,000,000

(4,000,000 + 3,800,000) / 2
A/R Turnover = §22,000,000 / 3,900,000

A/R Turnover = 5.6 times

Turnover is the
number of times
the receivables went

though a cycle of

being created and
collected (or turned over)
in a period.

In general, the higher the turnover, the better. Why? Because the faster the receivables are

turning, the less money you have tied up in them.

It's particularly useful to compare this ratio with the ratio of other companies within the
same industry (known as industry norms). A company in an industry that allows customers
to pay within 45 days instead of the more common 30 days, for example, will automati-

cally have a lower turnover.

Collection Period

For an even more complete picture of a firm’s accounts
receivable, convert the receivables turnover to collection
period. This measure is also known as days sales out-
standing. Collection period is the average number of
days it takes the company to collect its receivables.

Collection Period = 365 / (A/R Turnover)

For Sample Company in 1998:
Collection Period =365 /5.6

Collection Period = 65 days

The collection
period is the
average number of
days that the

company takes to

collect an account
receivable. The collection
period equals 365 days
divided by the figure for
accounts receivable turnover.

This means that Sample Company takes an average of 65 days to collect its invoices. This
number is “good” or “bad” only in relation to the industry norms and the terms on which
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the company sells. If Sample Company gives customers 60 days, or even 45 days, to pay,
65 days sales outstanding and 5.6 turns a year is fine. If the terms are 30 days, (which is
much more common), then Sample Company is not collecting its receivables quickly
enough. In general, however, a 65-day collection period is
not considered good.

MBA Mastery
To encourage
prompt
payment,
some compa-
nies offer terms of “2/10, net
30.” This means the cus-

Finally, remember that the collection period is one number
that sums up all the accounts—those paying quickly and
those paying slowly. In other words, it's an average.

Inventory Turnover

tomer gets a 2 percent Inventory turnover resembles receivables turnover. You want
discount if he pays within 10 to sell inventory quickly, just like you want to collect receiv-
days of the invoice date, but ables fast. The faster your inventory turns over, the less

must pay the full amount if money you have tied up in inventory to support a given level
he pays later than 10 days. of sales. Here's the formula for inventory turnover:

Whether he takes the

discount or not, he must pay Inventory Turnover = Sales / Average Inventories

within 30 days. Unfortu-

nately, some customers take The sales figure is on the income statement. Inventories are

the discount even when
paying beyond 10 days,
which creates difficulties. $22,000,000

on the balance sheet.

(5,400,000 + 6,000,000) / 2

To calculate average inventory, add the inventory at the beginning of the period (from
the first balance sheet) to the inventory at the end of the period (from the second period)
and divide the sum by two.

Inventory Turnover = $22,000,000 / 5,700,000

Inventory Turnover = 3.9 times

As with all ratios, you have to judge inventory turns against industry norms. For example,
a jewelry store’s inventory may turn only once a year because it carries high-priced items
with a large profit margin (a measure we'll discuss later in this chapter) and customers
expect a wide selection. However, a grocer may turn his inventory over every three to five
days because the prices and profit margins are much lower, many items are perishable,
and shelf space is at a premium. A grocer can’t afford to carry an item that doesn't sell
briskly.
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Days’ Sales on Hand

As with receivables, it can be useful to convert inventory turns to a measure expressed in
days—days’ sales on hand. This number reveals the average number of days it takes the
company to sell its inventory.

Days’ Sales on Hand = 365 / Inventory Turnover

For Sample Company in 1998:
Days’ Sales on Hand = 365 / 3.9

Days’ Sales on Hand = 94 days

This means that Sample Company has an average of 94 days’ worth of sales in inventory.
Again, this number is “good” or “bad” only compared with industry norms. (Remember,
because it is an average, this number includes the fastest- as well as the slowest-moving
merchandise.)

Solvency Ratios

Long-term solvency ratios examine two elements. The Solvency is the
tirst is the proportion of debt the company uses in its capability of a
financial structure. The second is its capability to pay company (or

the interest on the debt (that is, to service the debt). individual) to pay

its bills on time.
Debt-to-Equity Ratio

The debt-to-equity ratio, also called the debt-equity ratio,
is the first of the three long-term solvency ratios we will
examine. The debt-to-equity ratio measures the extent MBA Lingo

to which the owners are using debt—that is, trade The debt-to-equity
credit, liabilities, and borrowings—rather than their
own funds to finance the company.

ratio compares the
amount of the
company’s total

The formula for the debt-to-equity ratio is: financing from
L o L . creditors compared with
Debt-to-Equity Ratio = Total Liabilities / Total the amount of money
Owners’ Equity invested by the shareholders.
The debt-to-equity ratio is
Note that total liabilities includes all current and long- calculated by dividing total
term liabilities. liabilities by total owners
equity, both of which are on
Owners’ equity represents the total amount that the the balance sheet,

owners have invested in the company, both in stock
they’ve purchased and in earnings they’ve reinvested
in the company rather than taken as dividends.
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MBd Lingo

The term financial
structure refers to
the make-up of the
company’s
financing, as seen

on the right-hand
side of the balance sheet. The
major decision about finan-
cial structure concerns how
much debt to take on relative

to equity.

Debt Ratio

For Sample Company in 1998:
Debt-to-Equity Ratio = §10,400,000 / $9,000,000
Debt-to-Equity Ratio =$10,400,000 / §9,000,000
Debt-to-Equity Ratio = 1.2

Many analysts look for debt-to-equity of 1.0 or less. That
means that half of the company’s total financing—or less—
comes from debt. However, many analysts also do not mind
higher proportions of debt in a company’s financial structure
(the company financing, as seen on the right-hand side of
the balance sheet) as long as they see that the company can
handle the interest and principle payments.

The debt ratio resembles the debt-to-equity ratio. But instead of relating total debt to
owner'’s equity, it measures only long-term debt in relation to all financial resources. This
ratio shows the role of long-term debt in the firm's financial structure. The debt-equity
ratio is particularly useful to long-term lenders such as banks.

MBA Lingo
The debt ratio
compares the
company's long-
term debt to the
amount of owners’
equity. Like the
Debt-to Equity ratio, the Debt
ratio measures the amount
financing that comes from
creditors relative to the
amount invested by share-
holders. The Debt ratio is
calculated by dividing long-
term liabilities by total
owners’ equity, both of which
are on the balance sheet.

The formula for the debt ratio is:

Debt Ratio = Long-Term Debt / Total Liabilities and

Equity

The figures for long-term debt and total liabilities and equity
are on the balance sheet.
For Sample Company in 1998:

Debt Ratio = $5,800,000 / $18,690,000

Debt Ratio = 0.31
This tells us that 31 percent of Sample Company’s total
financial resources are in the form of long-term debt. Gener-
ally, the lower this number, the better. While you must
consider industry practices and norms, if this number

approaches 50 percent, you want to be sure the company
has a reliable earnings stream.

Note that I included the current portion of long-term debt in

this calculation. Some analysts might instead see that current portion of long-term debt
as a current asset. But since that amount is also part of long-term debt, I include it. Either

method would be correct.
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Times Interest Earned

The times interest earned ratio measures the capability of
the company to pay the interest on its long-term debt.
Here is the formula:

Times Interest Earned = Operating Income /
Interest Expense

The figures for operating income and interest expense
are on the income statement. In this formula, operat-
ing income is usually called “earnings before interest
and taxes” or EBIT (pronounced “e-bit”). You use EBIT
because you want to measure the capability to pay the
interest expense out of operating income before you
deduct interest out of that income. You use income
before taxes because interest is tax-deductible.

Don't include “other income” in this calculation. You
want to measure the company’s capability to service its
debt with cash from the operations only.

For Sample Company in 1998:
Times Interest Earned = $2,200,000 / $270,000
Times Interest Earned = 8 times
In 1998, Sample Company earned operating income of
eight times its interest expense. As always, industry
norms will dictate the appropriate value for this ratio.

Generally, however, EBIT of at least three or four times
interest earned is considered safe.

By the way, times interest earned is often called a
coverage ratio, meaning coverage of interest expense.

Profitability Ratios

Finally, let's look at the profitability ratios. These ratios
measure the company’s earning power and manage-
ment's effectiveness in running operations.

MBA Mastery
Financial
statements are
standardized,
but different
companies use different
accounting principles (see
Chapter 13). I believe analysts
should use the more conserva-
tive method of calculating a
ratio when there’s more than
one option. (More conserva-
tive means the method that
yields the lower value.)

The times interest

edarned ratio

measures the

capability of the

company to pay the
interest on its long-term
debt out of earnings from
operations. Times interest
earned is calculated by
dividing earnings before
interest and taxes (or EBIT,)
by interest expense during a
given period, usually a year.

EBIT (earnings
before interest

expense and taxes)
equals operating
income.
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Gross Margin

Gross margin, also called the gross profit margin, is the first profitability ratio we'll examine.
The gross margin measures the effectiveness of the company’s production management.

Gross Margin = Gross Income / Sales

Gross income and sales are found on the income statement.
For Sample Company in 1998:

Gross Margin = 5,600,000 / 22,000,000

Gross Margin = 25.5%

Obviously, the higher the gross margin, the better. The values for this number will vary
widely across industries. Sample Company spends about 75 percent of its total sales on
production costs; that is, on cost of goods sold. This means that Sample Company is
probably a manufacturer because most retail firms try to keep their cost of goods sold to
about 50 percent.

Some businesses have inherently higher margins than others. These “high margin”
businesses are often those selling something that customers value highly, particularly if
the item can be made cheaply. Designer clothing and other items purchased for their
image or status are a good example. For instance, U.S. luxury
: car models such as General Motors’ Cadillac and Ford’s

MBA Lingo Lincoln achieve higher margins than their lower status

Errass gt s products because the luxury models command higher prices
o one for essentially the same components and a lot more sheet

ercentage of sales. ; .
ghis ratig Tleasircn metal—and sheet metal is relatively cheap.

the effectiveness of Another way to achieve high margins is to add a lot of value

production and is to a product. For example, a food processing company will
_calculated by dividing gross generally have higher margins than a farmer because the
HIECRIE LY Sl food processor adds more value (through the processing and
packaging) than the farmer did by growing it.

Case in Point

Successful high-technology companies often have very high gross
margins—some as high as 70 or 80 percent. That's because a high-
tech company with a solution to an expensive problem can charge
almost whatever it wants to those who need that solution.
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Operating Margin

The operating margin measures operating income as a percentage of sales. In contrast to
the gross margin, the operating margin measures management’s effectiveness in the
nonproduction areas of the company. It measures the contribution (or lack of contribu-
tion) of the sales, administrative, and other nonproduction functions.

If a company has a good gross margin and a poor operating margin, management is
somehow mismanaging the areas that account for selling, general, and administrative
(SG&A) expense. Perhaps sales costs are too high. Perhaps there are lavish offices, luxury
cars, and high entertainment expense being charged to operations. Perhaps the adminis-
trative staff is too large. Or maybe management'’s salaries are (dare we say it?) too high.

Here's the formula:

Operating Margin = Operating Income / Sales
Operating income and sales are on the income
statement.

For Sample Company in 1998:
Operating Margin = $2,200,000 / 22,000,000
Operating Margin = 10%

As is the case with all profitability measures, the higher
the operating margin, the better.

Net Margin

The net margin measures the bottom line—net in-
come—as a percentage of sales. This shows the percent-
age of each sales dollar that the company manages to
hang on to after production and operating expenses,
after interest and other expenses, and after taxes.

Net Margin = Net Income / Sales

Net income and sales are found on the income
statement.
For Sample Company in 1998:

Net Margin = $1,070,000 / §22,000,000
Net Margin = 4.9%

Operating margin

is operating

income as a

percentage of sales.

This ratio measures

the effectiveness in the
non-production areas of the
company and is calculated by
dividing operating income by
sales.

Net margin is net
income as a

percentage of sales.

This ratio measures

the company'’s

capability to deliver on

the “bottom line.” That is it
shows what percentage of
sales the company actually
delivers to shareholders as
after-tax earnings. The net
margin is calculated by
dividing net income by sales.
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A net margin in the 5 percent range is very common. Interestingly, several years ago non-
business people were surveyed and asked, “What percentage of a company’s sales do you
believe wind up as profits?” The researchers got answers ranging up to 25 and even 50
percent! This highlights the general public’s lack of understanding concerning business
and profits.

A net margin of around 10 percent would be excellent, particularly if the company could
consistently achieve it.

@Asset Turnover

As you know, management’s job is to use the company’s assets to generate cash. Assets
must therefore generate sales and profits. The asset turnover ratio measures management'’s
effectiveness at using assets to generate sales.

The formula for asset turnowver is:
MB4 Lingo
Asset turnover

measures sales as a
percentage of The Sales figure is on the income statement. Total Assets is

assets to show how on the balance sheet.
well management
is employing the
company’s assets to generate Asset Turnover = $22,000,000 / $19,400,000
sales. Asset turnover is
calculated by dividing sales by Asset Turnover = 1.1 times
total assets.

Asset Turnover = Sales / Total Assets

For Sample Company in 1998:

Asset turnover, or asset turns, shows how efficiently man-
agement uses assets. A ratio of about 1.0, like that of Sample
Company, may indicate either inefficient use of assets or an inherently asset-intensive
business; that is, one requiring lots of plant and equipment, such as oil refining or heavy
manufacturing.

Return on Assets

Return on assets (ROA) measures management’s capability to
MBd Lingo use assets to generate a profit (also known as a return).
Return on assets )

shows how well Here is the formula for return on assets:

management is

: Return on Assets = Net Income [/ Total Assets
using assets to

generate income.
Return on assets is

calculated by dividing net Return on Assets = 1,070,000 / 19,400,000
income by total assets.

For Sample Company in 1998:

Return on Assets = 5.5%

146




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 147.

Chapter 12 » The Big Picture: Financial Analysis

Over time, a decrease in asset turns or return on assets may mean that management is
misusing assets somehow. They may be focused on spending money on assets rather than
on selling product to customers. They may be growing the asset base faster than they can
grow sales. This can also lead to too much debt, because those assets must be financed.

The company could also be acquiring the wrong mix of assets. If they have equipment
that could be rapidly superseded by a better technology, for example, management may
soon wish they didn’t have all those assets.

Retarn on Investment

This is the key measure of return, especially for shareholders and therefore, for manage-
ment. Refurn on investment (ROI), also called return on equity, measures the return on the
money the shareholders have invested in the company.

This number is critical because management must earn a good return for the owners. [f
management can’t do this, either (1) the shareholders will sell their shares and put their
money where it will get a better return, or (2) the board
of directors will replace management.

Here is the formula for this important ratio:

Return on invest-

Return on Investment = Net Income / Owners’ ment (or ROI, also
Equity called return on

equity or ROE)

measures net income
against the investment
that it took to generate that

Net Income is found on the income statement, Own-
ers’ Equity is on the balance sheet.

For Sample Company in 1998: income. Return on invest-
ment is calculated by dividing
Return on Investment = 1,070,000 / 9,000,000 net income by owners’ equity.

Return on Investment = 11.9%

Generally, an ROI of 10 percent or better is considered good. Investors compare this
number to the returns they can earn elsewhere on their money. They look at the returns
earned by other companies and at interest rates on bonds and other securities. So man-
agement must always be aware of how they are doing, not just as managers of the busi-
ness, but as stewards of the owners’ money.

Keep Your Pencils—and Eyes—Sharp

Now that we’ve covered the main financial ratios, here are a few tips for when you do
ratio analysis. Be sure to:

» Calculate accurately. Financial statements can be confusing at first because some
accounts, such as depreciation expense and accumulated depreciation, have similar
names. Also the eye can easily misalign numbers and accounts across columns.
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» Calculate conservatively. Remember that most companies put their best foot forward
in financial statements. You can make up for that by being conservative in your
calculations.

» Compare the trend in the ratio over two or more periods. A ratio from one period can’t
tell you nearly as much as a trend over two or more years.

» Cross-check your ratios and look for patterns. Try to see management's strengths and
weaknesses. Do they generate cash? Is their liquidity strong? Do they have too much
debt or too many assets? Are they growing the asset base faster than sales? Where
are their margins weak or strong?

» Look beyond the ratios. Read the footnotes to the statements and management’s
discussion of operations in the annual report. Keep up to date with company news
on management changes, product announcements, and joint ventures.

» Understand industry norms. Industry norms place financial ratios in context. Industry
norms for financial ratios are published by Standard & Poor’s and Dun & Bradstreet
Inc. and by Robert Morris Associates, a national association of bankers (named for
one of the financiers of the Revolutionary War).

The Least You Need to Know

» The relationships between various financial statement accounts will tell you about
the company’s performance and credit-worthiness. Financial ratios are the key tools
for assessing these relationships.

> The liquidity ratios measure the company’s capability to meet its short-term obliga-
tions as they come due.

» The long-term solvency ratios measure an outfit’s capability to meet its long-term
obligations.

» The profitability ratios measure the efficiency of the company’s operations. A strong
gross margin indicates efficient production management, while a strong operating
margin indicates efficient management of sales and administration.

» When you calculate ratios and find one that’s below par, look for patterns. Also, try
to find out what, exactly, is going on. Whenever possible, compare a company’s
ratios to industry norms.
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Look at the
Books:
Accounting
Systems

In This Chapter
» How to set up an accounting system
» Accounting for inventory

» Calculating depreciation on plant and equipment

Where do financial statements come from? What goes on behind the scenes? What does a
bookkeeper do? What decisions go into accounting for various assets, liabilities, and
expenses? How do these decisions affect the outfit's finances?

This chapter answers these questions. It will also improve your understanding of financial
statements and of business. And it will prepare you to set up an accounting system for
your company or department, or help you understand the one that’s already in place.

The Major Ledgers

When you hear someone refer to “the books,” they are talking about the company’s
journals or ledgers or “the books of account.” They are usually set up in books with
specially ruled ledger paper.

When setting up an accounting system, you first must decide how often you'll enter
transactions into the various ledgers. You can make ledger entries on a daily, weekly,
monthly, or quarterly basis. For infrequent transactions, such as purchases of buildings
and equipment, you would make an entry only when a transaction occurs.
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You would enter other transactions more often. Retail stores or restaurants enter the day’s
receipts in a daily sales ledger. Assuming that the store or restaurant pays its employees
each week, it would make weekly entries in the payroll ledger.

Most companies keep separate ledgers for separate kinds of transactions. They record sales
transactions in the sales ledger, payroll checks in the payroll ledger, invoices sent to
customers in the accounts receivable ledger, and bills received from suppliers in the

accounts payable ledger.

These ledgers do not have to be separate books. They can be separate sections of a large
book. As a manager, accountant, or bookkeeper, you can choose how to set up your

MBH Lingo

A bookkeeper or
accountant posts
an account when
he or she enters it

into the

company’s books
of account. If an amount is
transferred from one account
to another, that is also called
posting.

MBHA Lingo
T-accounts repre-
sent two sides of
an account in a
ledger. A ledger
may be ruled like
a T-account or

the bookkeeper can create
T-accounts by using a ruler
and a pen to add heavier lines
to the ledger paper. Another
way to indicate a debit or
credit is to write next to the
entry the abbreviation “Dr.”
for a debit entry and “Cr.” for
a credit entry. (I don’t know
why it’s Dr. instead of Db.)
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company’s books. However, you must follow standard
accounting procedures and be understandable by another
accountant or bookkeeper (or, heaven forbid, the IRS).

Most businesses need at least three ledgers: one for cash
receipts (that is, cash inflows), one for cash disbursements
(that is, cash outflows), and a general ledger. In any system,
the various journals or subledgers are posted to the general
ledger at the end of the accounting period.

Posting means “entering an amount.” In this case it means
“transferred” to the general ledger, which summarizes all the
company’s accounts. The financial statements are drawn up
from the general ledger.

The Double-Entry System

Bookkeeping in the United States employs the double-entry
system. This means that two journal entries are made for
each transaction. One entry records the transaction itself
and the other records the description of the transaction.
These two entries offset one another so that the net effect on
the books is zero. In other words, the books must balance.

The double-entry system requires two entries: one debit and
one credit. A debit is simply an entry on the left-hand side
of an account. A credit is an entry on the right-hand side of
an account.

The following example shows a $1,200 sale recorded by a
double entry into two T-accounts:

Accounts Receivable ‘ Sales

$1,200 ‘ $1,200
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A sale on credit creates a receivable, which the company will collect later. So we debit
accounts receivable and we credit sales. That is, we make a left-hand entry in the accounts
receivable account and a right-hand entry in the sales account.

Why?

Because a debit always represents one of the following:

» An increase in an asset account

MBaA Alert

> A decrease in a liability or equity account Some
» A decrease in a revenue account people find
% AR . — the terms
n increase in an expense accoun “debit” and
“credit” confusing at first.
And because a credit always represents one of the Most of us think of “credit” as
following: something good, as in giving

someone credit for some-
thing. So it may seem odd
» An increase in a liability or owners’ equity account that a credit to an asset (like
» An increase in a revenue account cash) is a decrease, while a
debit is an increase. It's best
just to think of a debit as a
left-side entry and a credit
See Chapter 10, “Meet Your Balance Sheet,” fora as a right-side entry to a

description of assets and liabilities. T-account. It might also be

h 1 1L h ivable. that i useful to remember that when
When the company collects the receivable, that is, you pay the phone company,

when the customer pays his invoice, the following they “credit your account”
entries will be made: (which decreases their account

Cash Accounts Receivable receivable).
M
$1,200 | $1,200

» A decrease in an asset account

» A decrease in an expense account

Why these two entries?

We debit cash because when a customer pays an invoice, the asset called cash increases—
and a debit represents an increase in an asset. Meanwhile another asset, called accounts
receivable, decreases. We record that decrease with a credit to accounts receivable because
a credit represents a decrease in an asset.

Remember: In the double-entry system, the accounts must balance. At any time, the sum
of the debits must equal the sum of the credits. The debits and credits in a single account
do not have to balance, and usually they won't. But the total of all the debits to the
various accounts must equal the total of all the credits to the various accounts.

151




Complete Idiot's Guide to MBA Basics by Gorman, Tom(Author)

Indianapolis, IN, USA: Alpha Books, 1998. Page 152.

Part3 » All About Money

MBA Lingo

You calculate a
trial balance by
first totaling the
debits and credits

in each account.

Usually there will

be a debit or credit balance in
each account. Then you total
the debit balances and the
credit balances to ensure that
they are equal. If they are, the
books balance.

MBA Lingo
A certified public
accountant, or CPA,
is licensed by the
state in which he or
she practices. While
requirements vary

from state to state, a CPA has
acquired a certain level of
education, passed cer-tain
exams, and accumulated a
certain amount of experience.
An audit is an objective, formal
review of the accounting
practices and financial records
of a company.

Why?

Because every transaction generates both a debit and a credit
of equal amounts. If every transaction generates two entries
of equal amounts, then all the transactions must generate
total debits equal to total credits. The double entries thus
verify the accuracy of the bookkeeping system. In fact, the
accountant can calculate a frial balance at any time to assure
that the debits equal the credits.

What About the Financial Statements?

At the end of the accounting period, after all transactions
have been recorded, the totals of the various accounts are
posted to the general ledger and then to the balance sheet
and the income statement. Thus what you see in the ac-
counts on the financial statements are the account totals, or
net balances, after all the entries have been posted and
summed.

The Accountant’s Opinion

Financial statements for publicly held companies require an
opinion written by an independent auditor. The auditor is a
certified public accountant that has audited the company’s
books and financial statements.

If the accountant’s opinion is unqualified (that is, the
financial statements are approved “without qualification”),
then the auditors “found the company’s practices and
records to be in accord with generally accepted accounting
principles (GAAP) and to represent accurately the financial
condition of the company,” to quote the usual passage.

If the accountant’s opinion is “qualified,” then the auditors
have either discovered a practice or transaction that is not in

accord with GAAP or have some other reason to believe the statements do not truly
reflect the company’s financial condition.

Accounting Treatment of @Assets

In the chapters on accounting and finance, I've referred to the “accounting treatment” of
various items. I've mentioned that accounting treatments can vary and that managers
must often decide how to account for certain transactions. And ['ve pointed out that the
accounting treatment can affect the firm’s financial statements.
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Let’s look at two situations in which the accounting

treatment of an asset can vary: accounting for inven-

tory and accounting for depreciation. Generally accepted
accounting prin-
ciples, or GAAP, are

@ccounting for Inventory o

conventions, and
practices that the
accounting profession recog-
nizes as sound and as reason-

. . . s . ably reflecting a company’s
price stability, prices of specific items can rise and fall. fancial condition.

In most economies, prices are not completely stable.
Inflation occurs in many economies, and deflation—a
general decrease in prices—is not unheard of, although
it's less common. In addition, even in times of general

Because prices change, the way a retailer accounts for
the goods it buys and then sells (or the way a manufac-
turer accounts for the materials it buys) can affect its cost of goods sold and, therefore, its
reported income.

Here’s what I mean: Suppose a small fuel-oil supplier bought 1,000 gallons of fuel oil in
June for $1.00 a gallon, 1,000 gallons in July for $2.00 a gallon, and 1,000 in August for
$3.00 a gallon. Suppose in September he sold 1,000 gallons for $4.00 a gallon. (These
prices are artificially high and fast moving, just for the example.)

Which 1,000 gallons did he sell in September?

Actually, we don’t know. Fuel oil is fuel oil. But here’s what happens to his gross income
under three different scenarios:

If He Sold: “June Oil” “July Oil” “August 0il”
Revenue $4,000 $4,000 $4,000
Cost of Goods Sold 1,000 2,000 3,000
Gross Income $3,000 $2,000 $1,000

See how income can change depending on how the inventory is valued?

The way most businesses track inventory is to count the items (in units, not dollars) at
the beginning of the period, count the items purchased for inventory during the period,
and then count the inventory at the end of the period. The total at the beginning of the
period, plus the purchases during the period, minus the inventory at the end of the
period, equals the amount of units sold.

The formula for cost of goods sold is:

Cost of Goods Sold = Beginning Inventory + Purchases — Ending Inventory
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Here’s how it would work in the fuel-oil example:

Inventory (in gallons)

Beginning Inventory 0
Purchases 1,000

1,000

1,000
Total 3,000
Ending Inventory 2,000
Amount Sold 1,000

This is fine, but cost of goods sold must be a dollar figure. When we go to put a dollar
value on these 1,000 gallons, the question becomes: Which 1,000 gallons was sold? The
answer depends on how we account for inventories.

FIFO and LIFO

The two main methods of inventory valuation are first in, first out (FIFO, say “fife-oh"”)
and last in, first out (LIFO, say “life-oh”). Under FIFO, the company assumes that the first
inventory it purchased is the first it sells. Under LIFO, the company assumes that the last
inventory it purchased is the first it sells.

Regardless of the accounting method used, here are the
MBG@ Lingo actual purchases, in dollars, during the period:

First in first out Beginning Inventory 0
(FIFO) and last in

first out (LIFO) are Purchases 1,000 @ $1.00/gal. = 31,000

two different . _
methods of 1,000 @ $2.00/gal. = $2,000

seconnimy s 1,000 @ $3.00/gal. = $3,000

inventories. Under the FIFO

method, the inventory that Total 3,000 gallons $6,000
the company purchased first
is assumed to be sold first. Ending Inventory 2,000 gallons §

Under LIFO, the most recently

purchased inventory is
assumed to be sold first.

Amount Sold 1,000 gallons § 127

Let's look at how we would calculate the amount sold using
both FIFO and LIFO.
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FIFO Effects

Again, FIFO assumes that inventory is sold in the order in which the company bought it.
Sticking with our fuel-oil example, under FIFO the 1,000 gallons sold during September
are assumed to be the first 1,000 gallons purchased back in June. This means:

Cost of Goods Sold = Beginning Inventory + Purchases — Ending Inventory
Cost of Goods Sold = 0 + §6,000 — $5,000 (the inventory purchased in July and August)
Cost of Goods Sold = $1,000

Recall that:
Revenue — Cost of Goods Sold = Gross Income
So:

$4,000 - $1,000 = $3,000

FIFO yields a gross income of $3,000.

LIFO Effects

LIFO assumes that the company sells the most recently purchased inventory first. So
under LIFO, the fuel-oil company would assume that the last 1,000 gallons of fuel oil,
purchased in August, were sold in September. That means:

Cost of Goods Sold = Beginning Inventory + Purchases — Ending Inventory
Cost of Goods Sold = 0 + $6,000 — $3,000 (the inventory purchased in June and July)
Cost of Goods Sold = $3,000

Because:
Revenue — Cost of Goods Sold = Gross Income

$4,000 - $3,000 = $1,000

LIFO yields gross income of $1,000.

Which Method Should You Use?

Think about it: Under FIFO, income equals $3,000. Under LIFO, income equals $1,000.
That's a significant swing in income, yet either method is acceptable.

Which one should you use?
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Unfortunately, the answer is “It depends.”Here are some points to consider when you are
trying to decide:

» If your firm buys and sells inventory, you must choose a method of accounting for
inventory. Either FIFO or LIFO are permitted for income tax purposes, but once you
choose a method you must stick with it or ask the RS for permission to change.

» Lach method has a different effect on income. When prices are rising, FIFO pro-
duces a higher ending inventory, and therefore a lower cost of goods sold and
higher income. When prices are rising, LIFO yields a lower ending inventory, and
therefore a higher cost of goods sold and lower income.

» Fach method has pros and cons. Users of FIFO believe that it better represents the
way a business actually moves inventory. They see FIFO as valuing inventories at
closer to their replacement cost in times of inflation. (The stuft in inventory was
purchased most recently, so it's closer to current market prices.)

» Fans of LIFO believe their method better matches current costs (as in cost of goods
sold) to current prices. If costs are rising, they believe that the higher value (more
recently purchased) inventory should be shown as the inventory that was sold.

However, the choice of which method to use mainly depends on the effects on income.
In times of rising prices, which is most of the time, FIFO will yield a higher income
figure—and therefore a larger tax bite—than LIFO. Meanwhile, LIFO will yield a lower
income figure—and therefore a smaller tax bite. Since business people in general and
accountants in particular hate taxes, LIFO is often the choice.

However, most managers want to show high income to current owners and to prospec-
tive investors and lenders. Therefore, FIFO is also often the choice. If raising money is a
priority, FIFO may make more sense than LIFO, because you want to show investors and
lenders that you can generate high income.

Accounting for Depreciation

The cost of a fixed asset—a piece of equipment or machinery or a computer or a vehicle—
is allocated over the productive life of the asset. Actually, businesses would prefer to
expense the cost of these items in the period they were
purchased because that would reduce reported income and

MB4 Lingo thus income taxes by that much more.

To expense an item ) ) )
means to recognize From the accounting standpoint there is an excellent reason

the full cost in the to depreciate an asset over the years of its life rather than to
accounting period expense it in the year it is purchased. If the asset is depreci-
in which the ated, its cost is recognized and written off over the period
money was spent. during which it is producing revenue. The accounting
principle here is that of matching costs and revenues. If an
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asset is going to have a productive life of five years and produce product and sales over
that period it only makes logical and financial sense to recognize some of the value of
that asset during its productive life.

The match-up between the amount of cost and revenue in any particular year, however,
does not have to be perfect. That's just as well because it would literally be impossible to
account for depreciation this way. There are just too many assets purchased at different
times to allow for that. But there are several methods of accounting for depreciation that
do work well, and do what they are supposed to do, which is allocate the cost of the asset
over the life of the asset.

Let’s examine the three most common depreciation methods:
» Straight-line

» Double declining balance

Salvage value, or

» Sum of the years’ digits residual value, is
the value of the
Don’t let these names throw you. The calculations asset after its
involved are at the grade-school level. productive life. Most

- , fixed assets have some
In examining these three methods, we will assume that salvage value, although it may

the company is buying a piece of equipment for be minimal.
$10,000 with a productive life of four years and no
salvage value. We assume no salvage value purely for
convenience.

When salvage value exists, just subtract that amount
from the asset’s full cost to get the depreciable cost (the

Accelerated
amount subject to be depreciated). depreciation allows
a company to
Straight-Line Depreciation allocate more of the
cost of the asset to the
In the straight-line method of depreciation, you simply early years of owner-
divide the cost of the asset (or the depreciable cost, ship. The more costs a
which is the same thing in our example) by the asset’s company can charge against
years of life. current revenue, the lower the
income, and therefore the
Thus you calculate straight-line depreciation on the lower the taxes.
machine in our example as shown in the following
table.
Year Depreciation Expense Accumulated Depreciation
1 $2,500 $ 2,500
2 2,500 5,000
3 2,500 7,500
4 2,500 10,000
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Straight-line depreciation is not a method of accelerated depreciation. It does not generate
higher depreciation in the early years of ownership and does not lower income in those
years. Therefore, many companies choose one of the two following methods of acceler-
ated depreciation. Both are permitted by the IRS for tax
calculations.

MBA Lingo o o
For a fixed asset, Double Declining Balance

book value means
the undepreciated The double declining balance method allows you to

value of the asset. calculate depreciation by multiplying the book value

Recall that an asset (undepreciated value) of the asset by twice the straight-line

is carried on the rate. In our example, the straight-line rate is 25 percent per
books at its original cost, less year, so the double declining balance rate would be 50
accumulated depreciation. percent a yeat. This 50 percent is applied to the asset’s book

bz otghnl o e value in each year of its life.
accumulated depreciation

equals book value. The following table shows how to calculate depreciation on
the machine in our example using the double declining
balance method.

Accumulated
Year Remaining Value Depreciation Expense Depreciation
1 $10,000 $5,000 £5,000
2 5,000 2,500 7,500
3 2,500 1,250 8,750
4 1,250 625 9,375

They don't call it accelerated depreciation for nothing. With this method, 75 percent of the
value of the asset in our example is charged to depreciation in the first two years of its life.

Two points about the double declining method: First, you don’t consider salvage value,
even if it exists. At twice the straight-line rate, the asset is depreciated to a negligible value
by the end of its life. Second, the IRS allows you to switch over to straight-line deprecia-
tion one time in the life of the asset. In our example, the logical point to do so would be
year three.

If you do switch to the straight-line method, you must then consider salvage value. So if
the salvage value were $250 and the company switched over in year three, the calculation
would look like this:
To figure book value at start of year three:

$10,000 original cost

- 7,500 accumulated depreciation

— 250 salvage value

$ 2,250 book value
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Then, dividing book value by two (for the two years left in the asset’s life) yields straight
line depreciation of $1,125 in year three and year four. The company gets a bit less
depreciation in year three than it would if it continued using double declining balance,
but a lot more in year four.

Sum of the Years’ Digits

The sum of the years’ digits method, also called the sum of the digits, calculates depre-
ciation on what may at first seem an odd basis. (At least it seemed odd to me at first.)

In this method, you first add up the numbers of years in the life of the asset. Then you
use that number as the denominator (the bottom one) in fractions you apply to the
depreciable cost of the asset.

Confused?
I don’t blame you. But here’s how it works.

For example, for an asset with a six-year life, you add up the numbers 1 +2+3+4+5+6
= 21. That 21 is your denominator. The numerator goes in the reverse order of the years,
meaning that the first year’s depreciation is 6/21 of the asset’s value, the second vyear’s
depreciation is 5/21, the third year’s is 4/21, and so on. These fractions are applied to the
asset’s original cost (not to book value).

See?

Let’s use this method in our example, which you'll recall is a $10,000 asset with a four-
year life and no salvage value. The sum of the years’ digitsis 1 +2 + 3 + 4 = 10.

Accumulated
Year Value x Fraction = Depreciation Expense Depreciation
1 $10,000 4/10 $4,000 $ 4,000
2 10,000 3/10 3,000 7,000
3 10,000 2/10 2,000 9,000
4 10,000 1/10 1,000 10,000

The sum of the years” digits method will depreciate the full value of the asset by the end
of the process (unlike double declining balance). Also unlike double declining balance, it
first deducts salvage value if there is any.

Comparing the Three Methods of Depreciation

The method you choose will depend on your goals. As with inventory valuation, you
have to consider the effects on income and taxes.

Let's compare depreciation expense from our example under the three methods. (In the
double declining balance method, we are not switching to straight-line depreciation.)
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Annual Depreciation Expense Under the Three Methods

Sum of the Balance

Year Straight-Line Double Declining Years' Digits
1 $2,500 § 5,000 $4,000
2 2,500 2,500 3,000
3 2,500 1,250 2,000
4 2,500 625 1,000

Here the double declining balance method depreciates half of the cost of the asset in the
first year, and 75 percent in the first two years. For assets with longer life, the percentage
charged to depreciation in these years would be lower—but would still be twice the
straight-line rate.

The sum of the years’ digits is not quite as accelerated a method, but in our example it
still charges off 70 percent of the value in the first two years. This is comparable to the
double declining balance rate.

Thus, under the double declining balance method, first-year income would be $2,500
lower than under the straight-line method. Under the sum of the digits method, income
would be $1,500 lower than under the straight-line method.

You might be asking, “What about the later years? What about the years when things
“flip over” and the straight-line method yields the lower reported income?”

Those are valid questions, but for now, just take the “least and latest rule” of taxes on
faith: You want to pay the least amount of taxes you can and pay them as late as you can.

Matching Depreciation to Productive Life

160

Aside from the income and tax effects, there’s the issue of matching depreciation to the
life of the asset. Fans of accelerated depreciation point out that an asset is more produc-
tive in its early years. In those years machinery incurs less downtime and requires less
maintenance, so there’s an economic argument for accelerated depreciation.

Fans of straight-line depreciation believe the asset is productive throughout its life, so you
may as well allocate its cost equally over that time. Also, perhaps they prefer to show
higher income in the early years, just like users of FIFO inventory accounting. Again,
investors and lenders like to see high income.

As with inventory valuation, the choice of depreciation method is up to you, considering
your tax and income situation.

Clearly, a lot goes into financial statements, and the better you understand accounting
systems and practices, the better you'll understand financial statements.
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If you're in a position to make these decisions, you will certainly need to understand the
effects of these choices. In fact, no matter what your position, your efforts to look behind
financial statements will always be repaid. Understanding the financials is the only way
to know what's really going on in a company.

The Least You Need to Know

» Because you can use various accounting treatments for certain transactions, you
must often decide which one will provide greater benefit to your company. The flip
side of this is that if you are looking at a company from the outside, you must be
awate of which accounting treatments were used—and of their effects.

» A transaction generates a debit and a credit. A debit is an entry to the left side of an
account and a credit is an entry to the right side.

> A debit represents an increase in an asset account, a decrease in a liability or equity
account, a decrease in a revenue account, or an increase in an expense account. A
credit represents a decrease in an asset account, an increase in a liability or equity
account, an increase in a revenue account, or a decrease in an expense account.

» Of the two main methods of accounting for inventories—first in, first out (FIFO)
and last in, first out (LIFO)—LIFO will, in times of rising prices, yield lower net
income and thus a smaller tax bite than FIFO.

» Methods of accelerated depreciation, such as double declining balance and sum of
the years’ digits, allocate more of the asset’s cost to the early years of its life than
straight-line depreciation. Therefore, accelerated depreciation yields lower income in
those early years of life.
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Making
Investment
Decisions

In This Chapter

» The time value of money

» Understanding major investment decisions
» Three ways to analyze a business investment

» Deciding whether to lease or buy an asset

Major investment decisions are among the most important—and difficult—decisions you
will face as a manager. They involve large sums of money and affect the company’s long-
term future. These decisions also affect people’s jobs.

They can even affect your job. Company shareholders and boards of directors take an
extremely dim view of poor investment decisions.

Decisions with so much at stake require careful analysis. This chapter shows you how to
analyze major business investment decisions. But first you need to know some basic
concepts.

Time Is Money

The key concept in investment analysis is the time value of money. The time value of
money refers to the fact that a dollar you receive today is worth more than a dollar you
receive a year from now. It's also worth more than a dollar you receive two years from
now. It's worth more than a dollar you receive at any time in the future.

Why is that? After all, it’s still one dollar, right?
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analyst uses to calculate the
present value of future cash
payments. This rate is chosen
by the analyst making the
evaluation.

The dollar you receive today is worth more because you can invest it at some interest rate
for one year or two years (or for however long you want to invest it). You can’t invest the
dollar you'll receive next year today.

Let’s look at this another way. Suppose you do not have a dollar right now; instead, you
have an absolute guarantee that you will receive a dollar in one year, or two years, or five
years. What exactly is that dollar worth today? In other words, what is the present value of
that dollar?

Financial professionals have the answer: The present value
of that dollar is an amount that, when multiplied by the
MBA Lingo proper interest rate, becomes a dollar in the time allowed.

s Here's what [ mean: At a 10 percent interest rate, that dollar
current value of an

amount to be paid you have coming to you in one year is worth 90.9 cents
in the future. The today. Why? Because 90.9 cents multiplied by 1.10 (for the
Hisctunt ratots the 10 percent interest) equals $1.00.

interest rate an

At 15 percent interest, that dollar you have coming to you
in one year is worth 87 cents today. That's because §7 cents
times 1.20 is $1.00. At 5 percent interest, that dollar is worth
95.2 cents today and at 1 percent; it's worth 99.9 cents.

These interest rates that I'm using are called discount rates. We
call them discount rates because we are using them to dis-
count the value of the future payment to its present value.

Believe it or not, this is the essence of investment analysis: You discount future payments
(that is, future cash flows) produced by the investment to their present value. Then you
compare these cash flows to the amount you have to invest to produce those cash flows.
Then you ask yourself, “Is this worth it?”

@ Present Value Table
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The following table shows the present value of one dollar for the years and discount rates
indicated. For example, the present value of $1.00 discounted at 10 percent for five years
is 62.1 cents.

The following table is hardly exhaustive. Complete tables give more interest rates (for
example, from 1 percent to 40 percent), and cover every period from one to 50 years or
more. The interest rates and periods in this table will be enough for our purposes. You
can find extensive present value tables in finance textbooks. In fact, you can find books
with nothing but present value tables. (Talk about bedtime reading!)
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Present Value of $1.00
Interest Rate
Years 5% 6% 7% 8% 9% 10% 11% 12% 15%
1 952 943 936 926 917 909 901 .893 870
2 907 890 873 857 842 826 812 797 756
3 864 .840 816 .794 772 Al 731 712 .658
4 823 792 763 a5} 708 .683 659 636 572
o 784 747 =713 681 650 621 .593 567 497
6 746 705 666 630 596 564 535 507 432
7 J11 665 623 583 547 513 482 452 376
8 677 627 582 540 502 467 434 404 327
9 .645 .592 544 500 460 424 390 361 284
10 614 558 S08 463 422 386 352 323 247
12 557 497 444 397 355 319 286 257 187
15 481 417 362 315 271, 239 209 .183 A23
20 377 312 258 214 178 148 124 104 061

You will see how to use this table a bit later in this chapter. For now, just know that it’s
best to evaluate major investments with a method that considers the time value of
money. Before we look at these methods, let’s look at
the kinds of investments we're talking about.

MB4 Lingo
A capital expendi-
ture cannot be
charged as an
expense in the
current accounting
period. It must be
recognized over time because
the asset associated with the
expense will last longer than
one year. (This resembles
depreciation.) Instead a
capital expenditure must be

Major Business Investment
Decisions

The investment decisions we need to evaluate concern
capital expenditures. These are investments in new plant
and equipment, improvements to existing capacity, or
perhaps the acquisition of another company.

Investment in Plant and Equipment

An investment in new plant and equipment is the

classic investment decision for a manufacturer. Adding capitalized, which means
placed on the balance sheet as

an asset with its cost to be
allocated to subsequent
accounting periods.

capacity is a serious move because it's expensive and
affects future costs. The company must either spend its
cash, borrow money, or issue stock to raise cash. So
management better be sure that the added sales and
profits will make the investment worthwhile.
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Every investment takes money, but building new capacity (like a new factory) is a long-
term decision. You can’t unload it like a bad stock. It’s hard to say after a year or two,
“Gee, this wasn't a good idea. Let’s sell this factory we just built.” You probably won't get
the true value of the assets, and there will be costs associated with disposing of them.

Study your asset turnover and return on assets (see Chapter 12, “The Big Picture: Finan-
cial Analysis,” for more on ratios) before adding new capacity. Seriously consider your
growth prospects when analyzing any investment in plant and equipment.

fAcquisition of a Company

The acquisition of another company is even more complex. The acquiring company must
have a plan for either integrating the acquired company into its operations or leaving it
as a separate outfit. Both of these choices have their own complexities (which we won't
go into here).

A company can pay for an acquisition with cash, stock, or a mix of cash and stock.
Accounting for acquisitions is a field unto itself. Nonetheless, the decision to acquire a
company—and, for that mattet, the price that should be paid for that company—should
be based on the present value of the future cash flows.

GIGO, Once Again

You've probably heard the expression GIGO (pronounced “gee-goo”). (No, it's not
another method of accounting for inventory.) GIGO is a saying from computer profes-
sionals. It means Garbage In, Garbage Out. (Hmmm...maybe it could refer to inventory!)

Here's the point: If you put bad data into a computer, you’ll get bad information out.
Similarly, when you analyze an investment, the accuracy of your result depends on the
reliability of the numbers you use. You need solid estimates of future cash flows, and the
best possible fix on the discount rate to use in the analysis. We'll examine ways of
choosing the discount rate after we look at the investment analysis methods.

Three Ways to Analyze Investments

166

We will examine three methods of analyzing business investments:

1. Net present value
2. Internal rate of return

3. Payback period

The first two, net present value and internal rate of return, consider the time value of
money. The payback period does not.
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Net Present Value

In the net present value (NPV) method, you calculate the
net present value of all future cash outflows (the money

The required rate

of return ON an

you'll invest) and cash inflows (the money the invest- investment is the

ment will produce). “Net” here means you subtract the rate that the

outflows from the inflows. If this net amount is posi- company or person

tive—if the discounted cash inflows exceed the out- doing the analysis and
flow—then the net present value is positive and the making the investment has
investment may be worth undertaking. defined as the rate that they

must achieve for the invest-
The discount rate you use is your required rate of return; ment to be worth making.

that is, the return you need to achieve on the investment.

Calculating NPV

Suppose you are a regional manufacturer based in Phoenix. You see an opportunity to
expand into the southeast by building a production and distribution facility near Atlanta.
Building the facility requires a $22 million investment.

You have a seven-year horizon for the investment because after seven years you may, for
personal reasons, sell the entire business. But you're not sure. So one way or another, you
want this deal to work as seven-year investment.

Over the next seven years you estimate the income
from the new facility to be: MBA Lingo

The investment
horizon refers to
the length of time

Year 1 $ 2 million

Year 2 5 million :
of the investment.
Year 3 7 million The horizon is either
the natural life of the
Year 4 8 million investment (for example, a
L bond that matures on a
Bears 10 million certain date) or the time you
$32 million want your money in the

investment.

You thus have a total of $32 million in future cash
inflows associated with this investment.

Let's say you need at least a 10 percent return on investment for this deal to work. That
10 percent is the discount rate you'll use to the calculate the net present value of the
investment.
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You do not discount the initial $22 million investment because it's an outflow now, not
in the future. It's the amount of the investment. However, if you had to invest more
money over the investment horizon, for example, another $5 million in Year 3, you
would discount that amount at the 10 percent rate using the value in the earlier table for
10 percent at three years (that is, .751).

To discount the future cash inflows, you do the following calculations (the amounts in
column three—"Present Value of $1”"—are from the present value table presented earlier
in the chapter):

Present Value Present Value

Year Cash Inflows of §1 of Cash Inflow
1 $2,000,000 x (0.909 $1,818,000
2 5,000,000 x 0.826 4,130,000
3 7,000,000 x 0.751 5,257,000
4 8,000,000 x 0.683 5,464,000
5 10,000,000 x 0.621 6,210,000

$22,879,000

Again, that $22,879,000 is just the present value of the future cash inflows. To calculate
the net present value of the investment, you subtract the initial investment (the outflows)
from the discounted inflows:

Present value of inflows $22,879,000
Minus initial investment $22,000,000
Net present value of investment $ 879,000

This $879,000 is the net present value of the investment. It is the current value of the
money the investment will make.

Seeing the Time Value of Money
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To see the impact of discounting—and the importance of the time value of money—
consider how this investment would look if you did not discount the cash inflows and
outflows:

Undiscounted cash inflows $32,000,000
Initial investment $22,000,000
Net undiscounted return $10,000,000
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Because the time value of money is real, not theoretical, it would be quite wrong to think
this investment is worth $10 million today. There’s a big difference between $10 million
and $879,000. That's why it’s best to think in terms of rates and not just dollars when
considering investments.

You'll make over a 10 percent return on the investment. Since 10 percent is your discount
rate and the net present value of the investment is positive at that discount rate, you
would say “Yes” to this investment.

If you were analyzing more than one investment opportunity with the NPV method, you
would choose the one (or the ones) with the highest net present value.

Internal Rate of Return

The internal rate of return, or IRR, also considers the time value of money. However, the
approach and calculations differ slightly from those in the NPV method.

The internal rate of return on an investment is the discount rate that brings the present
value of the future net cash flows to zero. In other words, you must find the discount rate
that will make the future cash inflows equal to the upfront cash outflow. In this method,
you don't know the discount rate. You must find it by trial and error.

The discount rate that makes the future net cash flows
equal zero is the internal rate of return on the invest-

ment. When you find that rate, you compare it to your The hurdle rate is
hurdle (target) rate. If the internal rate of return exceeds the return—
your hurdle rate, you say “Yes” to the investment. expressed as a
: ) percentage ot
By the way, it's called the internal rate of return because interest rato—that
it's the rate of return that the investment itself pro- you require on an
duces. The investment has only three components— investment. To be acceptable,
the cash outflow, the cash inflows, and the number of the investment must clear this

years. Those three items are all you need to calculate target rate, or “hurdle.”
the investment’s internal rate of return.

Figaring the Internal Rate of Return

Let’s stick with the example of the manufacturer expanding into the southeast and
assume that our hurdle rate is still 10 percent.

To calculate the internal rate of return, let's start by discounting the cash flows at 12
percent (again, the values in the present value column come from the present value table
earlier in the chapter):
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Present Value

Present Value

Year Cash Inflows of §1 of Cash Inflow
1 $2,000,000 x (0.893 $1,786,000
2 5,000,000 x 0.797 3,985,000
3 7,000,000 x0.712 4,984,000
4 8,000,000 x 0.636 5,088,000
5 10,000,000 x 0.567 5,670,000

$21,513,000

Discounted cash inflows

Minus initial investment

Net amount

$21,513,000
22,000,000
($ 487,000)

(Remember: In finance and accounting, a number in parentheses is usually negative.)

This tells us that the internal rate of return is below 12 percent, because 12 percent
discounts the net cash flows to less than zero. So the internal rate of return is a bit lower
than 12 percent. Let’s try 11 percent.

Present Value

Present Value

Year Cash Inflows of §1 of Cash Inflow
1 £2,000,000 x 0.901 $1,802,000
2 5,000,000 x0.812 4,060,000
3 7,000,000 x0.731 5,117,000
4 8,000,000 x (0.659 5,272,000
5 10,000,000 x (0.593 5,930,000

$22,181,000

Discounted cash inflows

Minus initial investment

Net amount

$22,181,000
22,000,000
$ 181,000

Because 11 percent yields a positive net amount and 12 percent yields a negative net
amount, the internal rate of return on the investment is between 11 and 12 percent. In
this case, it looks like it's a bit above 11 percent, meaning closer to 11 percent than to 12

percent.
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We don't need to calculate the internal rate of return out to one or two decimal places—
especially because our hurdle rate is 10 percent. If your hurdle rate is 10 percent, an
investment with an IRR a little over 11 percent would be acceptable.

As with NPV, if you are evaluating several competing investments, you would choose the
one (or ones) with the highest internal rate of return.

Payback Period

The payback period does not consider the time value of money. This makes it a lot easier
to “do the numbers” but produces numbers with a lot less value.

The payback period is simply the amount of time that it will take to earn back the origi-
nal amount invested. The amounts involved are not discounted.

In the example we've been using, the amount invested is $22 million. The annual returns
are shown in the following table.

Year Cash Flow Cumulative Return
1 $2 million $2 million
2 5 million 7 million
3 7 million 14 million
4 8 million 22 million
5 10 million 32 million

$32 million

The payback period is exactly four years. After four
years, the original $22 million investment will be
recouped. If the payback period fell between any two
years, you could divide the return in the final year of
the payback period by 12 months and prorate the
return to come up with a period expressed in years and
months.

You prorate an

amount any time

you apportion it in

some mathematical

manner. Depending

on the situation, you

may prorate an amount by
the months in the year, by
contractual share, or by some

Aside from ignoring the time value of money, the
payback period has another serious drawback: It does
not consider returns after the payback period. For
?nstance, let’s say ygu’re comparin_g two five-year other means. For example, in
investments: one with the returns in our example, and a liability suit, a judge may
one with the same returns in the first four years, but prorate the damage award
with $15 million instead of $10 million in the fifth according to the plaintiffs’
year. The payback period doesn’t take that fifth year share of the suffering.

into account.

So what good is the payback period?
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The payback period is most useful for short-term investments, meaning those of a year or
less, where you can measure the payback period in months. Also, you might calculate the
payback period for longer-term investments as extra information to use along with net
present value or internal rate of return, or both.

Pick a Rate, bat Not Just Any Rate

There are two good ways to choose the discount rate you apply to future cash flows in the
NPV method or the hurdle rate you use for comparison with the internal rate of return:

1. You can use the opportunity cost.

2. You can use your cost of capital, or more properly, your incremental cost of capital.

Let's examine each of these methods.

Using the Opportunity Cost

In general, the opportunity cost is the return you could earn on the next-best investment.
Here, “next-best investment” refers to one vou could actually make and earn that return
on. “Opportunity cost” means the cost of forgoing the opportunity.

One good way to think of opportunity cost is to use the rate you would get by investing
in an interest-paying security, such as a bond. If you can invest in a low-risk bond with 8
percent interest instead of pursuing a business investment with a similar return, why not
just buy the bond?

Case in Point

I've seen a number of business investments that didn't work out well.
Often, after they didn’t work, someone would say, “You know? We
could have done better just putting the money into Treasury notes.”
Those people were referring to the opportunity cost, and it was
something they should have considered more carefully beforehand.

Of course, that's easy to say after the investment sours. The trick is to consider it
before investing. Far too many companies make investments with marginal or risky
returns. Sometimes they kid themselves into thinking the returns are higher or more
certain. But other times they fail to ask themselves, “What could we get by just
investing the money in securities until we find a great opportunity?”

If you have a “next-best investment” and you know its return, you can use that rate in
your NPV and IRR calculations.
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Using the Cost of Capital

The cost of capital is a good rate to use in investment analysis because it is “the price you
pay for money” and you can calculate that from your balance sheet. A company’s cost of
capital is a weighted average of its cost of debt and its
cost of equity. These, as you know, finance long-term
(as opposed to current) assets.

The prime rate is

the interest rate
charged by banks to
their largest, most
creditworthy corpo-

Of course, the company must have cash to invest over
on the asset side of the balance sheet, or be willing to

sell some assets and invest the proceeds in other assets.
In other words, the actual cash to be invested is not in

the debt and equity accounts but rather in the cash rate customers. While

and marketable securities accounts. Or the company each bank can set its own
must raise the cash from lenders or investors. prime rate, the major banks
. . . N tend to move together. The
l'o calculate the weighted average cost of capital, first large New York banks set
multiply the company’s cost of debt by the percentage the pace. Because it changes,
of debt in its long-term financing, then multiply the the prime rate is called a
company’s cost of equity by the percentage of equity “floating rate” as opposed to
in its long-term financing. Then add up the results. a “fixed rate.”

The following table shows you what [ mean.

ABC Company
Liabilities and Owners’ Equity
Amount on Percent of Total
Source of Funds Cost Balance Sheet Capitalization
Bank Loan prime +1% $1,000,000 10
Bond 8% 2,000,000 _20
Total Long-Term Debt $3,000,000 30
Preferred Stock 5% $1,000,000 10
Common Stock 777 3,000,000 30
Retained Earnings 77 3,000,000 _30
Total Owners” Equity _$7,000,000 _70
Total Capitalization $10,000,000 100

ABC Company has 30 percent of its capitalization in long-term debt and 70 percent in
equity. More specifically, the company gets 10 percent of its capital from a bank loan at
prime plus 1 percent, 20 percent from a bond on which it pays 8 percent interest, 10
percent from preferred stock, and 70 percent from common stock and retained earnings.
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What's the Cost of Equity?

You may be wondering why I've shown question marks rather than the cost of common
stock and retained earnings in the earlier table. That's because the cost of common equity
and retained earnings is often not precisely known.

There is no guaranteed return on common stock. And retained earnings simply represent
profits that were reinvested in the company rather than distributed as dividends.

The calculation of the “cost” of common equity is complex and subject to theory. The
complexity concerns the rate of return required by equity investors in the market as a
whole and in the company in particulatr. Because the return on common stock has two
components—dividends and price appreciation—and both are uncertain, the calculation
of the cost of equity is controversial.

So let’s just say that for ABC Company, the cost of equity is 12 percent. This doesn't
mean the company has to pay 12 percent to stockholders the way it pays interest on the
bank loan and the bond. Instead, it means that its investors expect a return of 12 percent
on their investment over the long term.

Calculate the Cost of Capital

In any event, assuming the costs presented in the earlier table and a prime rate of 6
percent, the weighted average cost of capital for ABC Company would be calculated as

follows:

ABC Company

Wpeighted Average Cost of Capital
Source Percent of Total
of Funds Cost Capitalization Weighted Cost
Bank Loan .07 x .10 =.007
Bond .08 % .20 =.016
Preferred Stock .05 x .10 =.005
Common Stock and Returned Earnings .12 % .60 =.072
Total Weighted Average Cost of Capital 100 = 10%

The total weighted average cost of capital for ABC Company is 10 percent. This would be
a good rate for the company to use as its discount rate or hurdle rate.

Why? Because if the outfit’s cost of capital is 10 percent and it can get more than that on
an investment, then it will be making money on that investment.



