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Introduction

his book explains (as no other) hnance and accountng from a straregic

perspective and not from the sources of rransaction data = the important
but often downplayed bookkeeping; not from trying to understand the
disparate aspects of the accounting and reporting process in some ad hoc
manner but from the stance of the prime use of accounting, which is to plan,
implement and track straregies through modelling and financial reporting
both internal and external. This book thus gives a coherent and focused
understanding of finance and financial statements anchored on the premise
that finance, accounting and accountants are there to.serve businesses — to
be the core tool for idennfying, modelling and deliveding straregy and there-
fore business success and sustainability.

There are many purposes of Ainancial reporting. Historically, the purpose
of bookkeeping and preparing balance shedis was to control, the need for
control being a key driver to create and sévout the rules for single- and then
double-entry bookkeeping, a system designed among other things to prevent
the excesses of rogue traders (does dnything ever change?) but also to assist
owners in knowing where their expanding businesses were heading.

As industry blossomed in the'19th century and management and owner-
ship of capital (invested. inaney) grew apart, stewardship of assets under
management became a-prime reason for reliable {audived) accounts, and
this remains true today<The latest thinking on the purpose of inance and
accounting, particulariy Ainancial reporting, is to be found in a term coined by
the IASB (International Accounting Standards Board) Framework - *decision
useful’, a clear but inelegant term. The economist mindset which pervades
accounting standard setrers and accounting academics pushes the idea of what
*decision useful’ might mean beyond sensible limits, and could even be
blamed for causing moral hazard, for example when valuing assets and
liabilities. Examples are to be found where *‘fair values” have to be adopred:

Should not a liabilicy have a single fair value, being the amount you have to

repay in full ro settle the debt? Possibly, but a fair value may be a lower amount
of liability where the ‘market” indicates so.

or

Should the fair value measurement of a non-financial asset take into account
a marker participant’s ability to generate economic benchits by using the asser
in its highest and best use?

These examples indicate thar accounting today is more sophisticated (in
a complex and complicated manner) than many would suppose. Strategies
may be hidden or prevented by accounting practice.
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But you may well be wondering what the history of bookkeeping and
accounting theory has to do with strategy. It is the author’s view, supported
by years of observing the best (and worst) companies both large and small,
that successful companies have a very clear understanding of the prime reason
for the finance function and its outputs, namely to quantify, implement and
track dehvery of strategies with the clear aim of achieving the company’s
objectives.

Accounting and financial statements may be the domain of the accountant
but they do not belong to the accountant. The purpose of accountants and
much of the responsibility of the inance director or chicf financial officer is
to be the servant of the business - 1o keep the records, ensure the safe custody
of assets and limitation of liabilities, and then to report your activity and
business to you = the managing director, chief executive officer, production,
sales or other board member or senior manager; responsibility for under-
standing the figures and rracking your strategy then passes to you!

This book therefore aims to explain what you can expect to get out of
the reports, the hgures, the models for yonr business, Accountants produce
reports and form the business models, bur these are-wot their figures but
yours — you must understand them.

This book leads you to the quantification ofydur strategy or supports
vour questioning of others’ strategies. If voiare going to win the bartle,
any strategy ought to be quannhable. The'Hook explains how your straregy
can be revealed and then measured wiii-numbers — currency values - in
monetary terms.

Many companies® strategies areexplained as actions that will achieve the
desired goals or often vaguer “visitiis’ = bur business sirategics will be manifest
in financial statements - greaier or less income, higher or lower costs, thus
higher or lower prohts = with resultant increases/decreases in net assets
and cash flows. Numhets will reveal the success or failure of strategy. More
importantly, financiatmodels can clearly demonstrate where a particular
strategy mighe lead.

All the chapters of this book are focused on finance as record keeper and
predictor of business straregies — clear Agures allow no hiding place.

The majority of books on finance for non-accountants focus of clarifying
jargon, myth busting, explaining terminology, explaining why accountants
have their rituals; they do not explain thar fimance is the revealer (or illumi-
nator?) of strategy.

Strategically, why is anyone in business? Successful and long-lived
(sustained) companies understand the reasons. When directors (maybe
under the influence of their short-termist shareholders) lose sight of why
they are in business, ego, indolence or incompetence leads to value if not
company destruction,

Companies will cease to exist without sales or revenue streams, but also
costs — both operanng and capital — have to be managed. Finance 15 at the
heart of any business = businesses would not exist withour the pumping of
cash through the business and the consequent recording of the flows.
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Order of the chapters

The order is to address firstly whar the words ‘strategy” and *financial straregy”
mean, why we need clear objectives and what these might be. This also stares
to put in place the relevance of the balance sheet and income statement with
respect to managing business straregies. Chaprers 1 and 2 deal with these issues.

A thorough understanding of the three principal financial statements, the
balance sheet, statement of financial position and income statement, how
they are compiled and what rules pertain is vital if inancial strategy is to be
reported and the effects of strategic decisions understood = Chapters 3 and 6.

As well as understanding the purpose, the meaning and how to interpret
the principal financial statements, it is essendal o know whar the law
requires, ‘law” being company law, governance rules and GAAP (Generally
Accepred Accounting Principles) — these topics are covered in Chaprers 4
and 5. For many executives the ability to interpret figures is their prime aim
and Chapter 7 focuses on how strategies may be revealed by interpretation
of financial statements.

For some executives, cash generation and use are the‘only hinancial strategies
they understand or need, but whatever your straiegies, cash flows will be
involved — Chapter 8.

Management accounnng, internal reporis and business models outline
the modelling and internal reporting that ¢ai be done to understand the effect
that strategies might have and monitgethe chosen strategies = Chaprer 9.

Budgeting of operations, that i5) budgeting revenues and costs, is a
universally adopred process by avhich both revenue and costs are planned
and controlled. Revenue maxinization and cost reduction will inevitably
be continuing strategies in\any sustainable business = Chapter 10,

Investing money is a <trategy by itself, the aim being to make a return on
investment; thus, uedestanding the techniques of capital budgenng or
investment appraisal is essential for any executive — Chaprer 11,

The structure of the balance sheet, how much borrowing or leverage you
have, will abect returns to investors but also increase or decrease nsk, This
is pure financial siraregic decision-making and for some, the only straregy
they are interested in = Chapter 12,

Chapter 13 aims to summarize the many strategies and techniques for
identifying, planning, tracking and hopefully delivering your chosen straregies.
It aims to answer the question: “Whar are the paths to sustainable success?”

Terminology used in this book

A principal barrier to understanding hnance, never mind strategy, is the ter-
minology used by finance folk. Not only does terminology change between
countries but it also develops over nme, New and updated standards with
new terminology are being continually developed and issued, converging
between countries and jurisdictions wherever possible.
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Owing to US pre-eminence in commerce and hnancial markets, there is a
natural tendency to adopt US terminology: obvious examples are United
Kingdom - stocks, United States - inventories; and United Kingdom - gearing,
United States = leverage.

This book defines and explains the current {and other contemporary)
rerminology commonly used in the United States and Umited Kingdom with
reminders of alternative terms where deemed appropriate. The inescapable
point is that wherever you are based and whatever statements vou are perusing,
vou will be faced with different terms: one essential skill to learn 15 to be
bi- if not multi-lingual with respect to accountants’ speak.

In a similar vein, there are several conventions as regards sign, that is,
expressing numbers as positive or negative. The fundamental bookkeeping
convention is that there are the two signs, debit and credit (+ or =), but as
explained in Chapter 4 these take on a different guse when they arc used in
the balance sheet compared 1o when they are used in the income statement.
In the balance sheet (statement of Ainancial position) a debit or debtor is an
asset — in everyday language, a good thing to have — and generally will be
unsigned or withour brackers { ). Whereas a liabilivv; 2 eredir, or berter, a
creditor, 1s not a mice thing to have: people do not'bke having debts - see
how confusing accountants can be! Liabilities inthe balance sheet are often
shown bracketed or possibly with a minus sigh.

The thinking behind debits and crediis-switches through 180 degrees
when used in the income statement or-profit and loss (P&L) account;
that is, amounts arising from incomt or sales are ‘good’ and recorded as
credits and normally unsigned and ua-bracketed. Whereas expenses, while
inevitably necessary, are *bad’ and may be signed minus, although in facr
the most common conventioa is to leave them unsigned as with income,
leaving you the reader to\understand that costs are the opposite of sales -
not oo deep!

I hope you are news glgar? The pracrical problem is that different conventions
are used and you will have to comprehend them when looking at any hnancial
statements or management reports. Throughout this book I use a range of
common terminology and sign conventions thar you may mect, with the
intended purpose that you will not be ar all fazed by whatever is put in front
of you. We accountants can be somewhat maverick; an example I once faced
when given a report by a management accountant was:

Less: (=3, (000

the =3,000 being in red! Whar could this mean? Well, in my view it is
a quadruple negative, but when asked why he had been so thorough
with sign convention the accountant replied, °l am trying to be helpful.
Amen to that.

There is a glossary of terms where synonyms are given along with an
indication of the currently *popular’ favourite word.
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Structure of the chapters

Introduction to the accounting statement/topics

Links between the statement/topics and financial strategy

“Within this chapter we will cover the following ropics:’

Order and logic - to aid putting the subject into context and how it
relates to hnancial straregy

The body of the text

Conclusion — the important lessons and strategic links in the chaprer

Revision and learning pointers

How you might use this book

The aim of the book is to enable executives to undefstand all aspects of
finance, particularly how finance reveals all types of \nisiness strategies and
how they may be implemented, tracked and madelled, and therefore the
book can be read from beginning to end. Howevir, you may have an urgent
need to understand some aspect of accoufing, reporting or finance and
therefore you can turn to the chapter or Chapters that address your needs.

Most chapters have revision and\leaming pointers which are aimed ar
reinforcing your understanding. Theveare also web links to assist you further.

The analytical and computagivnial spreadsheets are available for down-
load from www.koganpage son/editions/executive-finance-and-strategy/
9780749471507
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What is 01
strategy?

What does financial
strategy mean?

his chapter addresses the rask of defining financial strategy, in the pro-

cess clanfying usage of the many terms assogated with ‘strategy” and
‘strategic’. Strategy and srrategic are much-¢yerused words, as is evidenced
by “winning strategy’, ‘strategic thinker’, *siritegic appointment’, ‘strategic
directnion’, ‘strategic supplier’ and so onC

When we hear the word ‘strategy’-wve run into a range of meanings, quite
ncorrect usage, vagueness and misunderstanding. At the outset we need
to be clear as to what the worde Tinancial® and “straregy” really mean; what
is meant by the individual weeds and therefore the term *nancial strategy’.
This in turn leads us to pose the guesnon: “Why be in business?”

Content, order and logic of this chapter

Within this chapter we will cover the following topics:

o Dchnitions of *hnancial’, “strategy’ and ‘straregic’

Further straregy-related definitions

L]

e What is business straregy?

o Whart is the objective of financial strategy?
.

Why be in business?

Order and logic

Words are used loosely and at rimes given perverted meanings and thus we
should be careful to define what we mean by *Anancial’ and *strategy” and
how these words relate to business strategies and other common business
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Normally used in the phrase ‘mission statement’. Mission statements vary
from the succinct and clear to the obscure. Mission statements and their
place in supporting financial strategy are often scen as being the guide for
the company in the years ahead.

With respect to financial strategy one thing is clear: a mission needs a
strategy and supporting tactics, but above all it does need a purpose, an
objective (or a goall).

Mission statements

e how an organization provides value to stakeholders, for example by
delivering returns to investors or types of products or services 1o
Artract customers;

e a declaration of an organization’s core purpose; a mission statement
should answer the question, “Why do we exist?’

Mission statements are often vague and fail to reveal theiruth as to why the
entity exists. Here is one descripion of whar a mission statement might
contain:

A mission statement should:

1 define what the company is abour;

2 be broad enough to allow for creative Jrowth;

3 distinguish the company from all@iliers;

& serve as framework to evaluafs surrent activitics.,

Defiming what the company s about 1s admirable = §f it really docs; why
does the company exist® The others could be helpful bur will often be
answered in a vague manher.

Here is anotherexample of a mission statement which illustrates thar
often mission statemenrs are focused only on one aspect of business, in this
case sales:

A mission statement consists of three essential components:
Target or key market — wheo is your rarget client or customer?
Offerings — whart products or services do you provide to thar client?

Distinction — what makes your product or service unique so that a customer
will chose your company ?

Financial stratcgics can be clearly set out in a carefully crafred mission srare-
ment. Mission statements can be helpful when focusing on strategies, but
again as long as they are not vague. A specific financial strategy could be
sold to management and employees as a mission.
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Motive
® arcason for doing something.

This is not a commonly vsed term but one 1 like 1o use, particularly when
asked to assist with improving budgets. Too often we are told that there are
clear budger objectives when in fact the reason for budgeting is not simply
to achieve an objective but to achieve some (hidden) objective. More gencrally,
a good question 1o ask the instigator of a hnancial strategy is “Whart are vour
motives?’ along with ‘Are they really aligned with the stated objectives?*

Tactic
® an action or strategy carcfully planned to achieve a specific end:
a device for accomplishing an end;
® commonly tactics 15 the deployment of forces or actions in some
specific instance of applying strategy.

Common thinking is that a tactic is an action taken tohurther a strategy. The
hrst dehminon above indicates that even wordsmichs seem to confuse tactic
with strategy. In this book, tactic will be taked a5 an action or device for
accomplishing a strategy; the term sub-strateg45 also used, meaning a strategy
(aligned) with and contributing to the prindipal strategy.

Target
e agoal to be achieved;

® toaim at or for

A synonym for goal baviseful when implementing strategics, eg sales, where
sales people may be excired by the idea of sport - taking aim, winning.

Values
e principles that guide an organization’s external and inrernal conduct.

Core values are often summarized in the mission statement or in a separate
Statcment l‘.':lf cone FE].UI:‘!L

Vision

e something seen in a dream, trance, or ecstasy; especially: a
supernatural appearance that conveys a revelation;

® the ability to think abour or plan the future with imagination
or wisdom.
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It is of course the second defimnion that successful CEOs believe they have
the power to comprehend and reveal to lesser mortals; however, “vision® is
often used in far too vague a manner.

To be useful, an overall vision of where an entity should be in, say, 10
years should have clear objectives to which strategies can be linked.

The issue as regards inancial strategy is: *Does the overall inanaal seraregy
or individual straregics and racnes conflict with stated company values?”

What is business strategy?

Business strategy is a relanvely modern notion. We cannor go back to
Victorian times or to the beginning of the 20th century, but it 15 clear that
the early entreprencurs did not have the benefir of an MBA or a Master’s in
strategic thinking and did not mull over terms such as ‘competitive advan-
tage’; however, they did identify opportunites — a gap in a marker; they
identificd new or improved products; they were innovative, Without sales or
revenues a business will eventually cease to exist.

Thus, is the business strategy to sell and, if soGhould Ainancial strategies
focus principally on sales? Why did the business giants of a century ago
invest their time and money? Was it becapsé there was a marker for their
goods and services? Most assuredly so, Was it because they had a stravegy?
Because a business model told thewi o go for it? No doubt they had a
strategy and tactics o deliver it, aiid also a model in their heads if not on
paper. But above all their driver'was to make money, to make a return on
their investment.

Business straregy is nottung without Anance: finance binds the business
and a business is bound-by finance.

S0 whart does stratcey mean when used in a hinancial context? Are strategies
revealed by financia! reports and models that lead to improved results thar
will make more money and proht? Yes. Are there reports that reveal efhaient
use of capital, plant and cquipment - strategic urilization? Yes. Are there
reports that can reveal appropriate levels of working capital, inventories
and receivables erc? Yes. Are there reports that reveal appropnate levels of
borrowing, gearing or leverage, strategically srructured balance sheets? Yes.

Financial strategies are to be found pervading every part of a business. Or
is it rather thart, as indicated above, finance merely reveals or can model the
cffect of physical strategies? It would seem obvious to most that using a
machine continually to produce products that generare revenues, cash and
profits is a good strategy = financial reports only reveal and quannify the
effect of applying this physical strategy. It would seem obvious to most that
holding only the inventories that will be sold soon is a good strategy — Ananaial
reports and models only reveal and quantify the effect of applying this physical
strategy.

The examples above of reportng the physical or practical strategies are
all related to the operational activities of running the business. You could
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argue that there are no hnancial strategies but rather indicators, revealers or
illuminators of straregy.

The above examples of physical, operational strategies will all deliver
enhanced results to shareholders. However, a ‘true’ financial strategy thar
will deliver enhanced results to sharecholders could be purely structural, an
example being a private equity strategy. Privare equity investors will have
every intention of, and should be highly commirtred o, improving performance,
what might be termed operational financial strategies as above. However,
the private equity hnancial stravegy that really delivers to investors is the
structural Ainancial strategy - the gearing up of the balance sheet, aided and
abetted by the currently favourable rax trearment.

Returning to the above definitions of “inance’ and ‘strategy’, financial
strategy means to plan or scheme to achieve an objective - a financial objective.
But what is this inancial objective or goal? What is any fnancial strategy
meant to achieve?

There are many related terms used when discussing strategy and some are
reviewed and put nto context below. All of them have hoks with financial
strategy but the one that is core or essential when congidering any financial
strategy is: "What is the objective?’

Objecuve, aim, goal or even vision (as long as iriz not vague and potenually
mirage-like) - exactly what is a strategy meanf &y achieve?

What is the objective of financial strategy?

This book resolutely focuses.é ROI {return on investment, also termed
ROCE = return on capital employed) as being the prime goal of a business,
all other objectives and:goals being secondary or supportive. This turns
thinking on its head:th¢ company is now driven by finance - making a
return through poinung out physical actionsfstrategies that will deliver the
components of the ultimate financial scrategy, thar strategy being to make
the best return for sharcholders or investors.

Chapter 2 demonstrates this ‘truth® with simple numerical examples.
Readers will no doubt dissent, but if this chapter results in thought and
discussion as to whar your company’s objectives and suppornng strategies
really are, thar is good. In roday’s world, one unfortunare side effect of well-
intentioned political correciness is that businesses may be forced o be
deceittul, not to be honest as to their true motves and intentions. These
debatable comments are further explored in later chaprers.

There are many feasible financial strategies but for clarity and o aid
understanding, financial strategies may be classified as two distinct types:

1 Operational financial strategy, meaning plans (physical strategies) as
idennfied, reported and implemented using financial models,
measures and responses. The strategies that plan, report and deliver
results: profits, cost reductions, efficiencies and so on,
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Without an operational hnancial strategy there is no continuing
business. Operating strategies may have to be very nimble, responsive
to the sudden changes faced by many industries today, for example in
the service sector,

Operating strategies may be very consistent and boring - but they
still need to exist and to be constantly momitored and improved f
possible.

2 Structural financial strategy, meaning plans to finance the business in
an efficient and effective manner. Examples are gearing up a balance
sheer, leasing as opposed to purchasing equipment, and facroring
debrs. Unless you are large and powerful or have generous and
willing friends and supporters {as you must have to be able to work a
private equity strategy), Anancial strategy is very much constrained
by external parties, in particular funders = the banks,

The two distinct types of financial strategy give rise to many different
approaches with aims that should be complementary or aligned (to use
another overused word). The overall operanonal or stfuctural strategy will
have sub-straregics or tacrics to aid irs delivery.

The chapters thart follow refer to how the topic)relates to operational or
financial strategy, or both. This will help vou go-understand the importance
of the accounting statement or practice being €tudied. Their place in applying
tacrics and delivening strategy should beClvar. The problems and limitanons
of reports and practices will also bectme evident — you must know what
prevents a tactic working and a stravegy being delivered.

Why be in business?

This is the fundantéatal question that all stakeholders (that passé term)
should ask and is explored in Chapter 2. Stakcholders can be: investors,
individuals, pension funds erc; employees; suppliers and customers; govern-
ments keen on economic activity; and so on.

This question is not asking “Why does a business exist?” = that is to be
found in history — but rather where is your business heading: what are the
objectives for the future? In this book the question is being asked from the
perspective of the investor - the committed long-term investor.

We now have ‘corporate philosophers® questioning *why be in business’
and the like, but being *philosophers’ they have to be clever and dismuss the
notion of making money {or rather ‘returns’ if they can comprehend the
difference) as too simplistic. We are all philosophers and will have done our
own critical thinking and hold deep views on many martters, but this book 15
abour finance and strategy; yes, there is more 1o life than numbers and
money, but numbers give a perfectly defined focus for our actions.

We would soon be bogged down in politics with both a large and small
‘p" if we looked ar finance and accounting from all the other stakeholders’
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Financial
strategy
Why be

IN business?

hat is financial strategy? The question ‘Why be in business?® has o be
answered in order to reveal just whatsuccessful financial strategics
are and what they deliver.

I have asked the question “Why b€ i business?’ over many years. The
number one reply from hundreds ‘ef directors and managers is ‘to make
money’, to which | reply, “That isa vital “sub-objective™ = not as a put-down
but rather pointing to the fact that making money withour reference to
what, if any, moncy has tobe invested is ar best misguided.

What does making sneney with respect to investment mean? A simple
example is thar £100.d¢posited in a bank will ensure a ‘safe’ return of, say,
3 per cent. That is your rate of return on investment {ROL), or your retoern
on capital employed {ROCE) - the percentage return on capiral - in this case
employed by the bank. The bank will lend at 4 per cent or more, and thus
make a return on your money = capitalism in action.

Content, order and logic of this chapter

Within this chapter we will cover the following topics:

o Whar do successful companies say?

e How does making a return on investment link with strategy?
Making a good return is the objective, but whar exactly is ROI?
How docs making a return on investment link with straregy

Straregic drivers of ROL
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Order and logic

As indicared in Chapter 1, companies and their execurives may be confused
about the meaning of the words they use. Nearly all will have strategies,
but, if they exist, the objectives thar the strategies are meant to arrive at are
not always clearly stared. We start out by idenufying what unguestionably
successful companies understand by the question “Why be in business?’
Return is the key and therefore the meaning of this term and its drivers
have to be understood.

What do successful companies say?

Whar is your strategy? Too often straregics emanare or are derived from
‘visions’.

Who first uttered “We have a corporate vision' = a well-meaning CEO?
My jocular advice is that if your CEO has a vision, mavbe it is time to call
the doctor!

Your vision or mission may be clear in your nfird, but how can it be
manifest? Phrases and words are often misinterpeered or capable of having
a myriad of meanings, but numbers cannot be(Genied. Finance and account-
ing reports and models can quanrify vislons and mission objecrives in
undeniable amounts. Questions to be answered include:

e What 1s adding sharcholder vadue?
® Where does your financial strategy lead?
e What is the curcome of Wour strategy to be?

In a wide-ranging interview about the future of capitalism,

Jack Welch, former CEQ of GEC, was asked what he thought of
'shareholder value as a strategy’. His response was that the question
an its face was a dumb idea.

Shareholder value is an outcome — not a strategy. Quire righe, as the
first definition of strategy says that “strategy i1s a plan of action or policy
designed to achieve a major or overall aim’ = that aim being to add share-
holder value.
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Investopedia - definition of "shareholder value’

The value delivered to shareholders because of management’s ability to
grow earnings, dividends and share price. In other words, shareholder
value is the sum of all strategic decisions that affect the firm’s ability to
efficiently increase the amount of free cash flow over ume,

Investopedia, 2004

That is a definiion with many facets. I would define adding sharcholder value
as delivering returns on investment by dividend payments and/or increasing
over time the real worth of the business backed by real value arising from
the identifiable and physical net assets of the business.

Both definitions may be clearer when we consider(the need to make a
return on investment and look at some simple models-below.

How does making a retur on investment
link with strategy?

Let us be clear as to what stratégy means. Two definitions of strategy were
given in Chapter 1: (1) a plan'e! action or policy designed to achieve a major
or overall aimg (2) the ary orskill of using stratagems in endeavours such as
pohines and business. T nrst s clear and thus we need to understand how
finance can reveal asd ailow modelling of policy to achieve an overall aim.
The second dehninon is also clear but does require an understanding of
what “stratagem’ means, and here we have some fun:

e a cleverly contrived trick or scheme for gaining an end;

o skill in ruses or trickery;

e an adaptation or complex of adapeations that serves or appears to
serve an important function in achieving success.

Thus, if you believe (2) to be the better definition of strategy vou are siding
with quite a few in business who, through dubious marketing strategies, off-
balance sheer financing strategies and so on, intennonally wish 1o mislead.
This book does not condone such strategies = but they do exist and we need
to be aware of them, as they may affect vour strategy.
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What successful companies say

Successful companies understand the need ro generate returns and the drivers
of returns. Here are some extracts from company annual reports with the

key drivers highligheed:

ExxonMobil: consistently generates strong income from a highly efficient
capial base, as demonstrated by our return on average capital
employed performance versus our competition. We are proud to be
a leader in providing reliable, affordable energy in a safe and
environmentally responsible manner, enabling us to continue to deliver
lang-term value to our shareholders.

British Petrofevm: You will be able to measure the effectz of active
portfolio management, as we invest more in our aréas of strength and
gengrate cashthrough further divestments.

You will be able to measure the contribusian of new upstream projects
with higher margins, as they come on stx2am over the next three years.

British Telecom ple: We aim... to drive srareholder value by... praviding
excellent customer service, buildizg future networks and becoming
more agile.

Deutsche Telekom: With'all Gur successes, we have not lost sight of one
objective: to pay wcu, our shareholders, an attractive return on your
capitalin the fanmvof an appropriate dividend.

Verizon: A longer-term view of our parformance over the period from
2006 to 2008 shows Verizon's total return grawing by 35 per cent,
as compared with a decline of 23 per cent for the
Standard & Poor’s 500.

Most references are to ‘return’, GE of the United States sets out its prime
current strategy — growth is seen as paramount. We shall consider later the
many sectors and companics that live in an environment of low or no
growth, but where making a return stll applies.

Commighted Material



Comrighted Material
Financial Strategy: Why Be in Business?

I Ll
CASE EXAMPLE GE Works - 2012 Annual Report

Strategy is about making choices, building competitive advantage and planning
for the future. Strategy is not set through one act or one deal. Rather, we build it
sequentially through making decisions and enhancing capability. As we look
forward, it is important that investors see the Company through a set of choices
we make for the purpose of crealing value over time,

First, we have remade GE as an 'Infrastructure Leader’ with a smaller financial
services division, We like infrastructure markets because they are growing and
because they utilize GE capabilities in....

Second, we are committed to allocating capital in a balanced and disciplined
way, but with a clear priority for dividend growth.

Third, we have significantly increased investment in ardanic growth, focusing
on R&D and global expansion. In doing so0, we have iovested ahead of our
competition. We believe that investing in technolngy-and globalization is key to
gaining market share.

Fourth, we have built deep customer relitonships based on an outcomes
oriented model. Our growth is aligned v customer outcomes, and our products
improve their productivity.

Fifth and finally, we have positiched GE to lead in the big productivity drivers
of this era. This is important fos growing our margins.

GE Works, 2012

Now that you have read the above extract, can you see any themes?

There are not simply themes but a very clear message that good returns
have to be made, with the resultant ability to pay dividends and grow share-
holder value. Growth and sales growth are vital, However, it must be said
that if you are in a growing sector, growth of returns will, or ought ro,
follow. However, not all of us are fortunare to be in a growth sector -
many businesses are pedestrian but essenrial to economics.

The drivers of return are pointed out - good margins, lower costs, higher
sales and wise investment. Efficient operaton and improvements using the
latest technology are a must.

Are these successful companies not saying what you intuinively know?
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TABLE 2.2 ROItextbook figures

10
| s =—=
RO 50 20%
. 10 100 2 Asset Wwrnowver or
% Frali. = 100 10.00% BO 1 Asset utifzation ratio

The 10 per cent profit margin is an average figure. Many businesses would
be delighted with such a high margin, eg construction companies, whereas
other businesses would find this unacceptably low.

The 2:1 asser turnover (sales to capital employed) again may seem very
low = a whole year's sales (from the P&L account) in relation to whart is
needed as investment to deliver the sales. While this is a typical figure for
many businesses, it 15 sector specthe and can be quite different depending
on ‘strategy’. For example:

o If you are a ‘utility’ - telecoms, electricity generafien - this figure may
well be below 1:1 as a huge amount of capitd sinployed is required
to generate sales,

o If you outsource production, this will B¢ & much higher ratio.

Bur let us accept the textbook Agures for @ovw. Ar this stage it is the messages
on revealing straregies thar marrer,

An arithmetical proof ¢y u high-return strategy

Before considering the deivirs for making good returns further, let’s look
at the arithmetical outgeme of delivering consistent returns. The delivery of
consistent and high setirns leads to the delivery of real sharcholder value
increases, as this model demonstrates.

The model shown in Table 2.3 assumes at the stare: 100 is invested; a
return of 20 per cent is made; 33 per cent of the annual profit is paid out as
dividend (a return of 7 per cent to the investors); 67 per cent of the annual
profit is reinvested in capital employed (acquisitions, new machines etc);
and {unrealistically!) there is no taxanon,

The assumprion is that such investments will also generate 20 per cent
returns. The model proceeds and the capital employed increases in a geometric
progression until by year 7 the business has double the capital employed in
the business (shareholder value) and investors receive a 14 per cent dividend
on their original capital of 100,

S0 why does every CEO not deliver real growth in shareholder value? It
15 just a marter of arithmenc!

Well, the market, compentors or the cconomy may not allow a 20 per
cent return, there may not be unlimited growth in sales, and capital invested
may be invested unwisely.

It is the latter ‘sin’ that has undoubredly most often been committed by CEOs
over the years: “We must grow — invest — caprure market share erc.” We shall
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ii. Higher sales/volume strategy

This strategy, with margin reduced to 10 per cent (Table 2.5}, 15 a classic
mistake made by sales people who go for sales volume ar the expense of
lower margins.

TABLE 2.5 RO effect of higher sales

12
BO| = =— = 26%
80
; 13 130 286 Asset twurnover or
% Profit = 130 00% B0 ~ 1 Asset utilization ratio

The return is maintained by beteer vtihzaton of the capiral employed = the
low-cost airlines are premised on this straregy.

iii. Lower margin/higher sales volume sirategy

The return can be the same as in the base modél) Table 2.6).

TABLE 2.6 RO effect of lower margins but higher sales

3]
RORN = =
] 20%
% Profit = 0 \a2ge; | 169 _ 3.2 _ Asset turnover or
160 50 1 assat utilization ratio

You can lose or give up margin as long as volume follows. Compare a low-
cost supermarket with the tradiional UK supermarkets: they live with
lower margins and also benefit from the low-cost outlets having much more
efficient (lower) capital employed, that is, simpler bur yer effective stores,

iv. Lower capital employed strategy - ‘cheap is good!’

Properly managed, with aligned physical strategies you can end up with
higher returns than the base model (Table 2.7).

TABLE 2.7 ROl effect of lower capital employed and invested

10
ROl = T 22%
: 10 100 2222  Asset Wwrnover or
% Frofit = ﬁ =10.00% E SN TS Szset utihzation ratio
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V. Life-cycle costing/whole-life costing strategy

It may somerimes be sensible to spend more on capital employed - eg low-
maintenance/low-energy-consumption equipment if the cost reductions and
thus higher margins over the years outweigh the higher capital employed
(Table 2.8). A constraint here is inding the initial cash?

TABLE 2.8 ROI effect of higher capital employed but with lower
operating costs

14
ROl = ﬁ = 23%

. 14 100 1667 Asset tummover or
% Profit = 100 = 14.00% 60 1  Assetutilization ratic

If not already evident, this example illustrates the poinzthat the two sub-
ratios cross-multiply to give ROL Thus strategy drivess are also interlinked
and may be contradictory in practice.

vi. High gearing strategy

A funding strategy or purely financial strstegy — the private equity magic!

Here the focus is not on the rerurniong physical capital emploved makes
- the higher the better = but rather itss the ability to borrow that “‘gears up’
the return to the shareholders. A5 tong as you can borrow {vou need 1o have
friends as the private equity folk seem to have) at a rate lower than thar
which the capital emplovedn the business delivers, you are on to a winner.

The example in Tab'e)2.9 has 50 of capital employed, 10 of operating
profit and sales of JO0 Assume 40 of the 50 capital invested is funded at
8 per cent: interest on this must be paid, so net profit is down to 6.8 per
cent and return to 14 per cent. However, shareholders have only to put in
10 = so their return 15 68 per cent,

TABLE 2.9 Effect on shareholders return by gearing

50 CAPEMP 10% Return from capital employed 10.0
40 LOANS 8% Interest to be paid 3z
10 EQUITY
Met profit after interest 6.8
6B
ROl = =— = 14%
50
. B.08 100 2 Asset tumover or
HEralib 00 % BO 1 asset utilization ratio
i . BB
But shareholders’ ROl is —— = 68%
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The 6.8 per cent proht is that available to sharcholders after interest has
been paid.

To see just how magical gearing can be, Table 2.10 shows the above
example reworked with only 1 out of 50 being equity — great if you have
friends that will lend to you!

TABLE 2.10 Effect on shareholders' return of exceedingly high

gearing
650 Cap employed 10% Raturn from capital employed 10.00
43 Loans E% Interest to be paid 392
1 Equity
Met profit after interest 6.08
6.08
Bl s —— = 12%
50
. B.08 100 2 Asseltimover or
F'I' T = e = — T — F - 3
%o Prodt 100 6.08% EQ0 1 Asuset utilization ratio
, . “GN08
But sharaholders” RO 1« & BO8Y

Capital structures and pure financiai seraregies are considered further in
Chapter 12.

It is hoped thar these simfis examples are just that — the messages are
clear. It would seem that'\many managers, and CEOs for that matter, forget
or maybe do not know the results of the indisputable arithmetic of these
simple models.

We cannot finish the book here = the question *“Why be in business?” has
been answered but the detail and complexity (real and imagined) of the
balance sheet and P&L numbers have to be understood, as do budgenng
and flow forecasting to aid sensible operanon and investment.

Conclusion

Understanding finance and the interrelationship of Anancial statements 15

essential when identifying strategies and managing delivery of serategy. The

drivers for a successful strategy are to be found in the inanaial drivers:
Operational:

high margins;

low costs of operation;

high sales volume and prices;

efficient use of assets.

I

Commighted Material



£t

Comrighted Material
Executive Finance and Strategy

[nvestment:

= MIiNimMum NECEssary investment.
Fundinglcapital structure:

- efficient funding structure,

These financial drivers lead to making the most advantageous and sustainable
return on investment.

Strategy in general terms and specifically in financial terms is tempered by
poliical and other constraints — these constraints miuwst be understood and
accommuodared.

In the chapters that follow, many of the financial statements and practices
are relevant to more than one strand of strategy and will somenimes give rise
to conflicts = such conflicts muest be understood.

Revision and learning pointers

This chaprer does not have any specific interpretation<r calculation exercises;
however, you may like to replicate the spread sheets shown in the tables
above - spread sheets are great instructors.

Have a look at the accounts of your owirvompany, competitors or any
company that attracts your interest and ség what they say about strategy,

Have a look ar a targer company'sasst five or more years' accounts and
consider whether the strategies identihied in the past have come to fruibon,
and if not, why nor.

Thinking about and discussitig the questions below may be an essential
carly stage when idenufyiigwnat your company’s or organizanion’s strategy
is to be, and undersranding the constraints of your chosen straregic path.,

Questions

® Whar other reasons are there for being in business apart from purely
making a return?
® What other issues affect strategies apart from finance?

e What constraints are there on going for a purely *make a high return’
strategy?
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Basic financial 03
reports and
concepts

U nderstanding Ainancial statements, concepts and conventions 1s a necessity
if we are to know where we are, how we got there, and as a base for
projecting where we might be. Financial statemeritg¢an be used as a base for
controlling strategies.

A prime aim of the book and specificaity this chapter is to help you
understand the principal financial stateinines = the statement of financial
position {the balance sheet) and income statement (P&L account) - as the
tools they are. The laudable aim of USand international accounting standards
i5 that the statements are to be vsetul in making economic decisions, Here i3
the introduction to the IASE {International Accounting Standards Board)
Conceprual Framework:

It {the IASB Board) believes that further harmonization can best be
pursued by focusing on financial statements that are prepared for the
purpase of providing information that is useful in making economic
decisions. The Board believes that financial statements prepared for this
purpose meet the commaon needs of most users. This is because nearly all
ugers are making economi¢ decisions, for example:

{a) to decide when to buy, hold or sell an equity investment.
(b} to assess the stewardship or accountability of management.

(e} to assess the ability of the entity to pay and provide other benefits to its
employees.

(d) to assess the security for amounts lent to the entity.
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The balance sheet shows both the amounts of, and the disposition of, net
asscts available o operate the business and how these net assers are funded,
by borrowings or equity (sharcholders’ funds). It is essennial to know the
assets at your disposal and the liabilinies that will have to be mer when planning,
delivering and monitoring operating strategy, particularly efficiency.

The PE&L accountincome statement tells you about revenuesfsales costs
and resultant profit or loss. Chasing sales, reducing costs and rargeting a
profit number can all be sub-strategies thar lead to higher profits and thus
returns. Understanding the income statement and the tactics to manage and
improve profit is a must.

The P&L account, now formally called the Income Statement, is based on
cash flows but with the addition of income and costs being accrued, thar is,
income earned or costs incurred but not settled in cash being included.

The importance of cash records and reports

The importance of information about an entity’s cash Bows is made clear in
this GAAP extract:

Information about a reporting entity’s cash lows aanng a ]:H:!I'iCH:I. also helps
users o assess the enriry’s ability o generare fumare net cash inflows, It indicares
how the reporting entity obtains and spendsicash, including information about
its borrowing and repayment of debr,casl dividends or other cash distributions
to investors, and other factors that may affect the entity's liquidity or solvency.
Information about cash flows helps\wsers understand a reporting entity’s
operations, evaluate its Anancitigand investing activities, assess its liquidity or
solvency and interpret othecinformarion abour financial performance.

A cash flow analysis should reconcile profit or loss and net cash inflow or
outflow of cash for 25eniod.

Cash flow reports - illustration

The P&L account for a business for the vear ended 31 December 20XX
shows thart the business has made a profic of 3,000. It might be expected that
as this is a very simple and straightforward business there will be a cash
or bank balance of 3,000, Note that the word cash is very often used in
businesses small and large when in fact the money will be in one or more
bank accounts.

The business has made sales of 30,000 and incurred costs of 25,000 plus
a depreciation charge of 2,000. The P&L account for the year is shown in
Table 3.1,

Cash movements relate to rrading bur also include capiral transactions,
that is, balance-sheet-related transactions. In this case there was a loan of
10,000 taken out, 1,000 repaid and a van purchased - all capital items
(Table 3.2).
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TABLE 3.1 PE&L account

Profit & Loss account

Sales 30,000
Expanses 25,000
Depreciation m
Profit 3.000

TABLE 3.2 Cash book = a simple cash flow statement

Cash book

In Ot

10,000 22,500
Capital = loan Exprtises paid

5,000
FPurchase van
23,000 1,000
From sales Loan repaid — capital
53,000 32,500
500 Balance

e

Further, the sales and expenses were nor all received or paid as cash imme-
diarely, 7,000 of sales being due after the year-end = debtors or receivables
and 2,500 expenses were due to be paid in the following period. Also, the
van was used for one year and the cost of it wearing out while being ‘consumed’
1s estimated at 2,000; this i1s not a cash cost, as the cash outflow took place
when the van was purchased for 9,000 (depreciation is discussed in more
detail in Chaprer 5).

It is vital in a business of wharever size to track cash, as a deficit that cannot
be funded short or long term inevitably leads to insolvency and bankruprey.
At the highest level, the CFO and execurtives need to have reliable summary
cash reports.
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TABLE 3.3 Reconciliation of profit amount with final cash amount

Heconciliation

Cash 500
Debtors 7000
Van net 2000
Expenses to be paid -2.500
Loan oustanding -8,000
Balance 3,000
profit due to owner

The net effect of the differences berween occurrence of P&L rransactions
and the receipt or payment of cash plus the other balarice sheet movements
i cash s that in this simple illustranon the businesshas a closing cash balance
of 500 rather than 3,000, which is the profit fiswpe. The principal reason is,
of course, the 7,000 outstanding from custGiiers less the 2,500 owing 1o
suppliers, but there are also the other capival movements.

Another important exercise and statemient that the CFO, if not executives,
ought to review is a reconciliation between profit and cash (Table 3.3).

Cash flow reports do not requive additional record keeping; they may be
produced by appropriately sudnarizing and classifying cash book entries
or by idennifying the movernents berween the begmning and ending balance
sheers (adjusting for nopscash movements).

This simple exampie does illustrate the important point that cash records
(the mirror of the eniity’s bank statements) do not readily distinguish between
‘capital’ and ‘revenue’ transacnons:

e capital = relating to the balance sheer;
e revenue — relaong o the P&L account.

The word *capital’ crops up in many places in finance, for example share
capital, capital expenditure, capitalized expenses, capital employed; the
clear inference from all of these is thar the item 1s a balance sheet item and
not considered to be directly relared with trading. The word ‘considered’ 1s
used as there will be different views on what is capital or not and *directly’
is used as there are very often links berween the balance sheer and trading
- the P&L account, again leading to views on what is capital or not. This
reveals, as if you were not aware, thar accounnng is subjective: there are
conventions, even sometimes rules, but subjectivity remains, and being
aware of the subjective areas is essential if financial strategy is to be properly
understood.
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Cash flow forecasts

Larger entities have to produce cash flow statements at year ends or interim
period ends but will also focus on the cash position and projections by usc
of a cash flow forecast.

Internal cash flow statements or reports often take the form of a short-
term, g one year, cash flow forecast, with the starting poine being the cash
position today. A sensible formar is to distinguish berween capital inflows
and outflows and revenue inflows and outflows, as is the case with published
statements of cash flows considered in Chapter 8.

Bedrock concepts

The fundamental or bedrock conceprs are the *accruals’ or matching concept
and the going concern concept. They are explained and discussed in much
more detail in Chapter 5, bur they must be introduced now as the accruals
concept underlies the distinction between cash reportsand the P&L account
ﬂ!“,l t]'ll." I.;,I:"II'I.H COTICrn T.:T]l'l.f.:l,.'r.lt IEE {Llﬂdﬂ ml:nl.‘al (04 ] Eh{' A0S ﬁhﬂ\\r“ i.!'l: 'I.'I'I.L'
balance sheer.

Going concern - a fundament«l toncept, also termed an
underlying assumption

The financial statements are normally prepared on the assumption that an
entity is a going concern andwiil continue i operation for the foreseeable
future. Hence, it is assumedi-that the entity has neither the intention nor the
need to hquidate or curtia! snaterially the scale of its operations, the sigmbcance
of this being thart balance sheer asser values will hold good.

Accruals or matching concept

Cash receipts and payments may well underlie the greater part of recorded
income and expense and for a very simple cash business the entire records.
But even simple and small businesses and cerrainly large entries will owe
and be owed money. Thus a cash picture of a business is needed to manage
cash flow and balances, but reporting results or performance has to include
sales made but not setrled in cash and expenses incurred but not paid in
cash, the idea being to march a defined period’s income with its expenses
and thus reveal the (accrued) profit or loss.

Income statement - the P&L account

The P&L account summarizes the income, revenue or sales, and costs or
expenses for a penod.
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Income statements — P&L accounts

A P&L account is a statement of sales less costs for a period, normally one
year or sub-periods thereof, It shows sales {also called turnover, income or
revenue) less costs (or expenses) grouped in various ways, the end result
being the net profic or income of the business for the period stated. In its
simplest format a P&L account starts with sales or income from which all
costs or expenses are deducted, and the net resule is a profit, when costs are
less than sales, or a loss when costs exceed sales:

Profit & Loss Account for the period ended _ _ _
Sales, income or revenue 900

Costs or expenses {@}

Net profit or (loss) %0

In accounting terms, a profit or loss is the result of deducting all costs for a
period from all income for the defined vine period. While this is in essence a
very simple concepr and thus staterngnr, it will be obvious that the correct
inclusion of income and costs is entical. The correct ‘cut-oft” berween periods
is critical.

A very common practiceis to distinguish berween costs of purchased
items, costs of manufactenng or other direct costs of providing goods or
services, and the gepécal; indirect or overhead costs of running a business:

Profit 8 Loss Account for the period ended __

Sales income or revenue 00
St ilia (690)
Gross p:ﬂﬁt 210
E:{pcnsc;fﬂwrhcads {120}

{grouped together either for management purposes or to meet
STALULOTY requirements)

Net profit before rax 90
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