What’s Your :
Warning Systemz

_Early.

hether your business is in crisis,

growing rapidly, or just muddling

along at an average growth per-

centage, understanding what is

happening from many dimensions

is essential for success. Tradition-
ally, many of us have relied first and foremost on outside
financial statement presentations and in-house manage-
ment reporting to help guide us. Over the last decade or so,
management has also begun to look at key indicators and
dashboard presentations for added operational perspectives
into a company’s situation.

These resources all have their place, but the tendency
when using them is to focus purely on fact-based infor-
mation and on historical events—even if it’s yesterday’s
orders, product deliveries, product production, or overtime.
Although valuable, such information often doesn’t give
management a clear idea of what the future may bring.

There’s a third resource that can substantially help man-
agement anticipate, benchmark and course-correct its busi-
ness and operational plan. It focuses less on hard numbers
and more on important intangibles. With this information
added to the data-driven and historical resources they
already gather, management, with the help of their advi-
sors, would have the beginnings of a real early warning
system.

The immediate question might be: Why is this type of
information so important? We’ve gotten along without it,
so why do we need it now?

One reason is that in today’s tough competitive climate,
business needs to anticipate problems as early as pos-
sible and financial statements and key indicators expose
symptoms of current challenges more than warning signs
of future ones. Warning signs or signals are indicators of
future situations and events—they surface before symptoms
arise. For example, it’s common in management to say that
being short of cash is a signal that a company is in trouble.
In fact, companies that are regularly short of cash could
easily have been in trouble for some time before a cash
shortage happens. Cash shortage is thus a symptom of an
existing problem, not a signal of a potential challenge.
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These warning signs are not unlike the results of tests
doctors might administer or questions they might ask to
establish whether a patient has a risk of or tendency toward
developing a certain condition. These inquiries might
reveal a slightly higher-than-normal blood pressure, a less-
than-ideal diet, a job with more than normal stress, or a
family history of certain conditions. Nothing is seriously
wrong (yet), but if the doctor had not decided to drill down
and explore other information beyond the usual, he or she
might not have become more sensitive to this patient’s pos-
sible future challenges.

Now think for a moment about the countless hours of
time and energy that go into creating a company’s stra-
tegic plan and its corresponding operational plan for the
next 1 to 3 or 1 to 5 years. At the time the plan is crafted,
management attempts to anticipate and develop assump-
tions along factual and logical baselines. But in some cases,
as we all know, the bottom line of all that analysis comes
down to a good guess. So, wouldn’t it be prudent and wise
to establish a methodology that catches the earliest signs of
movement forward, backward, or no movement at all—and
to do so from a day-to-day business/operational perspec-
tive?

Well, you might say, we’re not a human patient, we’re a
business. There are no tests like that for us. In some cases
that might be true, but often there’s a world of informa-
tion about what’s happening on a more subtle level than we
realize.

IN OUR CORPORATE REENGINEERING
WORLD, WE DEFINE A “CRISIS” OR
“TURNAROUND” SITUATION AS AN
ENVIRONMENT THAT, PERHAPS VERY
SUBTLY OVER TIME, HAS LOST GROUND
IN CREATING VALUE FOR
THE BUSINESS AS A WHOLE.




Let’s look at an example. In our corporate reengineer-
ing world, we define a “crisis” or “turnaround” situation
as an environment that, perhaps very subtly over time, has
lost ground in creating value for the business as a whole.
We believe that it’s always important to be adding value all
the time—such as in continually empowering and mentor-
ing team members so they’re involved and ready to handle
whatever happens.

That’s one example of an intangible. Also, if we become
careless about enhancing and protecting our intangible
property, such as trademarks, copyrights, patents, market
penetration, niches, and new product development, we are
losing ground. It may not be perceptible at first, however.
Even though there are no discernible problems with cash
flow or profits, the company is still on its way to, if not
already in, a “crisis”—Dbecause it is not constantly moving
forward.

With this new information, we can revisit our assump-
tions, verify whether we’re on the right track, add new
ideas and plans of action, realize that there may be a whole

Another example of the intangible is something we call
philosophical discontinuity. This occurs when owner and/
or managers are not on the same page from a conceptual or
strategic perspective. In a startup business, this issue may
not surface at first, because the clear focus is on survival
and on growing the business in any way possible. But as
the business grows and becomes more complex, strategic
decisions become more complex as well, and the need for a
more professional environment also emerges. This is when
philosophical differences begin to show themselves. They
commonly fall into these categories:

e Completing work—planning vs. waiting until the last

minute

® Motivating team members—carrot vs. stick

e Communication style—dialoguing and listening vs.

telling

* Management style—delegation vs. “I have all the

answers”

¢ Future vision—growth vs. status quo

¢ Pricing—value vs. low-ball

PROBABLY THE WARNING SIGN WE SEE MOST FREQUENTLY, BEFORE ANY VISIBLE EROSION OCCURS,
IS A SHIFT IN ATTITUDE: OWNER AND/OR MANAGER BELIEVE “WE HAVE ARRIVED” AND BEGIN TO
COAST. THERE IS NO SUCH THING AS HAVING “ARRIVED,” EVEN THOUGH YOU MIGHT WANT TO BASK
IN YOUR SUCCESS FOR A BIT. ENJOYING YOUR ACHIEVEMENTS IS A GOOD THING.

new issue or opportunity to explore—and, last but not
least, become aware of some inconsistencies that could, if
left unchecked, pose some real challenges for the company
down the line. We can make appropriate changes, which
may include investigating other opportunities or developing
other scenarios alongside the current plan to support and
maybe augment it.

In no way are we suggesting the elimination of financial
or operational data, or that it be diminished in value. Such
data can help flesh out this intangible but highly valuable
data by adding depth, clarity, and texture.

Probably the warning sign we see most frequently,
before any visible erosion occurs, is a shift in attitude:
owner and/or manager believe “we have arrived” and begin
to coast. There is no such thing as having “arrived,” even
though you might want to bask in your success for a bit.
Enjoying your achievements is a good thing. But success of
any size or shape ultimately just means additional consider-
ations and often more time and more work. It’s as if you’ve
moved into a bigger house: the bigger your house, the more
there is to do, especially in the area of maintenance.

Philosophical discontinuity is a powerful early warning
signal because the signs can be found in everyday interac-
tions—if you’re on the lookout for them. They let us know
that some course correction and confrontation are needed
if the company is going to be really successful. If no cor-
rective action is taken, all the financial information and/
or operational indicators in the world won’t matter much,
as the owners pull away from each other and the business.
To be really successful, it is important for everyone in the
business to be on the same page, especially in the areas of
quality, advancement, growth, profitability, customer ser-
vices, and team members.

Let’s now apply this concept of intangibles to the more
operational dynamic of cash flow. Here are a few examples
of how paying attention to intangibles can warn us of
potential cash flow trouble before it happens:

Evaluating which products or services customers find
most valuable. The more appreciated the product or ser-
vice, the more value it will be perceived to have, and the
better the chances will be for collection.

Constantly evaluating which customers or clients best
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fit the organization. How do the customers treat the com-
pany? Customers who fit the company tend to like the com-
pany and will be more likely to pay their bill.

Having clear, well documented, and proper collection
policies. For instance, an inconsistent approach to col-
lections can create a laissez-faire attitude in customers
about payment. If you don’t display purpose and resolve in
collecting your receivables, why should they, in remitting
them?

Let’s try another example. In this case, the symptom is
that the company fails to meet its revenue goals. Here are
five possible signals that could have alerted management to
the fact that the goals were not going to be accomplished
and given them a chance to turn things around:

® The general manager has had several important action
points on his or her to-do list that never seem to get
any traction or make progress.

e There is no to-do list or operational plan.

e Management has not developed or doesn’t understand
the key action points for accomplishing the com-
pany’s goals.

e There is no plan for today and every day to grow the
business.

® Operations management can’t really tell you what they
have done to advance the overall business.

N

Now to complete the loop here, let’s outline some warn-
ing signs that might become part of your early warning
system:

An atmosphere of “blame” where it’s more important
to find out “who did it” than to find out what happened
and do something about it. This intangible creates a con-
stant level of stress and discord and tends to prompt good
employees to leave.

Trying to achieve goals by hitting home runs instead of
by a combination of home runs, singles, doubles, and “one
base at a time.” This intangible indicates an environment
of unnecessary risk and blinds management to opportuni-
ties in plain sight.

Mark H. Fowler, CPA (inactive), CMC, is the president of Stowe Man-
agement Corporation, a corporate reengineering firm based in Santa
Monica, California. He has worked with bankers, and CPAs and their
clients for over twenty-five years, specializing in turnarounds, succes-
sion planning, mergers, acquisitions and corporate growth.
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Being married to the business, or adopting an attitude
of “this is my baby, my life.” This intangible creates a situ-
ation where it’s hard for people to grow and develop, and it
often causes unnecessary turnover.

Loosely managed policies and procedures, especially
with the development and marketing of new projects
and new products. This intangible creates confusion and
wasted energy and limits success.

Not tracking processes and events (for example, not
monitoring the pipeline, not capturing information about
new sales). This limits the return on marketing and sales
efforts, and opportunities tend to slip through your fingers.

Not following up on initiatives (for example, not
understanding how a new program is doing). This almost
immediately can lead to not making the course corrections
needed to refine the process to be successful.

A risk-averse management team that does not take
chances to develop and expand its products and services.
This causes customer and market erosion and slows the
momentum of the business, making it harder to take con-
structive risks for success.

Not eliminating the “1/20s.” A 1/20 for us is an indi-
vidual whose lack of discipline, disgruntled attitude, and
limited effectiveness can negatively affect the other 19
around him or ber. This intangible erodes others’ attitudes,
things don’t get done, and the talented people disappear.

A RISK-AVERSE MANAGEMENT TEAM

THAT DOES NOT TAKE CHANCES
TO DEVELOP AND EXPAND ITS PRODUCTS AND SERVICES...
CAUSES CUSTOMER AND MARKET EROSION AND
SLOWS THE MOMENTUM OF THE BUSINESS,
MAKING IT HARDER TO TAKE CONSTRUCTIVE RISKS FOR SUCCESS.

Maybe you can identify with some of these signals—
or maybe they’ve given you insights into other signals to
watch for. There are many different ways to evolve and
develop your own early warning signals or signs. When
you combine them with the more traditional financial and
operational information sources you’ve probably been
relying on up until now, you can build an assessment sys-
tem that helps your company better anticipate challenges
and opportunities—and most importantly, allows you the
luxury of time to do something about them before it’s too
late. Building your early warning system takes time, but it
is well worth the effort if you really want to be successful.
Good luck!
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