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The Financial Operating System®
This book is dedicated to owners of
marketing agencies

Too many agency owners are struggling:

1. They are not making the money they hoped to be
making when they started their business

2. They don’t know why

3. They don’t know what to do about it

Others are doing OK now, yet want to know how to better use
financial information to manage and scale their businesses
for profitable growth.

I've helped many business owners overcome these
challenges, empowering them to:

Understand the financial performance of their
businesses

Take control of their finances

Make more informed decisions

Improve profitability

This book lays out a proven, 6-Step process for agency
owners to improve their financial fitness. This book also
presents basic accounting principles and practices every
small business owner needs to know.

This book is intended as a do-it-yourself guide. If you would
like assistance implementing The Financial Operating
System® including upgrading your bookkeeping, accounting
and finance function, please contact me:

cal@TheFinancialOS.com

www.TheFinancialOS.com

cwilder@SmartBooks.com
www.SmartBooks.com



Table of Contents

Why This BOOK?......ccocceereireeteenreeeresteensesessessesessessssessssessesenns 1
Step 1: Identify Your Why ........ccccceeeiievirininiviniieecenecenenen. 3
Step 2: Assess Current Finances (Your What)...................... 13
Income Statement Glossary & Example .......ccececeeeeeeeeecnnenne. 23
Step 3: Define Metrics And Targets (Your Where).............. 30
Goals And MetricS FrameWOTIKS ...cccevveeeeeeeeeeeeeeereennnnnneceeeneens 37
MEtriCS That MaAttereuuueuueeiieeeeeeeeeeeeeeeeeeeeeeeessssssecceseereessssssnes 48
Perspectives On Select MetriCs ....cccvveeeereeeeeneercrneerecsneeecnennes 65
Benchmarking .....ccecceeveevneriuirneiriecnneiniccnecsncccecccecnnees 93
Examples Of Metrics SCOTecards......ccceevueeeerueeecrneeeerneeessnenens 96
Step 4: Upgrade Accounting Operations............ccccceeeuuennnee. 98
The FINANCe StaCK...uuuuuueeeeeeeerreeeeeeeiieeeereeeeessssssseeceseesesssssssnes 99
Roles & Responsibilities In The Finance Stack.................... 101
Chart Of ACCOUNLS ...ceeerevereerieretrcnnereernesnesseesseesaeeseesnnes 112
MONthly ClOSE PTOCESS ....ueeeeeeerreruereeeeeeecrneencseeeseneesssnnesenns 116
Technology Stack.....cccceeeereccereiiieeineeeeeeceeceeceeeceeeaeee 121
Step 5: Manage The Business......c..ccccceeevueecrucriecscecncecnane 126
Use A MetricS FrameworkK .......cccceceeeveernecseecsneennneessncnencnae 128
ANNUAL FOTECAST cevvvvrereeeeireeeeeeeeeeeeceeeeeeeeersssssesssseeesssssssssseees 130
Operationalizing MEtTiCS .....ccccceeecerererereencrererneessereseresnenene 133
Delegation Versus Abdication......ccccceeveeeveevceesscrcsucessucnnne 139
5 8 g 0 10 ] KSR 142

Step 6: Learn, Iterate, And Improve ..........ccccceeeeeeeuerecuennne 147



Agile ADPIroOach....cceiccceiiceiiiiiiirtntececeece e 151

Re-Evaluate Your Finance Department.........cccceceeeeeueeennen. 154
Recap Of Steps In The Financial Operating System® ....... 159
Appendix: Other Financial Management Principles........... 161
Budgeting Versus Forecasting: What Really Matters......... 162
Accrual Accounting Versus Cash Accounting And The Power
Of The Cash Flow Statement .........ccoeceereereenreensecsseccseecennne 168
Management Accrual Accounting: The Small Business

1T0] L0150} o I 177
Owner Compensation And Reported Company Profitability
............................................................................................... 179
Taxes & Just Say No To Adjusting Entries .......ccccceeceeeeueennee 183
Sales And Use Tax: A Compliance Challenge....................... 191
Adequate Capitalization: Can You Sleep At Night? ............ 195
When Sales Go South: Managing Cost Structure Through
DOWIIEUITIS c.uuueeeeeeeeiiiiiiiiiireeeeeeeeeeccissssnneeeeeeeessssssssssssseeeessees 210
Bibliography.....ccccceeecereriiiiiiiieeneeecteceeeceeeeeeeeeeeeene 219

ADOUL The AULNOT vveeeieeeeteeeeettecereeteceeeeeeeeeeeesseeesessssnenes 220



Chapter1

Step 1: IDENTIFY YOUR WHY

I would love to jump right into the details of how to
financially manage a business, but first we must establish
some context for your business. This first step in The
Financial Operating System® establishes your WHY for
owning your business.

Ask yourself these questions:

<«

Why are you in business?

What do you want to accomplish financially with your
business?

How committed are you to accomplishing these
things?
What is your business model?
Maybe you started your agency when you got laid off or fired

and couldn’t find another good job right away. You got your
first couple of clients, and your agency grew from there.

Maybe you enjoy marketing and want to earn more money
running your own agency rather than working as an
employee for someone else.
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IDENTIFY YOUR WHY

Perhaps you started consulting at night and on weekends,
additional clients came to you, you quit your day job, and you
ended up running a business.

Maybe you chafe under the constraints of being an employee
with aboss and want the freedom and control of running your
own business.

Perhaps you saw a market opportunity and strategically
founded your agency to capitalize on that opportunity and
create equity value for yourself.

Maybe you are super passionate about serving a particular
segment in the market. That passion started you down the
path of building a business, and now you need your business
to become more financially successful.

If you’ve recently launched your agency, you may be trying
primarily to just bring in enough business to pay your bills
and think you’ll get around to defining a specific business
model and strategy later.

If you’ve been in business a while and are like many business
owners, you may not have asked yourself these questions in
quite some time. Your answers may naturally evolve over
time. Maybe now you aren’t sure you know the real answers.
Why you started the agency may well be different than why
you are running your own business now.

Hopefully you still really enjoy the work your agency is doing,
you like your people and your clients, and you just want to
improve profitability.

YA TheFinancialO0S.com



IDENTIFY YOUR WHY

For some owners, their initial passion has waned over the
years, it feels more like a job now, and they need it to be more
lucrative to keep them motivated and willing to deal with the
risks and stresses of business ownership. Or you might feel
like you are unemployable at this point in your career, that no
other agency would hire you now after you’'ve grown
accustomed to being your own boss for so long. You might
feel like you have no choice but to make your agency more
successful to earn the income you need and want in order to
support your family’s living expenses and retirement. The
Financial Operating System® can certainly help in these
situations, though I encourage you to find a way to reignite
your passion for the business as that is what will give you the
energy to make the most of your opportunity.

Even when things are stressful and you may feel a little
pessimistic or beaten down, remember that your agency is an
asset you own and a great opportunity to build the life you
want for yourself.

A few specific examples of why you are in business could
include:

e I got laid off and couldn’t find another job so I
launched my own agency last year and am trying to
earn more income than if I got a job working for
someone else again

e I am passionate about animals and want to serve 100
veterinary clinics as clients and be the #1 agency
serving veterinarians in my state

5 TheFinancialO0S.com



IDENTIFY YOUR WHY

e Ienjoy marketing and want the freedom to set my own
schedule and policies and make as much money as I
can which I know is more than I would make working
for someone else

o I started this agency 20 years ago and now I just need
to run it for another 6 years with reasonable profit
margins until I have saved enough to retire. It would be
nice if I could find someone to buy it.

o Iseean opportunity to build an agency that combines
lead generation with sales qualification and
appointment setting in the HVAC industry as there are
not many other agencies doing that and HVAC
companies struggle with managing the top of their
sales funnel

This book is focused on getting what you want financially
from your business. At the same time, you need to consider
how you want your agency to feel and function operationally:
the kinds of clients you support, the kinds of services you
provide, and your agency’s culture. Finance and operations
are intertwined and feed back on each other.

In order to apply The Financial Operating System®, you must
know at least in broad terms what you are trying to
accomplish with your business. Until you know where you
want to go, you have nothing to manage toward. Sure you can
go through the motions and make reasonable decisions, but
you don’t know if those decisions align with your goals. And
if you aren’t clear on your goals, the people in your business
definitely can’t know what they should be helping the agency
achieve.
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IDENTIFY YOUR WHY

For some agency owners, their goal is to grow a much larger
business and worry about optimizing profitability later after
achieving more scale. For others, it is to maximize
profitability and cash flow at their current size and avoid
stresses and risks associated with growth. Others may be
reinventing their agencies and trying to pivot and drive
growth in a new client segment or with a new service offering.
Some may actually be unhappy with their current size and
administrative load, wishing they could get back to working
directly with the kinds of clients they want to, at a smaller
size and with fewer headaches.

Why you are in business naturally leads into determining the
financial objectives that you are trying to achieve through
owning your agency.

A few specific examples of financial objectives of agency
owners could include:

e Provide an annual take-home, after-tax cash income
to myself of $250,000 next year to meet living
expenses and start paying college bills for my daughter

e Build an agency that could be sold for S10 million
within 8 years so I can travel the world and pursue
charitable interests before I get too old

e Pay off all debt and build a cash reserve of two times
monthly operating expenses by 24 months from now
so I won’t have to personally guarantee any debt ever
again nor spend time micromanaging cash flow

7 TheFinancialOS.com



IDENTIFY YOUR WHY

e DMaintain my current income while cutting back to
working 20 hours per week to spend more time with
family and on other interests

e Grow the agency into $6 million of annualized revenue
with a 15% profit margin 3 years from now so I can
meet the financial aspirations of me and my family

The answers to these questions are often expressed in a
combination of vision statements or mission statements and
long term goals. There are various systems out there that can
help companies answer these questions and communicate
them internally to employees. The Entrepreneurial Operating
System (EOS) and Scaling Up are two popular systems.
Whether you use one of these systems or go it on your own,
you must have a concept of your longer term goals beyond
this quarter, this year and even the next couple of years. You
need something like a 10-year Vision or a BHAG (Big Hairy
Audacious Goal) or a Winning Aspiration to drive toward.

These aspirational statements need to be grounded in some
degree of reality. I’ve known business owners with stated
long term goals that imply 25%+ annual growth, yet they
have been growing 5% per year for the last decade. Or they are
looking for 20% profit margins when they have been
breaking even in recent years. These kinds of radical
transformations do happen, though they take a lot of work
and a change of mindset. Usually in these cases either the
owner previously has not really committed to doing what it
would take and making the hard decisions to achieve that
kind of goal, has not known how to go about achieving such a
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IDENTIFY YOUR WHY

big performance improvement, or has not had the business
model or execution ability to achieve that kind of goal.

There is nothing wrong with a stable, profitable, slow
growing agency. Many business owners struggling with
volatile, cash flow-challenged businesses would love to have
such a stable business.

If you want to maintain a steady, profitable, cash flow
positive business which pays a salary and steady dividends to
ownership, that may sound like a less ambitious objective
than doubling your business in 3 years. However, that is much
harder to do than it sounds and is beyond what many
businesses ever achieve. The Financial Operating System®
will help you achieve that.

If you strive to build a much larger agency, you will encounter
conflicts between growing revenue and maintaining healthy
profit margins. Although some agencies have figured out a
business model that allows for high profit margins and high
revenue growth at the same time, that is rare. There is
nothing wrong with pursuing high growth at the expense of
lower current profit. This is where big money can be made as
you are effectively being your own venture capitalist, betting
on a big return on your investment of time and money.

At the same time, there are risks associated with high growth
at the expense of lower current profits. Among those risks is
negative cash flow and running out of cash. The Financial
Operating System® will help you set and track appropriate
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IDENTIFY YOUR WHY

metrics to balance growth with profitability and cash flow to
maintain sufficient cash while you grow.

Owners of younger agencies may want to map out a roadmap
of higher growth for the next few years to achieve a target
size, and then shift into more of a stable, slower-growing,
more profitable lifestyle business after that.

One of the beauties of The Financial Operating System® is
that it provides a permanent structure with which to manage
agency financial operations, while your specific metrics and
targets can change over time.

You need to take the time to get clarity on these questions.
These questions define your Lighthouse, True North, Goal
Line, or whatever analogy you might choose. In order to get
what you want from your agency, you must know what you
want. That sounds obvious, but I’ve known many business
owners who could not answer these questions with any real
degree of confidence.

This is gut check time. Once you determine your long term
goal defined in a 5-to-10 year timeframe, you must produce
the weekly, monthly, quarterly, and annual results required
to achieve that goal.

If you can’t see how you can produce those results, then you
must do one or both of these two things:

1. Change your goal to something that is aligned with
what you really want to do and what you can achieve
using your available resources; or
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IDENTIFY YOUR WHY

2. Change your business culture and team to one that is
committed and capable of achieving your goals.

Only after I understand a business’s goals and its current
business model can I help a client install The Financial
Operating System®.

Business Models

Speaking of a business model, what does that mean? A
business model is where strategy and operations come
together. You answer questions such as:

e Do youhave recurring revenue or do you sell a series of
projects and need to replace your revenue every
quarter?

e Do you have repeat business from a set of clients or
one-off sales to different clients?

e Who, specifically, is your target client profile?

e Do you sell a high volume of low margin services, or
sell a small number of large, high margin projects?

e Are you trying to deliver a somewhat commoditized
service that many other agencies also deliver, or are
you delivering a niche service to a small segment in the
market priced at a premium that is differentiated from
what your competitors offer?

The business model represents how you will go about
achieving your long term goals. Thinking through the
questions posed in this chapter might also get you thinking
more deeply about your strategy. If so, you will find helpful
the principles in the book Playing to Win, written by A.G.
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IDENTIFY YOUR WHY

Lafley, and its Strategy Cascade tool. You can download a copy
of that tool from TheFinancialOS.com.

If you’re not 100% confident in what your business model
should be, don’t worry too much now. The Financial
Operating System® is iterative, and you can revise your
business model and your goals over time as you gain new
insight.

After you have done some soul searching and have improved
clarity on your WHY, you can proceed to Step #2 of The
Financial Operating System®.
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