STEP 1

Current State

QUALITATIVE ANALYSIS OF THE COMPANY S
CURRENT STATE

To understand the current state of a company, managernctut must look at both its
qualitative and quantitative attributes. Historically, imaaagement has focused on
the quantitative side of the analysis, because the.iiiformation is verifiable from
the company’s historical accounting informati<n, which is centered primarily on
financial statement numbers and cost accouuting numbers. But the qualitative
analysis of the company generally prov:des more insight about the company and
its future prospects. This step will:foctis on some of the common frameworks
used to analyze a company, its industry, and its position in the marketplace.
Without an understanding of' the industry, it is impossible to develop an effec-
tive strategy for the compan/, determine the company’s critical success factors,
or develop a meaningful performance measurement system designed to create
value.

It is a common belief that management should develop its strategies around the
company’s mission statement. Recently, in a conversation with friends, a state-
ment was made that “a company does not own its mission, rather, the marketplace
gives it to you.” The conversation continued and the concept was amplified with
“a company’s mission is to do what it does best better.”

Although we often think we set our mission, the marketplace really sets it for
us and ultimately determines our success or failure depending on how we respond
to the marketplace and its many influences. As management, our responsibility is
to read the marketplace, sort of like tea leaves, to determine the company’s mis-
sion and how we can do what we are doing better than any other company. To ac-
complish this task management needs to have a complete understanding of the
marketplace or industry it operates in.
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ANALYZING THE INDUSTRY

There are several frameworks that are often used for looking at the company,
the marketplace, and the industry. We will talk about two such frameworks: The
Porter Model and the McKinsey & Company’s 7-S Model.

The Porter Model

One of the first really structured analyses was presented in a Harvard Business Re-
view article by Michael Porter in 1979' and expanded on in the early 1980s in his
book Competitive Strategy: Techniques for Analyzing Industries and Competi-
tors.? Porter, a Harvard Business School professor, developed an analytical ap-
proach known as The Porter Model by which to analyze and assess company risk
associated with industry structure.’

Porter divides industry structure into five forces:

. Rivalry between current incumbents.
. Threat of new entrants.

. Bargaining power of customers.

. Bargaining power of suppliers.

N A W N =

. The threat of substitute products.*

This model, used thoughtfuliy in a company analysis, can provide valuable in-
formation regarding the reloitve risk to the future market position, growth, and
profitability of the subject company.

The following is a'stnplistic example of the Five Forces analysis of the Porter
Model as applied-<c. Ales’ Distributing, a beer manufacturer:

Rivalry between current incumbents—The industry is segmented by dis-
tributorships affiliated with one or more of the three major domestic manufac-
turers. As a result, competition between distributorships within a given region
or sales territory is intense.

Threat of new entrants—Since all distributorships operate under agreements
with one or more of the three dominant domestic manufacturers and are as-
signed defined sales territories, the threat of new entrants into the marketplace
is minimal.

Bargaining power of customers—Due to the intensely competitive nature of
the business, customers tend to possess significant bargaining power. Cus-
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tomers in the on-premise segment of the market require high service levels and
on-site displays (bar signage, etc.). Off-premise customers also require high
service levels, including assistance in product placement and point-of-sale dis-
plays to obtain higher product turn, in exchange for greater shelf space.

Bargaining power of suppliers—Distribution agreements with all manufac-
turers are extremely restrictive. The manufacturer sets product pricing, and
distributor inventories are determined by the manufacturer’s need to move
product, given its short shelf life.

Threat of substitute products—The increased acceptance of premium import
products from foreign beer manufacturers poses a potential threat to future unit
sales of domestic distributors.

The McKinsey & Company’s 7-S Model

A second model for analyzing industry conduct and its impéct .on a given company
is the McKinsey & Company’s 7-S framework,> which ¢nalyzes competitors using
seven categories:

N N U R W N e

. Strategy
. Structure
. Systems
. Skills

. Staff

. Style

. Superordinate goa’s®

The following 15 a brief example analyzing Acme Corporation’s (a furniture dis-

tributor) ability to remain flexible and to adapt to changes in the seven categories:

Strategy—In response to the competitive nature of the industry and profit pres-
sure exerted by the manufacturer by the transferring of certain expenses to dis-
tributors, Acme is looking seriously into acquiring neighboring distributorships
(wholesaler consolidation), a strategy encouraged by the manufacturer.
Structure—As a sales-focused company, Acme has decentralized the sales
process, training its drivers as well as its on-premise and off-premise sales staff
to create unique value to the customer by consulting with the customer on
product placement, point-of-sale strategy, and inventory management.
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Systems—Acme possesses sophisticated sales training systems, including its
involvement as a beta test site for the manufacturer’s nationwide interactive
satellite sales network, making it one of the more technologically advanced dis-
tributorships in the wholesaler network.

Skills—Acme possesses the most experienced sales and warehousing staff of
any distributor within a 75-mile radius, giving the company an enormous com-
petitive advantage.

Staff—Acme personnel exhibit great pride in their product, to the point of
identifying closely with the manufacturer and its national advertising presence,
with a deep conviction that they market the finest product in the industry.
Style—Top management exudes teamwork in everything it does, a feeling that
pervades the entire organization, resulting in a remarkably cohesive and satis-
fied workforce.

Superordinate goals—Acme operates on the fundamenta’ piincipal that is best
expressed in its president’s motto: “Ensuring our customei’s success will ensure
our success.” The company, therefore, looks beyond .~ sales mentality to focus
on providing value to the customer, which sets :{ apart from its competitors.

Macroenvironmental Analysis
Further removed from the subject company than industry forces, but still affecting
it significantly, are five macroenvironinental sources of risk:

N A W N =

. Technological risk
. Sociocultural risk
. Demographic risk
. Political risk

. Global risk’

While the company has little or no influence on these risk factors, an assess-

ment of them can be critical in determining the company’s (and industry’s) future
profitability. Shifts in one or more of these risk factors can (and often do) have a
material effect on an industry or a company’s future fortunes. Therefore, it is pru-
dent for management to perform a thorough analysis of such factors and to, at least
once a year, update the analysis.

Analysis of the five macroenvironmental risk factors on the fictional Ale’s

Distributing reveals:

Technological risk—The company is recognized as a cutting-edge distributor
by its competition and its supplier. It has harnessed new technology to track all
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delivery vehicles at all times, to maximize route organization, and to ensure
productivity.

Sociocultural risk—Consumer trends toward premium import products pose
a potential risk to the company’s product as they gain a stronger foothold in the
domestic market.

Demographic risk—The company’s territory is composed of three mature
counties that possess an aging population with little future growth prospects.
Since the company’s product is preferred by younger consumers, this is a threat
to the company’s ability to maintain its past earnings stream.

Political risk—The alcohol industry watched the federal legal action against
the tobacco industry with interest, and fears of future regulation or judicial ac-
tion exist.

Global risk—The three major domestic manufacturers are fighting to make in-
roads into the global marketplace, with European counterpeits looking to the
U.S. marketplace to claim market share from existing ccxipetitors.

A more expansive example of industry and macroenvironmental analysis was
provided by Warren Miller of Beckmill Rescaich(www.beckmill.com) (see Ex-
hibit 1.1). This illustration, from the fourth-guaiter of 2003, was used in a discus-
sion group on strategic planning and ¢avers both the microenvironmental level
and the industry level of analysis.

ANALYZING THE COMPANY

The key to analy7ing the company’s current state is to understand the company it-
self and how it relates to the industry and the macroenvironment it operates in. To
understand the company, management needs to understand many factors about the
company including: its business strategy, its development stage, its intangible as-
sets, and its critical success factors (CSF) and the key performance indicators
(KPI) related to those CSFs.

Every privately owned company goes through various stages of develop-
ment to reach maturity. As management must change, the company goes
through various stages to react to the environment it operates in. The chart in
Exhibit 1.2 shows the three stages of development: infancy, adolescence, and
maturity, along with the typical characteristics of the company related to fi-
nance, management, operations, marketing, sales, and the owner’s personal
needs in each stage.
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Exhibit 1.1 Airline Industry Analysis

Macroenvironmental Analysis for the Airline Industry

1.

Economic—The recession has buffeted this industry more than most. It is highly cyclical.
The effect of downturns is exacerbated by a cost structure that is heavily fixed (see Rivalry).
Plummeting interest rates (which reduce the cost of getting new planes) aren’t much use
when capacity is shrinking, not growing.

Technological—The Internet has enabled customers (and carriers) to bypass the traditional
distribution channel (travel agents, not airports). Comparison shopping is now fast and easy
through such on-line resources as Expedia, Orbitz (owned by the major airlines themselves),
and Travelocity. Proprietary reservation systems (e.g., Sabre), while still useful, are not the
big-stick competitive weapons that they used to be because the travel agencies that use them
are not the players in this industry that they used to be. In 2002, airlines eliminated most
agents’ commissions.

Moreover, advances in satellite communications have enabled newer competitors to
change the “passenger experience” by having, as JetBlue does, individual TV monitors for
each traveler. In a society that puts enormous value on individual rights, having one’s choice
of TV channels on a flight is attractive.

Technology has also made corporate jets more affordable through “ess expensive design
and production methods. Finally, improvements in teleconfererci.g technology have
reduced the need for “face time” between business travelers anc those they used to visit.
Sociocultural—9/11 brought a rebirth of what some hav. cailed “traditional values” (family
and good friends, especially) in our society. Any industry tnat makes it tougher to access
those values is going to be under a lot of pressure ic’s no accident, for instance, that many
people who used to think nothing of getting ona paie for a 200- or 300-mile trip now drive
or, here on the East Coast, take Amtrak’s Acela The Acela and even driving on take-your-
life-in-your-hands 1-95 are less stressful than 1iying. Having a family member on the trip
makes tolerable many conditions that azer’t when traveling solo.

Demographic—The demography oi the industry has certainly changed. Whereas Southwest
used to be almost the sole nontradiional carrier, JetBlue and Airtran (formerly ValuJet) have
joined the fray and are buildiig market share. By the end of 2004, JetBlue will have the
biggest share in the New York City market. As Wal-Mart did to discount retailing and Dell
did to personal-comprter assembly, new players in the airline industry bring different views
of that industry ani” how it should work (see Rivalry).

Internationa'--!ni‘ernational events have affected the industry. The war in Iraq,
unpredictable gevernment policy in Russia (the world’s second-largest oil producer after
Saudi Arabia), the threat of terrorism in several oil-producing countries, and a surging
economy in China have combined to keep fuel prices at all-time highs. Financially weak
carriers (United, Delta, Northwest, and to a lesser extent, American) cannot hedge their fuel
purchases; cash-flush carriers (e.g., JetBlue) can and do.

Moreover, security threats from international terrorist organizations created the birth of
both the Transportation Security Administration (see below) and the Department of Homeland
Security. Those inside the industry will tell you that neither has helped the traditional carriers.
Recent horror stories from prominent politicians reinforce the widespread belief that airline
security has gone overboard. Both Sen. Edward Kennedy and Rep. John Lewis have reported
that they have been kept off commercial flights because there are suspected terrorists with the
names “Edward Kennedy” and “John Lewis.” Rep. Lewis solved his problem by adding his
middle initial, R. Of course, if he can do that, so, presumably, can terrorists.

Political—The combination of legislative attention (due to federal loans and grants) and new
regulatory requirements (principally from the Transportation Security Administration) has
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Exhibit 1.1 (Continued)

Industry Analysis of the Airline Industry

been especially hard on the large carriers (United, American, and Delta) and, to a lesser
extent, the smaller ones (Continental, Northwest, and America West). The bankruptcy filing
of United, rumored bankruptcy filings for Delta and US Air (now that Southwest has invaded
its Philadelphia hub), and an absence of any public sympathy for the plight of the large
carriers have made political help for the industry politically perilous.

1.

Threat of new entrants—Barriers to entry which used to be effective deterrents (e.g.,
switching costs [frequent flyer miles], differentiation [upgrade coupons, access to airline
clubs in certain terminals, etc.], capital requirements [when the industry is in the dumper, the
price of new aircraft comes down, too, because the market for, say, 767s, 777s, and A320s is
limited], cost advantages independent of scale [proprietary reservation systems and
anticompetitive municipal contracts giving airlines, in effect, ownership of gates at many
airports], and access to distribution channels [travel agents, an especially l2usy business to
be in these days unless it’s “incentive travel”’]) have much less impact th=se days. Scale
economies certainly don’t matter when capacity is drastically contraciing

And if the prohibition against foreign competition between U.S. ci'ies is ever lifted, it
will get even uglier.

Rivalry—The cost structure of the industry is dominated by fix=d costs (depreciation,
insurance, maintenance). That structure makes for lots ot pricing flexibility. But it also
means that when demand drops off, margin pressurs i5 ext:eme, as we have seen since 9/11.
The business models of the major carriers have alsu ~reated “exit barriers” that have
exacerbated margin pressure. In the words of orie “userver, “They won’t leave, and they
won’t change.”

Bargaining power of customers — The hassenger angst that has been so much in evidence
in the last 24 months really began in the spriag of 2000, when the tech sector collapsed. But
9/11 and the recession really brougiicat home. Most corporations resolutely refuse to pay the
$2,000+ fares that used to be reutine for walk-ups. Larger firms have “gone direct” to the
carriers and insisted on being charged by the mile (with a guarantee of meeting certain travel
thresholds, of course).

Also remember that ailine travel is a perishable service from the carriers’ point of view.
Unlike the house tizatis.not bought today, but can be bought tomorrow, the airline seat that is
not sold today can mever be sold. So, airline seats are a lot like produce in a grocery store in
that they have limited lives and are subject to “spoilage” (hotel rooms are another example).
An example: 45 days ago, I priced a go-there-Monday/return-on-Tuesday ticket from BWI to
DFW; I didn’t find a price under $1,400. Three days ago, I bought the same ticket for $198
(on American).

Rivalry is also exacerbated by an absurd level of complexity and inefficiency in the
systems of the traditional carriers. Unlike Southwest, which flies one kind of plane (Boeing
737s), American, Delta, United, and the rest of the big trunk lines have a multitude of plane
models. Many were chosen for specific routes, which makes them difficult to deploy. The
complexity increases maintenance, training and inventory costs.

Then there’s the ‘us vs. them’ [labor vs. management] culture at most of the big carriers.
That was highlighted when Don Carty was fired as CEO at American after publicly
denouncing rank-and-file employees’ reluctance to take voluntary pay cuts, while, at the
same time, setting up sweetheart retention contracts for senior executives. Many observe
senior executives. Many observers think that retention of experienced airline executives is
part of the industry’s problem, not part of its solution.

(continues)
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Exhibit 1.1 (Continued)

The inefficiency and high cost of the industry’s hub-and-spoke system of moving
passengers to their destinations really pinch when demand is down, and new players who
disavow hubs enter and decide to fly point-to-point. The frequent-flyer miles which used to
promote brand loyalty are now far less valued than a pleasant flying experience (JetBlue),
on-time flights (Southwest), and lower cost (AirTran).

As if that were not enough, there is the mind-numbing complexity of ticket pricing,
driven as it is at most big carriers by “yield.” On any given domestic flight, there can be as
many as 50 different fares, all sitting within a few rows of one another in coach.

Then there is the surly treatment that too many passengers have experienced from
airlines that they have flown hundreds of thousands of miles on. One traveler put it this way:
“To be hired as an airline pilot, you have to prove you cannot tell time. And to be hired as
any other airline employee, you have to fail a minimum of five (5) lie-detector tests!”

4. Bargaining power of suppliers—This is a good-news/bad-news story for the industry. On
the one hand, a weak industry strengthens the hand of incumbents in their dealings with key
supplier groups (aircraft manufacturers, labor and fuel providers are three. 01 the most
important); but that strength can also be exerted by would-be entrants. Iriaadition, the
insurance industry, which used to have to roll over for the airline indua:try, no longer has to,
given the $30 billion bath it took on 9/11 (Warren Buffett’s Berkshiie'Hathaway alone got
hit for $3 billion. in cash).

5. The threat of substitute services—Substitutes are not the-cervices of head-to-head
competitors. They are services that use a different techriol gy to address the same need of the
buyer. So, for instance, Amtrak, auto travel, and telcconferencing are increasingly
troublesome substitutes for air travel. The existence ct substitutes creates pricing ceilings for
the service being substituted against. For instarice, my wife and I have put a pencil to it:
Assuming that everything on a scheduled fl:vht works perfectly, it takes us exactly 15
minutes longer to drive from our home in the Shenandoah Valley of Virginia to Midtown
Manhattan than it does to hop a cramj;ed! puadle-jumper in Charlottesville, hope to goodness
LaGuardia Airport isn’t clogged 2s it so often is, and then endure the white-knuckle cab ride
into Midtown by the most indii=ct route possible. Who needs it?

Source: © Copyright 2004 by Warren Miller, Beckmill Research. Used with permission.

Company'’s Corporate Strategy

In addition to understanding the company’s stage of development, management
must understand the company’s business strategy. Michael Porter outlined three
generic strategies® that all businesses must choose from to develop their business
strategy. If they do not select one of the strategies, and focus on it over the long
term, they will not be effective and will find themselves in the ineffective state he
refers to as being “stuck in the middle.” The three strategies are:

= QOpverall cost leadership, (also called Cost Efficiencies or Organizational Effec-
tiveness).

= Differentiation from competitors, (also called Product Innovation).
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m Focus on a particular buyer group, segment of the product line, or geographic
area, (also called Customer Intimacy).?

Each of these strategies requires the existence of certain characteristics related
to common skills and resources and common organizational requirements. The
basic concept is that the resulting strategic position will provide the company with
above-average returns in the industry despite having strong competitors. We be-
lieve these three strategies are most appropriate for middle-market businesses and
thus are core strategies used in Strategic Benchmarking for Value.

Overall Cost Leadership
Pursuing overall cost leadership, or Cost Efficiencies, as a strategy requires that
management pursue a course of action that:

m Aggressively constructs facilities that are of a scale to have 1raximum efficiency.
m Focuses on cost reductions gained through experien<e.

= [ncludes tight control on costs and overhead.

= FEliminates marginal customer accounts.

m  Minimizes costs in areas like service, sales teams, advertising, and research and
development.'©

Even though these companies aggressively work to reduce all costs, they can-

O

not allow their management acticns to negatively affect quality, customer service,
or new product developmen::

The Cost Efficiencies 'strategy’s commonly required skills and resources
include:

= Continual capital investments and access to capital to fund the investments.
®m  An engineering team with skills in process engineering.

= High level of labor supervision.

m Designing products for manufacturing simplicity and ease.

m Use of a low-cost distribution system or network.'!

In addition, the strategy requires the development of many organizational char-
acteristics including:

= The ability to maintain tight cost controls.

®m  An information infrastructure capable of providing frequent, detailed cost con-
trol reports.
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m A highly structured organization and defined responsibilities.

m  Compensation incentives based on meeting quantitative goals.'?

Differentiation from Competitors
Differentiation from competitors, or Product Innovation, as a strategy requires
management to create something that is perceived industry wide as being unique.
This strategy allows premium pricing over the competition due to the brand loy-
alty of the customers. Generally, this strategy precludes the company from ob-
taining a high market share and is often associated with the concept of exclusivity.
Products tend to be more costly due to the product design requirements, the addi-
tional research and development required, the high-quality materials used, or the
level of customer service provided.

Uniqueness related to Product Innovation can be created via riany approaches
such as:

m Developing a design or brand image.

m Technology leadership.

m  Product features provided.

m [evel of or type of customer service prov'ded.

m A strong dealer network. '3

Highly successful product innovatars generally differentiate themselves by using
more than one approach. The difierentiation strategy’s commonly required skills
and resources include:

m Possessing high-quality marketing skills.

m  Strong product-engineering capabilities.

m A creative flair:

m A highly competent basic research team.

m A reputation for technological or quality leadership.

= Known tradition in the industry or a unique combination of skills drawn from
related industries.

m A high level of cooperation from the channel of distribution.'*

In addition, the strategy requires the development of many organizational charac-
teristics including:

m Incentives based on subjective measures instead of definitive quantitative
goals.
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m A high level of cooperation and coordination between the research and devel-
opment, product development, and marketing departments.

m  Facilities and amenities capable of attracting scientist, engineers, creative indi-
viduals, or a highly skilled labor force.'

Focus on a Particular Buyer Group

Focus on a particular buyer group, segment of the product line or geographic area,
or Customer Intimacy, as a strategy is based on being able to serve its highly fo-
cused target group more effectively or efficiently than its competitors. The com-
petitors are assumed to be marketing to a more diverse market, geographic market,
or with a broader product line.

Companies with this strategy have a low-cost position or a high degree of dif-
ferentiation with its strategic target market or both. Differentiation for these com-
panies will come from being better at meeting the needs of i target market or
from a low-cost position related to the target market (although they may not be the
low-cost provider for the industry as a whole).

A focus strategy for Customer Intimacy will requize-a combination of the same
skills, resources, and organizational characteristics that are required for the Product
Innovation strategy. Each of these strategies citen need very different styles of
leadership and usually evolve into their oy uaique corporate cultures. In addition,
each of these strategies requires the use oi different performance measures. Being
a cost-efficient provider would necescitate a focus on performance measures related
to manufacturing, while a strategy based on Product Innovation would focus on
performance measures related to customer satisfaction and perceptions.

Strategy Risks

Understanding the appropriate use of each strategy requires having knowledge of
the risks that are associated with each strategy. Risks related to a Cost Efficiencies
strategy include:

m Technological advances making the prior capital investments obsolete.

m [ ower-cost learning curve by newcomers to the industry and their ability to in-
vest in state-of-the-art facilities without concern for write-offs of existing fa-
cilities and equipment.

m The extreme focus on cost, blinding management from spotting the need for
product or marketing changes.

m Cost increases resulting from inflation eating away at strategy’s cost advan-
tages and not being able to offset the competitor’s premium pricing due to
their differentiation strategy.'®
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The risks associated with the strategy of Product Innovation include:

m The cost differential between the low-cost providers and the differentiated in-
novators becomes greater than the firm’s ability to maintain its brand loyalty.
Customers, at some point, are willing to sacrifice image, features, or service to
benefit from large cost savings.

m Buyers’ needs change, and they are no longer attracted to the company because
of its differentiating characteristics.

= [mitation by competitors narrows or eliminates the perceived differentiation.
This is especially true as industries mature and can be seen today in several in-
dustries, such as the software industry, furniture industry, automobile industry,
and so forth."”

The strategy, based on a focus on a particular buyer group, s oment of the prod-
uct line, or geographic area through Customer Intimacy, nas a different set of
risks. These risks include:

m The cost advantages of serving an extremely feciised target market become less
than the cost savings of the low-cost proviae ~serving a broad market.

m The differences in the products or services, desired by the target market and
those desired by the marketplace, as-« whole narrows or is eliminated.

m Competitors identify a submarket within the company’s target market and ef-
fectively out-focus the company: !

Although all companies {oliow one of the three generic strategies, unless they
find themselves “stuck in the middle,” the strategies are developed uniquely by
each company based ¢= their marketplace and resources.

Company'’s Intangible Assets

Even if a company understands its strategy, it must gain an understanding of its in-
tangible assets if it is to use them effectively. Companies often fail to capitalize on
the opportunities offered by their intangible assets because they have never iden-
tified all the intangible assets they own. We have identified over 90 types of in-
tellectual properties and intangible assets. An illustrative list has been included as
Exhibit 1.3 in order to assist companies in the process of identifying their intel-
lectual properties and intangible assets.

Intellectual capital is the value generator of the now and the future and should
be an important consideration in each company’s strategy plan. To sustain growth,
companies have to:
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Exhibit 1.3 List of Intellectual Property

These are identifiable and transferable, have a determinate life, and may not be subject to the
day-to-day work efforts of the owner.

Airport gates and slots

Bank customers, including
deposits, loans, trusts, and
credit cards

Blueprints

Book libraries

Brand names

Broadcast licenses
Buy-sell agreements
Certificates of need
Chemical formulas
Computer software
Computerized databases
Contracts

Cooperative agreements
Copyrights

Credit information files
Customer contracts
Customer and client lists
Customer relationships
Designs and drawings
Development rights
Distribution networks
Distribution rights
Drilling rights
Easements
Employment cou.fracts
Engineering drawings
Environmental rights
FCC licenses

Favorable financing
Favorable leases

Film libraries

Food flavorings and
recipes

Franchise agreements
Historical documents
HMO enrollment lists
Insurance expirations
Insurance in force

Joint ventures
Know-how

Laboratory notebooks
Landing rights
Leasehold interests
Literary works

Loan portfolios
Location value
Management contracts
Manual databases
Manuscripts

Medical charts ard i=cords
Mineral rights

Musical ¢onipositions
Natural resaurces
Newsnaper morgue files
Noucompete covenants
Options, warrants, grants,
rights

Patent applications

Patents (both product and
process)

Patterns

Permits

Prescription drug files
Prizes and awards
Procedural manuals
Production backlogs
Product designs

Property use rights
Proposals outstanding

Proprietary computer
software

Proprietary processes
Proprietary products
Proprietary technology
Publications

Retail shelf space
Royalty agreements
Schemiatics-and diagrams
Securi1es portfolios
Security interests
Shareholder agreements
Solicitation rights

Stock and bond
instruments

Subscription lists
Supplier contracts

Technical and specialty
libraries

Technical documentation

Technology sharing
agreements

Title plants
Trade secrets

Trained and assembled
workforce

Trademarks and trade
names

Training manuals

Use rights (air, water, and
land)

Source: Michael Mard and Joseph Agiato, Jr., Consulting Services Practice Aid 99-2: Valuing
Intellectual Property and Calculating Infringement Damages (New York: AICPA, 1999), p.

1.15. Reprinted with permission.
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= [dentify the intellectual capital available to them.
m  Measure the value of the intellectual capital components.

= Structure the means of delivery and potential leverage with other potential in-
tellectual capital within the company.

m Manage the cash flow and the distribution channels of the intellectual capital.
= Protect the intellectual capital by converting it to intellectual property.

m  Manage the intellectual property registrations on a worldwide basis.

= License intellectual property to and from third parties.

= Ensure compliance with all agreements.

Intellectual property is a subset of intangible assets—patents, copyrights, trade-
marks, and identifiable know-how. Again, we are simplifying by listing the major
ones. Others are trade design, trade dress, and trade secrets.

Intangible assets are long-lived assets used in the produzuen of goods and ser-
vices that, unlike fixed or tangible assets, lack physical preperties. Intangible as-
sets represent certain long-lived legal rights or competit've advantages developed
or acquired by a business enterprise. Intangible ass: ts differ considerably in their
characteristics and useful lives and are classific<i-by the following characteristics:

m  Identifiably—Patents, copyrights, iranchises, trademarks, and other similar
intangible assets that can be specifically identified with reasonably descriptive
names.

= Manner of acquisition—Iutongible assets that may be purchased or developed
internally.

= Determinate or ir<eterminate life—Many intangible assets that have a de-
terminate life estebiished by law or by contract or economic behavior.

= Transferability—The right to a patent, copyright, or franchise that can be
identified separately and bought or sold.

For strategic planning purposes, the intangible assets must be readily identifi-
able and capable of being separated from the other assets employed in the business.
An intangible asset can be defined by referring to practical considerations such as
whether it is supported by a contract, or by referring to whether it can be econom-
ically measured objectively with a determinate life. Intangible assets that exist but
cannot be specifically identified are included in goodwill and not part of the plan-
ning process as they result from the overall strategic activities of the company.

For an identifiable intangible asset to exist from a valuation or economic per-
spective, it should possess certain attributes. These attributes are also necessary
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from a planning perspective. Some of the more common attributes include the
following:

m [t should be subject to specific identification and a recognizable description.

m [t should be subject to the right of private ownership, and this private owner-
ship must be legally transferable.

m There should be some tangible evidence or manifestation of the existence of the
intangible asset (e.g., a contract, a license, a registration document, a computer
diskette, a set of procedural documentation, a listing of customers, recorded on
a set of financial statements, etc.).

m ]t should have been created or have come into existence at an identifiable time
(or time period) or as the result of an identifiable event.

m [t should be subject to being destroyed or to a termination f existence at an
identifiable time (or time period) or as the result of an identitiable event.

In other words, there should be a specific bundle of i:ghits (legal and otherwise)
associated with the existence of any intangible assct.

To find out more about intangible and inteli=ctusi assets and reporting for them
in financial statements see Valuation for Financial Reporting: Intangible Assets,
Goodwill, and Impairment Analysis, Si“AL 141 and 142, coauthored by Michael
Mard, Jim Hitchner, and Steven D. Hvden, et. al., of the Financial Valuation
Group.

For an identifiable intangibiz- asset to have a quantifiable value from an eco-
nomic analysis or appraisal perspective, it should possess certain additional at-
tributes. These attributes ar= also necessary from a planning perspective. Some of
the more common adit'onal attributes include the following:

m The intangible asset should generate some measurable amount of economic
benefit to its owner; this economic benefit could be in the form of an income
increment or of a cost savings; this economic benefit is sometimes measured by
comparison to the amount of income otherwise available to the intangible asset
owner (e.g., the business) if the subject intangible asset did not exist.

m  This economic benefit may be measured in a number of ways, such as net in-
come, net operating income, or net cash flow.

m  The intangible asset should be able to enhance the value of the other assets with
which it is associated; the other assets may encompass all other assets of the
business, including: tangible personal property, tangible real estate, or other in-
tangible assets.
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Some of the more common categories of intangible assets most commonly val-
ued are as follows (see Exhibit 1.3 for a more detailed list):

m Patents—Product or process.

= Brands—Consumer goods’ brands, trademarks, corporate names.

= Publishing Rights—Magazines, books, mastheads, film and music rights.
m  Intellectual Property—Patents, copyrights, technology, know-how.

m  Licenses—Television and radio, franchises, distribution rights.

= Computer Software—Developed in-house.

Intangible assets are often of little value independently but have significant
value when used in bundles. The easiest example is a technology like the cell
phone. The cell phone is based on a multitude of patents and will not work with-
out all of them. Most of them have no value without the other:. This is often re-
ferred to as a technical bundle of intangible assets. Sce Exhibit 1.4 for an
illustrative list of the intangible assets typically includz<.in marketing bundles, IT
bundles, and technical bundles.

Economic phenomena that do not meet these specific attribute tests typically do
not qualify as identifiable intangible assets. S¢m2economic phenomena are merely
descriptive in nature. They may describe coeditions that contribute to the existence
of—and value of—identifiable intangiblc assets. But these phenomena do not pos-
sess the requisite elements to distirzvish themselves as intangible assets.

Exhibit 1.4 mtangible Assets Included in Bundles
Marketing Bundle IT Bundle Technical Bundle
¢ Primary trademark  Enterprise solutions * Key patents
» Corporate name and logo e Custom applications * Trade secrets
¢ Marketing umbrella * Data warehouses e Formulae
¢ Sub-brand names * Master licenses » Packaging technology
e Core brand * Source code and sources
¢ Worldwide trademark * Databases  Shapes and sizes
registration e Data mining * Process technology
» Copyrights * Domain names/URLs * Design technology
¢ Secondary trademarks * e-Commerce sites * Proprietary test results
¢ Packaging design and e Third-party software ¢ Plant and production
copyrights tools design
e Trade dress ¢ Credit/payment * Product specifications
¢ Characters systems  Operating platforms
Source: © Copyright by Weston Anson, Consor Intellectual Asset Management. All rights
reserved. Used with permission.
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For a typical business, descriptive economic phenomena that do not qualify as
identifiable intangible assets for accounting purposes may include:

m High market share

= High profitability

m  General positive reputation
= Monopoly position

m  Market potential

However, while these descriptive conditions do not qualify as identifiable in-
tangible assets themselves, they may indicate the existence of identifiable intan-
gible assets that do have substantial economic value. They are most often referred
to collectively as goodwill.

Although these intangible assets do not meet the criteria for classification as
identifiable and measurable intangible assets for financial-r¢pcriing purposes, they
are often used as performance measures related to varicus performance areas.

Value Chains

Another method that can be used to analyze @ company is the value chain. The
value chain attempts to break the company into its many component parts (or per-
formance areas) that are necessary for tix¢ company to operate. Typically the com-
pany is broken down into primeiy activities and supporting activities. With the
value chain laid out, decisions can be made as to which corporate activities should
be focused upon for impravement or are the key strategic activities of the
company.

Many individual: ana companies have developed value chain models. We have
taken the modeis d<veloped by Michael Porter and McKinsey & Company and
combined them into one generic model. Supporting activities in our generic model
include: infrastructure, technology, and human resources. Primary activities in-
clude: manufacturing, distribution, marketing, and service.

Exhibit 1.5 shows the generic value chain and its activity (performance area)
descriptions. For example, under primary activities, manufacturing includes pro-
curement activities and assembly activities. The supporting activities infrastruc-
ture area includes: planning, finance, management information systems, and legal
services.

A value chain for a computer peripheral manufacturing company that designs,
markets, and distributes its products, but outsources all the manufacturing activi-
ties, is presented in Exhibit 1.6. As can be seen, the various activities shown help
one to understand the company and its complexity. From the value chain, you can
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Exhibit 1.5

The Generic Value Chain Developed by Combining the Porter and

McKinsey Generic Value Chains

Infrastructure
it Planning, finance, MIS, legal services
activities Support
activities
Technology Research, development, design \
Human M t and devel t
resources lanagement and developmen
Procurement Transport Retailing Parts
Assembly Inventory Advertising Labor
Primary
activities
4
4
Manufacturing  Distribution Marketing Service
Source: © Copyright 2004 by FVG Holdings, LC and FVG Califeriia Partnership and
KnowledgeLeaders, Inc. All rights reserved. Used with permissicn.
Exhibit 1.6 Sample Com, ut>r Company Value Chain
Firm ina. fi . Q .
infrastructure Planning, financing, legal supp«rt, accounting
Human i nine o \
resources Recruiting, training incar tive system, employee feedback \ Support
N activities
Technol CAD Inventor;, Management  Pick Website Return
dec lno ogy t system system information  and pack Customer ~ Procedures
evelopmen Market systems  procedures  research  Call center
research Extranet
Conticat Equipment _— Media
7\ Products Shipping .
Procurement  Jmar..acuriig shipping Telecom services Public
Engincering lines relations
Design Inbound Billing Picking and Pricing Returned
specifications| shipment of | Collections | shipping of | Promotions items
Quality top products |  Quality products | Advertising | Customer
Warehousing| control from Product feedback
warehouse | information
Shipment | and reviews
of other Affiliations .
products |with strategic P'".“.a.ry
from parent | alliances activities
or third-party
distributors

Product

Inbound

Development Logistics

Operations Outbound  Marketing

Logistics

and Sales

Service

Source: © Copyright 2004 by FVG Holdings, LC and FVG California Partnership and
KnowledgeLeaders, Inc. All rights reserved. Used with permission.
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isolate the various performance areas of the company and focus discussions on
each area and how it interacts with and helps or hurts related areas.

As the company refines its strategy and develops performance measures, the
value chain will help define the performance areas that should be monitored as
part of the performance measurement system, which in turn will help to increase
the company’s strategic effectiveness.

SWOT Analysis

One of the simplest but perhaps most effective methods for executives to use in
analyzing their company is to perform a SWOT analysis of the company. SWOT
analysis gets its name from the four concepts it attempts to an2lyze—the com-
pany’s strengths, weaknesses, opportunities, and threats. Usine this simple frame-
work will focus your activities into areas where you are strong and where the
greatest opportunities lie, while requiring you to address your weaknesses and the
new threats from your competitors or from technolegical advances.

There are many benefits to using a SWOT aria!ysis in analyzing a company.
The Malaspina University College website licu:: ihe following benefits and con-
cerns about the use of SWOT analysis. Bene!its include:

m A framework for identifying anc anciyzing strengths, weaknesses, opportuni-
ties, and threats.

= An impetus to analyze a situction and develop suitable strategies and tactics.
m A basis for assessing ccore capabilities and competences.
m  The evidence for, and cultural key to, change.

m A stimulus to pasticipation in a group experience.

Hill and Westbrook argue that SWOT analysis is an overview approach that is
unsuited to today’s diverse and unstable markets.?’ They also suggest that it can be
ineffective as a means of analysis because of:

m The generation of long lists.
m The use of description, rather than analysis.

m A failure to prioritize.?!

It is interesting that the concerns listed are not really about the method itself but
how individuals can misuse the analysis process or not complete a thorough analy-
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sis. Although we agree with the concerns in most companies, especially small
ones, a consistent use of the SWOT analysis by management should lead to a more
complete analysis of the company than the systems they are currently employing.

As can be seen in Exhibit 1.7, the SWOT analysis box also addresses internal
and external forces. Strengths and weaknesses are both concerned with the inter-
nal analysis of the company, while the opportunities and threats are concerned
with the external forces affecting the company.

As management develops its list of strengths, weaknesses, opportunities, and
threats, they need to remember that for every positive attribute of the company
there is a negative attribute. In contrast, every negative attribute has a positive at-
tribute for the company. For example, if a company has the strength of having no
competition it also has the threat of new competitors entering the marketplace.
Another example relates to technology. If the competitors have established tech-
nology (your company’s weakness) then the company has the opportunity to de-
velop a better technological mousetrap.

Factors that can be considered when performing the SYWOT analysis include:

m Quality and depth of management.
= Size of the company.

m Geographic and product line diversificaticn.

Exhibit 1.7 SWOT Analysis

“SWOT” Analysis

Strengths (internal): Weaknesses (internal):

¢ What do you do vetier than the ¢ What do the competitors do better than
competitors? you do?

¢ What intellectual property do you ¢ What do you need to compete more
own? effectively?

Opportunities (external): Threats (external):

¢ What changes are occurring in the industry ¢ What changes are occurring in the industry

or in customer demands that you can take or in consumer demand that your competitors
advantage of? can take advantage of better than you can?

¢ What weaknesses of your competitors can ¢ What are your competitors doing to attract
you take advantage of? your customers?

Source: © Copyright 2004 by FVG Holdings, LC and FVG California Partnership and
KnowledgeLeaders, Inc. All rights reserved. Used with permission.
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m  Market position and penetration.

= Supplier and customer dependence.

= Product technology.

= Intellectual properties owned.

m  Financial resources.

m  Customer demographics.

When attempting to analyze each of these areas, management should ask itself
questions similar to the ones below. As the executives brainstorm in each of the
areas, they will expand the list to fit their circumstances and drill down to the level
of detail needed to accomplish a complete analysis. Examples of questions for
each area include:

m Strengths (the company’s core competencies and resources):

What does the company do well?

How strong is the company in the market ¢: what is its market position or
share?

Does the company have a clear comriinicable vision or direction?

Does the company have a positive corporate culture that makes for a work
environment that will attract the cinployees desired?

What are the company’s derinable resources (tangible and intangible)?

m Weaknesses (the compary's iiabilities in the competitive marketplace):

What systems couid be improved at the company?
What does the ¢ornpany do poorly?

Does the <ompany have the financial resources to purchase needed equip-
ment, technology, or facilities?

Does the company have the financial resources to withstand a downturn or
unforeseen negative circumstances?

Can the company support its growth rate?

m  Opportunities (with the company’s customers and in the marketplace):

What changes are taking place in the market that open up opportunities? Is
the company positioned to take advantage of the opportunities?

Is the company entering new markets?
Can the company upgrade its technology to lower costs?

Can the company expand its geographic coverage?
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= Can the company improve its use of the Internet for marketing or customer
relations?

m Threats (what your competitors are doing and other potential challenges):
=  What obstacles do you face?
=  What are your competitors doing?

= Are regulatory requirements or customer demands forcing a change in your
products or services?

= Is technology threatening your market position?

= [s there pressure on your profit margins?

Using a SWOT analysis will allow management to articulate the strengths,
weakness, opportunities and threats to the company. With this tvpe of analysis,
management can develop plans to create a better market positicn than its com-
petitors and to gain market share.

Performance Areas, Performance Indicators, and
Activity Measures

As can be seen from the Value Chain /\naiysis, every company has many per-
formance areas. Performance areas ar=1ogical areas of focus based on how the
business is organized and operaicc. Each business will divide the company
into formal or informal perfciinance areas, depending on the management
style of the company and tiie practical resources available to them. As the
business grows, the pertormance areas are divided because the corresponding
growth in employec: generally provides for a segregation of responsibilities
and activities.
Performance areas typically include:

= Shipping

m  Advertising and public relations

= Customer service

m  Manufacturing

m  Purchasing

m Research and development

m  Warehousing

m  Information technology (the computer department)
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m Finance department
m Other

Each of the recognized performance areas can be monitored by performance in-
dicators. Performance indicators are defined as measures that provide feedback to a
team or managers about how the employee, team, or company is performing in ref-
erence to the established standards for performance in a particular performance area.

The established standards are referred to as benchmarks. In order for bench-
marks to be meaningful, they should have certain characteristics:

m  Point of reference from which measurements can be made.

m Serves as a standard against which performance can be measured or judged.
= Can be internally or externally based.

m Must be consistent—not subject to external factors causing variations.

m Reasonably achievable given the company’s allocation 2zid apportionment of
resources.

m Capable of being maintained over a long pericd of time (not a sprint, but a
marathon).

Examples of performance measures-tici.to performance areas are:

Performance Area Example Performance Indicator
Customer Service Number of customer contacts
Manufacturing Amount of rework

Human Resources Employee turnover

Drilling dows 1210 the performance area, we find each performance indicator
is affected by one or more activity measures. Activity measures are defined as spe-
cific procedures or processes in a performance area. These measures are input
items for a specific performance indicator and must be able to be consistently
measured. To be an effective measure the activity must be definable, documented,
and have a performance standard established. One of the greatest problems for
small businesses is the lack of internal systems to capture the data necessary to
measure an activity and to compare it to a set performance standard. The perfor-
mance indicator Employee turnover is controlled primarily by employee satisfac-
tion. Employee’s satisfaction is affected by activity measures like the percentage
of employee suggestions acted upon or the amount of training they are receiving
to improve their skill levels.
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Examples of performance indicators and related activity measures can be seen
in the following table:

Performance Indicator Related Activity Measure

Number of customer contacts Actual number of calls initiated
Actual number of connections made

Amount of rework Percentage of raw materials inspected
Error rate per shift

Employee turnover Tardiness and absentee rate

Employee suggestions acted on

When analyzing a company’s performance measures, manageinent must look
at the performance measures from a variety of perspectives./iN=wton’s law states
that for every action there is an equal and opposite reaction’ The law of perfor-
mance measurement is that for every perspective there-i:an equally important and
opposite perspective. The key to success lies in balanciug the perspectives, seeing
the business from several views. Managemert must look at every measure from
the various viewpoints such as:

Short-term versus long-term—>)uring hard economic times a company
might be tempted to focus on shott-term profitability and cash flow—producing
measures. In the early 1990s imiany companies felt the sting of that perspective
when they cut their markciing and sales efforts and, as a result, lost significant
market share. The tradeoff of a short- versus long-term perspective ended up
costing many conipavies significantly more to regain lost market share than the
short-term savings they realized.

Internal versus external (customer)—A tradeoff between an internal and an
external, customer-focused perspective was created with the advent of voice-
mail technology. There is no question that implementing a voice-mail system
made sense from a cost standpoint. However, many companies received nega-
tive feedback from customers because of that choice. Companies, in the habit of
measuring and responding to customer feedback, quickly made adjustments to
their system; continually tweaking the system to find the right balance between
company and customer needs. Those companies who were simply focused on
cost savings did not feel the negative impact of that choice until it was too late.

Global versus local—In addition to measuring progress toward a company’s
“big-picture” plan, a large company, such as Wal-Mart, must also pay attention
to how its image plays out in the local communities that its workforce and cus-
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tomers come from. For example, Wal-Mart has been known to pull a contro-
versial item from its stores to appease public opinion. Much of Wal-Mart’s suc-
cess stems from maintaining the ideal balance between being a huge, global
conglomerate and the local, friendly next-door neighbor.

Inputs versus outputs—Using a nonbusiness example—In the past, many
nonprofits and government agencies were evaluated on how they managed
their funds. Today, they are held to a higher standard; they must also measure
and report on the impact that those funds had on their constituents. We see this
standard really taking hold in public schools. More and more, schools are
funded and teachers compensated, not just on how many hours they work or
students they teach but on the actual success rates of their pupils.

Like schools, foundations and philanthropists who have always. demanded ac-
countability about the use of contributed funds have raised th< var and now expect
some measurable, tangible evidence of successful outcomes’ In the case of non-
profits, having a performance measurement system in-t,'ace helps to maintain the
charter the entity was created under and prevents.a random change of direction
that often happens with an ever-rotating board of cirectors, each with his or her
own agenda.

Lagging versus leading—I eading indicators are financial and nonfinancial in-
dicators that imply some affect'en the company in the future. For example, if
customer complaints are on'the rise, this most likely implies that if the com-
pany does not fix the canse-of the complaints customers will look for and move
to another supplier of the product or service. Lagging indicators are indicators
that show how we heve performed in the past but offer no direct insight into
performance. iz the tuture. Bankers are especially sensitive to the need for a
balanced perspective in this area. They know that past performance is no
promise of future outcomes. As a result, banks often require, in their loan
covenants, that a company submit a regular flash report that includes leading
indicators such as: work in progress, backlog, standing orders, returns and re-
funds, customer complaints, defective shipments, and so forth.

Value-added versus non-value-added—In an attempt to minimize waste,
many organizations are making distinctions about activities that add value to
the company versus those that do not. For example, investing in new equipment
may add value; investing in new equipment due to lack of proper maintenance
does not.

Soft versus hard—1Just as we need hard measures like a productivity percent-
age, we also need a corresponding soft measure like employee morale to mon-
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itor the effects of an increased demand on productivity. Soft measures can be
harder to quantify, but in the overall scheme of things can be even more mean-
ingful than hard measures. For example, customer attrition is a hard, very quan-
tifiable measure. Customer satisfaction is considered a soft measure; however,
with the right measurement system it is easy to determine some of the leading
causes of dissatisfaction (i.e., late delivery, product quality, damage on arrival,
etc.) that ultimately lead to customer attrition. A good balance of both soft and
hard measures provides deeper insights into the ramifications of company
policy.

Financial versus nonfinancial—This distinction is so basic to performance
measurement that it seems silly to even mention it here. However, as basic as it
is, it is surprising how many companies rely solely on financial measurements.

Here are some examples of nonfinancial measures and how inipartant they can be
to company success:

Quality of output as a balance to quantity or ouvput—It is possible to have
a high mark in quantity of output and be lulled into a false sense of security.
Only when quantity is measured against quality are the numbers valid.

Customer satisfaction within a conte: ¢ of issue relevance—For example: a
company may score high in an area that has very little relevance to customer
needs. For instance, the color ¢t+he packaging may seem important and may
even get good reviews from ct:stomers, but within the overall context of a hi-
erarchy of needs, the cusicmer may put more weight on other factors that ulti-
mately have a greater impact on the relationship. The weighting of measures
plays a critical rol¢ 1v the performance measurement process.

Total costs assaciated with employee turnover—Including hiring costs, lost
productivity, reduction of quality, team morale, and so forth. For companies
dealing with a highly competitive hiring environment, this information will
have a huge impact on compensation planning. Companies who understand this
have found creative ways to channel monies previously spent on employee
turnover issues into far more productive rewards for employees, while at the
same time, serving the overall goals of the company.

Employee training—Not just dollars spent, but overall effectiveness of train-
ing. Coincidentally, there is a direct correlation between training effectiveness,
productivity, and team morale. Team morale has a significant effect on cus-
tomer satisfaction. By studying the dominoes-like structure of activities in an
organization, it is easy to see how important nonfinancial measures can be
when it comes to predicting future outcomes.
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R&D productivity—Average development cycle times, attempts versus fail-
ures, average investment per new product, marketplace acceptance, and so
forth. Monitoring these numbers has lead many companies to “buy” rather than
develop new technology given the true cost of development.

Nonfinancial performance measures can often be extremely important in man-
aging various aspects of the company. Let us use a large transportation company
for the handicapped as an example. The company has 200 vans and limos adapted
for the handicapped. A key nonfinancial measurement for this company would be
“miles per gallon per vehicle per driver.” The measurement would be a leading in-
dicator for several items:

= Maintenance needed on the vehicle—Low miles per gallon isoften a good in-
dicator of poor engine performance (a performance issue); i1nplying that vehi-
cle maintenance may be required.

m Increased risks—In addition, it could also be a rcorle issue. The company
found that a driver with lower mileage in the saree-vehicle than other drivers
generally had poor driving habits. There was a high probability that the driver

99 <

was a “fast-and-slow,” “start-and-stop” typc of driver who increased the com-

pany’s risk related to:
= Accidents
= Tickets

= Client complaints

The owner of the company discovered his insurance premiums were increasing
significantly and th=t by improving the driving habits of the drivers or replacing
drivers he could reduce insurance costs, accident repairs, and more importantly
customer complaints. An added bonus was that he could use part of the cost re-
ductions to establish a bonus pool to reward the good drivers who met or exceeded
the performance standards.

The key to all these various perspective distinctions is to make sure that the
measures you select for your company provide a balanced view. As we said ear-
lier, performance measures tell us if we are on track to achieve our goals. They
also tell us if our goals are the right goals to have. What may have seemed like a
worthy goal on the surface may in fact create a multitude of other problems. In
others words, the cure can be worse than the cold. The term “growing broke” de-
scribes a common scenario in smaller businesses that are losing money. The com-
pany sets a goal to increase sales, but without properly analyzing the source of the
losses, the company can end up compounding previous losses.
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From the many performance indicators possible within every company, man-
agement must determine the key performance indicators for their company. These
key indicators are related to the company’s critical success factors, which are dis-
cussed later in the chapter.

What Is a Performance Measurement System?

A performance measurement system is a mechanism for capturing and reporting
performance indicators. The system is most effective when implemented on a
real-time basis. Performance measurement systems vary from a low-tech colum-
nar pad or electronic spreadsheet to very high-tech computerized systems with
dashboards and fancy graphing capabilities. The value is not in the low- or high-
tech systems used, but in picking the right performance indicators to monitor and
improve performance.

There are two primary benefits of a performance measuremeit system:

1. To improve the availability and quality of informatic:i¥or decision makers, and

2. To stimulate desired behavior by providing peiinrinance feedback (preferably
in real time) on activities that are most critic:il-to company success.

The model in Exhibit 1.8 provides 2 0ig picture view of the system. A perfor-
mance measurement system has four evaiutionary stages. In the first stage, people
and processes are generating data.i0 be collected. The data is fed into and orga-
nized by various informationsysiems such as a general ledger, point-of-sale sys-
tem, manufacturing rescurce planning (MRP) system, customer relationship
management (CRM) systern, time and billing system, and so on. Once the infor-
mation is organized; v is interpreted using various analyses and modeling tools. At
this stage, we ar< 1auking to glean specific knowledge about how the people and
systems are performing. Finally, that knowledge is paired with new strategies for
improvement, which are then applied to the business. Many companies stop there,
only using the information to influence the decision-making process. Although
there is value in that, the real value of a performance measurement system lies in
providing real-time feedback to those involved in the activities that generated the
data in the first place.

Here is an interesting angle on this whole approach: Often the very act of pro-
viding feedback stimulates better performance without management’s input. Does
this mean that the employees themselves can apply their own wisdom to the work
environment? Absolutely! In fact, one of the greatest benefits of a performance
measurement system is how employees respond to feedback by taking ownership
of their actions rather than always waiting to be led by management.
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Exhibit 1.8 Performance Feedback System
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Source: © Copyright 1998-2003 by by Mentor Plus. Al! r ghte reserved. Used with permission.

Successful Performance Measurement Systems

Successful performance measureinont systems have common characteristics.
These characteristics serve as a <hecklist in designing and implementing a perfor-
mance measurement system.

= Linked to prim2iy y;oals and strategies—The measurement process can be-
come burdensonie and irrelevant if we measure everything. When you measure
everything, nothing is important. Goals and strategies serve as a filter to cull
out the most meaningful measures.

m (Clearly defined—One of the most common reasons for poor performance is
poorly articulated expectations. Performance expectations must be made ex-
plicit. Employees must fully embrace the expectations to buy into and support
a measurement process. This tenet often leads to the development and docu-
mentation of policies and procedures. Often, this activity alone improves per-
formance once employees understand what is expected of them.

m Understandable—The language used to describe a particular measure must
survive the authors of the measurement system. Any terminology that does not
transcend all levels of personnel is subject to suspicion and feigned ignorance.
“How can I be held accountable to something I don’t understand?”
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= Easily measured—In some cases the costs associated with monitoring a par-
ticular measure may outweigh the benefits. Although there may be a number
that would be valuable to monitor, the cost of developing a system to capture
the performance data may far exceed the potential savings or improvement as-
sociated with that activity. Companies make tradeoffs like this everyday. In his
book Extraordinary Guarantees,? Christopher Hart cites the example of how
credit card companies have found that the cost of reviewing the credit perfor-
mance of every customer is far more expensive than the cost of bad debt. This
is the reason that our mailboxes are full of instant credit options.

= Few in number—Keep it simple. Although there may be dozens of measures
across an entire organization, when it comes to flash reports and short-term
scoreboards, less is more. We want to avoid a situation where the act of sup-
porting the performance measurement system takes preemincice over the ac-
tivities being measured.

= Reported regularly—How soon they forget. It is a bit ¢f z cliché but very true
in performance measurement. Once you begin the feecback process, employ-
ees will come to expect a regular report. Irreguiasities in reporting frequency
may cause people to question how importantrand committed the company is to
a performance measurement program.

= Consistent follow-through—An owric: of a small lighting store began posting
her average sale on a daily basis. Wihin days, the average sale began to rise.
Within a month, the average sale- went from $63 to $84 dollars. She continued
this for a few months and then went on vacation. While she was away, the av-
erage sale was not being monitored. When she returned three weeks later her
average sale had drooped dramatically. Moral of the story: employees will care
about the measures ¢rly as much as you do. Only a persistent focus will pro-
duce lasting recults. To finish the story, she began to monitor and post her av-
erage sale agaia and within a week, it came close to the benchmark previously
established.

= Openly shared—In the past, performance information was a closely held se-
cret among managers. To have an effective performance measurement process
employees need to have access to the information. To avoid suspicion man-
agers should avoid “massaging” and selectively sharing the data. Employees
want the whole truth and nothing but the truth. Once again, if we want them to
act like owners, we have to treat them accordingly.

= Predictive in nature—The right set of measurements should serve as an indi-
cator of future outcomes. For example, the owner of an insurance brokerage
company noticed an increase in call volume. Her receptionist was swamped.
She took that as a sign that her new advertising campaign was working, and she
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should continue that expenditure. However, before making that decision, she
dug deeper and found that although the advertising was generating more calls,
the prospects were not as qualified as in previous campaigns. As it turned out,
call volume was not as good a predictor as it had been in the past. She modi-
fied the prospect intake process to include a question regarding prospects’ cur-
rent insurance policy. Positive responses to this single question turned out to be
a more reliable predictive indicator of future sales.

Developed by everyone—It is all about buy-in. The more you can involve the
team in the development of measures that relate to their role in the company the
more likely they will be to support and trust the process. Many companies
have made the mistake of “handing down” a prescribed set of measures and ex-
pecting the team to accept them. When we can step back and trust the process,
more often than not, the team will devise the same set of meascres as the man-
agers would, but because they coauthored the measures, thete 1s a greater com-
mitment to the measurement system and their personal performance.

Team or unit based—Measuring performance on an individual level is im-
portant, but if it is the only type of measure used it tends to create a “me first”
culture. Whereas when we measure behavior Gii = collective basis we are much
more likely to see team-oriented behavior.

Tested against behavioral outcorvcs — A furniture manufacturer ran into
problems when he put so much emjhasis on getting product “out the door” that
there was a significant increase«ir detective product back “in the door.” In this
case, a productivity measure was out of balance without a corresponding qual-
ity measure.

Assessed and modified regularly—A wise man once said, “The only constant
in life and busine:s is change.” The goals and strategies of a company will
change over. tisvie. Performance measures will shift to reflect those changes.
Performance measures help us overcome weaknesses and exploit opportunities.
As we improve in a given area the emphasis of measurement will transfer to
other areas.

Linked to compensation—This is where the “rubber meets the road” in a per-
formance measurement system. As the saying goes, “That which gets measured
gets done. That which gets rewarded gets done again.” Linking compensation
to performance can yield the traction needed to really get the program up and
running.

Benefits of Scorecard Performance Measurement System
According to the study on scorecard performance measurement systems spon-
sored by the American Institute of Certified Public Accountants (AICPA) the
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biggest benefit to the companies implementing performance measurement sys-
tems is “communicating strategy throughout the organization and alignment of
employee behavior with organizational goals.”??

There is a close relationship between the comprehensiveness of the perfor-
mance measurement system and the benefits achieved. The more the system uti-
lizes performance all the way down to the individual level, the greater the benefits
realized by the company. If the performance measurements are linked to compen-
sation and rewards then even greater benefits will be realized.

Companies that get the most benefit from the scorecard type performance sys-
tems generally have the following key characteristics:

m  Have developed the performance system to focus on the key points of the com-
pany’s corporate strategy.

m  Have a comprehensive system focused on the company as‘a whole and not a
particular area of the company.

m Have compensation and reward systems that are *fied ‘to the individual and
group performance.

m  Are accepted by and used by the employees.

The most important of these characteristics'is the linkage of the performance
system to the corporate strategy of the company.

Critical Success Factors

Every business has critical success factors that will increase revenue, reduce costs,
or increase efficiencics: Management can define or discover the critical success
factors of the comuany Yor every performance area in the company.

In our readings, we found a definition of critical success factors (CSFs) that we
believe will provide insight for those trying to understand CSFs:

Critical success factors are the limited number of areas in which sat-
isfactory results will ensure successful competitive performance for
the individual, department, or organization. Critical success factors
are the few key areas where “things must go right” for the business to
flourish and for the manager’s goals to be attained.?*

To add some illustrative examples of CSFs, Dr. Sheila Kessler (www.compet-
itiveedge.com) has developed a list of CFSs for customers in a variety of indus-
tries. See Exhibit 1.9 for the CSFs for 16 different industries.
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The airline industry is one that all of us can associate with, because most of us
fly occasionally or frequently. The customers of the airline industry, based on Dr.
Kessler’s research, find the following factors (CSFs) important to their choice of
an airline and the continued use of that airline:

m Baggage system

m Reservation system

= On-time arrivals

= Friendly service

= Good problem solving
m  Competitive pricing

= Available flights

= Frequent flyer program
= Quality of meals

= Safety?

All of us would agree that if an airline providzd s with all of the above 10 fac-
tors we would use that airline.

Identifying “those things that must go-=ight” is one of the primary responsibil-
ities of management. Depending on-ihe ‘strategy the company has chosen, the
CSFs will vary even within the same maiket. Based on our experience, we believe
that CSFs have the following characteristics that management can consider when
developing their own:

m  Has a material imrmact-on the bottom line and strategic effectiveness.
= Directly affects cuccessful competitive performance of company.

m Usually less than 10 factors in any one company.?®

m Most likely affects customer satisfaction, directly or indirectly.

= Must be related to the company’s strategy.

We agree that there are probably less than 10 critical success factors for any
business. This is especially true of the small company. Even if there were more
than 10 CSFs in small to midsized businesses (SMBs), these companies would not
have the management depth to focus on more than a few CSFs at any one time.
Management of SMBs may need to occasionally change their primary focus of the
performance measurement system, which would allow a rotating emphasis year by
year between major themes.
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Key Performance Indicators

Every critical success factor has various performance indicators that affect it.
Since management can only manage a limited number of items, it is important to
select the most important performance indicators for that CSF, and these are called
key performance indicators (KPIs).

KPIs have unique characteristics that management must consider when select-
ing them:

m  Relate to a specific procedure or process.
m  Are an input item for a specific performance indicator.
m  Must have consistency of measurement.

= Must be able to be impacted by persons responsible for them.

The art of selecting KPIs requires that management unde:siaind how the CSFs
and their KPIs are significant components of the company "z corporate strategy. If
the KPIs or benchmarks do not support the strategy, management will not be as ef-
fective as possible in advancing the company’s masket position, ROE, or cash
flow and its resulting value.

Conclusion

To be able to competently assess t'x< company’s current state, management must
complete a qualitative and quarniiiative analysis of the company. The full implica-
tions of the quantitative ana‘y:is cannot be derived from the numbers without an
understanding of the conipany’s qualitative factors.

Qualitative analys’s of the company’s current state requires that management:

m Use an analysis iramework such as Porter’s Five Forces or McKinsey’s 7-S to
analyze the industry and macroenvironmental influences.

= Articulate the company’s corporate strategy and the related skills and resources
required to carry out the strategy and define the risks associated with the par-
ticular strategy chosen.

m Develop a complete list of all the company’s intangible assets and intellectual
properties that can be used to advance the company’s corporate strategy.

m Perform a SWOT analysis highlighting the company’s strengths, weaknesses,
opportunities, and threats.

m List the company’s current critical success factors and the related key perfor-
mance indicators. Benchmarks currently utilized for the KPIs should be docu-
mented.
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m Assess the company’s ability to capture the data required to compute and
analyze the KPIs.

As management moves through the SBfV Process, managers will discover that it is
designed to assist in assessing the company’s current state and to begin the long-
term process of moving from the current state to the desired future state. The ad-
vantage of the SBfV Model is that it takes the company on a gradual process of
advancement instead of attempting to implement a comprehensive, costly system
immediately.

QUANTITATIVE ANALYSIS OF THE COMPANY'S
CURRENT STATE

A review of the company’s current state would not be comuiete without a review
of the company’s performance measures. The level of review depends on the qual-
ity and depth of the management information systcms employed within the com-
pany. In some companies, a wealth of infoirration is available and in other
companies, much of the information, especiclly for the nonfinancial performance
measures, will need to be developed over vine.

Performance Measures

Performance measures should ve considered in terms of the analytical information
they provide. Each of the performance measures provides management with in-
formation about one-¢r raore of the company’s resources or capabilities, which are
often thought of as.ihe attributes of the company.

In order to understand the company and the operating and strategy implications
of the performance measures (the key value of the analytical process), the com-
pany’s resources need to be organized into a consistent framework. A company’s
resources are often grouped into four categories, which have been described by
Jay Barney as:

Financial capital—All the different money resources that firms can use to
conceive and implement strategies—capital from entrepreneurs, equity holders,
bondholders, and banks’ financial capital. Retained earnings are also an im-
portant type of financial capital.

Physical capital—The physical technology used in a firm, a firm’s plant and
equipment, its geographic location, and its access to raw materials. Specific ex-

57



Driving Your Company's Value: Strategic Benchmarking for Value

amples of physical capital are a firm’s computer hardware and software tech-
nology, robots used in manufacturing, and automated warehouses used to con-
trol inventory costs. Geographic location, as a type of physical capital, is an
important resource.

Human capital—The training, experience, judgment, intelligence, relation-
ships, and insight of individual managers and workers in a firm.

Organizational capital—An attribute of collections of individuals. Organiza-
tional capital includes a firm’s formal reporting structure (what Penrose called
the administrative framework); its formal and informal planning, controlling,
and coordinating systems; and its culture and reputation; as well as informal re-
lations among groups within a firm and between a firm and those in its
environment.?’

We believe, for management purposes, that the company’s.rescurces should be
consistently grouped into six categories. While the additional categories of cus-
tomer capital and systems capital could easily be foldea into Barney’s four cate-
gories, we believe that adding two categories wavlo increase management’s
emphasis on these categories.

Therefore, the SBfV Model views the compeiy’s performance measures to be
related to its:

m  Financial capital

= Physical capital

= Human capital

m QOrganizational capital
= Customer capital

= Systems capital

The company’s performance measures must be analyzed in order to monitor its
ongoing progress from year to year, to compare its performance to industry com-
parative benchmarks and to be used in the strategic planning process.

Comparisons of the company’s performance from year to year allow manage-
ment to identify areas where the company has improved and areas of decline that
may cause serious problems in the near term or over time. Comparison to indus-
try ratios allows management to identify areas that give the company a competi-
tive advantage or areas that can be improved when competitors have demonstrated
where superior results can be achieved. Investors look at a company’s internal im-
provements and analytical results that are superior to those achieved by competi-
tors as being value-enhancing characteristics of a company.
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Performance measures are generally based on data from:

m The company’s financial and operational data.
= [ndustry financial and operational data.
= Surveys related to:

= Customers

= Suppliers

= Lenders

= Competitors

= Stockholders

= Employees

From this data it is possible to develop more ratios than cap e managed or that
will provide useful insight into the company. It has been estxiated that there are
over 3,000 potential performance measures. Individuals responsible for managing
particular areas of performance normally cannot manag> more than 6 to 8 perfor-
mance measures. Many consultants recommend £.at the maximum number of
managed performance measures be four.

Management must use care to develop/m=zaningful ratios that will be used as
the basis for management decisions withavt burying themselves in excess details.
The higher the level of management tizc more summary analysis should be uti-
lized. Management can ask lowe: l«vels of management for additional details and
insight into the causes of the identified changes or deficiencies.

SBfV provides a systeraatic approach to analyzing the company’s performance
measures, which will proviae insight into the company’s usage of its resources and
monitor whether th¢ ceinpany is creating value for the stockholders.

Company Resources

Company resources are monitored by specific performance measures or by multi-
ple performance measures. It should be noted that many performance measures
(specifically when combined with others) could be used to monitor more than one
of the company’s resources.

Each industry and company may have competitive resources that are different
than those of other industries or companies. This section is not a comprehensive
presentation of all available performance measures but rather provides examples
of some of the more common performance measures used in many, if not most,
industries.
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Financial capital—This is related to a company’s capital structure and its use

of funds from investors and vendors. Resources related to a company’s finan-

cial capital include, the company’s:

= Borrowing capacity

= Ability to raise capital

= Retention of prior earnings

= Sustainable growth rate

Human capital—Is related to the company’s employees, the assets that walk

out the door each night or at the end of each shift. These measures focus on the

employees’ capabilities to perform their responsibilities and to work together

as a coordinated team. Resources related to a company’s human capital include

the employees’:

= Education

= Training

= Knowledge

= Commitment

= Leadership ability

= Trust

= Integrity

= Experience

Physical capital—This is relatea tc all the tangible resources owned or leased

by the company. These meaguses are focused on the company’s utilization and

management of the tangile assets. Resources related to the company’s physi-

cal capital include the conipany’s:

= Productive capacity

= Capital expenuditures

= Maintenance quality

= Flexibility and mixed use of fixed assets

= Technological commitment

= Location, location, location (access to suppliers, customers, and human
capital)

Organizational capital—This is related to the company’s group attributes,

such as its culture, creativity, public image, and organizational structure. Re-

sources related to the company’s organizational capital include its:

=  Employee loyalty

= Employee teamwork

= Reputation
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= Product innovation

= Speed and quality of decision making

Customer capital—This is related to the company’s relationship to its cus-
tomers and the acceptance of its products by its customers and potential cus-
tomers. Resources related to the company’s customer capital include:

= Customer services

= Customer loyalty

=  Market penetration

= Information access

Systems capital—This is related to the effectiveness of the company’s identi-
fiable operating systems. Resources related to the company’s system capital in-
clude the company’s:

= Computer systems and information systems

= Customer relationship management systems

=  Communication systems

= Shop floor systems

= Inventory control systems

= Sales and marketing systems

= Accounting systems

= Project management systems

A company’s ability to gather ttmely and sufficient decision-making informa-
tion internally and externally ¢:ists today because of the advances made in the use
of technology within the aiadern business. The only limitation is management’s
own failure to expand the company’s data collection and analysis systems to fit the
needs of the compaity’s management team.

One caution: ¥t the proliferation of PCs with independent spreadsheets and
databases, all resources must be synchronized and verified to be useful in perfor-
mance measurement.

Internally generated information can be captured in many instances in real
time. For external information, prior to the Internet, an individual might have to
wait for the hard copy version of the results of certain survey information with
which to make his subject company comparisons. During the 1990s, the Internet
dramatically enhanced our ability to obtain and disseminate information dramati-
cally. Information that was once privately owned or perhaps available only to ex-
perts is now widely accessible, almost instantaneously. The availability and
accessibility of all of this data provides the analyst with an expanded tool set to
utilize to achieve deeper insights into the strengths, weaknesses, opportunities, and
threats of a given company or industry.
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Financial Statement Data

The most recognized and commonly used performance measures are based on the
company’s financial statements. Financial statements are the summaries of the
recorded historical events and transactions of the company. In order to have fi-
nancial statements that can be compared with similar companies within the in-
dustry, the financial statements may need to be modified for economic or
normalizing adjustments in terms of their format.

One of the objectives of financial statement analysis is to ensure that the his-
torical financial statements that can provide the basis for any forward-looking es-
timates or decision making reliably reflect the true operating performance of the
enterprise. Therefore, the historical accounting financial statements may need to
be adjusted (modified) for certain items that in the management’s judgment, dis-
tort the true economic operating performance of the business.

Financial statement adjustments are made for a variety of reasons including:

m To develop historical earnings from which to predic? 1uture earnings.

m To present historical financial information on a rnoimalized basis, that is, under
normal operating conditions.

= To adjust for accounting practices that ar¢ a departure from industry or GAAP
(Generally Accepted Accounting Prineiples) standards.

m To facilitate a comparison of a given company to itself, to other companies
within the same industry, or to an accepted industry standard.

m To compare the debt and caciizl structure of the company to that of its compe-
tition or peers.

m To compare compensation with industry norms.

An adjustment wo historical financial statements should be made if the effect of
the adjustment will more accurately present the true operating performance of the
enterprise. Therefore, all appropriate adjustments should be made, regardless of
whether they reflect positively or negatively on the company. It is important to
disclose the key assumptions underlying all adjustments.

To facilitate proper analysis and interpretation of a company’s financial state-
ments, these accounting statements should first be adjusted to reflect the eco-
nomic realities of “normal” operating conditions. The objective of normalizing
historical financial statements is to present the data on a basis comparable to that
of other companies in the industry, thereby allowing benchmarking of the strength
or weakness of the subject company relative to its peers.

Normalization generally involves adjusting for a number of broad categories:
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m Unusual items

m  Nonrecurring items

m  Extraordinary items

= Nonoperating items

m  Changes in accounting principles
= Nonconformance with GAAP

m Degree of ownership interest, including whether the interest has control

Unusual items are events or transactions that possess a high degree of abnor-
mality and are of a type clearly unrelated to, or only incidentally related to, the or-
dinary and typical activities of the entity, taking into account the.environment in
which the entity operates.

Nonrecurring items are events or transactions that are not yeasonably expected
to recur in the foreseeable future, taking into account the €avironment in which the
entity operates.

Extraordinary items are events or transactions.that are distinguished by their
unusual nature and by the infrequency of their ‘currence. Thus, for an item to be
classified as extraordinary, the item must/bc voth an unusual item and a nonre-
curring item.

Revenues or expenses that are unusual, nonrecurring, or extraordinary usually
are removed from the historical dat» because they can distort the picture of the on-
going earning power of the business. Caution is advised, however, in that items
that might be deemed uru:ua! and infrequent in one industry might not be deemed
so in another.

Items representadive of the type of adjustments made to historical financial
statements for urusual, nonrecurring, and extraordinary items include:

m Strikes and other types of work stoppages (unless common for the industry).
m  [itigation expenses Or recoveries.

m  Uninsured losses due to unforeseen disasters such as fire or flood.

m  One-time realization of revenues or expenses due to nonrecurring contracts.
m Gain or loss on the sale of a business unit or business assets.

m  Discontinuation of operations.

m  Insurance proceeds received on the life of a key person or from a property or
casualty claim.
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To achieve a clear picture of true operating performance for benchmarking pur-
poses, the analyst may wish to remove nonoperating assets and liabilities and their
related earnings or expenses from the subject’s historical financial statements.

Common examples of nonoperating items include:

= Excess cash.
m  Marketable securities (if in excess of reasonable needs of the business).

m Real estate (if not used in business operations, or, in some situations, if the
business could operate in rented facilities).

m Private planes, entertainment, or sports facilities (hunting lodge, transferable
season ticket contracts, skyboxes, etc.).

m  Antiques, private collections, and so forth.

Management must understand the effect that a change in-accounting principles
has on a company’s financial statements. Some commoz examples of changes in
accounting principles are:

m A change in the method of pricing inventory, such as LIFO (last in, first out) to
FIFO (first in, first out) or FIFO to LIFQ

m A change in the method of depreciafing previously recorded assets, such as
from straight-line method to acceleiated method or from accelerated method to
straight-line method.

m A change in the methoc-01 accounting for long-term construction-type
contracts.

m A change in or frem the full-cost method of accounting in the extractive
industries.

Such changes in accounting principles can result in irregular or inconsistent
historic results. In essence, the yardstick becomes expandable or shrinks. For
benchmarking purposes, management must do the best job possible in maintain-
ing consistency between the accounting principles used by the companies in the
benchmarking data and the accounting principles used by the subject company.

Public companies tend to choose accounting treatments that please sharehold-
ers by making earnings appear higher. Most closely held businesses’ owners tend
to elect an accounting treatment that minimizes earnings, thus minimizing the
corporate tax burden. These choices may mean that if the financial statements of
a private company have not been audited or reviewed, the accounting practices
adopted by management may not comply with GAAP. The analyst may choose to
make adjustments to bring them into or closer to GAAP compliance so that the
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subject’s financial results can be compared to the financial results of its publicly
held industry counterparts, if available and applicable. Adjustments may also be
made to calculate cash flow. Examples of commonly encountered areas of non-
conformance with GAAP are:

Financial statements prepared on a tax or cash accounting basis.
Unrecorded revenue in cash businesses.
Inadequate bad debt reserve (or use of specific write-off method).

Understated amounts of inventory, failure to write off obsolete or slow-moving
inventory, and other inventory accounting issues.

Unrecorded liabilities such as capital lease obligations, workforce-related costs
(wages, sick, and vacation pay, etc.), deferred income taxes.

Capitalization expense policies for fixed assets and prepaid e.soenses.
Fixed asset write-off policies.

Depreciation methods.

Accounting for investments in subsidiaries or affitiated entities.

Timing of revenue expense recognition for' contract accounting, installment
sales, warranties, subscriptions, and the like.

Finally, adjustments are made to eliniinate self-serving biases of a controlling

shareholder and put the company an aa even keel with the benchmarked compa-
nies. Examples of such commeniy encountered adjustments are:

Smoothing of excess o1 deficient compensation or perquisites.

Elimination of dis‘retionary expenses and operating inefficiencies.

Removal of ¢ransactions with family or other insiders, such as salary, benefits,
and nonmarket (or insider) transactions.

Implementation of changes in capital structure that could be and perhaps
should be implemented, such as incurring reasonable debt when perhaps the
family’s philosophy has been to avoid debt.

After considering all potential financial statement adjustments and making any

appropriate adjustments, your financial statements are ready to use as a basis for
the analytical process.

Types of Analytical Analysis
There are two basic types of analysis commonly used to analyze a company’s
financial and operational performance. They are:
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m  Common sizing the financial statements.

m  Ratio analysis.

Common Sizing

Once financial data has been normalized, analysts commonly employ an analyt-
ical methodology to identify operational trends, common sizing the financial
statements. Common sizing involves expressing each item on the financial state-
ments as a percentage of some base number and is performed on both the nor-
malized balance sheet and the normalized income statement for each period
under consideration. On the balance sheet, each item is expressed as a percentage
of total assets; on the income statement, each item is expressed as a percentage
of sales.

Common-size financial analysis provides insight into the corpany’s historical
operating performance, facilitates an assessment of relaticnstiips between and
among certain accounts, identifies certain trends or unusu2! items, and can be
used to benchmark the operating performance of the-sukject company by com-
paring it to its industry or to specific guideline coiripauiies.

This analysis is sometimes useful before making normalization adjustments in
order to identify other potential adjustments. witi a second normalization process
then conducted.

A review of historical income state nctits and common-size income statements
illustrate the value of common-size analysis. The historical income statements
show the following informatior: tor three years ending December 31:

1:t Year 2nd Year 3rd Year
Net Sales 128,156,060 $138,267,570 $134,097,420
Cost of Sales 92,261,710 97,934,800 96,185,600
Gross Profit $ 35,894,350 $ 40,332,370 $ 37,911,820

Without additional analysis, we can conclude:

In year 2, the company made more money (gross profit), than in year 1 because
the sales were higher.

The company made less money in year 3 than in year 2 because their sales were
lower than in year 2.

We are unable to tell from the raw numbers if there are additional changes tak-
ing place in the company that may have positive or negative effects on the com-
pany and its long-term future. If we utilize common-size statements for the same
financial data, we see the following picture:
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Ist Year 2nd Year 3rd Year
Net Sales 100.0% 100.0% 100.0%
Cost of Sales 71.9% 70.8% 71.7%

Gross Profit 28.1% 29.1% 28.2%

From the common-size statements, we are also able to tell that the gross profit
deteriorated from the second year to the third year after increasing between the
first year and the second year. Obviously, it becomes clear that the cost of sales
should be monitored closely to see if additional declines in gross profit could be
expected in the future unless the company modifies its operations.

Traveling further down the income statement it is easy to tell that not all the de-
cline in gross profit is attributable to the declining income. Conimon-size analy-
sis can help the analyst to quickly spot areas that need to be-rvonitored or fixed
before they have significant long-term negative effects on the company’s value.

Ratio Analysis

Ratio analysis carries the analysis even deeper ints he industry and company op-
erational and financial data. The key to ratio-anclysis is to establish some type of
standard or benchmark with which to compere to the company’s ratios. For ex-
ample, if our operational data shows tha' the company requires five man-hours to
manufacture a widget, what does this. 2l us is useful from a management per-
spective? Absolutely nothing. However, when it is compared to:

m The historical time required to manufacture a widget, then we know whether
our manufacturing nrocess times are improving, declining or staying the same.

m The competitica’s ttme to manufacture a similar widget, then we gain the
knowledge of wiiether or not we are likely to be able to improve our manufac-
turing time without developing some competitive advantage in our manufac-
turing technology.

The further our company’s ratios are from industry standards, the more we
should either seek to improve our ratios (operating or financial efficiency) or to
maintain or improve our competitive advantage, which created the above-average
ratio result.

Ratio analysis exists in two formats: time series analysis and cross-sectional
analysis.

Time series analysis (commonly known as trend analysis) compares the com-
pany’s ratios over a specific historical time period and identifies trends that might
indicate financial performance improvement or deterioration.
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Cross-sectional analysis compares a specific company’s ratios to other com-
panies’ or to industry standards or norms. It is most useful when the companies an-
alyzed are reasonably comparable, that is, business type, revenue size, product
mix, degree of diversification, asset size, capital structure, markets served, geo-
graphic location, and the use of similar accounting methods. It is important to ex-
ercise professional judgment in determining which ratios to select in analyzing a
given company. Most finance textbooks calculate activity ratios and rate of return
ratios based on average beginning and ending year balances. However, much of
the available benchmark data, including those from the Risk Management Asso-
ciation (RMA), report ratios based only on a year-end balance.

Exhibits 1.10 and 1.11 present normalized balance sheets and income statements
on a common-sized basis, including a comparison with RMA data, respectively.

Comparative analysis is a valuable tool for highlighting differences between
the subject company’s historical performance and industry avesages, pointing out
the relative operating strengths and weaknesses of the subject‘company as com-
pared to its peers, assessing management effectiveness, -and identifying areas
where the company is outperforming or under perforinir.g the industry. Although,
every company seems to believe that they are unicic and unable to compare them-
selves to industry data, they must exercise the.discipline to use the best available
data wherever possible.

Comparative analysis is performed by .comparing the ratios of the subject com-
pany to industry ratios taken from comu:ionly accepted sources of comparative fi-
nancial data.

Widely used sources for camparative financial data include:

= Almanac of Business and Industrial Financial Ratios (www.prenhall.com).

m  BizMiner (www.higminer.com).

= Financial Ratio Analyst (www.viahome.com).

m Financial Studies of the Small Business (www.fvgfssb.com).

m [RS Corporate Ratios (www.wiley.com).

m  [RS Corporate Financial Ratios and IRS-CALC (www.saibooks.com/fin.html).

m Risk Management Association (RMA) Annual Statement Studies (www.
rmahg.com),

m Ratios developed from the financial statements of a group of peer companies
(normally from publicly traded company’s SEC filings).

m Trade Association surveys of member companies.

The preceding publications vary in the depth and breadth of data provided.
However, much of the sample data is extracted from corporate tax filings. RMA
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Exhibit 1.10 Ale’s Distributing Company, Inc.—Comparative Balance Sheets

RMA
2001 12/31/01 12/31/00 12/31/99 12/31/98 12/31/97
Assets
Current Assets
Cash and Equivalents 11.6% 13.0% 13.5% 14.1% 11.1% 13.6%
Accounts Receivable 10.9% 19.0% 16.4% 13.2% 12.1% 10.0%
Inventory 19.7% 20.7% 19.0% 18.1% 18.6% 13.6%
Other Current Assets 2.7% 0.5% 0.9% 1.6% 1.4% 2.3%
Total Current Assets 44.9% 53.2% 498%  47.0% 43.2% 39.5%
Fixed Assets-Net* 23.8% 46.8% 50.2% 53.0% 56.7% 60.5%
Intangibles-Net 20.4% 0.0% 0.0% 0.0% 0.0% 0.0%
Other Noncurrent Assets 10.9% 0.0% 0.0% 0.0% 0.0% 0.0%
Total Assets 100.0% 100.0%  100.0% 100.0% 100.0% 100.0%
Liabilities and Equity
Liabilities
Current Liabilities
Accounts Payable 10.9% 2.2% 1.6% 2.5% 1.6% 3.0%

Short-Term Notes Payable 7.4% 0.0% 0.0% 3.0% 0.0% 0.0%
Current Maturity LT Debt 4.4% 0.0% C:0% 0.0% 0.0% 0.0%

Other Current Liabilities 8.4% 6.0% . | 6% 6.5% 7.0% 6.3%
Total Current Liabilities 31.1% 8.2% 7.9% 9.0% 8.6% 9.3%
Long-Term Liabilities 25.8% 28.1% 282%  27.6%  272%  263%
Other Noncurrent Liabilities 3% ~00% 0.0% 0.0% 0.0% 0.0%
Total Liabilities 60.6% 29.3% 36.1%  36.6%  358%  35.5%
Total Equity 394% 63.7% 63.9% 63.4% 642%  64.5%

Total Liabilities and Equity 406%  100.0%  100.0% 100.0% 100.0% 100.0%

Notes: Percentages based on Ncrmalized Historical Balance Sheets.

Subject SIC Code = 518" (Eeer and Ale).

RMA Code = 5181.{b=er and Ale) — $25MM and Over Sales Median Ratios.

*Fixed Assets Adjusted to Fair Market Value.

Source: Reprinted with permission from James R. Hitchner, ed., Financial Valuation:
Applications and Models (Hoboken, NJ: John Wiley & Sons, 2003), p. 74.

RMA 2001 data from the Risk Management Association, Philadelphia, PA, 2001 (used
with permission). © 2002 by RMA—The Risk Management Association. All rights reserved.
No part of this table may be reproduced or utilized in any form or by any means, electronic or
mechanical, including photocopying, recording or by any information storage and retrieval
system without permission in writing from RMA—The Risk Management Association. Please
refer to www.rmahq.org for further warranty, copyright and use of data information.
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Exhibit 1.11  Ale’s Distributing Company, Inc.—Comparative Income

Statements
RMA

2001 12/31/01 12/31/00 12/31/99 12/31/98 12/31/97
Revenues 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of Goods Sold 76.0%  74.4% 743%  74.6%  744%  73.9%
Gross Profit 24.0% 25.6% 257%  254%  25.6% @ 26.1%
Operating Expenses 20.2% 21.9% 22.7%  22.5% 23.1%  21.6%
Operating Profit 3.8% 3.7% 3.0% 2.9% 2.5% 4.5%
Other Income/(Expenses) — Net  —0.5% -0.1% -0.1% 0.2% -0.2% -0.2%
Pretax Profit 3.3% 3.6% 2.9% 3.1% 2.3% 4.3%

Notes: Percentages based on Normalized Historical Income Statements.

Subject SIC Code = 5181 (Beer & Ale).

RMA Code = 5181 (Beer & Ale) — $25MM and Over Sales Median Ratics.

Source: Reprinted with permission from James R. Hitchner, ed., Finan-ial Valuation:
Applications and Models (Hoboken, NJ: John Wiley & Sons, 20033, p. 75.

RMA 2001 data from the Risk Management Association, thitadelphia, PA, 2001 (used
with permission). © 2002 by RMA—The Risk Management :Association. All rights reserved.
No part of this table may be reproduced or utilized in any furn. or by any means, electronic or
mechanical, including photocopying, recording or by =iy tnformation storage and retrieval
system without permission in writing from RMA— 1T e-Kisk Management Association. Please
refer to www.rmahgq.org for further warranty, Cady.igit and use of data information.

obtains its data from financial statements provided to member banks by loan cus-
tomers. Financial Studies of the Small Business obtains small-company financial
statements from cetiitiad public accounting firms nationwide.

Operational data is much more difficult and usually more expensive to obtain.
This data is normally obtained from trade associations or commercial data
providers, who are often consulting or accounting firms that work extensively in
the particular industry.

Operational and Financial Ratios
When considering both operational and financial ratios there are an almost un-
limited number of ratios that can be developed. This section will not present a
comprehensive list of all available ratios but rather will include examples of the
more common ratios. Financial ratios are generally the first ratios mentioned
wherever the topic of ratios is discussed.

Financial ratios are generally broken down into four categories:
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m Liquidity ratios—Which measure a company’s ability to meet short-term
obligations with short-term assets. These ratios also help identify an excess or
shortfall of current assets necessary to meet operating expenses.

m  Activity ratios—Also known as efficiency ratios, provide an indication as to
how efficiently the company is using its assets. More efficient asset utilization
indicates strong management and generally results in higher value to equity
owners of the business. Additionally, activity ratios describe the relationship
between the company’s level of operations and the assets needed to sustain the
activity.

m Leverage ratios—Which are for the most part balance sheet ratios, assist the
analyst in determining the solvency of a company. They provide an indication
of a company’s ability to sustain itself in the face of economic downturns.
Leverage ratios also measure the exposure of the creditors relstive to the share-
holders of a given company. Consequently, they provide vauable insight into
the relative risk of the company’s stock as an investmer:t.

= Profitability ratios—Which measure the ability of x company to generate re-
turns for its shareholders. Profitability ratios ¢lsa measure financial perfor-
mance and management strength.

Exhibit 1.12 shows the typical precentation of the financial ratios organized
into these four categories with a short'expianation about the use or implication of
each ratio.

Although this view of financial ratios is appropriate when limiting your
analysis to financial issues; we believe it is an inappropriate view when taking
a holistic approach to value creation management. Therefore, the SBfV Model
uses an approach that iooks at both operational and financial ratios as provid-
ing the necessary management information when organized as performance
measures arouna-the various tangible and intangible capital resources within
the company.

Value Creation Measurement

In addition to performance measures, executive management needs to focus on the
company’s overall value creation. Is the company’s strategy creating value? As
discussed earlier, value is represented by the formula:

I I =Income
Value = —— R =Risk
R-G G = Growth
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or

Free cash flow (FCF)
Cost of capital (CofC) — Growth in FCF

Value =

Therefore, value is created when:

m  Free cash flow increases,
m  Company risk is reduced, or

m The growth rate of the free cash flow increases.

The Value Creation System is just what it sounds like and relates to the com-
pany’s ability to create value. The SBfV Model focuses on the two primary inputs
into the value formula: the company’s free cash flow and its--evirn on equity.
Growth in the company’s free cash flow or increases in its retriri: on equity (prefer-
ably both) reflects the effects of all management decisions and strategies when
compared to its last benchmarking period and shows thxt the company is creating
value. These two performance measures reflect the company’s cumulative usage
of all its various capital resources. If the cen pany is effectively using its re-
sources, it is creating value and it will be refl¢cted in the company’s free cash flow
and return on equity improvements.

Free Cash Flow
Free cash flow is the cash that iz available to the company’s owners after all the
cash for the company’s interii2l needs has been committed. These internal needs
include cash for capital expenditures, cash repayment of debt, and funds for ex-
pansion of the compiny’s operating assets such as inventories and accounts re-
ceivable.

Free cash flow'is computed as follows:

Start with: Net income

Plus: Depreciation, amortization, and other noncash charges
Less: Incremental working capital needs

Less: Incremental capital expenditure needs

Plus: New debt principal added this period

Less: Repayment of debt principal

Equals: Free cash flow

Free cash flow, although often provided to management, may be one of the
most illusive concepts for management to understand and to project for the future.
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Exhibit 1.12 Typical Presentation of Financial Ratios

Liquidity Ratios

Liquidity is a measure of the quality and adequacy of current assets to meet current obligations

as they come due.

Ratio Formula

Interpretation

. Total current assets
Current ratio =

Total current liabilities

Cash + Cash equivalents + Net receivables

Quick ratio = ——
Total current liabilities

Working capital = Current assets — Current liabiliies

Rough indication of a firm’s
ability to service its current
obligations. Higher ratios
show stronger liquidity;
however, the composition
and quality of current assets
are critical.

A conservative view of
creditors” protection, since
inven o1 and prepaid items
may not always be liquid.
Gernerally, a ratio less than
171 implies dependency on
inventory and other current
assets to liquidate short-term
debt.

Working capital is a direct
indicator of the company’s
ability to grow.

Efficiency Ratios

Measure the ability to manage work:ng capital, fixed capital, and overall return on invested assets.

Ratio Formula

Interpretation

Accounts receivable, . Credit sales

turnover Average accounts receivable

360 or 365 days

Accounts receivable turnover

Accounts receivable _
collection period

Cost of goods sold
Inventory turnover = _—
Average inventory

Indicates the number of
times it takes receivables to
turn into cash per year.
Attention should be paid to
credit terms, billing
procedures, trends, and
industry average.

Reflects average length of
time from sale to cash
collection.

Indicates the number of
times the business liquidates
its inventory over a period
and whether too little or too
much inventory is carried.
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Exhibit 1.12 (Continued)

Inventory —days _ 360 or 365 days Reflects the number of days
in inventory Inventory turnover it takes to sell the inventory.
Used in conjunction with
accounts receivable
collection period to
determine operating cycle.

Accounts receivable collection period Indicates the length of time

Operating cycle = + Days in inventory

it takes to convert inventory
to cash. If the cycle
increases, more permanent
working capital is needed.

COSF Of. goqu sold Indicates the number of
- Begmpmg inventory turns per erind of time it
Accounts payable _ + Ending inventory takes for the company to
turnover Average accounts payable pay 1ts wade payable.

Chouid be compared to
oredit terms.

Accounts payable _ 360 or 365 days Same as above, but
— days outstanding Accounts payable turnover expressed in number of
days rather than the number
of turns.
Ratio Formula Interpretation
Mef sales Indicates the turnover rate

Assets turnover = O .
Total assets of total assets to achieve net

sales. When viewed
historically, this ratio
indicates the effectiveness
of generating sales from
asset expansion.

Net sales to working _ Net sales An indication of the

capital turnover - Working capital amount of working capital
required to support sales.
An increasing ratio may
indicate insufficient
working capital to support
sales growth.

Inventory Indicates the percentage of
Working capital working capital supporting
inventory. A high
percentage indicates
operating problems.

Inventory to working capital =

74



Current State

Exhibit 1.12 (Continued)

Current assets turnover =

Inventory to
current liabilities

Sales — Expenses

Current assets

Inventory

Current liabilities

Indicates the number of
times current assets must
turn over to cover
expenditures. Measures
control of current assets.

Shows the degree to which
the company relies on
inventory to meet its
current obligations.

Profitability Ratios

Profitability ratios measure the operating performance of the business relative to sales, assets,

and invested capital.

Ratio

Formula

Interpreiction

Gross profit percentage =

Operating profit percentages =

Profit before taxes _

percentage

Net income after
taxes percentage

Return on equity =

Gross profit

Net sales

Operating preiit

Net saizs

Profit before taxes

Net sales

Net income after taxes

Net sales

Profit before taxes

Tangible net worth

Refiects control over cost
of sales and pricing
policies. The ratio must be
viewed in relation to the
client’s past performance
and the industry average.

Indicates the company’s
ability to control operating
expenses. The ratio should
be viewed in relation to
increased sales and changes
in gross profit.

Provides a more consistent
basis for comparisons. It is
also used in the calculation
of other ratios.

Reflects the tax impact on
profitability and represents
the profit per dollar of sales.

Measures the return to
equity owners and
represents their measure of
profitability. When
compared to the return on
assets, this ratio indicates
degree of financial leverage.
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Exhibit 1.12 (Continued)

Net income after taxes Reflects the earning power

Total assets and effective use of all the
resources of the company.

Return on assets =

Leverage Ratios

Highly leveraged firms are more vulnerable to business downturns (financial risk) than
businesses with less invested capital in the form of debt. Leverage ratios help measure this
vulnerability.

Ratio Formula Interpretation

Net fixed assets Net fixed assets Indicates the proportion of

to tangible net worth Tangible net worth net worth that is committed
to fixed assets and is not
availablefor operating
funds - low percentage
worla indicate a favorable
lquid position.
Total debt Indicates the proportion of
Tangible net worth debt to total equity that is
current in maturity. A high
ratio may indicate the need
to restructure debt.

Debt to equity =

Current liabilitie:

) Indicates the proportion of
Tangible et worth debt to total equity that is
current in maturity. A high
ratio may indicate the need
to restructure debt.

Current debt to equity =

Long-term debt Measures the relationship

Long-term debt to equity’ = *—M !
Tangible net worth of long-term debt to equity.

Coverage Ratios
Coverage ratios measure a firm’s ability to service debt.

Ratio Formula Interpretation

Profit before taxes + Interest Shows how well the

Interest company is able to cover
interest from earnings.
Measures the level of
earnings decline to meet
interest payments.

Times interest earned =

Net income after taxes Shows the ability of the
+ noncash expenses company to meet its current
Current portion of long-term debt payments.

Operating fund
to current portion =
of long-term debt
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Exhibit 1.12 (Continued)

Other Ratios

Many ratios compare certain expenses to sales and vary depending upon the industry. Each
industry also has certain ratios that measure profitability and productivity. Here are some
examples:

Ratio Formula Interpretation
% Depreciation and Noncash expenses Shows the percentage of
Amortization to sales Net sales noncash expenses. Should

be compared to cash
outflows for capital

expenditures.
% Officers/owners _ Owners’ compensation Shows the percentage of
salaries to sales Net sales discretion:ry: salaries paid

to owpei/managers.

Ratio Formula interpretation

Net sales Shows the general
Number of employees efficiency of the work force
to generate sales.

Net sales per employee =

Net sales An indication of average

Units sold sales price, per unit,
particular to the industry.

Net sales per unit sold =

Source: Adapted from Financial Ratic Table developed by Darrell V. Arne, CPA, ASA, Arne &
Co., Albuquerque, New Mexico, cinail: darne @arne-co.com, website: www.arne-co.com.

This is because one of the most difficult aspects of accounting is to understand the
relationship between the income statement, the balance sheet, and the cash flow of
the business. This is difficult for accountants and even more difficult for the typ-
ical business manager. As CPAs working with clients, the standard question we
faced when presenting clients with their financial statements was “If I made so
much money, how come I have no cash in the bank?”

In the late fifties Lou Mobley became the founding director of the IBM Exec-
utive School. He soon discovered that teaching an understanding of the relation-
ship between cash flow and the typical financial statements was one of the major
issues he would face in training new managers. Luckily for us, Mr. Mobley went
to work on the problem and over the next couple of years developed what has be-
come known as the Mobley Matrix.?8
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He discovered that our normal financial statement presentations are fragmented
and that the connections between the various statements are not apparent. Once he
had defined the connections.

He developed a one-page columnar matrix showing the beginning balance sheet,
the income statement, the cash flow statement, and the ending balance sheet. This
index has been called various names since that time, but we still refer to it as the
Mobley Matrix.

Mobley’s Matrix and its importance can be illustrated by the example of the
Sample Widget Manufacturing Company. Exhibit 1.13 shows the balance sheets
for the beginning and ending of the calendar year.

Exhibit 1.13 Widget Balance Sheets

Sample Widget Manufacturing Company
Balance Sheets for the Periods

($000s)
(Beginning of Year) (End of Year)
January 1 December 31

Assets
Cash and cash equivalents $ 25000 $ 3,000
Accounts receivable 25,920 60,000
Inventory 73,000 105,000
Other operating assets 10,000 0
Notes receivable 0 0
Current assets w M
Gross fixed assets 100,000 120,000
Less accumulated depreciation M M
Net fixed assets 70,000 80,000
Other investments M M
Total assets $245,000 $276,000

Liability and equity
Accounts payable $ 20,000 $ 32,000
Taxes payable 5,000 3,000
Other liabilities 70 70
Current liabilities 25,000 35,000
Long-term debt 15,000 20,000
Total liabilities 40,000 55,000
Common stock 100,000 100,000
Retained earnings 105,000 121,000
Total equity 205,000 221,000

Total liabilities and equity $245,000 $276,000

Source: © Copyright 2004 by FVG Holdings, LC and FVG California Partnership. All rights
reserved. Used with permission.
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Looking at the beginning and ending balance sheets does very little to help us

understand the company’s cash flow.

From the balance sheets we can tell:

Cash decreased by $22,000 and to a very low amount, which implies that the
company will run out of cash if it has another year like the past one.

Accounts receivable increased significantly, but without additional information
we cannot tell if sales increased or if management is having trouble with col-
lecting the money owed to the company by its customers.

Inventory increased, but no indications are given as to why it would increase
and what the effects on cash flow would be.

The company purchased additional equipment that may have had an effect on
cash.

The company purchased more equipment than it depreciatec as an expense.

The company owes significantly more to its creditors.than it did in the previ-
ous year.

The company borrowed money but it does net.vhow up in the bank account;
there is no sign as to where it went.

The balance sheets provide no indicaion as to why the company made money

but still has no cash in the bank to shov:for it.

Exhibit 1.14 shows the incorie siatement of the company for the same year.

Very quickly, we can see thatthe company made money for the year, but again the
statement does not help usuauerstand why the company has less cash at the end
of the year than at the beginning of the year. From the income statement we can
tell:

The company had significant sales and gross profit margins.
The company had a positive profit before and after taxes.

The company had very little borrowing throughout the year and ended up with
only minor interest expenses and slightly more debt than at the beginning of the
year.

Just like the balance sheets, the income statement (which represents the flow

between the balance sheets) provides the reader with very little information about
why the company has so little cash at the end of the year. Management still can-
not answer the basic question “If I made so much money, how come I don’t have
any money in the bank?”

Exhibit 1.15 shows the cash flow statement for the company for the year.
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Exhibit 1.14 Widget Income Statement

Sample Widget Manufacturing Company
Income Statement for the Year

Sales $ 500,000
Cost of goods sold 310,000
Gross profit 190,000
Depreciation 10,000
Goodwill amortization 2,000
Marketing and selling expense 25,000
General and administrative expense 130,000
Operating Income 23,000
Interest and other expense 1,000
Profit before taxes 22,000
Income taxes 6,000
Net profit $ 16,00

Source: © Copyright 2004 by FVG Holdings, LC and FVG Califorria Fartnership. All rights
reserved. Used with permission.

With this statement the user can tellLhaw much cash the company collected and
where it was used, but it still does rot stiow the relationship between the various
accounts on the balance sheets. Ii-stiil takes a lot of interpretation to tell how the
company moved from the beginning of the year balance sheet and the end of the
year balance sheet and to understand why the company’s cash account may have
declined.

Using the Moblcy Matrix in Exhibit 1.16 the financial statement user can
quickly see the 1¢lationships between the various balance sheet accounts and why
the cash account has changed for the better or for the worse.

With the Matrix you can account for almost every change that occurs between
the beginning and ending balance sheets by adding or subtracting the appropriate
numbers from the cash flow statement or the income statement to the beginning
balance sheet number. Looking at the Mobley Matrix, the user quickly learns that
the various accounts in the cash flow and other statements have been rearranged
to have the accounts correspond to the continuity equation relationships between
accounts from the left to the right. The first step in the process is to understand the
various accounts in each of the statements that relate to each other.

The second step is to understand that the signs (addition or subtraction) will be
different on the accounts depending on if you are adding them up vertically or hor-
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Exhibit 1.15 Widget Cash Flow Statement

Sample Widget Manufacturing Company
Statement of Cash Flows

For the Year Ended

Operating Activities

Collections from customers $ 475,000
Cash paid to suppliers (inventory paid) (340,000)
Expenses paid (MSG&A) (143,000)
Interest and other paid (1,000)
Prepaid expenses 10,000
Income taxes paid (8,000)
Cash flow from operating activities (OCF) (7,000)

Investing Activities
Fixed asset investment (20,000)
Other investment 7 0
Cash flow from investing activities (ICF) (20_,1£‘£

Financing Activities
Borrow (payback) 5,000
Paid in (paid out) 0
Dividends paid 1,000
Cash flow from financing activities (FCF) 6,000

Increase (decrease) in cash — change in cash (23,000)

Beginning cash 25,000

Ending cash $ 2,000

Source: © Copyright 2004 by FVG Hcldings, LC and FVG California Partnership. All rights
reserved. Used with permission.

izontally. We have inc'uded exhibits that demonstrate the math for each of the fi-
nancial statemen’s.

Exhibit 1.17 shows the vertical math for the income statement. Exhibit 1.18
shows the vertical math for the cash flow statement, and Exhibit 1.19 shows the
horizontal math for the Matrix, which connects each of the financial statements.

As an example, look at the income tax account in the cash flow statement (see
Exhibit 1.16). The $6,000 is a subtraction (minus) on the vertical math because it
uses cash on the cash flow statement and a subtraction on the horizontal math as
it reduces the amount of income taxes due on the ending balance sheet.

In contrast, look at the fixed assets on the cash flow statement. The $20,000 is
a subtraction (minus) on the cash flow statement because it reduces the cash avail-
able, but an addition (plus) on the horizontal math as it increases the assets on the
ending balance sheet.
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Exhibit 1.17 Mobley Matrix Income Statement Vertical Math

Mobley Matrix
Income Statement
Vertical Math
Top to Bottom
+  Sales
—  Cost of goods sold
—  Depreciation/amortization
— Intangible amortization
—  MSG&A expense
—(+) Interest and other expense (income)
—  Income tax expense
= Net profit

Source: © Copyright 2004 jointly owned by Chris Mobley, Mobley Matrix International, Inc.,
and Chuck Kremer. All rights reserved. Used with permission.

Exhibit 1.18 Mobley Matrix Cash Flow State mu.t Vertical Math

Mobley Matrix
Cash Flow Statement
Vertical Math
Bottom to Top
= Change in cash
+  Collections (OCF)
— Inventory paid (D1,
—  Prepayment (CC.F)
—  Fixed asset investment (ICF)
—  Other investment (ICF)
—  Expenve paid (OCF)
+(—) . Borrow (payback) (FCF)
—  literest and other paid (OCF)
- “Income tax paid (OCF)
+  Paid in (FCF)
—  Dividends and other (FCF)
OCF Operating cash flow
ICF Investing cash flow
FCF Financing cash flow

Note: In this exhibit, the acronym FCF stands for Financing Cash Flow rather than Free Cash
Flow as found elsewhere in this book.

Source: © Copyright 2004 jointly owned by Chris Mobley, Mobley Matrix International, Inc.,
and Chuck Kremer. All rights reserved. Used with permission.
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The Matrix also helps us understand the reason that an account such as ac-
counts receivable has changed and its affect on the cash account. If we look at the
horizontal math, we find:

Start with: Beginning accounts receivable $ 35
Add: Sales 500
Less: Accounts receivable collected 475
Equals: Ending accounts receivable $ 60

From this analysis, it is easy to see the company sold more than it collected by
$25. The $25 uncollected plus the $35 at the beginning of the period, leaves an
ending accounts receivable balance of $60.

The same analysis can be performed for every account i tie Matrix(see Ex-
hibit 1.19 for an explanation and indication of the Mob'ey Matrix horizontal
math). Inventory is another example of the horizontal n:ata:

Start with: Beginning inventory $ 75
Less: Inventory sold (cost of salcs) 310
Plus: Inventory purchased 340
Equals: Ending inventory $105

From this analysis, it ¢ar be seen that the company purchased $30 more of
products for sale than. it used for the actual sales for the year. This $30 is the
change in the invenor-between the beginning and ending financial statements.

The vertical mait for the cash flow statement has changed in that you add the
numbers from the bottom to the top (see Exhibit 1.18). The cash account is the
very first account and adds horizontally to the ending cash account balance. In
contrast, all the numbers add up to the top cash account, which reflects the total
change in cash experienced during the period by the company.

The only difficulty to be encountered by the individual filling in the Mobley
Matrix is hidden changes to the balance sheets. For these, the user of the financial
statements will have to look to the financial statement notes to find the answers.
The most common adjustment to the balance sheet will be the disposal of property
and equipment. When a piece of equipment is sold, the accountant writes off the
asset (credits the accounts) and writes off the accumulated depreciation (debits the
accumulated depreciation account).
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Any gains or losses, from the sale or disposal of the asset, (the difference be-
tween the adjustment to the asset account and the accumulated appreciation ac-
count), is the gain or loss recorded on the income statement. These entries made
directly to the balance sheet must be accounted for in the Mobley Matrix manually
by the preparer of the Matrix.

This Matrix clearly illustrates the relationship between the various financial
statements and can be used by all executives regardless of their accounting or fi-
nancial management weaknesses. It can be used to analyze historical results or to
monitor the cash flow effects of projected management decisions.

Management should be constantly monitoring the current free cash flow and
the projected free cash flow to ensure that the decisions they make do not nega-
tively affect the company’s free cash flows. Short-term drops in free cash flow
should only be considered when the present value of the future cash flows is in-
creased sufficiently to warrant the temporary, near-term drop.in cash flows.

Return on Equity

The second item to monitor to ensure that the company is increasing its value
is the return on equity ratio. This ratio is 1w portant because it monitors the
company’s:

= Profitability on sales.
m  Effectiveness in the use of itsassets (asset turnover).

m Use of leverage or extent ¢t <{'ebt financing.

The return on equity (ROE) ratio is computed as:

ROE = Net income

Shareholder’s equity

Clearly, the ratio itself does not directly show the effects of profitability,
turnover, and leverage, but if it is broken down into its component parts via the
DuPont Formula, the relationship becomes clear.

ROE = Profitability x Turnover x Leverage

or

ROE = Net income v Sales y Total assets

Sales Total assets Equity

86



Current State

Applying simple algebra, everything cancels out except Net income, which
then would be divided by Shareholder’s equity, providing our traditional return on
equity ratio. The value formula discussed previously uses the company’s cost of
capital as the denominator.

For public companies, the cost of equity capital is reflected via their stock
prices. For private companies, the cost of the equity portion of WACC cannot be
computed but must be estimated based on a comparison to the cost of equity of
public companies. Because of this difficulty, it is simpler for private companies to
use their ROE changes as a proxy for monitoring whether their cost of equity is in-
creasing or decreasing. Although it is necessary to compute an estimate of the
company’s cost of equity to determine its value, it is not necessary to estimate
the cost of equity to determine if the company is increasing its value by decreas-
ing its overall risk or cost of capital.

The SBfV Model uses the ROE as a proxy for monitoring if the.company is de-
creasing or increasing its cost of capital. Because ROE shouid be managed both
historically and on a forecasted basis, good forecasts will help management to un-
derstand the effects of their borrowing decisions and.the niargin for error these de-
cisions allow them. Generally, more borrowing w!' lower the cost of capital and
increase value, that is, use other people’s moz« v but only to a point. Pushing the
limits and allowing insufficient margins fcr ocbt coverage will increase the com-
pany’s risk and lower its value. Benchmearking within the SBfV Model will allow
management the ability to properly. maaage its debt levels. Managing the com-
pany’s free cash flow and ROE will ensure that management’s overall decisions
are increasing the company’s:value.

Organizing Performasicc Measures

Selecting the pertorinance measures that are related to a company’s critical suc-
cess factors is the key to effectively managing a company’s value through strate-
gic benchmarking. Step three will focus on the concepts of critical success factors
and selecting the key benchmarks for your company.

This section highlights some of the key performance measures that may be im-
portant to your company. One aspect of selecting your key performance measures
is gaining an understanding of the basic ratios and the information they tell about
the company. The metrics illustrated are organized by their various capital group-
ing and by their subgroupings. Subgroups allow management to organize the se-
lected metrics by the type of information provided. They also allow lower-level
management, without training in performance measurement, to understand why
certain performance measures have been selected.
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Physical Capital
Physical capital relates to the company’s tangible assets, its plants, machinery,
equipment, and technology infrastructure. How management utilizes its physical
assets is reflected in many different ratios. These ratios are primarily operational
in nature.

Looking at the physical capital as consisting of various resources of the com-
pany, they are divided into various categories:

Productive Capacity
These ratios focus on the production that is achieved using the physical facilities
and employee base.

Annual revenues
Sales per employee = A—

Full-time equivalent emnioyees

The higher sales per employee, the higher the profits.are that can be realized
per employee. This measure is especially used in the (ot :ware industry but has ap-
plication in most any industry especially in the service industries.

Arnnual revenues

Sales per square foot =
Squrare tootage used for production

The higher the sales per squaz= tcet of production facility the more usage the
company is receiving from its.tangible assets. This will minimize the capital in-
vestment required to suppert.cach dollar of sales and profits.

Investments in Proc"iction Assets
These ratios focus wirthe amount of capital assets that are being purchased or com-
pared to their economic usage as shown by depreciation.

Growth in fixed/capital assets = Capital expenditures

Depreciation expense

If a company’s capital expenditures are significantly higher than its deprecia-
tion expense, the company is requiring large amounts of capital to support its op-
erations and growth. As this gap narrows, the company is requiring less capital.
This results in higher free cash flows per sales dollar.

There should be periods in the life of every company where depreciation ex-
ceeds its capital expenditures. During these periods, the company will be de-
creasing the amount of capital needed to support operations.
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. Accumulated depreciation
Degree of fixed asset newness = P

Gross fixed assets

Purchasing too much equipment or too little equipment can seriously affect the
company. The ratio or degree of fixed asset newness can help management mon-
itor this potential problem. If a company delays updating equipment, its mainte-
nance cost will rise above industry norms and affect profitability. If it purchases
too much equipment, it risks creating a negative cash flow, lowering its free cash
flow or its profitability. This type of analysis is particularly useful for companies
like heavy equipment operators.

Dedication to Maintenance

. Maintenance expenditures
Maintenance costs = o

Revenues

This ratio focuses on the amount of revenue dedicated to riaintaining the com-
pany’s physical assets (plant and equipment). It is‘t<at used as a benchmark
against industry averages. Care should be used, as this ratio should increase with
the age of the assets. If it is too high, it may indicate the need to invest in new
equipment.

Flexibility of Fixed Assets
Maiket value of equipment

Flexibility =:.-
Book value

This ratio focuses on the market value of the assets compared to their book
value. If the market vaive is lower than the book value, this implies that the com-
pany is experienciag miore economic depreciation than it has recorded on its fi-
nancial records. Competitors could replace the company’s assets for less than the
company has invested and may experience a lower cost of production on their
competing products.

Technological Commitment

e Number of computers
Computer utilization = P

FTE employees

These ratios focus on the company’s investments in technology. If they are
below industry benchmarks, the company should seriously consider the potential
effect of updating its technology and thereby increasing its productivity. This
would be accomplished by integrating this analysis with some of the productivity
ratios.
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Computer utilization should relate specifically to the industry in which the
company is engaged. With the proliferation of computer types, networking, and
the Internet, the landscape has certainly changed. We now have to consider
whether we have smart terminals or fully functional independent robust portables
that may or may not be attached to company networks. Consider the impact of the
Internet on the ability to file share, or have machine operating manuals online, or
a production department troubleshooting a problem online with the machinery
manufacturer half the world away. This ratio is becoming more important for both
the service and the production industries and can no longer be limited to the ad-
ministrative functions within the company. Your question is to determine which
computers to include in the equation. Does this include the sophisticated cell
phones or PDAs or is it limited to full-function laptops or desktops and above?

Software newness = Average age of software applications

Where software companies’ business models are so depenient on upgrades for
their revenue streams, each customer is forced to balance the cost of upgrades ver-
sus the new functionality. Again, industry compaxisciis may be your best bench-
mark.

Computing capacity = Average \.PU speed per computer
and/cr zverage RAM per computer

This ratio relates to the processing speed of the company’s desktop computers.
As a company becomes more dependent on processing-intensive applications
(graphics, engineering, etc.), tiis can become a significant productivity measure-
ment.

Access to Supplieis

Logistic ratios = Weighted average distance (by purchase dollars)
from suppliers

Two major changes in the United States make this area more critical than in the
past. The first is the design of company production schedules that rely more on
“on-time delivery.” You can stretch your warehousing dollar by relying on the
supplier but increase your risks of downtime when weather interferes with the sup-
plier shipments. The second major change is the cost of shipping. Freeways seem
to slow transportation efficiency to the point that truckers are not able to predict
precise delivery times or costs as fuel costs fluctuate wildly.

Weighted average distance from suppliers is computed by multiplying the total
purchase from a supplier by the distance to the supplier. Distance dollars divided
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Exhibit 1.20 Weighted Average Distance from Suppliers

Example A Example B
Miles Miles
from Total Distance from Total Distance
Supplier purchases Dollars Supplier purchases Dollars
1,000 $ 1,000,000 $ 1,000,000,000 1,000 $ 500,000 $ 500,000,000
500 1,000,000 500,000,000 500 750,000 375,000,000
100 1,000,000 100,000,000 100 1,500,000 150,000,000
10 1,000,000 10,000,000 10 1,250,000 12,500,000
$ 4,000,000 $ 1,610,000,000 $ 4,000,000 $ 1,037,500,000
Weighted Weighted
Average Average
Distance 403 Distance 259

Source: © Copyright 2004 by FVG Holdings, LC and FVG California Partnersiip. All rights
reserved. Used with permission.

by Total purchases equals Weighted av<rage distance from suppliers. This is

demonstrated in Exhibit 1.20.
Changing the purchasing strategy by moving your manufacturing facilities can
shorten your access to suppliers sigaificantly or:

Logistic ratios = Weighted average (by packaged weight and/or by size)
distance from suppliers

If package weighi or size is more important, then that should be substituted for

the dollars in determining the logistic ratio.

Human Capital
These ratios focus on the quality of the company’s workforce.

Education
Total years of education

Full-time equivalent (FTE) employees

Formal education =

This ratio varies widely depending on the industry. Architectural firms could
require a substantially higher degree of formal education than a widget manufac-
turing company. However, no matter what the “Formal education” requirement
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might be, most companies must provide personal advancement and training ex-
penditures to not only keep their employees at the top of their game but also mo-
tivated and stimulated throughout their careers and employment with the
company.

Formal education ratio should divide full-time equivalent employees into total
years of education. The company must decide what the industry standard is for this
ratio. In the United States in the twenty-first century, most employees will have at
least an elementary and middle school education. Most employers consider high
school as four years, so you have to decide whether a senior in high school is the
baseline for your company or whether your employees will have four years of ad-
ditional education.

Educational reimbursement

Personal advancement =
FTE employees

Some companies encourage their employees to coniinuve their formal educa-
tion. This can be done through educational reimburse ment programs. Usually the
employee is reimbursed for the successful complerian of each course and not the
awarding of a degree. The amount being reini;ursed should be divided by, the
number of Full-time equivalent employees :1i'the company, division, or depart-
ment that is being measured.

Training
Sum of annual internal training hours

In-house (internal trainiagy =
FTE employees

Internal training'can De a significant component in employee effectiveness and
ability to accepi nioie responsibility. Again, the industry standard is important.
Some companies have a formal apprenticeship program that combines training
and production, but the industry trade groups should be helpful in determining the
standard definition of “training.” You can easily segregate new employee on-the-
job training from more formal company training programs, but as a minimum you
should include any training time that requires the employee to be absent from his
or her normal workstation or production area.

Sum of annual external training hours

Outside training =
FTE employees

Outside training is similar to the Internal training ratio and usually refers to
classes held outside the company by noncompany instructors.
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Employee Commitment

Absenteeism = Average number of sick days per employee

Industry average

One of the most difficult areas to consistently measure is employee commit-
ment. The absenteeism ratio tends to factor in “industry-wide” health characteris-
tics, such as people who work in mines versus those who work in an aerospace
company. Usually within an industry, sick days available will tend to be compa-
rable.

Sick days taken

Sick leave =
Sick leave available

The Sick leave ratio is more company specific rather thaii 1:austry comparable.
Depending on the company’s written policy, and whether family care is included,
this ratio would be a better indicator of employee cotaniument. Human resources
may have policies that make “sick days” difficuif-1o take. One question: Would
you rather have an employee stay home with-t ¢ flu or show up at the company
and share his or her germs?

These employee commitment ratioe are better used as trend indicators than
specific performance indicators.

Trust
Annual number of employee thefts

Employee theft =
FTE employees

In industries thav.are more prone to inventory and tool shortages (theft), the cost
to the company and customers can be significant. Many companies do not have
preplanned strategies nor public policies concerning this area and rely on situa-
tion-by-situation judgment. The Annual number of employee thefts should reflect
the ones where disciplinary action was taken, not presumed “thefts.” If this were
an area of concern, perhaps Inventory shrinkage or Missing tools per FTE would
be a better ratio.

Annual number of complaints to HR

Employee complaints =
FTE employees

Each company should have a system of collecting and categorizing the number
of complaints reported to human resources. Although companies with union rep-
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resentation may have a more formal system, any system can be a harbinger of
problems that need to be solved before they severely affect customers.

Experience

Total years with company

Company experience =
FTE employees

Human resources should be able to easily determine the total number of years
based on their date of hire for each employee. The total years divided by FTE em-
ployees, gives us a benchmark of our experience quotient that we can monitor and
compare to like companies.

. Total years in industry
Industry experience = &L

FTE employees

A more difficult statistic is “Total years in the indusiry.” Some have main-
tained that industry experience is crucial to the suecess of a company; however,
there are an equal number of advocates who mainicin that “management is man-
agement” and a professional manager can ficusition from industry to industry
without significant “startup or industry edtcation on the job training.” The debate
will rage on with examples of tremendcuis-success by some companies that bring
in an outsider to shake things up. Cn fiie opposite extreme are colossal failures,
where the “knight in shining armor” turned out to be a pile of tin without the men-
tal muscle to win the battle cud are relegated to the “executive severance bone
yard of failure.”

D\ . Total years in labor force
Vouk experience =

FTE employees

Another way of stating this ratio is “Average age of the employee.” Although
some professions do not really become part of the labor force until years of ad-
vanced schooling, internships, and residencies, most do not have those limitations.
So, you can divide total ages or Total years in the labor force by FTE employees.

Reputation
Survey said = Overall customer satisfaction rating

The Customer Satisfaction Rating (CSR) is a number that reflects past client
satisfaction of the service or products provided by the company. It is calculated by
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averaging the overall satisfaction scores (on a scale of 1 to 5 with 1 being very dis-
satisfied and 5 being very satisfied) from the customer satisfaction surveys. The
surveys can either be sent after each shipment or service, or periodically at set in-
tervals. The management of the survey process, should be conducted by, an agent
independent of the company. The arm’s-length process ensures the integrity of the
data and the representations.

An alternative to an open survey sent to all customers by an independent firm,
is to have top-level executives survey the best or most frequent customers per-
sonally. The average rating of these surveys would then be the measure.

Sales to repeat customers

Repeat customers =
Total sales

The Repeat customers ratio is the total sales for a given neriod of time divided
by the total sales. Depending on the company and prodnct ¢iis ratio can be com-
puted in a number of ways.

Total sales in dollars to repeat customers divided vy Total sales dollars.

Transaci:en to repeat customers
Repeat customers = -—

Taal number of transactions

You can also use the Numbe1 61’ invoices or transactions to repeat customers
divided by the Total number ¢t invoices or transactions.

Number of repeat customers

Repeavcastomers =
Total number of customers

Initially you might just want to count the number of customers with multiple
orders divided by total customers regardless of sales dollars or frequency of
orders.

Customer longevity = Average length of customer life
Capturing the date of the first order and the last order date of the customer will
allow you to total the days a customer has been using your company. Adding all

the cumulative customer order life cycle and then dividing by the number of cus-
tomers will give you a way of gauging the customer longevity ratio.
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Organizational Capital
Product Innovation

Number of patents
Average revenue patent =

Total revenue from patents

Since innovation and new products and services fuel the future growth of the
company, you should calculate the Average revenue per patent. Research and de-
velopment without ultimately having commercially viable products, is usually the
realm of academia or funded by grants. In order to reflect an increasing value dri-
ver for the for profit business, the ratio of the Total revenue from patents divided
by the Number of patents may be an appropriate measure for product innovation.

Total revenue from cenyrights

Average revenue per copyright =
Total reports 701 castomers

For a company that provides the service of creating copyrighted reports, the av-
erage revenue per copyright is valuable. Revemies from reports must be segre-
gated and totaled then divided by the total nunit;er of reports sold.

Research and development expenses

Research and developments percentages =
Total company revenues

Any company that has a reseeich and development budget should at least know
the percentage of total revenucs that is being spent on the R&D function. How the
company determines what 10 include as R&D expenses is the subject of great de-
bate, but trade associaticn reports may give guidelines to allow company-by-com-
pany or industry-0y-industry comparisons. At a minimum, the company should at
least develop its own definitions in the absence of outside comparisons.

Process Innovation

Employees making suggestions

Employee participation =
FTE employees

Product or process innovation can come from anyone within the company.
Often employees not formally involved in R&D or product design can make the
most profound contribution regarding new products, product modifications, and
process refinements whether for manufacturing or information flow within the
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company. An example would be a facility maintenance person who overhears a
production employee complain about how awkward it is to assemble a product. At
night, during the break time, the maintenance crew plays around with some re-
jected parts and finds that with a small cut here and some lubricant there, every-
thing fits easily. Companies need to not only encourage everyone to think and
develop a recognition and reward system but also to capture whether the sugges-
tion system is working.

To make sure that all suggestions do not come from one source it is good to di-
vide the number of Employees making suggestions by the number of Full-time
equivalent employees. To further determine the effectiveness of the suggestion
system, management can rate the suggestions (on a scale of 1 to 5 with 1 being a
suggestion without much merit and 5 being a true innovation). The total score of
the combined Employee suggestions divided by the number of suggestions would
give the average merit of the suggestions, or if the total score.\vas divided by the
FTE employees the ratio would have a different dimensior.

Decision Speed
Bureaucracy = Number of orgariz: tional levels

Decisions can often be bogged down by ti.c number of approvals they must re-
ceive. Although far from perfect, couniing the number of organizational levels
will give some insight into the potential for bureaucracy.

Perhaps an even better measurcwould be the average number of employees per
level of organization.

Number of FTE employees

Bureaucracy = —
Number of organizational levels

Financial Capital

Financial capital is related to the company’s use and management of its financial
resources. Each of these analytical ratios or calculations help us understand how
the business is using its financial resources and how outsiders, such as lenders or
investors, perceive the company’s management of these resources.

Liquidity
Liquidity reflects a company’s ability to meet short-term obligations with short-

term assets. These ratios help identify an excess or shortfall of current assets nec-
essary to meet current operating expenses.
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Current Ratio

Current assets

Current liabilities

The current ratio is the most commonly used liquidity ratio. Normally, the cur-
rent ratio of the subject company is compared to industry averages to gain insight
into the company’s ability to cover its current obligations with its current asset base.

Quick (Acid-Test) Ratio

Cash + Cash equivalents + Short-term investments + Accounts receivable

Current liabilities

The quick ratio is a more conservative ratio in that it measure: the company’s
ability to meet current obligations with only those assets that can be readily liqui-
dated. As with the current ratio, industry norms generaily. serve as the base for
drawing analytical conclusions.

Accounts Receivable Turnover

Annnal :alzs

Average accouits receivable

Accounts receivable turnover mecasures the efficiency with which the company
manages the collection sideot tiie cash cycle.

Days Outstanding ir: Accounts Receivables

365
A/R turnover

The average number of days outstanding of credit sales measures the effec-
tiveness of the company’s credit extension and collection policies.

Inventory Turnover
Cost of goods sold

Average inventory

Inventory turnover measures the efficiency with which the company manages
the investment and inventory side of the cash cycle. A higher number of turnovers
indicate the company is converting inventory into accounts receivable at a faster
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pace, thereby shortening the cash cycle and increasing the cash flow available for
shareholder returns.

Efficiency

Efficiency ratios, also known as activity ratios, provide an indication as to how ef-
ficiently the company is using its assets. More efficient asset utilization indicates
strong management and generally results in higher value to equity owners of the
business. Additionally, activity ratios describe the relationship between the com-
pany’s level of operations and the assets needed to sustain the activity.

Sales to Net Working Capital
Sales

Average net working capital

Sales to net working capital measures the ability of compar,y management to
drive sales with minimal net current asset employment.- A iiigher measure indi-
cates efficient management of the company’s net workiag capital without sacri-
ficing sales volume to obtain it.

Total Asset Turnover
Sate:

Average total assets

Total asset turnover measuses the ability of company management to effi-
ciently utilize the total asset base of the company to drive sales volume.

Fixed Asset Turncver.

Sales

Average fixed assets

Sales to fixed assets, measures the ability of company management to generate
sales volume from the company’s fixed asset base.

Borrowing Capacity

Leverage ratios, which are for the most part balance sheet ratios, assist manage-
ment in determining the borrowing capacity or solvency of a company. They pro-
vide an indication of a company’s ability to sustain itself in the face of economic
downturns or to borrow funds to support growth and capital projects. Leverage ra-
tios also measure the exposure of the creditors relative to the shareholders of a
given company. Consequently, they provide valuable insight into the relative risk
of the company’s stock as an investment.
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Total Debt to Total Assets
Total debt

Total assets

This ratio measures the total amount of assets funded by all sources of debt
capital.

Total Equity to Total Assets
Total equity

Total assets

This ratio measures the total amount of assets funded by all sources of equity
capital. It can also be computed as one minus the Total debt to Tatal assets ratio.

Long-term Debt to Equity
Long-term debt
Total equity

This ratio expresses the relationship betwe<: iong-term, interest-bearing debt
and equity. Since interest-bearing debt is « ¢aim on future cash flow that would
otherwise be available for distribution to shareholders, this ratio measures the risk
that future dividends or distributions wi't or will not occur.

Total Debt to Equity
Total debt
Total equity

This ratio mecsures the degree to which the company has balanced the funding
of its operations and asset base between debt and equity sources. In attempting to
lower the cost of capital, a company generally may increase its debt burden and
hence its risk.

Free Cash Flow to Invested Capital
Start with: EBITDA

Less: Taxes
Plus or Minus:  Changes in working capital
Less Capital expenditures

Equals: Free cash flow to invested capital
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This reflects the cash flow available to all stockholders, lenders, and equity in-
vestors. Positive invested capital to free cash flow demonstrates the company’s
ability to make a debt payment on any debt it may have or may wish to incur.

Credit Rating

A company’s credit rating reflects the outside-world view of the company’s wor-
thiness to obtain credit from suppliers and lenders. Difficulties with a company’s
credit history, capital structure, or profitability (and resulting cash flows) can ma-
terially diminish a company’s ability to obtain credit.

Profitability

Profitability ratios measure the ability of a company to generate returns for its
shareholders. Profitability ratios also measure financial performance and man-
agement strength.

Gross Profit Margin

Gross profit

Net sales

This ratio measures the ability of.th<.company to generate an acceptable
markup on its product in the face of cempctition. It is most useful when compared
to a similarly computed ratio for ccmparable companies or to an industry standard.

Operating Profit Margin
Operating profit

Net sales

This ratio measures the ability of the company to generate profits to cover and
to exceed the cost of operations. It is also most useful when compared to compa-
rable companies or to an industry standard.

Ability to Raise Equity Capital
Since the capital structure of most companies includes both debt capital and equity
capital, it is important to measure the return to each of the capital providers.

Return on Equity

Net income

Average common stockholder’s equity
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This ratio measures the after-tax return on investment to the equity capital
providers of the company.

Return on Investment

Net income + Interest (1 — Tax rate)

Average (Stockholder’s equity + Long-term debt)

This ratio measures the return to all capital providers of the company. Interest
(net of tax) is added back since it also involves a return to debt capital providers.

Return on Total Assets

Net income + Interest (1 — Tax rate)

Average total assets

This ratio measures the return on the assets emplcy=c i the business. In effect,
it measures management’s performance in the utili..ation of the company’s asset
base.

Sustainable Growth Rates

Free Cash Flow and Reinye¢simnent

Growth ratios measure a company’s percentage increase or decrease for a partic-
ular line item on the finoncial statements. These ratios can be calculated as a
straight annual averoge-or as a compound annual growth rate (CAGR) measuring
growth on a con:bcrunded basis over a specific time period.

Although it is possible to calculate growth rates on every line item on the fi-
nancial statements, growth rates typically are calculated on such key financial
statement items as sales, gross margin, and operating income, and are calculated
through use of the following formulas.

Average Annual Sales Growth

Current year sales — Beginning year sales

Beginning year sales x 100

Number of periods analyzed
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Compound Annual Sales Growth

analyzed

1
Current year sales [Number of periods J 1
Base year sales

Average and Compound annual sales growth measures for gross margin and
operating income are computed in the same manner. When calculating growth
rates on financial statements spread over five years, the typical period used by an-
alysts, the analyst should be careful to obtain growth rates over the four growth pe-
riods analyzed. In other words, periods = number of years — 1.

System Capital

Management should look at each of their basic systems witbin the company as a
resource of the company. These systems can vary from the accounts payable sys-
tem, to a manufacturing process to the information t=chnology infrastructure.
Often these systems will overlap and be integrated with-cach other. These systems
can be very strategic assets of a company or simpgiy necessary functions to main-
tain a competitive position with a competitor:

Dell Computers and Wal-Mart are two.cornpanies that have used technology to
provide themselves with a competitive advantage. They are both known for their
use of technology to run their comnanies. Dell is known for its systems to provide
clients information from ordering a computer to its delivery. It has used the infor-
mation system to be the lowes:-cost provider of computers in the world. Wal-Mart
is famous for its use of technivlogy to control its inventory. It monitors everything
from the supplier to the customer taking the merchandise from the store. In addi-
tion, it allows suppiiers to access information about products and thereby increase
the efficiency ot the product fulfillment delivery systems.

Analysis of each of the company’s systems needs to be developed to meet the
facts and circumstances for each system. This section will use the information
technology system as an example of the type of benchmarking that can be per-
formed for each system.

Plan Analysis
Disaster recovery plan = Disaster readiness index

Every company today should have a disaster recovery plan and an index that is

monitored to show its preparedness to recover from a disaster. Most small com-
panies will probably find that they are significantly deficient in their plans for re-
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covery after a disaster. The cost of preparedness is extremely low compared to the
cost of losing the company’s entire database of company records. The index is a
rebased measure where greater than 1.0 exceeds the planned expectations and less
than 1.0 is an indication of deficiency. Each component indexed will be a com-
parison of actual with planned measures. For example, if your plan calls for two
sets of computer back-up tapes stored at two different locations but you only have
one, the measure for this component is 0.5.

Project management = Projects meeting planned time and expense criteria

The larger the projects being managed and the number of projects being man-
aged, the more the importance of this measure increases. If a company is missing
deadlines on a regular basis, the additional cost of capital expenditures and im-
plementing new strategies or client projects can be a disaster for @ company.

Response Time
Work request = Fulfillment.cy<'e time

Work-request fulfillment is often a major pr-,blem in many companies. Failure
to fulfill work requests in a timely mannet can lower productivity and create dis-
satisfaction on the part of employees. W e-all have experienced the frustration of
not getting changes made in a timel 7 manner.

Service calls = Response time

Service calls not returt.ed to employees dependent on their computers creates
significant frustrativns-on the employees’ part and can lead to the loss of sales if
the individuals cannot access the correct or updated information or properly com-
municate with customers or the appropriate individual within the firm.

Call waiting = Response time for help desk or service agent to answer calls

Help desk response time is another form of work request or service calls.

Internet = Availability or Average response time

Today the Internet is an extremely important asset for most companies. If the
website is not available, or takes too long to provide the information needed by the
user, sales or productivity will be lost. Customers will not wait for a slow system

but will move on to another supplier of the service or product.
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Satisfaction
Internal customers (employees/departments) = Satisfaction survey

All of us can testify that we are more dependent on our computers than ever be-
fore for information, managing our business, or internal or external communica-
tion. We also understand the frustrations of dealing with problems concerning the
computers we use. It is extremely important that we monitor the users’ satisfaction
with the systems we provide them.

External customers = Satisfaction survey

Access of external users to our systems is increasing every day. Their satisfac-
tion will often be the key to increasing our sales or improving our relationships
with our suppliers. If the company’s sales are dependent onits website, the cus-
tomers’ satisfaction level should be a major management focus.

Help desk = Number of calls ber month

The number of calls received by system users is a key indicator of customer sat-
isfaction. If they are not trained in using the system or find it hard to use the sys-
tem, you can be confident that the satistaction level is low. If calls are increasing,
this is a major problem area to be dealt with. This applies to both internal and ex-
ternal users.

Complaints—external system

failures or jriability to find info = Number of calls per month

The number oi complaints from external users relating to system failures, or the
inability to find information on the website, is a strong indictor of customer satis-
faction level. Increases in the number of calls or the inability to quickly decrease
the number of calls to at least average industry levels should notify management
that they have a major problem on their hands that overtime will result in a loss of
revenue.

Costs
Capital investments = % change in IT capital investments

As companies become increasingly dependent on technology, changes in the
level of capital expenditures reflect a company’s ability to maintain its techno-
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logical edge or failure to implement the new technologies utilized by the compe-
tition. With the life of technology assets being so short, significant changes in the
level of technology spending will have a greater and quicker impact on the com-
pany than changes in the level of spending on long-life assets.

Cost per call = Help desk customer calls/complaints

The cost per call on calls to the help desk or service desk can significantly af-
fect the bottom line of a company. Lowering the cost per call by installing help
desk software or by better training of help desk personnel can bring tremendous
benefits. Naturally, these benefits are greater the larger number of help desk or ser-
vice desk personnel the company employs.

Number of calls per montk
Infrastructure = s ¥

Company revenue

This measure will monitor the load on a company’s technology. Systems
should be designed for handling a certain number &1 calls efficiently. As you reach
this level and exceed it, you should normally begiin to find service problems, in-
creases in the time to handle calls, and decreasing internal and external customer
satisfaction.

Customer capital may be the most important capital a company possesses.
Anything the company can do to wenitor and improve customer-related perfor-
mance measures will, most like!y, result in increased short-term and or long-term
revenue.

Customer Capital

Customer Services
Availability to customers = Daily hours available to customers

Availability to customers simply measures the amount of time the company is
available to its customers. Management can break this down into additional com-
ponents, such as office hours, store hours, customer service desk hours, and emer-
gency call hours. Comparing this to the competition’s hours will provide
additional insight into the company’s availability to customers and the potential
for lost sales resulting from the competition being available. Sales are lost when
the company is not available for the customer’s wants, needs, or convenience.

Improvements in availability = Increase in hours available to customers
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This measure is related to the previous measure and monitors any changes in
the company’s availability to the customer.

Effectiveness of customer support = Number of customer calls per month

This measure demonstrates customers’ use of the company’s support desk and
their interest in the company and products. This measure can represent either a
positive interest in the product or problems with the product compared to the com-
petition’s product. Products designed to require significant personal support are
more costly than those that are not. It is also possible for the competition’s prod-
uct to provide a competitive advantage by requiring less support for installation,
use, and so forth.

Quality of customer service = Number of customer complaints per month

Unfortunately, the company cannot have all perfect inidividuals maintaining its
customer service or support desks. Therefore, the nuimter of complaints received
is an indication that management may need to provide additional training to em-
ployees, replace ineffective employees, or ada «dditional employees to cover the
incoming customer calls.

Customer Loyalty
Customer life = Average life of customer

The average life of a customer can be of tremendous importance to the com-
pany’s bottom line. A< we all know, it is more costly to obtain a new customer
than to support a cuirest customer. Increasing the life of a customer is extremely
important to the company. If the average life of a customer is decreasing, then
management should expend the effort to investigate the reason. Drops in the life
of a customer generally indicate future problems or declines in revenue, cash flow,
and return on equity. The causes for a drop in the life of a customer can range from
new technology replacing the product, to decline in the product’s quality, to prob-
lems with the company’s sales force.

Sales per customer = Average purchase per customer
Changes in the average dollar purchases of a customer can also indicate an ex-

pected future increase or decrease in a company’s profits and cash flows. If the
company is experiencing a decline in the average dollar amount purchased, it very
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well may be reflecting a drop in the customer’s loyalty to the company and its
products or services.

The average sales per customer should be tracked on a monthly, quarterly, and
annual basis. Changes in the level of purchases by a particular customer may be
important for large customers, but often the average sales for a group of small cus-
tomers may be more important than those for any one of them in particular. The
small customers can be monitored by geographic region, type of customer, or any
other appropriate criteria.

Customer satisfaction = Customer satisfaction survey

Surveys are an important means of monitoring a customer’s satisfaction level.
Although dissatisfaction may not have resulted in a current loss of sales, it can be
an indicator of expected future loss of customers as soon as they encounter a suit-
able alternative for your product or service. If the customer is urnsatisfied, they are
most likely looking for a replacement product or provider, or at a minimum, they
will be receptive to alternative providers or products,

Market Penetration Customer retentior:. :=_Customer defection rate

Every company or service provider wiii icse customers or referral sources. The
rate of defection is the performance m2a:ure to be monitored. If a company is ex-
periencing an increasing defection taie or if the current rate is higher than the com-
petitors’, it will be more difficuit vor the company to maintain its profit margins or
to gain new customers. Cusiomers who leave a company are more likely to tell
their friends why they let: than those who stay are to tell their friends why they use
a company’s services o products.

Dcllar penetration = Total market share — dollars

Dollar market share demonstrates the portion of the total market controlled by
the company. But this measure alone is not enough. High-ticket items in the cate-
gory will pick up a disproportionate share of the dollar penetration. Although the
company has the market penetration based on dollars, a low-priced product with
a high unit penetration could begin to move upscale and begin to eat into the com-
pany’s market share without the company being aware of the true issues.

Customer penetration = Total market share — Customers

Customer share is also a key factor. Every company needs to control as many
of the potential customers as possible. The customer base allows the company to
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sell additional products or services to each of the customers. If a company does not
control the customers, the competition will.

New customers = New customers per month

The only way to increase the company’s market share is to be constantly
adding new customers at a rate greater than the competition. Without this number,
it is impossible to determine the cost to obtain a new customer. Budgeting for mar-
keting expenses and determining the effectiveness of marketing programs is de-
pendent on this number as part of the analysis process.

Customer penetration = Average number of products sold per customer

Customer penetration really relates to the number of products sold to each in-
dividual customer. If a company can improve this average per ciastomer, sales will
increase without the cost of adding new customers.

Website

The effectiveness of the company’s website is hignly dependent on the usage of
the website by the various users. To determine tize site’s effectiveness a variety of
measures must be considered at a minimurn:

Website Information Access
Customer usage = Number of customers/total customers

The most effective nicasure is to determine the portion of the company’s cur-
rent customers that use. the website. This would be dependent on the number of
unique users not the anmber of times a customer used the site. The more the com-
pany is able to entice the customer base to use the website, the more it can lower
marketing costs and provide focused information to its customers.

Frequency of usage = Internet sessions per active customer

The frequency of usage by the individual customers allows the company to
continue the refinement of the analysis of the effectiveness of the website. The
more frequently the customers use the website the easier it is for the company to
provide personalized service and information to these same customers.

Amount of usage = Length of session per visitor

The length of the average session per user also is an additional refinement of
the effectiveness analysis. The more a customer uses the site the more he or she
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becomes dependent on the site and the company for information on products or
services. Declining usage of the site may indicate that it is time for a major over-
haul of the company’s website.

Ease of completing purchases = Percentage of online purchases
terminated in process

This measure is extremely important to management because it indicates the
site’s effectiveness in closing the sale. It is estimated that for some companies, up
to 65 percent of the customers who start the online sale process never complete the
sale. The reasons range from complexity of the process to the fact that the com-
puter terminated the sale for no apparent reason at all.

This number has probably decreased as the design of online stores has contin-
ued to evolve and companies have improved the performance of their online com-
merce capabilities. Management must continue to monitor it: pz2rformance in this
critical area as the number of purchase transactions compicied online continues
growing at an astonishing pace.
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