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The New Role of Finance  

Real Financial Management 

When we look at the typical financial function within an organization, we will find a host of accounting activities: processing of payables, customer invoicing, payroll administration, financial reporting, etc. According to one survey, over 70% of all financial management functions are spent on the processing of accounting transactions. Less than 20% of financial management is spent on "real" financial management, things like performance measurement, risk management, forecasting, strategic planning, investment analysis, competitive intelligence, etc. All of these things are where real value comes from. Therefore, one of the first steps for financial functions to take when it comes to creating value is to move out of the traditional accounting box and into real financial management. 

The overall goal is to move into more value-added type activities, things that have an impact on improving company performance. Adopting a set of "best practices in financial management" can help transform the financial function into a driver of value. Best Practices refers to organizing the accounting and finance functions into a decision support function for the entire organization. Best Practices can encompass many things, such as:

· Organizing around results, such as quicker closings through soft general ledger closings.

· Processing data only once in order to reduce cycle times.

· Structuring data so that it provides information and doesn't just occupy storage space.

· Leveraging people and technology to improve transaction processing. This includes all kinds of applications - electronic payroll processing, purchase credit cards for payables, electronic data interchange, etc.

Breaking the Accounting Habit

One of the most important steps to making the financial function a source of value is to depart from the traditional accounting model. This requires a different way of thinking about how we measure performance. In financial management, the emphasis is on increasing value and not necessarily earnings. In order to make this transition over to value-creation, it is important to understand why accounting runs contrary to value-creation. 

When we talk about value, we are referring to the market value of the organization. Market values are determined by the future expected cash flows that will be generated over the life of the business. The problem with the traditional accounting model is that all of the emphasis is on earnings, especially the quantity of earnings. What counts in valuations is the quality of the earnings. In financial management, we call this economic performance (such as cash flows) as opposed to accounting performance (such as net income). Accounting distorts true measures of value and we are unable to understand economic performance. 

For example, it is quite common to recognize earnings regardless if the cash is collected. Likewise, expenditures that involve cash disbursements may provide future economic benefits that are ignored by accounting. If you were to spend $ 45,000 obtaining an MBA from the Wharton Business School, accounting would expense this investment. However, when we look at economic performance we would realize that this investment provides substantial increased cash flows over the life of your career. Therefore, accounting performance and economic performance are dramatically different.

Unfortunately, most people look to financial statements when measuring performance. If you look at the Balance Sheet, you will find book values of assets and not market values of assets. The Balance Sheet discloses total amounts invested. It tells you nothing about the success of these investments; i.e. have the assets earned more than the cost of capital?

So why are we so confined to financial statements for measuring performance? Part of the problem is our obsession with earnings. Like kids addicted to sugar, we can't get enough of the stuff. One reason people are fooled over the connection between earnings and market value is the fact that cash flow and earnings often move in similar directions. As a result, it is easy to conclude that earnings are the source of value. 

However, the real lesson is learned when the two (cash flow and earnings) depart. A good case in point are small capitalized companies, especially internet companies like ebay. Despite poor earnings, the market values for companies like ebay seems to escalate out-of-sight. What is going on? What is happening is that the marketplace determines value based on what it expects in the future and not on what past earnings were. The marketplace comprehends that ebay will generate a lot of future cash flows because it has reinvented how people buy and sell merchandise over the internet. Financial Statements lag behind and fail to recognize the true sources of value in the marketplace. As the President of Coca-Cola would say - "the guy with the biggest cash flow wins!" Therefore, it is imperative for accounting and financial management to think in terms of economic (cash flow) performance and not just accounting performance.

The financial function can play a lead role in emphasizing things that are important to true economic performance. For example, thinking outside the financial statements is critical. Many intangibles that are important to value-creation never show-up on the Balance Sheet. Things like human resource capital, information technology, new ideas from research projects, innovative marketing, key strategic partners, etc. All of this stuff (the so-called intellectual capital) is paramount to creating value.

Another important step is to balance financial forms of measurement with non-financial forms of measurement. Identify the strengths and weaknesses of the business and try to measure the non-financial parts that will be major elements of value-creation. Moving towards a single, unified system or data warehouse can help leverage the intellectual capital of the organization. Developing better analytical tools can improve the decision making process. Accounting and Finance needs to lead the way on these things and much more. This is how financial management creates value!

Financial Restructurings

One area where finance can play a lead role in creating value is through financial restructurings. There are a variety of reasons why financial restructurings are appropriate:

1. Improving the allocation of resources between business units, divisions, or other parts of the business.

2. Realigning the operating units of the business for a better fit with the rest of the organization. All parts of the business need to work together within a single strategic framework.

3. Increasing the focus of the business on what is important.

4. Introducing shared services and transfer pricing to better leverage the resources of the business and reduce redundancy.

5. Initiating a sense of urgency and change to move the organization in a new direction.

6. Increasing the capacity of the organization to borrow.

When it comes to arranging a restructuring, it is important to be creative since the restructuring must fit with the reasons for change. When Gary Wilson, CFO (Chief Financial Officer) of Walt Disney was asked how does a CFO create value, Wilson replied: "Just like any other great marketing or operating executive, by being creative. Creativity creates value. In finance that means structuring deals creatively."

Restructuring can take many forms. Some typical approaches to financial restructuring include:

Vertical Restructuring: Changing the configuration of assets within a business unit or part of the organization. A sale and lease back arrangement can be used to restructure assets between business units. Franchising and subcontracting are two other forms of vertical restructuring.

Horizontal Restructuring: Change in the overall business through a new joint venture, new acquisition, sale of a business unit, or other form. A leveraged recapitalization is a common form of horizontal restructuring where debt is used to change the capital structure of the organization. 

Corporate Restructuring: A corporate restructuring relates to how the business will operate in the future. There are several ways to initiate a corporate restructuring: 

· New issue of stock and/or debt

· Change in business form (such as partnership, corporation, trust, etc.)

· Repurchase of stock

· Leveraged Buy Out (LBO) - Borrowing against the assets of the firm to take the company private.

· Liquidation of the business when the break-up value exceeds the fair market value of the organization. 

Beware of Mergers

One of the most popular forms of corporate restructurings is the merger. A merger is when a bidding company negotiates to acquire another company. Payment is often made in the form of stock. The buyer is usually a larger mature company with surplus cash and wants to grow externally by acquiring another company that has strong growth. The merging of the two companies is suppose to result in higher values, commonly referred to as "synergy" values. However, the reality is that mergers do not necessarily lead to higher values.

A study of 150 mergers over a five-year period (1990 to 1995) found that one-third of all mergers "substantially eroded shareholder value." A comparison of acquiring companies with non-acquiring companies showed that non-acquiring companies (companies that grow internally) outperformed the acquiring companies. As Tom Peters (author of In Search of Excellence) has pointed out - "mergers are a snare and an illusion." 

One reason mergers fail to provide higher values is due to the fact that the price paid for the acquired company exceeds the value of the company. Good target companies are hard to find and larger companies are unable to grow internally. This drives the price of target companies up. Additionally, investment bankers are eager to arrange mergers regardless if value is enhanced. There is no such thing as a bad merger in the eyes of an investment banker. 

Some other reasons why mergers don't work include:

1. Increased Earnings: Mergers are sometimes undertaken to improve earnings. However, the mere purpose of increased earnings is no guarantee of higher values since the new combined company may fail to earn positive returns on capital invested.

2. Competitive Advantage: Trying to beat the competition through a merger is a temporary quick fix. It does not address the fundamental reasons for failure to compete. You still have to outperform your competition on the total capital invested. If you are unable to generate higher returns, investors will move funds to competing companies that offer higher returns for the same level of risk.

3. Bargain Purchase: Buying a company simply because it is undervalued should raise a red flag. You are guessing against the marketplace when it comes to valuation. Additionally, undervalued companies sell at a discount for a very good reason - they are not worth much because their prospects for future recovery are doubtful. Trying to turnaround an under-performing company is not easy.

4. Cash Flow Cow: Buying a company just to acquire a strong cash flow is costly. The very reasons for the strong cash flow soon evaporate after the merger and long-term values fail to materialize.   

Recapitalizations (Recaps)

On the other side of restructurings are recapitalizations (recaps) of the business. The evidence is strong that recaps do in fact enhance values. Even if a company borrows heavily to simply pay out large dividends can boost values. Recaps send a message to the marketplace about what management thinks. 

One important element in many recaps is the use of debt. Debt helps enhance values. Why? It seems that when an organization operates under heavy debt loads management is forced to make better decisions for the shareholders. Under high debt, the company must make interest payments and this forces management to watch how it invests scarce resources. Management is more likely to look for ways to preserve cash. In the absence of debt, managers have a tendency to overpay for acquisitions, misuse surplus funds, and disregard returns on invested capital. Therefore, carrying high levels of debt can be a simple and effective way to keep managers working on behalf of higher values.

Spin Offs

One final type of restructuring that deserves some attention is the spin off. A spin off is the creation of a new separate company from an existing company. The shareholders own the same collection of assets, but they now have two shares of stock for two companies. Since there is no real change in assets, you would expect no real change in values. However, when the pie is divided into smaller pieces, the value of the pie seems to increase. Spin offs seem to release value that is buried inside a large organization and when each company can manage on its own, value is increased. When AT&T decided to spin off Lucent Technologies, one investor remarked: "the dog can finally run." Spin offs can be a good way of releasing value that is being held back by large bureaucratic companies. 
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Value Based Management  

So far, we have focused our attention on how the accounting and finance functions can help create higher values for the organization. The financial functions must think differently in terms of economic performance and not just accounting performance. This means going outside the traditional accounting model and recognizing that success is no longer measured by earnings per share, but by the present value of future cash flows. Therefore, one of the mandates for creating value is to invest in assets that will provide returns higher than the cost of capital. This requires that we manage assets in accordance with the following:

1. Cash is as important, if not more so, than earnings.

2. New investments in assets must earn their keep by generating positive net present values.

3. Existing assets are subject to regular review for economic performance. The mix of assets is always changing to meet our overall goal of increasing value and growing the business.

The Accounting and Finance Function can lead the way for the entire organization when it comes to value-creation. After all, the financial function usually has insights into all other functions within the business and only the financial function can fully grasp the principles behind value-creation. However, before the financial function embarks on this bold new strategy, we must first transform the financial function into a "real" finance department. In the words of Robert Darretta, CFO for Johnson & Johnson, "Finance creates value by having the best business people, not by having the best accountants." This concept of having "business people" must spillover and become part of the entire organization. 

Decisions should be made in the context of how does this decision affect the value of the organization. Having the entire organization committed to value-creation is very difficult since it requires a new mindset; everyone has been driven by profits - bonus checks are based on earnings, performance has been evaluated through accounting returns, etc. The overall process of managing for value is called Value Based Management. Implementing Value Based Management requires:

(1) Driven from the Top: The Chief Executive Officer, upper level management, board of directors and other key personnel must be the driving force behind value based management. This is critical since everyone has been managed under a different set of principles and now the rules have changed - economic performance and not accounting performance is important.

(2) Cross Functional Team: Since value based management cuts across the entire organization, it should be implemented through a cross-functional team. The cross-functional team is the vehicle by which the organization makes the cross over to value based management. Therefore, team members must be leaders of change, committed to making value based management work. Team members must be highly skilled in communicating since they must sell and get people to "buy in" to value based management. Some of the objectives of the team will include:

· Guiding the implementation of value based management.

· Facilitating open communication about value based management.

· Coordinating and designing how value based management will work within different parts of the organization.

· Acting as a bridge between executive management and the rest of the organization; working to resolve discrepancies between what management wants and what is possible. 

The cross-functional team will need to engage people who have to implement value based management. This may involve the following:

· Holding meetings to acquaint everyone on value based management - who will be responsible, how will it work, how can employees influence value, etc.

· Providing formal training sessions to convince key people why value based management is important.

· Having manager's assist in the analysis of value-creation. Allowing managers the ability to change existing performance standards to better fit with the concepts of value based management, such as emphasizing cash rather than profits. 

· Correcting alignment problems between upper levels of the organization and operating units. 

(3) Linking Compensation to Value: The compensation for key personnel should be linked to how much value they created. Traditional incentive plans which are linked to earnings or budgets must be phased out. The objective is to account for what it is people do with the capital that they have been entrusted with. Incentives should be objective and determined based on current standards. For example, using an estimate of future values is too subjective. Since the value-creation process is long-term, compensation linked to cumulative measures seems to work best. Also, it is important to calculate incentive programs at the beginning of the year to ensure fairness and objectivity. The value of the capital and the cost of capital must be clearly communicated to each manager. 

Value Based Management is not easy to implement; it is an entirely different way of thinking. One way to sell people on the idea of value based management is to communicate the benefits of higher values. When the wealth of the organization expands, this benefits everyone, not just the shareholders. In the past, the organization has relied on lagging indicators like return on assets and the organization has failed to account for how capital is used. Since capital is a scarce resource, we can no longer run our business this way. We need to refocus our attention on what really matters - increasing returns from the capital we have deployed. 

Value Based Management (VBM) requires benchmarking value-creation against the competition. All companies compete for capital. VBM must be connected and tied to the strategic plans of the business, the operating decisions, and the investment decisions. All of this has an impact on the creation of value. Managers must make distinctions between good capital (capital that is under their control that is generating returns higher than the cost of capital) and bad capital (just the opposite of good capital). The benefits of this new way of thinking can be tremendous.  

Of course, you will run into problems as you implement VBM. For example, some managers will feel that measuring value does not make much sense. Others will not understand what it is they are supposed to do. However, once everyone begins thinking in terms of economic performance, you will reap the benefits of increased values.

Monitoring Value-Creation

One missing link in this process known as Value Based Management is some form of measurement. It has been said that in order to manage something, you need to measure it. When it comes to measuring value-creation, we need to focus on what kind of return management generates from the capital invested. Comparing rates of return to the cost of capital can help us understand how we are doing. For publicly traded companies, one obvious place to look is the stock price. The total outstanding shares of stock multiplied by the stock price is the market value of the company. We can extend this concept of measuring value by measuring Market Value Added or MVA.

Market Value Added (MVA) is the difference between the capital that has been invested and the market value of the capital. MVA is the assessment within the marketplace on what the net present value is for all investments made by the company. 


MVA = Market Value of Debt + Market Value of Equity - Total Adjusted Capital

The market value of debt is not always readily available and therefore, some companies focus on the equity portion only. Additionally, the total amount of capital originally invested is easily distorted by various accounting entries. We are trying to compare all of the cash that has been invested into the business with the market value of all investments. The incremental value that has been added over time is MVA.

MVA is also used as a way of benchmarking market performance between companies. In order to have a comparable MVA, a standardized MVA is calculated by dividing the change in MVA by the adjusted equity value at the beginning of the year. 

Standardized MVA = Change in MVA for the Year / Adjusted Equity at Beginning of Year 

Example 1 - Calculate MVA and Standardized MVA

Delmar Corporation has 100,000 shares of stock outstanding with a market price of $ 22.50 per share. Delmar has reviewed the book values of equity and adjusted back to a cash equivalent value of $ 2,145,000. In arriving at the $ 2,145,000, Delmar reversed out the negative affects on equity, such as extra ordinary losses. Last year Delmar had a Market Value Added of $ 75,000.

Market Value of Equity = 100,000 x $ 22.50

$ 2,250,000

Total Adjusted Capital *




$ 2,145,000



Difference is Market Value Added

      105,000



Last Year's MVA was 



        75,000



Change in MVA



        30,000

Calculate Standardized MVA: $ 30,000 / $ 2,145,000 =          1.4%


*Appendix to Chapter 3 will illustrate how to calculate Total Adjusted Capital

In his book Quest for Value, G. Bennett Stewart III describes MVA as: "the value a company has created in excess of the resources already committed to the enterprise. In theory, MVA represents the net present value of all past and projected capital projects."

Problems with Stock Price Valuations

Although it is easy to refer back to stock prices as an indicator of value, the truth is that stock prices may not accurately reflect the value of a company because:

1. Stock prices can be influenced by market forces, such as general economic conditions, Federal Reserve policies, expectations of inflation, etc. There is a broader set of dynamics that goes into establishing the price of a stock. Stock prices do not move solely on the value of the company.

2. Stock prices fail to reflect hidden values within a company. This is evident when a company decides to do a spin off. Even a stock split can generate higher values.  

Another problem we face with measuring values through stock prices is that we do not want to hold managers responsible for things they cannot control. It is important to use measurements of value that are within the control of management. If we were to hold managers responsible for the stock price of their company, they may tend to engage in programs that manipulate stock prices. For example, it is not uncommon to see a new Chief Executive Officer announce a cost cutting program to boost earnings. Stock prices go up and management gets the illusion that re-engineering programs are a good source of value-creation. The truth is that over the long run, reorganizations such as slashing payrolls will not provide long-term sustainable value. Anyone can cut costs by reducing payrolls.

A better approach to measuring value is needed. Can we fall back on accounting forms of measurement, such as Return on Assets, Return on Gross Investments, or Earnings Before Interest Taxes Depreciation Amortization (EBITDA)? The answer is no because value-based metrics must meet two very important test:

1. They must focus on cash flows and not accounting derived earnings since this is how we calculate value.

2. They must recognize all cost associated with the capital that we have invested; i.e. assets carry a cost.

This leads us to the next step in how we create value through financial management - measuring how much value has been created or destroyed.

Chapter
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Measuring Value 

Before we dive into value-based metrics, let's recap some important points that have been covered in this course:

1. Traditional accounting and financial functions need to spend a lot more time on real financial management. This can encompass many things that are value-driven. For example, using a new decision model program for capital investment decisions can help ensure that investments end up creating value.

2. The financial function should be prepared to lead the way on value-creation by becoming a strategic center on how to increase values. This can lead to Value Based Management (VBM), a formal program for managing the organization in terms of economic performance. 

As we indicated in the last chapter, we need a new way of measuring value-creation. Fortunately, in recent years there has been a proliferation of measurement programs for VBM. This chapter will focus on three: Economic Value Added (EVA), Cash Flow Return on Investment (CFROI), and Residual Cash Flow (RCF). It is important to note that since value-based metrics is a relatively new field, new conclusions and ideas are still forth coming. Also, since this is an evolving field it is important for all organizations to not place their entire emphasis on one measurement system. The most prudent approach to measuring value (like capital budgeting) is to use a combination of metrics when evaluating value-creation.

Economic Value Added (EVA)

Probably the most widely used approach to measuring value-creation is Economic Value Added or EVA. EVA has been popularized by Stern Stewart, a major consulting firm which holds the registered trademark for EVA(. Many large American corporations have adopted EVA: Boise Cascade, Coca-Cola, Whirlpool, Eli Lilly, Monsanto to name a few. EVA like all value-based metrics departs from the traditional accounting model. The basic equation for calculating EVA is:


EVA = NOPAT - Cost of Capital

NOPAT: Net Operating Profits After Taxes. This is Operating Profits less taxes but before financing costs and non-cash entries (although not depreciation). NOPAT is the residual income we have generated on the capital invested.

Cost of Capital: This is the charge for use of capital. It includes interest on the debt and a charge for the equity capital based on a cash equivalent equity x cost of equity rate. 

The idea behind EVA is rooted in economic income as opposed to accounting income. As economic income moves up or down, so goes the value of the business. The problem is that calculating economic income is not easy; it requires hundreds of adjustments. For example, under traditional accounting we would expense cash disbursed for research and development (R & D), but in arriving at economic income we would capitalize R & D since it provides a future economic benefit. The list of adjustments from accounting to economic is extensive: depreciation, gains / losses, reserves, deferred taxes, etc. Since EVA is at the center of Value Based Management, it is important to keep the number of adjustments to those material items that significantly distort value. This is important since managers throughout the entire organization will need to understand how EVA is calculated. Keeping EVA simple will go a long way towards successful implementation.

EVA Adjustments

When we calculate EVA, we need to calculate the cash equivalent of income (NOPAT) and the cash equivalent equity that has been invested in the business (adjusted capital). This requires that we remove many of the accounting distortions that have blurred cash flow. In his book Quest for Value, Bennett refers to these adjustments as "equity equivalents" so that we can restate book values to economic values. When the market value of an organization exceeds the economic value of the organization, this is Market Value Added (MVA). 

In order to calculate NOPAT, we will add back to income current year's equity equivalents that have distorted cash flows. Cumulative equity equivalents will be added back in arriving at adjusted capital. In Quest for Value, Bennett describes the following equity equivalent adjustments:

1. Deferred Taxes: The Income Statement reflects tax expenses which may or may not be paid. The difference between what has been expensed and what has paid is called deferred taxes. By adding deferred taxes back to capital, we reverse out the distortion for taxes not paid. An increase to deferred taxes in the current year would be added back to income in arriving at NOPAT (Net Operating Profits After Taxes).

2. LIFO Reserve: LIFO (Last In First Out) is used to price inventories on the Balance Sheet. Under LIFO, investments in inventory are subject to understatement. A LIFO Reserve Account captures the difference between LIFO and FIFO (First In First Out). This amount is added back to capital since we want to reflect the total amount of capital invested. An increase to the LIFO Reserve in the current year would be added back in arriving at NOPAT.

3. Amortization of Goodwill: Non-cash expenditures such as goodwill will distort capital deployed. We are trying to measure the cash return on all cash invested into the business. Therefore, we would add back the total amount amortized for goodwill in arriving at capital and we would add back the current year's amortization in arriving at NOPAT.

4. Capitalized Intangibles: Intangibles such as Research & Development expenditures provide a long-term economic benefit. These transactions are capitalized under EVA as opposed to expensing the entire amount within traditional accounting. The original R & D expense is reversed out and replaced with a Net Capitalized Intangible (NCI). The total amount for R & D less the amount amortized is the NCI and this represents an adjustment to capital. The amount amortized in the current year would be adjusted to earnings in arriving at NOPAT.

5. Other Reserves and Allowances: Besides the LIFO Reserve, we may have material amounts related to other types of reserves and allowances. Examples include Reserve for Inventory Obsolescence and Allowance for Doubtful Accounts. These accounting transactions would be treated similarly to the LIFO Reserve.   

In summary, we are trying to arrive at earnings that are close to cash and compare this return to a capital base that is expressed in cash equivalent terms. This means that we recognize economic values, such as expenditures that provide long-term benefits and reverse out non-cash entries as well as reserve account balances. Also, we must express the asset base (capital) in terms of replacement capital. This requires removing distortions like goodwill write offs, asset write offs, and highly depreciable fixed assets that have a carrying (book) value substantially different than market or replacement values. In Quest for Value, Bennett summarizes the following adjustments:

Adjustments Required to Calculate NOPAT:
Adjustments Required to Calculate Capital:

+ Increase to Deferred Taxes


+ Deferred Taxes

+ Increase to LIFO Reserve


+ LIFO Reserve

+ Goodwill Amortized in Current Year

+ Total Goodwill Amortized to Date

+ Increase to Net Capitalized Intangibles

+ Net Capitalized Intangibles

+/- Unusual Loss or (Gains) net of tax

+/- Cumulative Loss or (Gain) net of tax

+ Increase to Other Reserves & Allowances
+ Other Reserves & Allowances

A complete example of how to calculate EVA is included as an Appendix to this Chapter. You may want to review the Appendix before proceeding to the next section in this course.

Using EVA

Once calculated, EVA (Economic Value Added) is an indicator of how much value was created or destroyed by management. If EVA is positive, value was added, if EVA was negative, value was destroyed. EVA is also used in conjunction with MVA (Market Value Added). Since EVA is a period to period measurement, we need to compliment EVA with a cumulative long-term measurement like MVA. We can view MVA as the present value of all future EVA's. Stern Stewart, a major advocate of EVA, considers EVA to be the true economic profits of the business and the best guide to MVA is EVA. In order to increase EVA, management has three options:

1. Growth: Invest capital in projects that earn a return higher than the cost of capital.

2. Process Improvement: Increase returns (NOPAT) through better efficiencies, cost control, higher productivity, etc.

3. Asset Management: Improve the management of assets by selling-off non-performing assets and increasing asset efficiency. For example, reducing the amount of time cash is tied up in receivables and inventory would be a basic approach to increasing EVA.

Stern Stewart considers EVA to be at the center of Value Based Management with numerous applications, such as:

· Evaluating the true performance of business units and the overall organization.

· Establishing budgeted EVA levels for strategic areas of the business.

· Evaluating capital projects by using EVA as opposed to cash flows.

· Compensating executives based on levels of EVA and not earnings.

The main benefit of EVA like other value-based metrics is that management now views performance differently. For example, Company A and Company B (both in the same industry) have the same level of earnings per share. However, Company A requires twice the capital of Company B to generate these same earnings. Under Value Based Management, Company B is much more profitable than Company A. If we follow the traditional accounting model, there would no difference in how we look at performance.

Some Problems with EVA

Although EVA is a positive step away from the traditional forms of accounting measurement, it does have its limitations. Part of the problem is the fact that EVA comes from the very same model that it disputes, the traditional accounting model. Adjustments are calculated based on the accounting model to arrive at EVA. These adjustments are to some extent subjective in nature and thus some distortions can carry over into EVA. 

Another problem is how we measure relative value within the overall marketplace.  A company can experience positive EVA, but have a declining share of value within the marketplace. If the competition is gaining more and more of the wealth within the marketplace, it will take a lot more than positive EVA's to sustain long-term values. Finally, at the beginning of this chapter I mentioned that value-based metrics is a relatively new field and things are still evolving. To date, the support for certain metrics like EVA is not very impressive. This point will become more obvious when we discuss two remaining approaches to measuring value, Cash Flow Return on Investment and Residual Cash Flow.

 Cash Flow Return on Investment (CFROI)

The second approach to measuring value that we want to discuss is Cash Flow Return on Investment or CFROI. Valuations are a function of looking into the future and adjusting for things that will alter value. For example, the operating cash flows we receive in the future are adjusted downward to reflect inflation. We also recognize that the marketplace is not without limitations when it comes to judging value. For example, the marketplace can not readily comprehend the cost of capital (this is difficult enough for insiders to figure out) and thus the marketplace reacts to things like earnings to determine short-term values. We need a way of measuring value that emphasizes operating cash flows (adjusted for inflation) and compares this return to investments that are also adjusted for inflation. Such an approach to measuring value is called Cash Flow Return on Investment (CFROI).

CFROI = Inflation Adjusted Cash Flows (Cash In) / Inflation Adjusted Investment (Cash Out)

Unlike EVA, CFROI expresses cash flows and investments in current dollars. CFROI does not concern itself with the cost of capital. It looks ahead and establishes a market rate based on what investors expect over the long-term. Because of this approach to valuation, CFROI tends to be more accurate than EVA in measuring value. Under CFROI, economic performance is calculated and measured by:

1. Identifying cash inflows and outflows over the economic life of the assets.

2. Adjusting both cash inflows and outflows into units of constant purchasing power.

3. Calculating a CFROI rate similar to how the Internal Rate of Return is calculated; i.e. what is the rate where inflows = outflows?

Calculating CFROI

CFROI adjusts for inflation by marking-up gross investments made each year based on comparing the GDP deflator to changes in purchasing power. The useful life of assets is estimated by dividing gross investments by depreciation charges. Cash flows are determined by starting with gross cash flows or net income and making several adjustments, such as adding back interest expense. Assets that are not capitalized are separated out from capitalized investments in order to properly calculate the CFROI rate (calculated similar to Internal Rate of Return). CFROI like EVA attempts to remove accounting distortions in arriving at cash in and cash out, such as the following:

   Net Income



   Book Value of Assets

+ Rent Expense (Operating Leases)
+ Accumulated Depreciation

-  FIFO Profits



+ Operating Leased Assets

+ Interest Expense


-  Net Deferred Tax Assets

CFROI is calculated by translating the ratio of cash in to cash out as an internal rate of return. The calculation uses the economic life of investments and considers non-capitalized assets (such as land) as residual values at the end of the valuation period. The following example will illustrate these points. 

Example 2 - Calculate Cash Flow Return on Investment (CFROI)

Some important points: Gross assets is the sum of non depreciable and depreciable assets. Useful life of assets is calculated based on the relationship of gross assets to depreciation charges. We will assume this is 15 years. At the end of 15 years, non-depreciable assets are released. Gross cash flows are adjusted for monetary gains and (losses) as well as a non-LIFO inventory adjustment.

Step 1: Calculate Gross Cash Flows and express this amount in current dollars (adjusted for inflation). Non cash items such as depreciation are added back, interest on debt is reversed out since cost of capital is ignored, and payments on operating leased assets are reversed out since off balance sheet assets are included in capital. 



Net Income



$  41,000



Depreciation

    

    20,000



Interest Expense
      

      6,000



Rental Expense
      

      6,000



+ / - Monetary Holding Gain (Loss)
     (3,000)



Gross Cash Flows in Current Dollars   $   70,000

Step 2: Calculate Gross Assets (Capital) and express this amount in current dollars (adjusted for inflation). 



Monetary Current Assets

$ 161,000



Less Non Interest Current Liabilities 
   ( 84,000)



Net Monetary Assets


     77,000



Inventories 



     68,000

 

Adjust Inventories to Current $

     49,000



Land




       9,000



Adjust Land to Current $

       3,000


Non Capitalized Assets in Current $ 
  206,000



Gross Plant Assets


  348,000



Adjust Gross Plant to Current $
  106,000



Leased Property


    66,000



Capitalized Assets in Current $

  520,000


Total Gross Assets in Current $           $ 726,000

Summary: Cash Inflows are $ 70,000 per year over 15 years + residual value of $ 206,000 for non-capitalized assets. Outflows are $ 726,000 for capital deployed (gross assets).

Step 3: Calculate CFROI like you would calculate Internal Rate of Return; i.e. the rate where inflows ($ 70,000 & $ 206,000) equals outflows ($ 726,000). We can use a Microsoft Excel Spreadsheet to solve for CFROI.

Enter -726,000 in cell A1 followed by +70,000 in cells A2 through A15 and finally enter +276,000 (70,000+206,000) in cell A16. Enter the IRR function in cell A17 as =irr(a1:a16) and Excel calculates a CFROI of 6.73%.

Using CFROI
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One of the advantages of CFROI is that it can be used to track long-term trends. CFROI is often plotted within the economic life cycle of a business. Over time, many companies experience maturity and slower growth. If the company fails to recognize declining values, the market value of the firm will fall below the firm's cost. On the other hand, if the company has strong growth and high returns, competition will move-in and put pressure on the company's ability to sustain high values. When a company has high CFROI in relation to what investors require, the company sells at a premium and when CFROI is below the rate of return required by investors, the company will sell at a discount.

CFROI is quite popular for determining the value of a target company that is a possible takeover candidate. CFROI looks at the economic cash flows over the life of the entity. Net Present Values are calculated for the target investment as well as for future investments required. The combination of the two represents the market value of the target company. Debt and debt equivalents are subtracted from the market value, then divided by the total shares outstanding to arrive at the target price per share. Investment and Portfolio Managers also use CFROI to ascertain company values in an effort to predict future economic performance and stock prices. 

Some Problems with CFROI 

Although CFROI is an excellent value-based metric, it does have some shortcomings. For example, it is very difficult to calculate. You have to identify all future cash flows associated with both present and future investments. This is extremely difficult. Also, CFROI provides information in the form of returns as opposed to total value created or destroyed. This may not appeal to all managers. Finally, CFROI suffers from the reinvestment rate problem associated with Internal Rate of Return (IRR). Therefore, given two projects with the same Net Present Value, but different timing and amounts of cash flows, CFROI like IRR will not show an indifference to the two projects. You could end-up ignoring a good investment project.

Residual Cash Flow 

The third and final approach to measuring value that we need to discuss (and yes I saved the best for last) is Residual Cash Flow. Residual Cash Flow (RCF) is sometimes called Cash Value Added (CVA); i.e. what are the residual cash flows generated by this investment. Residual Cash Flow is net cash flows less a charge for cost of capital. We can express Residual Cash Flow (RCF) as:


RCF = Adjusted Operating Cash Flows - I (Gross Investment) 


I: Cost of Capital

Example 3 - Calculate Residual Cash Flow

A capital asset costing $ 100,000 has a useful life of 5 years with no salvage value. The asset will depreciated over the straight-line method. Annual cash flows from this investment are $ 35,000 per year and the marginal tax rate is 35%. The weighted average cost of capital is 8.5%. What is the RCF per year?

Cash Flow per Year


$  35,000

Less Taxes @ 35%


   (12,250)

Net Cash Flows



    22,750

Adjustment to Cash Flow (1)

      7,000
Adjusted Cash Flow


    29,750

Less Cost of Capital (2)


    ( 8,500)

Residual Cash Flow (RCF) per Year
$  21,250
(1) depreciation of $ 20,000 per year ($100,000 / 5 years) x .35 tax rate.

(2) gross investment of $ 100,000 x 8.5%.

As you can see from the previous example, RCF is much easier to calculate when compared to EVA or CFROI. However, we want RCF to be as accurate, if not more so, than EVA and CFROI. Therefore, we will need to make some additional adjustments. We can take a page out of the EVA book and apply it to RCF. For example, research and development expenses are capitalized under EVA since they provide future economic benefits. This same type of adjustment should be made to operating cash flows under RCF.  

We should also remember that weighted average cost of capital includes the cost of debt. If operating cash flows include interest payments, then interest should be ignored in arriving at operating cash flows. Otherwise, you will double account for debt service costs, once in calculating cash flow and once in calculating a charge for cost of capital. As you might expect, in the hands of consultants RCF is subject to several other adjustments. Two notable examples are summarized below:

Calculating RCF per The Boston Consulting Group:

1. In arriving at adjusted operating cash flows, economic depreciation is deducted. Economic depreciation refers to the sinking fund amounts required along with earned cost of capital that is required to replace the asset.

2. Similar to CFROI, adjusted operating cash flows are restated to constant dollars.

3. Weighted average cost of capital is ignored and a market driven rate is used. The market driven rate is estimated as the discount rate for equating the present value of net cash flows for an index of companies with the sum of prices for debt and equity of the same index of companies. The market driven rate is essentially the rate of return demanded in the marketplace.

Calculating RCF per Fredrik Weissenrieder Consulting:

1. Adjusted operating cash flows are calculated by finding the discounted cash flow that provides a Net Present Value of zero for the economic life of the investment.

2. Gross investment excludes non-strategic assets. Investments made that have nothing to do with returns (such as furniture and fixtures) are not part of capital.

Residual Cash Flow incorporates residual income concepts and gets back to the most important indicator - operating cash flow. By focusing on operating cash flows, RCF simplifies the valuation process and still retains high degrees of accuracy. This point was made clear when 325 companies were compared over a five-year period using EVA, CFROI, and RCF. The study, published in the October 1998 issue of Management Accounting, concluded the following:

"EVA's creators have certainly made some incredible claims, but so far the academic testing of the measure has not shown significantly different results from residual income in most respects. Clearly the superiority of RCF is apparent over either EVA or CFROI, the recently popular measures produced by the consulting firms."
Residual Cash Flow does have some drawbacks, but they are few. For example, RCF is not a comparable form of measurement; i.e. you can not compare RCF's between companies. In addition, RCF is sometimes more appropriate for project evaluation rather than company valuation. However, given the fact that RCF is highly correlated to stock prices, it warrants serious consideration by all organizations concerned about measuring value.

Appendix - Calculating EVA 

The following example will illustrate the steps required to calculate Economic Value Added (EVA). 

Step 1: Collect a complete set of financial statements and footnotes. Footnote information will be very important in understanding what adjustments are required.

Balance Sheet
(Year end December 31, 1990)         Income Statement
Cash



$  20,000

Net Sales

$ 5,950,000

Accounts Receivable (net)
  110,000

Cost of Goods Sold
  (4,380,000)

Inventory (1)


1,200,000

Depreciation

   (  356,000)


Total Current Assets
1,330,000

Gross Profit

   1,214,000

Fixed Assets (gross)

   970,000

Selling, G & A Expenses    (   790,000)

Accumulated Depreciation
 ( 290,000)

Amortization of Goodwill     (      4,200)


Net Fixed Assets

   680,000

Operating Profits

      419,800

Goodwill (2)


     35,000

Interest on Notes & Debt
      ( 32,000)

Other Assets


     28,000

Investment Income
        41,000


Total Assets

2,073,000

Income before taxes              428,800








Provision for Taxes
   ( 154,000)
Accounts Payable

   320,000

Net Income

$    274,800
Notes Payable


     62,000



Current Portion of Bonds Payable      38,000

Taxes Payable


     26,000

Other Current Liabilities

     46,000


Total Current Liabilities
   492,000

Long-term Bonds Payable
   440,000

Capital Lease Obligations (3)
   235,000


Total Long Term Liab
   675,000 

Deferred Taxes (4)

     46,000

Common Stock
(41,000 shares)
   100,000 

Additional Paid in Capital

   180,000

Retained Earnings

   580,000

Total Equity

   860,000


Total Liab & Equity        $ 2,073,000
Footnotes:

(1): A reserve account is maintained to accumulate the difference between LIFO and FIFO. The LIFO Reserve account represents the amount by which inventories may be understated. The balance to LIFO Reserve account was $ 80,000 on January 1, 1990 and has an ending balance of $ 96,000. 

(2): Goodwill is recorded as an asset based on the additional cost paid in excess of fair value in a major acquisition. The total amount of unamortized goodwill on January 1, 1990 was $ 39,200. During the year, $ 4,200 of goodwill was amortized leaving a yearend balance of $ 35,000. To date, a total of $ 8,000 of goodwill has been amortized.

(3): Capital Lease Obligations represent liabilities for assets used under operating lease arrangements. Assets used under operating leases are not recorded on the Balance Sheet. The total present value of all lease operating payments into the future has been discounted back to $ 155,000. Operating lease payments include finance (interest) charges paid to the lessor. The total present value of all finance charges is $ 17,880. 

(4): Deferred Taxes are recognized as the difference between Provision for Taxes per the Income Statement and Taxes Payable which represents taxes due per the corporate tax return. The total beginning balance for deferred taxes was $ 37,000 at January 1, 1990. During the year, deferred taxes increased by $ 9,000 resulting in a yearend balance of $ 46,000. The marginal tax rate is 36%.

Step 2: Calculate Total Adjusted Capital based on two approaches - Operating (Net Assets) and Financing (Debt + Equity) 


     Operating Approach



       Financing Approach

Cash



$   20,000
Notes Payable (2)
             $   62,000

Accounts Receivable (net)
   110,000
Current Portion of Bonds Payable     38,000

Inventory (LIFO)


1,200,000
Long Term Bonds Payable
   440,000

LIFO Reserve (1)

     96,000
P.V. of Operating Leases
(3)
   155,000


Total Current Assets   
1,426,000
Capital Lease Obligations

   235,000
Accounts Payable

  (320,000)

Total Debt

  930,000

Taxes Payable


  (  26,000)
Total Equity (per books)

  860,000
 

Other Current Liabilities

  (  46,000)
LIFO Reserve (1)

    96,000


Total Current Liab (2)
  (392,000)
Deferred Taxes (
4)

    46,000

Net Working Capital
1,034,000
Goodwill Amortized to Date (5)
      8,000
Net Fixed Assets


   680,000

Total Equity
             1,010,000
P.V. of Operating Leases (3)
   155,000
    TOTAL ADJ CAPITAL            $ 1,940,000
Goodwill 


     35,000

Accumulated Goodwill

       8,000

Other Assets


     28,000
     TOTAL ADJ CAPITAL
           $ 1,940.000
(1): LIFO Reserve is added back to reflect the total amount of inventory invested by the business. This also represents an adjustment in arriving at capital deployed. 

(2): Notes Payable is not included since this is a source of capital that carries a financing charge. Under the Operating Approach, we include all current liabilities that are not a source of short-term capital. Under the Financing Approach, we include Notes Payable since it is a source of capital.

(3): Present Value of Operating Leases are recognized as assets under the Operating Approach and represents capital deployed for assets under the Financing Approach.

(4): Deferred taxes are usually a recurring long-term difference in how taxes are expensed vs. how they are paid. Since this an on-going difference, we will treat it as additional source of capital.

(5): The total amount of goodwill expensed to date is added back as capital since it represents an additional amount incurred to acquire assets.

Step 3: Calculate Net Operating Profits After Taxes (NOPAT) based on two approaches - Operating and Financing


Operating Approach


                Financing Approach
Net Sales

      $    5,950,000
Net Income (4)

          $  274,800

Cost of Goods Sold
           (4,380,000)
Change in Deferred Taxes                 9,000

Depreciation

           
(356,000)
Change in LIFO Reserve
                16,000

Selling G & A Expenses
  
(790,000)
Goodwill Amortized                            4,200


Operating Profits
               424,000
        Adjusted Income
              304,000

Interest on Operating Leases (1)      17,880
Interest Expense

                32,000

Change in LIFO Reserve
(2)
   16,000
Interest on Operating Leases (1)     17,880


Adjusted Profits

 457,880
Tax Benefit on All Interest (3)
 (17,957)
Investment Income

   41,000

NOPAT


335,923 

Less Cash Operating Taxes (3)
(162,957)

NOPAT


 335,923

(1): The carrying cost of operating leased assets is not actually paid and represents additional residual income (NOPAT). 

(2): LIFO Reserve is not actually paid out as cash and is added back in arriving at NOPAT.

(3): We want to reflect the cash paid for taxes based on all interest expenses incurred. We start with the Tax Expense per the Income Statement.    

Income Tax Expense

   
$ 154,000

Deferred Tax Increase

   
    (  9,000)

Calculate Tax Benefit on Interest:

    Total Interest Expense             $ 32,000

    Interest on Operating Leases 
 17,880



Total Interest Incurred
 49,880




Marginal Tax Rate
x    .36



Tax Benefit on Interest 


     17,957




Cash Operating Taxes    


   162,957
(4) Net Income should represent Net Income available to common shareholders. 

Step 4: Calculate Weighted Average Cost of Capital

We will assume that the relative market values for capital components are: $ 510,000 for long term bonds, $ 260,000 for capitalized lease obligations, and $ 1,230,000 for common equity. Further, we will assume that the cost of capital rates for each component are: 8% for long term bonds, 10% for capital lease obligations, and 14% for common equity.

Capital Component
Market Value    % of MV
x Cost Rate  =  Weighted Avg

Long term Bonds
$    510,000  
25.5%
       8%

  2.04

Capital Lease Obligations      260,000
13.0%
      10%

  1.30

Common Equity

   1,230,000
61.5%
      14%

  8.61






Weighted Average Cost of Capital

11.95%

Step 5: Calculate EVA by charging NOPAT with Cost of Capital 


NOPAT (per Step 3)





$   335,923


Less Cost of Capital  $ 1,940,000 (Step 2) x .1195 (Step 4) =
   ( 231,830)




ECONOMIC VALUE ADDED (EVA)

$   104,093
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Real Sources of Value 

We have focused our attention on how financial management creates value, such as departing from the traditional accounting model and measuring value with EVA, CFROI, and RCF. We have also emphasized that value is a function of cash flows. However, we have not truly identified what drives this entire process of cash flows and higher values. This final chapter will take a look at real sources of value; i.e. what does it take to generate higher cash flows and higher values.

We already covered a key element of value-creation: Financial Restructurings. One problem with this approach to value-creation is that it tends to be incremental. You can only go so far with creating value through restructurings. Things like spin-offs, stock buy backs, slashing payrolls, selling off under-performing assets, and other restructurings lack staying power when it comes to value-creation; i.e. they are short-term sources of value. We need more long-term sources of value.

Doing at least one thing right!

If we look at companies that create lots of value, we will often find that these companies do at least one thing exceptionally well. Here are three examples:

Wal-Mart: How does Wal-Mart create value? Compare Wal-Mart to its competition, such as K-Mart. What happens when you walk into a Wal-Mart store? When you enter Wal-Mart, someone greets you and when you checkout, the cashier thanks you by name. Compare this approach to K-Mart and it becomes apparent how Wal-Mart creates value. Wal-Mart creates value through great customer service. Customer service becomes the strategic advantage that provides Wal-Mart with its source of value.

Federal Express: What one thing did Federal Express do in order to grow and create value? What happens when you send a document via Federal Express? Federal Express can trace the document at every exchange point so that it is impossible to lose the document. Federal Express emphasizes efficiency in their operations and this becomes their strategic advantage for creating value. 

Nike: What makes Nike such a great company? How does Nike create value? Why do people buy Nike products? Nike emphasizes a great product and this becomes Nike's way of generating higher values for its shareholders.

By getting one thing 99% right, organizations gain a competitive advantage that becomes a great source of value. For many organizations, this involves things like:

1. Higher Quality - Producing an exceptionally high quality product.

2. Customer Service - Delivering products and services to customers with speed, solving the customers problem, possessing knowledge about the customer for better service, etc.

3. Continuous Improvement - Constantly looking for ways to improve internal processes of the business as well as the product and/or service.

4. Lower Prices - Delivering products and services at the lowest possible price in a highly competitive marketplace.

Creating value is the reward an organization receives when it does things like continuous improvement. These are the real sources of value and well-managed companies pay close attention to these sources of value. 

The Need to Change & Strategize

The World is a global, highly connected, de-regulated, customer driven place where the rate of change is escalating. The global marketplace demands quick responses to numerous issues confronting the organization. In today's world, a static business model is sure death. Unless a business can reinvent itself, new competition will move-in and absorb value within the marketplace. Taking risk and breaking away from the conventional rules of business can represent a real source of value. Some examples include:


Anita Roddick - The Body Shop


John Nordstrom - Nordstrom


Herb Kelleher - Southwest Airlines


Jeff Bezos - Amazon


Michael Dell - Dell Computer

All of these people had a vision that departed from the rest of the industry. As Michael Porter of Harvard University has pointed out - if a company has the same strategy as the competition, then it really doesn't have a strategy. Therefore, in order to create value, organizations must engage in change through innovative strategizing.

Innovative strategizing means looking at things differently, finding new ways of selling your product. For example, Levi Straus sold nothing but regular blue jeans until one day they noticed that customers would buy their blue jeans and bleach them into denim jeans. Levi Straus decided to start selling denim blue jeans and suddenly, enormous value was created by reinventing how the product was sold. 

Innovative strategizing is often a combination of luck and foresight. Foresight comes from experience. In his book Mega Change, William F. Joyce describes four areas that all organizations must emphasize: 

· Empowering People

· Engaging Systems

· Reforming Structures

· Remaking Strategies

Joyce argues that the old approach to creating value through reorganizations and cost cutting must be disbanded and replaced with a focus on people. Innovative strategies are created by people. The challenge is to get everyone engaged in a conversation about the business - this is how strategies are borne. One way to establish this process is to make everyone an owner in the business. When a person owns the business, they think differently about the business.

A final point about innovative strategizing is that it is non-incremental unlike the other sources of value. All of the other elements of value-creation, such as financial restructurings, great product quality, efficiency in operations, etc. have limitations on how much value can be generated over the long run. Innovative strategizing, however, is perpetual and continuous. It is an integral part of value-creation everyday, every month, every year. As a result, innovative strategizing is the most important element of value-creation.

Course Summary 

Everyone from the Accounting Department to the Shareholder must see through the traditional accounting model. We need to break our addiction to earnings and recognize how to measure real performance. When we look at "value", we have a much more comprehensive way of measuring performance within an organization. The Finance and Accounting Department can play a lead role in making this transformation over to value-creation. The main objective is to increase values as opposed to earnings. In his book Quest for Value, G. Bennett Stewart III points out that "share prices are the result of discounting future expected cash flows, not earnings."

What a Manager does with cash determines value. The limited resources of the organization must be deployed in a manner that increases value. This requires that decisions be made based on generating returns from resources invested that are higher than the cost of capital. Value Based Management is the formal program for managing the organization around these principles. Value Based Management will include ways of measuring value, such as Economic Value Added, Cash Flow Return on Investment, and Residual Cash Flow. All three of these approaches to measuring value depart from the traditional accounting model. For example, there is a real cost associated with the use of capital and this should be recognized in the determination of residual income.

In order to create value, we can initiate financial restructurings where appropriate. According to the Wharton Business School, financial restructurings such as Leveraged Buy Outs and Recapitalizations have the biggest payoffs followed by asset restructurings like spin offs and sell offs. Organizational restructurings, such as downsizing, are not good sources of value-creation. Also, don't be afraid to use debt as part of a financial restructuring.

Finally, real sources of value go beyond financial restructurings. They include things like great customer service or extremely efficient production operations. When a company can reinvent itself, like the way IKEA sells furniture or the way ebay executes auctions, you will invariably find very high sources of value. The ability to engage in innovative strategizing and change how things are done is by far the greatest source of value-creation.

Final Exam 

Select the best answer for each question. Exams are graded and administered by installing the exe file version of this course. The exe file version of this course can be downloaded over the internet at www.exinfm.com/training. 

1. Accounting and Financial Functions usually do not spend sufficient time on "real" financial management. An example of "real" financial management as opposed to accounting would be:  

a. Posting accrual entries to the General Ledger

b. Benchmarking financial and economic performance

c. Issuing invoices to customers

d. Processing timesheets for payroll

2. In order to determine the value of an organization, which of the following would be most important?   

a. Current year's gross sales

b. Net Income for the last 5 years

c. Future expected cash flows

d. Growth in assets

3. Mergers are a type of financial restructuring that may or may not result in higher values. One reason mergers fail to generate higher value is due to the fact that the acquiring company has: 

a. Paid too much for the target company

b. Successfully completed due diligence

c. Increased debt financing

d. Will issue stock for the acquisition

4. One way a large diversified company can create value is to issue new stock to shareholders for a new separate company. This type of restructuring is referred to as a: 

a. Liquidation

b. Merger

c. Leveraged Buy Out

d. Spin Off

5. Value Based Management is a formal approach to managing the organization for the creation of value. In order to successfully implement Value Based Management, it must : 

a. Follow existing accounting principles

b. Be driven by top management

c. Have conformity with financial statements

d. Adjust to existing legacy systems

6. Stock prices may not fairly represent the value of a company because stock prices are influenced by:   

a. Delays in the release of earnings

b. Market forces such as higher inflation

c. Whisper estimates made by investors

d. Perceptions about management effectiveness

7. Economic Value Added (EVA) is a popular approach to measuring how much value was created. Assume we have NOPAT (Net Operating Profits After Taxes) of $ 100,000. After making all equity equivalent adjustments, we have calculated Total Adjusted Capital of $ 750,000. If weighted average cost of capital is 12%, then EVA is: 

a. $ 650,000

b. $ 150,000

c. $   88,000

d. $   10,000

8. Unlike EVA, we can improve on the accuracy of measuring value by recognizing the impact of inflation on both cash inflows and the outflows for investment. Which of the following approaches to measuring value accounts for the impact of inflation in measuring value? 

a. Cash Flow Return on Investment

b. Return on Net Assets

c. Return on Net Income

d. Accounting Rate of Return

9. What is the Residual Cash Flow for an investment costing $ 50,000 with adjusted operating cash flows of $ 15,000 and a cost of capital of 14%? 

a. $ 2,500

b. $ 8,000

c. $ 12,900

d. $ 25,000

10. Most elements of value creation tend to be incremental; i.e. they may not be long term sources of value. The most important long term element of value creation is: 

a. Improving the production process

b. Issuing high levels of debt

c. Innovative strategizing

d. Cost cutting programs

Excellence in Financial Management

Course 10: Strategic Planning 

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides a concise overview of how to do a strategic plan. The entire strategic planning process is outlined within this course. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple choice exam which is administered over the internet at www.exinfm.com/training  
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Preliminary Considerations  

What is Strategic Planning?

The essence of management includes the ability to plan. As you work your way up the organization, planning moves from operational to strategic. Strategic Planning is one of the principal responsibilities of upper-level management. Once management decides on the Strategic Plan, lower-level managers implement the Strategic Plan through an Operating Plan.

Strategic Planning attempts to answer a very fundamental question: Where do we want to be one year from now, two years from now, three years from now, etc.? Strategic Planning requires that an organization develop a vision of itself - how do we see ourselves in the future? Strategic Planning looks at the big picture from a long-range perspective whereas the Operating Plan represents the specific tactics for carrying out the Strategic Plan year to year.  

Strategic Planning is a process whereby an organization makes choices about:

· Why do we exist?

· What are the major goals of this organization?

· What resources do we need for a successful future?

· Who will be our customers?

Why do Strategic Planning?

Strategic Planning helps management understand the current situation. This in turn allows management to plan for the future. In a world of rapid change, it is becoming imperative for management to think strategically (plan for the future). And since the rate of change seems to be escalating, the importance of strategic planning continues to grow. In fact, the best-managed companies tend to engage in continuous strategic planning. Some organizations have intuitive thinkers who almost seem to see into the future. Therefore, strategic planning is a way of preparing for the future by attempting to simulate the future. 

Strategic Planning has a tendency to force people to think about the future. This is extremely important since many organizations are inward thinking, focusing too much on the short-term. Strategic planning looks at the long-term which is how organizations survive and thrive. It has been proven that organizations that focus on the long-term through strategic planning outperform organizations that lack long-term planning. Consequently, one of the benefits of strategic planning is long-term performance and growth. Another benefit of strategic planning is communication. Strategic Plans communicate the intentions of management to employees, shareholders, and others. 

Limitations of Strategic Planning

Strategic Planning should not be viewed as a guarantee to future success. Strategic Planning has limitations, such as the following:

1. Strategic Planning is not a way of making future decisions. There is no way anyone can predict the future. Strategic Planning provides overall guidance and direction based on what we think will happen.

2. Strategic Planning is not a blueprint for the future. There are too many changes taking place - marketplace is changing, customer preferences are changing, new competition, new technologies, new opportunities, declining financial condition, etc. Strategic Planning is a dynamic process, which is receptive to change.

3. Strategic Planning cannot resolve critical situations threatening the organization. Strategic Planning will not get you out of a crisis. The organization should be stable before engaging in strategic planning.

4. Strategic Planning should not replace good intuitive judgements. If an organization is lucky enough to have good intuitive thinkers, then exercise extreme care before embarking on formal strategic planning. You do not want to destroy intuitive thinking within the organization. 

5. Strategic Planning will not identify all critical issues related to the organization. Strategic Planning attempts to identify the most significant issues that will confront the organization. By focusing on major issues, strategic plans minimize the detail and thereby improve the chances for successful implementation.  

Specific Problems Associated with Strategic Planning

In addition to limitations, strategic planning can raise new problems for an organization. Some of the pitfalls associated with strategic planning include:

1. Strategic Planning is difficult. It requires that people think differently. Strategic planning needs to be a creative process with new ideas. Many people are not well suited for this type of decision making. New relationships and roles are often necessary within strategic planning. Some people are not comfortable with new activities and tasks.

2. Strategic Planning is time consuming. It requires the involvement of people, not to mention research time, reallocating resources, changing the organization, etc. All of this can drain the organization, especially if resources are scarce. 

3. Strategic Plans can be bad! Poor assumptions, overly optimistic projections, and other bad decisions can result in a bad strategic plan. A bad strategic plan will lead to serious problems for the organization.

4. Impossible to Implement. If upper-level management fails to support the Strategic Plan, then implementation will be impossible and the overall process will have been wasted. Additionally, there can be internal resistance to strategic planning. People resist strategic planning for several reasons: Does not make sense, not enough time, do not understand why we are doing this, etc.

Since strategic planning raises critical issues, it usually leads to change. Therefore, it will be important to understand how to implement change. You can reduce the impact of change on people by following these guidelines:

1. Allow some input and involvement from people. As long as people have a say in change, they tend to accept it better.

2. Try to avoid threatening the security of people. When change affects the security of people, they will resist.

3. Make sure change follows a pattern of previous decisions that were successful. If you are trying to implement change after several failed attempts, your chances of success are poor.

4. Make sure everyone understands why change is taking place.

5. Change should take place based on planning. Change should never be experimental.   

The best way to plan for change is within the strategic planning process. And since change is so prevalent throughout an organization, almost every manager should make strategic planning part of his or her job. The next step in the process is to organize how a strategic plan will be developed. 
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Organizing the Process  

Our first step within strategic planning begins with organizing the process. Before we start to organize the process, we need to make sure the organization is ready for strategic planning. For example, if strategic planning is new to the organization, then we want to proceed slowly. Maybe too much is happening within the organization and thus, strategic planning should be postponed. It is important to recognize that strategic planning works best when:

1. The organization has good management.

2. The organization has good channels of communication.

3. The organization is open to new ideas.

4. The organization is not buried in rules and bureaucracy. 

Since there is no "right" process, you have to determine if strategic planning fits within your organization. Is the timing right? Is management committed to the process? Do we have the right mind-set? For example, if the organization is dominated by operating people who think short-term, then you may want to proceed cautiously with strategic planning. You also need to be sold on the benefits of strategic planning. As previously indicated, strategic planning is a process whereby you prepare for the future by looking at your choices.

Start Organizing

Strategic planning starts by planning for the plan; i.e. we have to outline the process before we begin the process. There are several questions that need to be addressed for organizing the process:

· Who will do the strategic plan?

· What are we suppose to do?

· How will we do it?

Specifically, organizing the strategic planning process includes the following steps:

1. Determine what is expected and communicate this to everyone who will be involved in developing the Strategic Plan. What issues should the plan address? Obtain a definitive statement from the Chief Executive Officer or President stating what he or she expects out of the Strategic Plan. Circulate an outline to all major participants in the process.

2. Gather preliminary information for the plan, such as the current mission of the organization, major goals in progress, and other plans already implemented. Survey key managers and determine critical issues of the future.

3. Determine the scope of the strategic plan. What is the planning period? Generally, the planning period should cover enough time to shift the direction of the organization towards a desired situation. What is the organizational scope of the plan? Will the plan  cover the entire organization or maybe certain divisions or units?

4. Reach consensus from essential participants on how the planning process will work. Also, determine how different stakeholder groups will be involved in the process. Prepare a sequence of steps which will guide the process.

5. Finalize the formation of a planning committee. Who will be involved? Who will manage the process? Assign responsibilities and determine resource requirements. 

EXAMPLE 1  — Preliminary Checklist to Organize the Process

1. Based on the concerns of key managers and the possible benefits of strategic planning, we should: ____ Proceed to Develop a Strategic Plan , ____ Go Slow , ___ Not Now, too much going on

2. A Strategic Plan should be developed for: ____ Entire Organization, ____Part of Organization, ____Project, ____Other

3. The planning period will cover: ___ 1 Year / ___ 2 Years / ___ 3 Years / ____Other__

4. The planning process will be directed by: ___Group Leader, ___Planning Committee, ___Consultant, ____Other__________

5. The Strategic Plan will be developed with participation by: (check all that apply): ____Board of Directors / ___Executive Management / ___Key Staff Groups_______________________________________ / ___Key Stakeholder Groups_______________________________________

6. The Strategic Plan is expected to be submitted for approval by: ________________________ 

The approach used for strategic planning will depend upon the organization and management. If upper-level management has been unsuccessful in the past with strategic planning, then a more bottom-up approach is needed. If the organization is small, then a team approach may work well. Larger organizations tend to favor a more formal process. However, too much formality can lower creative thinking and new ideas. The process should be open and not ritualistic. 

The objective of organizing the process is to ensure that you end-up producing a good strategic plan. By staying focused on critical issues and alternatives, good planning will emerge. Do not be afraid to use some judgements and move quickly. A drawn-out process can wander and become outdated by a rapidly changing environment. 

EXAMPLE 2 — Napa Distributors Inc - Outline for Strategic Planning

1. Select a steering committee to direct the strategic planning process.

2. Select an outside consultant to assist with the process.

3. Get agreement on the planning steps, responsibilities, timeline, etc. Review agreement with Board of Directors.

4. Gather information from key management personnel on strength's, weaknesses, opportunities, threats, and critical issues. 

5. Summarize current plans and mission. Review past successes and failures for last three years.

6. Review history with committee and board members. Determine recent progress and status.

7. Summarize prior meetings and draft a basic plan.

8. Review draft plan with focus groups, board, and key management personnel. Make revisions and finalize a complete strategic plan.

9. Final review by various groups.

10. Obtain approval of Strategic Plan.

11. Implement the Strategic Plan.

12. Review progress after six months and revise plan.  

Finally, recognize that each organization is different and the planning process will vary. Start simple and match the capabilities of the organization with a process that is workable. The first step for three different companies is illustrated below:

Excaliber Corporation -  Determine what kind of company we want to be - the company has not changed in over ten years.

PPC Software - Outline the basic tasks for a strategic plan and the desired results. Allow the process to flow from this outline.

Alliston Trucking Company -  Initiate a learning program for management on strategic planning.
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Assessing the Situation  

Once you have organized the process, the next step in the process is to assess your current situation. The organization needs to take a hard look at itself - Where are we going? Where are we now? What are our choices? In order to assess your current situation, you will need to collect information so that everyone understands the current situation. This will involve a review of past history, a critique of the current mission statement, analysis of organizational strength's, weaknesses, opportunities, and threats. You also need to understand the external environment - current competition, customer trends, technology trends, demographic changes, etc. Information can be collected through surveys, questionnaires, interviews, and other analytical techniques. The planning team will conduct situational analysis by following   a series of steps, such as the following:

1. Collect background information to assess the situation. Start with a history of the organization, current mission, significant changes, stages of growth, etc. Have someone give a presentation on the history of the organization. Reach consensus on how successful the organization has been in the past few years. 

2. Assess the strengths and weaknesses of the organization. Confine your list to the most significant strengths and weaknesses. Reach agreement on a good list. This list will help in the development of strategic objectives.

3. Next, develop a list of significant opportunities and threats facing the organization's future. You will need to gather information about external forces - customers, competition, social trends, technology, political, etc. If the planning team comes up with a long list, ask everyone to list the most significant eight and reach consensus on a list of eight opportunities and threats. 

4. Now that you have identified strengths, weaknesses, opportunities, and threats, you need to review the mission statement. Does it fit? Should it be broader or more narrowly focused? A good mission statement should capture the essence of why your organization exists. A good mission statement includes the following characteristics: 

· Provides overall direction and vision for the organization.

· Conveys an image of success for addressing the future.

· Defines the competitive boundaries of the organization.

· Usually is expressed in relation to marketplace served and products / services.

· Avoids being too specific so as to allow room for change. 

EXAMPLE 3 — PPC Software - Strengths and Weaknesses

Strengths:

Research & Development is finding new product innovations.

Customer loyalty is strong - high repeat customers.

Good reputation for quality software programs.

Weaknesses:

Organization is top heavy with Managers.

Market share is declining from new competition.

Internal production facilities need upgrading.

EXAMPLE 4 — Excaliber Corporation - Opportunities and Threats

Customers:

Customers are demanding a personal level of service in several areas - technology, consulting, planning, etc. 

Competition:

Larger organizations have more resources for providing a better diversity of services to customers.

Technology:

The Internet will become a major channel for distributing services.

The main output from situational analysis is to compile a list of critical issues. A list of six to eight critical issues is the basis for preparing a formal strategic plan. It is helpful to categorize critical issues in relation to significance and probability of occurrence. The table below categorizes four different critical issues:

	Probability of Occurrence
	< - - - - - - - - - - - Significance - - - - - - - - - - - - - - >

     High                   Medium                        Low

	High
	        (1)
	(4)
	

	Medium
	
	(3)
	

	Low
	        (2)
	
	


(1) The diversity of products we offer is not wide enough to meet the demands of customers. (2) Overseas competition can produce similar products at much lower costs.

(3) Customers are seeking fabrication services in addition to products only.

(4) There is a shortage of highly skilled operating personnel. 

Situational Audits

One way to assess a situation is to conduct a situational audit. Situational audits represent an analysis of past, present, and future aspects of the organization - production, marketing, financial, competition, etc. The objective of a situational audit is to identify key trends and events that will impact the organization. Situational audits also provide a way of discussing major issues. This can help jump-start the creative process when there is internal resistance.

Just like situational analysis, situational audits gather basic information for preparing the Strategic Plan - Mission Statement, Strengths, Weaknesses, Opportunities, Threats, and Critical Issues. Situational audits also include the expectations of stakeholder groups - executive management, operating personnel, investors, employees, customers, etc. Past performance is reviewed - sales, market share, product profitability, customer trends, etc. The Situational Audit is similar to situational analysis except that it is more formal and structured. Outside consultants are sometimes used to conduct situational audits. 

EXAMPLE 5 — Situational Audit Evaluation

Financial:





Ranking

Return on Equity




1 2 3 4 5

Economic Value Added




1 2 3 4 5

Sales per Employee




1 2 3 4 5

Operating Cash Flow




1 2 3 4 5

Production:





Ranking

Capacity Used





1 2 3 4 5

Labor Used





1 2 3 4 5

Material Used





1 2 3 4 5

Quality Control Rate




1 2 3 4 5

Organization:





Ranking

Staff to Manager Ratio




1 2 3 4 5

Turnover Rate





1 2 3 4 5

Productivity Index




1 2 3 4 5

Development per Employee



1 2 3 4 5

Marketing:





Ranking

Market Share 





1 2 3 4 5

Advertising





1 2 3 4 5

Customer Retention Rate



1 2 3 4 5

Technology:





Ranking

Current Capabilities




1 2 3 4 5

Time to Respond Rates




1 2 3 4 5

Ability to meet implementation targets


1 2 3 4 5

Competition:





Ranking

Cost Comparisons




1 2 3 4 5

Quality Comparisons




1 2 3 4 5

Market Comparisons




1 2 3 4 5

Making Situational Analysis Work

At the heart of situational analysis is the need to better understand what is going on and to properly account for what is happening. This look inside and outside the organization leads to a list of 6 to 8 critical issues. Before we proceed to develop a strategic plan for dealing with these critical issues, it is imperative that we find some degree of overlap or matching with: 

· What it is you are trying to accomplish (Mission)

· What are you capable of doing (Strengths and Weaknesses)

· What is required and possible (Opportunities and Threats)

If there is no overlap between these three elements of strategic planning, then you should not proceed to develop a formal strategic plan. For example, suppose your organization has the following mission statement:

We want to be the global leader in the manufacture of automotive spark plugs.

However, your resources are limited to production and distribution in North America and certain parts of Europe. This lack of overlap or fit precludes a strategic plan. You need to go back and find the right fit before moving to the next phase in the process - developing the strategic plan.
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Developing the Strategic Plan 

So far, we have accomplished two important steps: Organizing the Process and Assessing the Situation. We are now ready to translate our critical issues into a formal plan. We can think of a strategic plan in terms of layers, working down from the top. The Mission Statement is the top of the ladder or pyramid. The next layer is the strategic objectives of the organization followed by strategic goals. Next, we move down to specific action steps for meeting the strategic goals. The level of detail tends to increase as we move down the pyramid of the Strategic Plan:

	Strategic Plan

Mission       Objectives     Goals
	Operating Plan

Action Steps

	< Short - - - - - - - - - - - - - - - - - - - - - - - - - - Long >

	< Broad - - - - - - - - - - - - - - - - - - - - - - - - Specific >


We need to develop a set of strategic objectives that will address the significant critical issues of the future. Although critical issues are the main determinant of strategic objectives, the following criteria also need to be considered:

1. Strengths, Weaknesses, Opportunities, and Threats (SWOT). This is a good place to start if you are not sure how to address critical issues. Remember you are trying to maintain a good fit with all elements from the planning process. 

2. Available resources that will affect what you can do. Strategic objectives should be developed based on the best use of resources.

3. Tradeoffs between upper and lower management. Upper-level management will set ambitious objectives that are difficult for lower-level managers to meet. Therefore, a negotiation needs to take place between upper and lower management on final strategic objectives.

4. Past performance adjusted for future trends should fit with strategic objectives. Once again, we are trying to find the right fit based on what we are capable of doing. Past performance is a good indicator of capabilities.

In addition to the above criteria, strategic objectives should attempt to meet the following tests:

1. Strategic objectives clearly support the Mission Statement by moving the organization in the right direction.

2. Strategic objectives are realistic and achievable based on available resources, existing competition, management styles, etc.

3. Strategic objectives are acceptable to those who have to implement the objectives in terms of costs, time, staffing, and other requirements.

4. Strategic objectives are not rigid and allow for change given unplanned events.

5. Strategic objectives are specific enough to allow for measuring progress.

6. Strategic objectives are simple, easy to understand, and convey responsibilities to specific areas.

EXAMPLE 6 — Strategic Objective No.4 for Appalachian Tree Growers

Our objective is to increase market share in Western Europe by 10% over the next three years.  

One of the most common approaches to setting strategic objectives is the critical issues approach; i.e. looking at critical performance areas such as market share, product profitability, production efficiencies, employment practices, public responsibility, etc. However, we can also take three other approaches, scenario playing, organizational alignment and goals approach.

Scenario Playing: Under scenario playing, several different alternatives are developed based on what could happen. What will the organization look like if this happens or this happens? This approach selects the preferred scenario based on the merits of each. Scenario playing is a better approach then the critical issue's approach when the organization has several different directions to choose from. On the other hand, scenario playing is not a good approach if the organization is simply trying to fine-tune or adjust its strategic plan. 

Organizational Alignment: Under this approach, you are trying to get all parts of the organization to work together. This is required before you attempt to address critical issues with strategic objectives. Organizational alignment determines what is working and what is not working. What parts are holding the organization back? Strategic objectives are developed to re-align the organization so that everything is working properly.

Strategic goals are the next layer within the Strategic Plan. Some organizations prefer to set goals rather than objectives, which leads us to a third approach, the Goals Approach. The Goals Approach is straightforward. It focuses on goals since most people are very familiar with goal setting. A goals approach works well for larger organizations that have multiple business units or divisions. If the organization is small and/or the operating environment is rapidly changing, then a goals approach may not work.

EXAMPLE 7 — Strategic Goal No.2 for Appalachian Tree Growers

The Marketing Department will submit a promotional program by September 30th targeted at France, Germany, and Spain.   

The key elements of a strategic plan are now in place - Mission, Objective, and Goals. It is time to pull all of the elements together and draft the Strategic Plan. In order to make the plan complete, additional sections will be added. These sections include: 

1. Executive Summary: A one or two page summary of the Strategic Plan which touches on the main components, such as mission, objectives, and current situation.

2. Principles: The beliefs and values of the organization can help add substance to the Strategic Plan. 

3. History: A brief summary about the organization. How did it get started? What significant events changed the direction of the organization?

4. Profile: Some basic facts about the organization, such as markets served, size of organization, major product lines, etc.

5. Situational Analysis: A brief summary of the strengths, weaknesses, opportunities, and threats now confronting the organization.

The circulation of a draft strategic plan will sometimes prompt new ideas, new issues, and new objectives. Therefore, one of the critical steps in strategic planning is to refine and adjust the draft plan. Get everyone to agree on the major objectives and goals since this will direct what the organization will do in the next year or two. You must have a clear and concise strategic plan for easy translation into action steps. This is the next major step in the process - developing an Operating Plan. And don't forget to evaluate the process so you can improve the next planning session.

EXAMPLE 8 — Evaluation of the Strategic Planning Process

1. Do you believe the strategic planning process was useful?

2. Did the Strategic Plan produce the right results in regards to: Mission, Strengths, Weaknesses, Opportunities, Threats, Critical Issues, Identification of Competition, and Goals.

3. Do you believe strategic planning improves the management of the organization?

4. Does strategic planning fit within the organization?

5. Do you believe strategic planning improved how assets are deployed?

6. Do you believe that key groups affected by the Plan had sufficient opportunities for input into the Plan?

7. Do you believe the time spent on strategic planning was appropriate?

8. Did strategic planning follow a set of efficient steps?

9. Did strategic planning facilitate new ideas? 
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Implementing the Strategic Plan 

We have established our overall strategies for the future. We need to make it official by having the Strategic Plan approved. Approval may involve the Board of Directors, Executive Management, and others who need to lend their support to get the Plan implemented. By having key decision-makers approve the Strategic Plan, it signals that it's OK to implement the Plan. Implementation is managed through the development of an Operating Plan.

An Operating Plan is a step by step plan for implementing the Strategic Plan. Operating Plans depend upon good strategic plans. If there are fundamental problems with the Strategic Plan, then successful implementation will be extremely difficult. Additionally, since operating personnel must implement the Strategic Plan, some level of involvement prior to this point should have taken place.

Operating Plans are prepared for the short-term (usually one year). One major function of the Operating Plan is to allocate resources for getting the plan implemented. If resources are not available or there is an excess of resources, then the Strategic Plan should be re-evaluated.

Operating Plans need to cover the functional areas which are required for implementation - marketing, research & development, financing, operations, technology, etc. Each functional area will submit detail budgets and plans for inclusion within the Operating Plan. Detail functional plans address the following:

· Plans for establishing organizational size, structure, and staffing.

· Plans for asset deployment and investment.

· Plans for promotion, pricing and marketing of products and/or services.

· Plans for production changes and scheduling.

· Plans for management development and training.

· Plans for raising capital.

Generally, functional plans should be prepared by Managers over the functional area. They should not include areas outside the control of the Manager. The key task for the Manager is to remain focused on the Strategic Plan and not get lost in the detail. The best operating plans tend to minimize the detail and flow from the Strategic Plan.

Also consider the following points about Operating Plans:

· Operating Plans usually assign responsibilities and define the roles people will play in accomplishing the Strategic Plan.

· Operating Plans are routinely changed as you learn more and gain experience. An incremental, trial and error approach is often the best approach.

· Operating Plans need to be tight enough to meet strategic objectives, but loose enough to allow for creativity and flexibility.

· Operating Plans usually will include a timeline or deadline for completing tasks.

· Operating Plans should be communicated to everyone held responsible for doing the tasks. If outside groups will assist, then include them in the communication.

Evaluation and Control

Successful implementation requires monitoring the progress of action steps within the Operating Plan. Evaluation should be done on a regular basis (monthly, quarterly, etc.) with an emphasis on the following:

· How much progress has been made in accomplishing the task?

· What is preventing us from moving forward?

· Is there a need to go back and revise the strategic objective?

· What adjustments should be made to the Operating Plan?

One way to evaluate and control an Operating Plan is to include budgets. Budgets are used to allocate resources and coordinate how assets are deployed. Budgets compare actual results with performance standards. Budgets usually cover short-term (one year or less) and they cover several functional areas - marketing budget, production budget, technology budget, etc. 

Budgets should be prepared based on the following criteria:

· Budgets should be simple and easy to understand.

· Use budgets for those areas that need to be monitored.

· Budgets should not dominate decision-making. They should be used as a tool for managing, not a way to manage.

All of the budgets for an organization are combined into the Financial Plan. The Financial Plan is part of the Operating Plan. 

Note: For more information on the Financial Plan, take Short Course 2 on Financial Planning and Forecasting.

One of the problems with budgets is that they tend to be financial in nature. The Strategic Plan covers many functional areas not related to finance, such as marketing, customer service, production, and human resource management. Therefore, we need a measurement system for the non-financial areas. The performance measurement system used for measuring non-financial areas is called the Balanced Scorecard. The Balanced Scorecard is designed around the Strategic Plan. Additionally, the Balanced Scorecard will include critical financial measurements. Therefore, the Balanced Scorecard becomes the principal system for evaluation and control of the Strategic Plan. Like the Strategic Plan, the best Balanced Scorecards tend to be simple and manageable. 

Note: For more information on the Balanced Scorecard, take Short Course 12.

EXAMPLE 9 — Operating Plan for Appalachian Music Library

Goal ( Improve the overall appearance and security at the Central Facility.

Action Step ( Recruit volunteers for maintenance work and library security.

Assigned to ( Administrative Assistant

Expected Completion ( Volunteers recruited and trained on specific tasks by December 31st.

Resources Needed ( Three to four volunteers on a part-time basis with coordination from the Administrative Assistant.

Expected Results ( Volunteers can work independently with minimal supervision for the next six months.

Evaluation ( Administrative Assistant and Board will physically inspect facilities after three months for improvements. 

Contingency Plans

Because change is so much a part of planning and decision making, it is often useful to include contingency planning within the Operating Plan. Contingency Plans provide direction to operating personnel if unplanned events occur. For example, lower-level managers can prepare several budgets - expected budget, budget if growth rates are 10% below expected, 20% below expected, etc. These alternative or contingency plans provide guidance based on "what if" type analysis.

Contingency Plans are prepared similar to the Operating Plan. They cover the short-term and outline specific action steps to be taken. However, the level of detail is kept to a minimum, providing enough information to set a new direction. 

Larger companies will use simulation models to prepare contingency plans. For example, if market growth is 5% less than expected, the impact on cash flow and earnings will be _____. Since more quantitative data is available at the operating level rather than the upper levels of the organization, simulation is more appropriate for developing operating plans than strategic plans. 

Updating the Plan

The final step in this entire process is to repeat the process; i.e. update the Strategic Plan. The process needs to be dynamic since the operating environment is changing. As a minimum, strategic plans need to be updated yearly by going through the basic process of assessment, critical issues, objectives, etc. This will involve new staffing, new projections, and new implementation steps. Additionally, you may need to change your approach to strategic planning. If a stable environment has become extremely dynamic, then a shift from a goals approach to scenario playing may be appropriate.

Summary 

Strategic planning is a dynamic process of continuously looking at your current situation and plotting your next move. This requires a solid understanding of the organization as well as an understanding about the environment that the organization operates in. The best organizations are always engaged in some form of strategic planning. 

There is no right way to do a strategic plan. The best approach is to find a process that fits with the organization. This requires a fit with the mission statement, the strengths and weaknesses of the organization, and the opportunities and threats confronting the organization. If there is a fit, then start the process by getting organized. Organization involves putting together a team or committee, collecting information about current plans, and outlining how the Strategic Plan will be developed. 

Situational Analysis is the next step in the process. Situational analysis is an assessment of strengths, weaknesses, opportunities, and threats related to the organization. Significant critical issues (no more than eight) are listed. Critical issues are addressed by developing overall strategies or objectives. The combination of mission, objectives, principles, and other components becomes the formal strategic plan. The final layer in the process is implementation of the plan. An Operating Plan is used to plot specific actions or tactics for getting the Strategic Plan implemented. Operating Plans consist of budgets, functional plans, financial plans, contingency plans, and other specific plans. Throughout this entire process, changes and updates can take place. Therefore, strategic plans and operating plans must be flexible and open to revision. At least once a year, the Strategic Plan is re-evaluated for changes.

Recommended Workbook: Strategic Planning Workbook by the Wilder Foundation, 919 Lafond Ave, St. Paul, MN 55104-2198, Ph: 1-800-274-6024 or 651-659-6024 or visit www.wilder.org. 

Final Exam 

Select the best answer for each question. Exams are graded and administered by downloading and installing the exe file version of this course. The exe file is located over the internet at www.exinfm.com/training. 

11. Strategic Planning is a process whereby management makes choices about overall direction. One such choice within strategic planning is establishing the: 

e. Goals of the organization

f. Financing of capital assets

g. Distribution of stock dividends

h. Election of Officers

12. Strategic Planning should be used for each of the following except for: 

e. Finding a vision for the organization

f. Determining future strategies or objectives

g. Getting the organization out of crisis

h. Managing the long-term future

13. Strategic Planning can result in change and people often resist change. People's resistance to change can be reduced by:

e. Making the planning process extremely formal.

f. Categorizing the process as re-engineering.

g. Making the process very experimental.

h. Getting people involved within the process.

14. The first real phase of strategic planning is: 

e. Issuing the Draft Plan

f. Organizing the Process

g. Approving the Plan

h. Developing the Operating Plan

15. In what phase of strategic planning does identification of strengths and weaknesses take place?

e. Organizing

f. Approval of the Plan

g. Assessment

h. Implementation

16. A good mission statement should: 

e. Be extremely specific for measurement

f. Have references to management

g. Outline the tactics of the organization

h. Set direction for the organization

17. Each of the following is important for developing strategic objectives except:

e. Tradeoffs between upper and lower management

f. How the organization got started

g. Review of available resources

h. Strengths and weaknesses of the organization

18. Marco Corporation has included the following statement within its strategic plan: By December 31st, the Production Department will re-align the Eastern Distribution System to better serve markets in Canada. This statement is an example of a:

e. Strategic Goal

f. Mission Statement

g. Organizational Weakness

h. Principle or Value

19. Which of the following controls can help evaluate the performance within an Operating Plan?

e. Organizational Charts

f. Budgets

g. Bank Reconciliation's

h. Audit Reports

20. To help manage unplanned events or "what if" type events, Operating Plans should include: 

e. Approvals by Shareholders

f. References to Old Plans

g. Contingency Plans

h. Profiles of the Organization

Excellence in Financial Management

Course 12: Competitive Intelligence (Part 1 of 2) 

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides an overview of how competitive intelligence works, including some of the techniques used to conduct competitive intelligence.  This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple-choice exam which is administered by installing the exe file version of this short course. The exe file can be downloaded from www.exinfm.com/training
Note: This course continues with Part 2 – Analytical models, CI Systems, and more advanced topics.   
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Basic Concepts  

There is a Chinese saying:

Know thy-self, know thy competition, and get it right almost every time.

Know thy-self, not know thy competition, and get it right about half the time.

Not know thy-self, not know thy competition, and get it wrong almost every time.

We now live in a world driven by hyper-competition. Hyper-competition is where too many businesses are pursuing too little business; i.e. there is not enough demand to go around for all providers of goods and services. The knowledge base for managing in this hyper-competitive environment is called Competitive Intelligence. Competitive Intelligence is a process of giving you insights into what might happen in the near future. This process requires that we go from data to information to intelligence. Here is a basic example:

Data => Prices for our products have dropped by 5%

Information => New offshore facilities have lower labor costs

Intelligence => Our key competitor is about to acquire a facility in India that will . . . .

The differences between data, information, and intelligence can be subtle, but very real:

Data => Unconnected pieces of information: Nice to know, but so what!

Information => Increased knowledge derived by understanding the relationships of data: Interesting, but how does it relate to what I do!

Intelligence => Organizing the information to fully appreciate the implications and impact on the organization: Oh really, then we better do something!
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Intelligence differs from data and information since it requires some form of analysis. The purpose of this analysis is to derive some meaning from the piles of data and information that bury everyone. By going through analysis and filtering, we can refine it enough so that someone can act on it and understand their options, giving them an opportunity to make forward-looking decisions. When we present “intelligence” to people, they can draw a conclusion and make an important decision quickly. Therefore, competitive intelligence should put conclusions and recommendations up front with supporting research behind the analysis. Competitive intelligence should not simply present the facts, declaring what we found; but instead make a statement, saying this is what we believe is about to happen.  
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Competitive Intelligence (CI) pulls together data and information from a very large and strategic view, allowing you to predict or forecast what is going to happen. This in turn allows you to effectively strategize in relation to your competitive environment. Therefore, competitive intelligence allows you to remain competitive by improving your strategic decisions and this leads to better performance against your competitors.  

Competitive intelligence does not attempt to collect and analyze all information for an exact picture, but attempts to get enough information so that we can tell what’s going on. It’s like a picture that is out-of-focus. We need to analyze enough details so we can discern the big picture and report it to management. Therefore, competitive intelligence does not chase down all the facts, but gets enough information to draw a reasonable conclusion for immediate action. 
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Competitive intelligence has some basic forms, such as market research and benchmarking. However, good competitive intelligence goes beyond simple research. For example, competitive intelligence attempts to answer specific critical questions that can impact your organization:

· How is the competitor XYZ able to grow and capture market share?

· What new products will competitor ABC develop and when will they release these new products?

· What are the core competencies of competitor DEF?

· Can we compete with new business lines or should we acquire another company to establish our market presence?

Many equate competitive intelligence with other disciplines, such as business intelligence and knowledge management. Although there are major overlaps between all of these disciplines, competitive intelligence tends to be very analytical, very intense, and very savvy in its approach whereas knowledge management and business intelligence are more automated through technology and less dynamic than competitive intelligence. However, as competitive intelligence becomes “main-stream” thinking, all of these disciplines begin to merge. 

So why hasn’t competitive intelligence grown into a basic competency within most organizations? One contributing factor has to do with how competitive intelligence gets done. Good competitive intelligence requires old-fashioned analysis and filtering, somewhat like a detective who wants to solve a case – you can’t automate the art of solving a crime and you can’t automate the insights derived from competitive intelligence. It takes very intense and serious focus in a very short period of time. And this type of skill set is not common in many organizations; especially where competitive intelligence receives little or no emphasis.    
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No organization can sit still and expect things to be the same month after month, year after year. At some point, something will happen to change your assumptions. And almost every decision (especially a strategic decision) is based on certain assumptions. Over time, these assumptions fall apart and if you fail to adjust with a continuous flow of new intelligence, then you will be forced to react in a way that makes it difficult to compete. 
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Therefore, competitive intelligence can help test and validate your assumptions. Competitive intelligence also fills in gaps, covering areas that you failed to consider in your assumptions. And of course, competitive intelligence can yield some basic benefits:

· Source for best practices – the only real way to isolate and find “best practices” is to engage in some form of competitive intelligence; otherwise you end up relying on crude and generic type benchmarking data.

· Helps formulate strategy through an understanding of your industry, yourself, and your competitors. Competitive intelligence is the essence of strategic business analysis!

· Helps identify areas for improvement as well as risks and opportunities.

· Isolates performance gaps in relation to the competition.
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In their book Outsmarting the Competition, authors John J. McGonagle, Jr. and Carolyn M. Vella provide these guidelines on when to use competitive intelligence:

· Competition increases from firms outside your industry’s traditional boundaries.

· Competition, both actual and potential, increases from non-U.S.-based firms.

· Consumers and customers become increasingly sophisticated and knowledgeable, demanding more and openly comparing products, services, and sources.

· Changes occur continuously in the nature and variety of the products and services you must offer to continue to compete.

· Significant changes occur in the ownership or senior management of firms in your industry, which may bring in new operating or marketing philosophies.
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Competitive intelligence follows a two-phase process when it comes to collecting information:

Phase I: Secondary Research (80% volume / 20% time)

Phase II: Primary Research (20% volume / 80% time)

Phase I Secondary Research leads to Phase II Primary Research. Secondary research consists of press releases, analyst reports, trade journals, regulatory filings, transcripts of speeches, and other published sources of information. The bulk of the information (let’s say 80% of it) that we collect comes through secondary research. Once we sift through this information overload, we can move to Phase II where the “golden nuggets” of competitive intelligence reside. Phase II Primary Research is more hands-on and direct, interviewing sources of published information, meeting face-to-face with key decision makers and flushing out the critical unknowns not found in secondary research. It is here, primary research, where we should spend most of our time (80%) on the pertinent information (20%) derived from secondary research. Therefore, we should recognize the 80 / 20 rule of competitive intelligence: Spend less of your time gathering the information and spend more of your time analyzing and refining it through primary research. 

	
	Secondary Research
	Primary Research

	
	
	

	Volume of Data
	80%
	20%

	
	
	

	Time Spent
	20%
	80%

	
	
	


Example:  A Wall Street Analyst has just released a very upbeat report (secondary research) about your main competitor. The report is not very specific, but the Analyst has issued a very strong buy recommendation to investors. In an effort to better understand what is driving this recommendation, you contact the Analyst directly as part of primary research. This leads to a detail understanding of how the competitor plans to acquire a warehouse for selling consumer electronics in the United States. This is expected to take place in six months. Based on this intelligence, your company goes into action, partnering with a nationwide consumer electronics store and within three months you have out maneuvered the competition to solidify your market share.     

Secondary research tends to be easier than primary research since secondary sources of information are public knowledge. Primary research is more difficult because you are on a detective hunt, trying to track down loose ends. Primary research is often done through a telephone interview, such as contacting suppliers, customers, business writers, and government agencies. Surveys are sometimes used where several sources are involved.

There are several fine points to both secondary and primary research. Here are some basic guidelines: 

1. Secondary sources of information that are local as opposed to national or global can be more revealing. For example, suppose we are analyzing Harley-Davidson Motorcycles and Harley-Davidson is headquartered in Milwaukee, Wisconsin. The local newspaper in Milwaukee will most likely carry more stories about Harley-Davidson since it is a major employer in town. On the other hand, a nationwide publication like Business Week will rarely carry stories about Harley-Davidson. Competitive intelligence is the savvy art of knowing where to get the information. 

2. Secondary sources should be varied so that you collect different viewpoints. This helps reduce bias in your research.

3. Internet related sources of information are often opinionated. Opinion related information is usually subjective and unreliable. Try to find sources of information that are based on solid investigative research as opposed to someone giving an opinion that turns out to be wrong.

4. Your competitor’s will release an abundance of information – regulatory filings, credit reports, company newsletters, press releases, executive speeches, and other sources of information.
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You should also consider the 80 / 20 rule in relation to internal vs. external sources of information. For example, most of what you need to know about your competition can be found somewhere within your own organization. Sales people mingle with other sales people within the industry. Many employees have experience from competing companies. Procurement personnel will have a complete listing of suppliers for your industry. Senior managers, research personnel, and others may have published reports, given speeches pertinent to developments in your industry. Call center personnel are always engaged in listening to customer complaints and suggestions. Legal personnel can help define regulatory risks unique to your industry. All of these internal sources can represent great sources of intelligence. The external sources represent the general body of information at large, easy to obtain, and widely distributed. Also, by spending more time upfront on internal sources, you are led to the appropriate external sources (both published and human).   
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Competitive Intelligence centers on building and solving a hypothesis – something that is unexplained, but requires some research to answer. For example, suppose your company is losing market share in Europe. Management is perplexed as to why this is happening. Everyone is asserting the root causes behind lost market share. Competitive intelligence attacks this issue similar to how a scientist would solve a problem:

· Define the issue or problem first – Do we have the wrong products, wrong marketing approach, failure to recognize a new competitor, etc. 

· Research each possible explanation or hypothesis.

· Test and validate your hypotheses until you can reach a reasonable conclusion as to what’s driving your lost market share. 

It’s not usual to have competing hypotheses. You must collect and research various sources, analyze the knowledge and determine which of these hypotheses is true. You are seeking the facts – trying to get to the truth by tapping into expert sources or looking for common themes from multiple sources. Competitive intelligence (CI) is a logical approach to resolving critical business issues. A typical CI project gets organized around certain steps:

1. What critical question(s) must get answered?

2. What is the time frame for meeting the competitive intelligence objective?

3. Define the CI Project, allocate resources, establish a scope, and issue a quick plan for execution.

4. Launch secondary research – collect and organize data.

5. Analyze appropriate information, conduct primary research, and enlist others in developing the deliverable.

6. Draft findings and recommendations; circulate for review.

7. Approve and distribute final report. 


Chapter

2

Tools and Techniques  

Competitive intelligence usually starts with some understanding of critical issues confronting the organization. The major concerns of management should get the attention of competitive intelligence. You must ask the question: What kind of intelligence do we need for making decisions? What kind of information are we currently using and should we transform some of this into intelligence? 

If you must compete with other products in the marketplace, you may want intelligence about how your competitor’s produce and sell their products. If you compete for services, perhaps a critical issue is how the competition builds customer loyalty and how can we do it better. Depending upon your business issues, the key is to be pro-active regarding competitive intelligence. You should continuously monitor key intelligence factors – the events that have major implications on your organization. Competitive intelligence should position the company so it is prepared for the events driving change; i.e. early warning indicators on things management must act on.   


Sometimes it is useful to work backwards. For example, you may want to conduct an Intelligence Audit. The purpose of the audit is to identify various types of information and what processes are used to collect and distribute the information. Once you identify your resources, you can fall back on your key intelligence issues and look for missing gaps. This will give you insights into areas that need development. 


One of the building blocks for competitive intelligence is a thorough understanding of the respective industry. You need to map out and understand the forces driving change within your industry. One of the most popular models for analyzing an industry is Porter’s Five Forces Model, created by strategy expert Michael Porter of Harvard University. According to the Porter Five Force Model, there are five forces impacting your industry:

1. Customers – They have the power to bargain for lower prices and force certain kinds of change within your industry.

2. Suppliers – Suppliers may have certain power to dictate prices and options upon a company.

3. Substitutions – Your market share is subject to change from substitute products or a new use of an existing product.

4. New Competition – New entrants into the marketplace are not uncommon in this global world and they can be difficult to identify.

5. Existing Competition – Your organization is currently competing for market share, trying to position itself as a leader.

These five forces will vary and change with each industry. For example, Microsoft has a very dominant position when it comes to operating systems for personal computers. So as a supplier to manufacturers of personal computers, Microsoft will have a lot of power over the manufacturer. Take the case of consumers who often respond to lower prices. This can drive Wal-Mart to seek lower prices from manufacturers such as Proctor and Gamble. New technologies can remove barriers to competition. For example, local phone companies now offer high-speed internet access. All types of forces can impact your industry. You need to map this out within a structure so you can see the entire landscape. Keep in mind that competitive intelligence must be both tactical and strategic; so a broad environmental assessment is needed.  


Another key point from strategy expert Michael Porter concerns type of strategy. According to Porter, all companies must ultimately fall back on one of three types of strategies:

· Low cost provider – very difficult to maintain, only a few companies can execute on this (such as Wal-Mart).

· Differentiation – provides a unique type product or service, such as Swatch vs. Rolex when it comes to wrist watches – one is very fashionable and reasonably priced and the other is high quality and much more expensive.

· Highly Focused – very geographic or market niche oriented. This is probably the more common type strategy for most companies. Examples include banks, software companies, media companies and airlines.  

An understanding of which strategy your organization follows is critically important to understanding what you need to monitor in the competitive universe. Additionally, we may want to expand our environmental mapping to include indirect forces. 

By considering these indirect forces in conjunction with the direct forces defined in Porter’s Five Force Model, we define the competitive intelligence universe. Indirect forces can include things like government regulation, economic conditions, political changes, and demographic shifts. For example, changes in interest rates will impact home construction companies. Therefore, indirect forces can have profound impacts on certain types of businesses. 

One of the more popular models for capturing both direct and indirect forces comes from Karl Albrecht, author of the book Corporate Radar: Tracking the Forces that are Shaping Your Business. This model views the competitive environment over eight strategic areas:

1. Customer – Range and complexity of customers in the value chain.

2. Competition – Motive and behavior of competitor’s.

3. Economic – The marketplace, economic conditions, resources, pricing, etc.

4. Technology – Trends and events impacting productivity and processes.

5. Social – Culture, values, beliefs, behavior of people, etc.

6. Political – National, regional, state, and local political forces.

7. Legal – Litigation, rulings, fair use, etc.

8. Geophysical – Physical environment, location of distributors, natural ecosystem, etc. 

Through environmental mapping of direct and indirect forces, we establish a baseline understanding of the critical concerns that competitive intelligence must address. We can now move forward with our competitive intelligence effort.  


Not only do we need a solid understanding of our industry, but we also need a very detail understanding of our own organization. We will use this baseline data to help analyze other companies. This internal data can be applied to fill in missing pieces of the competitive picture. Examples include:

· Financial ratios

· Operating cycle times

· Workforce statistics

· Sources of revenues (fees, contracts, passive sources, etc.)

· Expenditure profile (operating, marketing, depreciation, etc.)

· Asset composition (current, fixed, leased, overseas, etc.)

· Capital structure (debt level, interest rates, cost of capital, etc.)

· Overhead rates

· Strategy, operating decisions, and tactical decisions

· Suppliers, distributors, key customers, and other partners

· Organizational layout, functions, and business units 

· Processes (including taking a tour of your own facilities) 

Here is how competitive intelligence uses internal metrics: 

You have been assigned to study a private company that is competing against your company. Senior management wants to know how much revenue growth is taking place within this company. However, the competing company is private and there are no available financial records anywhere. However, the competing company does reveal the total number of employees, year by year in a trade journal. From your own in-house database, you know that Revenues per Employee are $ 1,200 and the industry average is about the same. So we simply fill in the missing pieces by multiplying the $ 1,200 by the competing company’s headcount each year and we have some idea of top line revenue growth. 

This is a common practice for CI Professionals, applying internal information to derive what is happening financially within a competing company. Several critical questions can get answered through this form of financial analysis, such as:

· Can a competing company finance a new acquisition or major expansion?

· What are the financial weaknesses and strengths of a competing company?

· Is the company starting to decline or is the company growing?

· What is the cost structure of the competing company?

· What are the cash flows for a start-up company?



When competition is clearly defined and we have some predictability about what is going on, we can use war gaming to focus on key competitors. This can be extremely useful when the rate of change has slowed down, allowing us to out-guess a small number of competitors in a “game” that has fairly well established rules of engagement. It’s not unlike war strategy where you study the likely moves and positions of the opponent, create a strategy to counter the opponent and launch an assault to improve your position on the battlefield (marketplace). 

Most war games will use cross-functional teams to facilitate a strategy based on what you think will happen. In order to forecast what you think will happen, you will need to do both internal and external research. This research can be presented to the cross-functional team in the form of a research report. Team members will use certain analytical techniques, such as four-corners analysis to estimate likely moves by the competition.

Four Corners Analysis

	What Drives the Competition?     FUTURE GOALS - All Levels of Management

	What the Competitor is Doing and Can Do CURRENT STRATEGY - How the business is currently competing


	
	

	
	

	
	

	

	
COMPETITOR'S RESPONSE PROFILE: Is the Competitor satisfied with its current position? What likely moves or strategy shifts will the competitor make? Where is the competitor vulnerable? 

	 

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	ASSUMPTIONS - Held about the company and the industry
	CAPABILITIES - Strengths and Weaknesses

	
	

	
	

	
	


Source: Competitive Strategy: Techniques for Analyzing Industries and Competitors by Michael E. Porter

War games should deliver a set of action items for dealing with the competition. The best results from war games are derived when you include some outside stakeholders, such as key suppliers, joint venture partners, and others who are critical to your strategic launch.  


For environments that involve rapid change and high levels of uncertainty, competitive intelligence may have to construct different scenarios based on what might happen. This can be very important where barriers to competition are low and numerous companies are competing in the marketplace. As a result, your assumptions tend to be very unreliable and there is a real need to map out alternative strategies.     

Scenario analysis is somewhat involved, usually taking place over several months in distinct stages:

Stage 1 – Identify key drivers within your organization. This will require brainstorming with key management personnel. 

Stage 2 – Study the competitive universe to isolate possible scenarios. This may result in a real need to develop competitive intelligence for filling in certain unknowns. 

Stage 3 – Create three to five different scenarios and try to assign a probability on the likelihood that the scenario will happen.

Stage 4 – Conduct a series of strategic meetings to build a set of strategies for addressing different scenarios.

Stage 5 – Establish and monitor a set of indicators for each scenario. You will need to assign responsibilities to different people for researching and analyzing these indicators. When a threat or opportunity becomes real, take appropriate action.  



For companies trying to sell products in a highly competitive marketplace, the use of a matrix can help categorize and understand how strategy should be developed around the product mix. The Growth-Share Matrix, developed by Boston Consulting Group, can be used to forecast how a company should manage its product line. 

You will need to segment your products between growing markets and mature markets. For mature markets, you need to determine which products are stable, not requiring major investments. If you have growing markets, you should determine if additional investments could accelerate the growth. The objective is to have a “balanced” portfolio of products – mix of stable products and rising stars.

	Low - Growth – High
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	High - Market Share - Low


Another variation of the market type matrix is illustrated below, showing the relationship between product life cycles and the competitive marketplace:
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There are a host of techniques that CI Professionals use during primary research. Keep in mind that primary research can be tricky and people will not openly volunteer information. You are trying to elicit a response. There are several ways of doing this. For example, a mild criticism can provoke a better understanding of what the primary source is really trying to say. Show respect for their expertise and explain what your objective is – I need more information to better understand this and you seem to have a lot of expertise with this. Primary research can be more effective if you start with softer, less offensive type questions. Don’t unload your key questions upfront – try to lead through the discussion by listening and watching for what you can and cannot do.

Another common practice is the use of bracketing. CI Professionals often need to understand the time frame for an event. The primary source may not provide an exact answer. So the CI Professional attempts to “bracket” a response, such as confirming that the new venture will be launched in the next six months or between August and December. CI Professionals try to gently move into an answer without asking it directly. 



Part of the analytical process of competitive intelligence involves filtering. We need to make some distinctions as to what information to use and what information not to use. CI Professionals apply several filters, some of which have already been mentioned in this short course. None-the-less, here is a recap of how competitive intelligence filters through information:

1. Impact – The higher the impact, the more likely we need to select this information. Ask some basic questions: Do we really need to take action on this information? Does it impact our company in some way?

2. Clarity – Sometimes information can be very difficult to understand, requiring extensive analysis. Information that is easy to understand and apply is usually more value added.

3. Reliability – Different sources of information have different levels of reliability. For example, a Wall Street Research Report is probably more reliable than an internet discussion board full of opinions. When you can readily verify information through primary research, it tends to be more reliable. 

4. Timeline – As noted earlier, the most recent information is more likely to impact your company. The timeliest sources of information tend to be primary (unpublished) since there is a time lag for published materials.  



Another practice used by CI Professionals is to improve internal performance by not studying the competition, but studying a non-competing company. The reason CI Professionals do this is simple – it’s much easier to obtain inside information from a non-competing company. For example, suppose management wants to improve inventory control and performance. Numerous other companies outside your industry may have great inventory practices. By arranging a visit or a series of interviews, you can learn first hand how the company manages its inventory. You can then take this knowledge and apply it to your operations. Your competition is not about to volunteer this type of information, but a non-competing company will be much more receptive to relinquishing this type of best practice.


The world of competitive intelligence is full of small windows, providing a wealth of knowledge. Two such windows are jobs ads and trade shows.

Job Ads – When a company seeks out new talent, it can reveal key strategic moves that a company is making. Job ads are sometimes very predictive about a company’s marketing strategy. Here is an example:

Mercer BioResearch is looking for chemist and research analyst to join our new research lab in Montgomery County, Maryland. Our new research lab will develop disease resistant fruits for the Southeastern United States. We are seeking top-notch chemist and researchers in the field of food genetics. This five-year research program is part of our strategy to enter the exciting market of bioengineering.   

Trade Shows – Almost every industry will have some form of a trade show. Trade shows provide a direct face-to-face venue for studying the competition. As you might expect, competitive intelligence should be somewhat aggressive at trade shows. Here are a few examples: 

· Collecting all brochures, samples, pricing lists, and other product information.

· Conversing with the competitor’s people as well as industry experts for unpublished, exclusive information.

· Obtaining the trade show directory for a complete listing of competitor’s, suppliers, sponsors, and other key players in the industry.

· Where allowed, taking photographs of products and other displays to document for management critical developments within the industry. 

  
Certain industries are understood through the CEO’s and other key players in the industry. Over time, these people have a consistent pattern of behavior, giving the CI Professional critical clues as to what will happen in the future. This is particularly useful when a senior executive moves from company to company. For example, Al Dunlap was a CEO well known for his aggressive cost cutting. So when Mr. Dunlap became CEO of Sunbeam, it was fairly easy to predict what was going to happen to Sunbeam. 

CI Professionals will usually profile CEO’s by looking at their past decisions at previous companies. This provides insights into how the CEO thinks and what are the possible strategic decisions that the competitor is likely to make. By plotting behavior of key decision makers, you can predict possible actions by your competitors. Additionally, you may want to track “thought leaders” within an industry for key insights.  
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Best Practices  

There are several finer points that we need to consider throughout the competitive intelligence process. This chapter will highlight some of the underlying “best practices” behind competitive intelligence. 



Slowness is the enemy of competitive intelligence. Having knowledge about something three weeks after you need to act is of little value. Two critical questions you must address are: Where do we go to get the information and how long will it take? This requires a very deliberate and strong competitive intelligence effort. Without a serious commitment to competitive intelligence, time will erase whatever hope you have for effective decision-making. 

The objective should be to close the gap between when the event occurred and when you have the knowledge to act. You may want to measure this gap by using the Event to Knowledge Metric. On what date did the event occur and on what date did our company have this knowledge and act on it?  


Competitive intelligence requires a very broad scope inside and outside the organization. Competitive intelligence should not be a distinct and isolated function. Instead, you should have the entire organization engaged in the effort. This will require a basic level of training as well as some form of recognition and reward. For example, some companies issue certificates of appreciation after each competitive intelligence project.  

Another useful tool is to enlist people when they are first hired. Have them complete a voluntary form for participation in a competitive intelligence project. You should also capture key intelligence about the employee, such as prior employers, foreign experience, and other critical facts for building your internal database. 

You want to build your internal resources – marketing, consultants, customer service, public relations, legal, human resources, operations, research, procurement, and so forth. Additionally, it can be useful to have a CI Expert established within many of these functions. Many companies maintain a Yellow Book of inside experts on various subjects, helping to establish a network of knowledge inside the company. 



Although it’s not easy, it is critical that competitive intelligence remain free of bias, providing neutral type results. Competitive intelligence is not intended to support an existing management decision. Good competitive intelligence should speak the truth and let management decide how it wants to proceed.  

One way to ensure competitive intelligence is neutral is to make it independent, similar to other independent functions such as internal auditing. Also, where you place competitive intelligence within the organization can influence the “freedom” that competitive intelligence has. Instead of making it a sub-section of marketing, make competitive intelligence accessible to all functions. The CI Function tends to fit well with functions like Strategic Planning and Knowledge Management.     



Sometimes competitive intelligence can be highly effective through casual and obvious sources of information. In his book How to Drive Your Competition Crazy, author Guy Kawasaki outlines these simple steps for understanding the competition: Shop the competition, become a customer of the competition, query the competitor’s customers, ask the government about the competition and become friends with a research librarian.  

One of the more time consuming activities within competitive intelligence can be collecting and categorizing information. So knowing where to look can be half the battle. For example, several critical directories can lead you to direct sources. Here are some examples, some of which are available at public libraries:

· Directory of Wall Street Analyst by Industry

· Gale’s Directory of Directory (identifies leading industry experts)

· Directory of Industry Associations 

Other useful sources for competitive intelligence include commercial databases (such as Dialog, Lexis Nexus, and Factiva), trade publications, research reports from analyst, and regulatory filings. Make sure you compliment all of these published sources with primary sources, such as your own personal contacts (authors, academic scholars, outside consultants, and others). You need to spend time talking to people who are in the know. 


Great competitive intelligence will challenge management to think in new ways. There are too many changes taking place in the world today. There is no way management should be comfortable with the status quo. Therefore, competitive intelligence should deliberately test and validate critical management decisions. Likewise, management should welcome and encourage competitive intelligence to challenge both tactical and strategic decision-making. Competitive intelligence should be a reality check.   



Competitive intelligence should not engage in illegal acts. Additionally, competitive intelligence should not jeopardize the reputation of a company. Fuld & Company, a leading consulting firm in the field of competitive intelligence recommends the following ten commandments of competitive intelligence:

1. Do not lie when representing yourself.

2. Observe your company’s legal guidelines.

3. Do not secretly record an interview if it is against the law.

4. Do not issue a bribe.

5. Do not use eavesdropping devices.

6. Do not mislead anyone in an interview.

7. Do not swap price information or capacity with a competing company.

8. Do not distribute or exchange misinformation.

9. Do not steal a trade secret.

10. Do not knowingly pump someone for information that could sacrifice that person’s job or reputation. 



Over the last several years, there has been increased emphasis on Risk Management – protecting the company from unexpected losses. This is usually done under the name: Enterprise Risk Management or ERM. However, ERM is very internally focused; things like control procedures within the company, security safeguards, authorizations and approvals, transparency in reporting, and so forth. Since risk management is internal, we need to compliment risk management with competitive intelligence. The reason is simple – CI is externally focused and these external forces have major risk implications. Therefore, it is extremely important to combine ERM and CI for a comprehensive approach to risk management. 


Intelligence collected and analyzed by and from human sources is often the determining factor behind your intelligence capabilities. Those organizations with extensive human sources as opposed to over-reliance on published sources will have superior competitive intelligence capabilities. This will lead to increased effectiveness in strategic decision-making, giving the company a fundamental competitive advantage. 


No doubt that many professionals will seek out a software solution to competitive intelligence. Although technology can help (and it continues to evolve), you should focus most of your efforts on building the infrastructure (staffing, training, processes, etc.) associated with competitive intelligence. Don’t work in reverse, forcing your processes to fit some software solution – design your processes first and then supplement your competitive intelligence with investments in basic technologies. Additionally, you may want to leverage existing technologies, such as internal databases, intranets, Lotus Notes, and other applications for building your CI infrastructure. 


Chapter

4

Counter Intelligence  

In an effort to close the loop on competitive intelligence, we need to recognize that other companies will be performing competitive intelligence against our company. This last chapter will summarize specific practices for engaging in counter intelligence; i.e. making it more difficult for others to learn how our company works. You can start by doing competitive intelligence against yourself, providing insights into how your competitor’s learn about your company.  



There are generally accepted guidelines for disclosing information, such as minimum disclosure requirements when filing with a regulatory agency. There is no rule that says you have to disclose more than the minimum required information. Some companies go overboard, putting way too much information into their public disclosure documents. This gives your competitor’s increased opportunity for doing competitive analysis against your company. Try to stick to the minimum guidelines for disclosures where practical. 


Certain types of information can go outside the normal channels of communication. For example, an in-house company newsletter or publication may find its way outside the company. Any information that could give away your intentions warrants some form of protection. This usually involves anything that is crucial to your future business success. Some of the potential sources for leaks include CEO speeches, market surveys, and trade shows.   

Special information that is difficult for a competitor to readily duplicate in the marketplace warrants aggressive protection. This includes things like trade secrets, brand images and new inventions. Sensitive items can be protected through fair use agreements, litigation against unfair use, and regulatory filings that carry certain protection (such as patents and trademarks).  

Finally, almost all information seems to make it onto a computer file. Therefore, it is important to have controls over the electronic distribution of information. As a general rule, distribute information to only those people who need it. 


Although this is somewhat sneaky, many companies will unveil new products or release certain information for the sole purpose of getting the competition to move in a certain way. After several months of evaluating the competitive reaction, the company abandons or changes its original intentions. This strategy of sending signals before you really intend to act is an effective way of gauging the competition before you invest heavily in a new venture. This can be important where innovation is high and product life cycles are extremely short (such as technology).  


As we previously indicated, CI Professionals often focus on patterns of predictability. So one obvious way to counter competitive intelligence is to become unpredictable. The strategic decisions an organization makes should not be directly linked to who is running the company. Also, sudden shifts in strategy can sometimes throw the competition off, improving the opportunities for a company. And obviously, these shifts should be grounded in the reality of competitive intelligence.

As previously noted, it can be informative to study yourself just like you were a competitor. This can help you identify predictable patterns and if you happen to be a market leader in a mature marketplace, these patterns can be very predictable. 


Whether you realize it or not, you are under some form of intelligence attack. If you fail to recognize these attacks, they will manifest themselves in a very dramatic way. For example, your organization works hard to compete, but somehow the competitor is always one step ahead of you. Each time you introduce a new product or service, the competitor keeps beating you to the punch. How can this keep happening? The answer is: The competitor is obtaining critical intelligence about your company as a result of leaks from your own people.

Here is a typical example: An independent research firm has called your Marketing Manager, indicating he is doing some research about your industry. He asks questions about your market share, key customers, and other confidential type information. Another common method is to send a survey to your company from a company seeking to do business with you. The survey seeks “inside” information about your company.

Therefore, it is important to be on the look out for suspicious phone calls, unusual surveys, inquiries from regulators that are out of the ordinary, or anything that requires abnormal disclosure on a voluntary basis. 



Once you begin to recognize intelligence attacks, you can counter-attack in many ways. The most common tactic is to buy time and delay the attacker, allowing you to trace the attack back to the source. For example, when you receive an unusual phone call asking about critical information, simply tell the caller you are very busy and can you take their phone number and name. This buys time and gives you a trail back to the attacker.   

In some cases, you may need to throw the attacker off to expose his real motive or refer him to another source. The reason you want to do this is simple – you want to continue to monitor intelligence attacks. By conversing with the attacker in a fake maneuver, you leave the door open just enough to assess his intelligence attacks going forward.    


Questions for Review 

The following questions are for review purposes only. Answers appear at the end of this short course. 

(1) What are some critical reasons for having a Competitive Intelligence function?

(2) The following information may or may not represent intelligence since it reveals nothing really new about the competition. For each of the following, indicate if the information is information or intelligence. 









Information
Intelligence









(so what)
(oh really)

a. The earnings per share trends for a key competitor are.
_______
_______

b. The new CEO for our key competitor has a consistent


pattern of investing in research type projects.
_______
_______

c. The amount our competitor bid on the Asian 


construction project is. 



_______
_______

d. The size of the marketing department for our key


competitor is. 





_______
_______

e. Six suppliers make up our industry value chain.

_______
_______

f. The mission statement for our key competitor is

_______
_______

g. The amount of time our competitor takes to deliver


new systems to customers are.


_______
_______

(3) Give an example of an analytical tool to help define the competitive intelligence universe. 

(4) For each of the following, identify the source as primary or secondary:

a. Company newsletter

b. Investment analyst report

c. Phone interview with major distributor

d. Electronic filing of quarterly financial statement

e. Face to face meeting with an industry expert

f. Surveying the competitor’s key customers

(5) Why is it useful to track the behavior of key industry leaders, such as CEO’s (Chief Executive Officers)?

Course Summary 

If a question is important enough to ask and it impacts a company, then there should a willingness to explore answers through competitive intelligence. And when we define questions in such a way that we also define the information required for answering the question, then competitive intelligence should be able to deliver some type of answer. Competitive intelligence seeks the truth about a company’s future through extremely intense analysis. This analysis can cover a broad range of direct and indirect forces influencing the organization. Analytical models, such as Porters Five Forces Model, are used to understand these forces. 

Several hot spots will warrant serious analysis, such as researching and analyzing primary sources of information since these sources are direct and high impact. Depending upon your industry, you may need to research and analyze specific windows of competitive intelligence. For example, innovation and new inventions may be critical to a high-tech company. Therefore, continuous monitoring of patents might be useful.

We all must learn to accept high levels of uncertainty and change, but we don’t have to accept mounds of useless data for making poor decisions. Time is too short and critical in today’s global, competitive world. The process for breaking through this maze is competitive intelligence. For competitive intelligence to work it must be continuous, far-reaching inside and outside the organization, independent, and supported by all people throughout the entire organization.  

The rewards of world-class competitive intelligence are extremely evident in companies like General Electric and Met Life. Competitive intelligence drives strategic decision-making and as a result, these companies are leaders in their respective industries. If you want to remain competitive and ultimately become a market leader, you will have to engage in competitive intelligence.    


Recommended Reading:

1. Competitive Strategy: Techniques for Analyzing Industries and Competitors by Michael E. Porter

2. Competitive Intelligence: Create an Intelligent Organization and Compete to Win by Michelle Cook and Curtis Cook

3. Competitive Intelligence: How to Gather, Analyze and Use Information to Move Your Business to the Top by Larry Kahaner

4. Competitive Intelligence for the Competitive Edge by Alan Dutka

5. Competing for the Future by Gary Hamel and C. K. Prahalad

6. The Complete Guide to Competitive Intelligence by Kirk W.M. Tyson

7. Corporate Espionage by Ira Winkler

8. Millennium Intelligence: Understanding and Conducting Competitive Intelligence in the Digital Age by Jerry P. Miller

9. The Intelligence Edge: How to Profit in the Information Age by George Friedman, Meredith Friedman, Colin Chapman and John S. Baker, Jr.

10. Corporate Radar: Tracking the Forces that are Shaping Your Business by Karl Albrecht

11. War Room Guide to Competitive Intelligence by Steven M. Shaker and Mark P. Gembicki

12. Outsmarting the Competition: Practical Approaches to Finding and Using Competitive Information by John J. McGonagle, Jr. and Carolyn M. Vella

13. The New Competitor by Leonard M. Fuld

14. The Business Intelligence System: A New Tool for Competitive Advantage by Benjamin Gilad and Tamar Gilad

15. The Art of Being Well Informed by Andrew P. Garvin

16. The Knowing-Doing Gap: How Smart Companies Turn Knowledge into Action by Jeffrey Pfeffer and Robert I. Sutton

17. Internet Business Intelligence by David Vine

Selected CI Vendors:

Commercial Databases for Data Collection:

Lexis-Nexis (www.lexis-nexis.com) 

Dialog (www.dialog.com)

Factiva (www.factiva.com) 

Online Business Research:

ABI / Inform (www.il.proquest.com)

Skyminder (www.skyminder.com) 

CI Research (primary and/or secondary):

Bacon’s Information (www.bacons.com)

Edwards Research Group (www.edwardsresearch.com) 

Global Intelligence Alliance (www.globalintelligence.com)

NERAC (www.nerac.com) 

Provizio (www.provizio.com)

Strategic Analysis Inc. (www.strategicanalysis.com)

Investigative Research:

Kroll (www.krollworldwide.com)

Events Research:

CCBN (www.ccbn.com)

Global Patents Research:

WIPS (www.wipsglobal.com)

Foreign Country Intelligence:

World Markets Research (www.wmrc.com)

Professional Organizations:

1. Society of Competitive Intelligence Professionals, 1700 Diagonal Rd, Suite 600, Alexandria, VA 22314, Phone: 703-739-0696, Website: www.scip.org 

2. Association of Independent Information Professionals, 8550 United Plaza Blvd, Suite 1001, Baton Rouge, LA 70809, Phone: 225-408-4400, Website: www.aiip.org 

3. Institute for International Research, 708 Third Ave, New York City 10017, Phone: 1-888-670-8200, Website: www.iirusa.com 

4. Center for Business Intelligence, 500 W. Cummings Park, Suite 5400, Woburn, MA 01801, Phone: 800-767-9499, Website: www.cbinet.com 

Final Exam 

In order to receive credit for this short course, you will need to download and install the exe file version of this short course, located on the internet at www.exinfm.com/training. The exe file includes review questions, self-grading final exam, and certificate of completion. In order to receive a certificate of completion, you must answer at least seven of the following ten questions correctly: 

1. Three information types are described as follows:

(1): Knowledge that requires some form of action or response

(2): Public information and statistics about a company

(3): Analyzed data that is somewhat value added to the decision maker 

For each, categorize it as to Data, Information, or Intelligence:


Data
Information
Intelligence

a. (3)

(1)

(2)

b. (2)

(1)

(3)

c. (2)

(3)

(1)

d. (1)

(2)

(3)

2. Which of the following is an example of primary research? 

a. Interview with critical supplier

b. Company press release

c. Legal abstract from court case

d. Article in Trade Journal

3. If we follow the 80 / 20 Rule, how should we spend our time between primary and secondary research?


a. Spend more time on secondary research than primary


b. Spend more time on primary research than secondary     


c. Spend the same time between secondary and primary    


d. Spend less time on primary research than secondary     

4. Information has numerous sources and these sources have different degrees of reliability. Which of the following sources has the lowest level of reliability for competitive intelligence?

a. Surveys of key customers

b. Interviews of CEO’s

c. Observations at Trade Shows

d. Employee opinions of the Industry

5. Mertzer Food Company is facing intense competition in a fast moving global marketplace. Past assumptions for competing no longer hold up and Mertzer management is having trouble making the right strategic decisions. The CEO for Mertzer has asked the Competitive Intelligence Group to develop some alternatives for helping Mertzer react to sudden changes in the marketplace. Which of the following analytical approaches would be most helpful to Mertzer’s situation? 

a. War gaming

b. Market share analysis

c. Scenario analysis

d. Secondary research

6. In an effort to understand an industry, one of the more popular analytical approaches is to look at:

a. Competitor Profiles

b. Porter’s Five Forces

c. Cost Trend Curves

d. Mature Markets

7. Competitive intelligence is not about espionage or illegal activities. Therefore, competitive intelligence should not:

a. Impair a company’s reputation

b. Survey outside suppliers

c. Use subcontractors for research

d. Contact CEO’s directly

8. Which of the following is a potential source for an intelligence attack against your company?

a. Outside Supplier

b. Research Analyst

c. Former Customer

d. All of the above

9. Risk management may not be very comprehensive when it comes to identifying and assessing all potential risks to a company. Therefore, it is important for risk management functions to partner with competitive intelligence (CI) since CI will pickup and identify potential risks that are: 


a. Internal within the company

b. Externally driven outside the company

c. Both internal and external

d. Neither internal or external


10. You are trying to better understand a specific competitor. This competitor operates in a small local town as the principal employer. You would like to collect some background information from some published sources. Which of the following published sources might be your best source?

a. Global financial news

b. National business magazines

c. Local newspapers

d. Industry newsletter

Answers to Review Questions:

(1) Most people have concluded that competitive intelligence is critically important for maintaining and improving your competitive advantages. Some other reasons for having a competitive intelligence function include: Helps you make strategic decisions, helps you understand best practices, and helps you manage risks. 

(2) 
a. Information, not very revealing

    
b. Intelligence, gives insights into what the competitor will do

    
c. Intelligence, tells us how much we should bid to outbid the competitor

    
d. Information, not that useful

    
e. Information, common type information

    
f. Information, well understood by everyone

    
g. Intelligence, helps us plan on how to out compete

(3) One of the most common analytical tools used in competitive intelligence is Porter’s Five Forces Model. We can also extend this model by looking at indirect forces. A good analytical model for looking at multiple forces is Albrecht’s Eight Strategic Areas.

(4) 
a. Secondary (published)


b. Secondary (published)


c. Primary (direct source)


d. Secondary (published)


e. Primary (direct source)


f. Primary (direct source)

(5) Understanding the behavior of CEO’s could be useful since CEO’s tend to move around within their respective industries. For example, Steve Jobs at Apply Computer, Michael Eisner of Disney, and Larry Ellison of Oracle all have certain patterns of decision-making. If these CEO’s move to your key competitor, you can predict some of their strategic decisions ahead of time based on their past decisions.  

Continued with Short Course 12 – Part 2:
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Chapter 2: Analytical Models

Chapter 3: Advanced Techniques

Chapter 4: Case Studies

Chapter 5: CI Systems

Excellence in Financial Management

Course 13: Going Public 

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides an overview of how a company goes public through an Initial Public Offering or IPO. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple -choice exam, which is administered by downloading and installing the exe file version of this course. The exe file is located on the internet at www.exinfm.com/training   

NOTE: This short course includes supplemental materials. You can download supplemental materials over the internet at www.exinfm.com/training.   
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Preliminary Considerations  

There are millions of privately held companies throughout the United States and the World. Very few of these privately held companies will graduate from the minor leagues of business (privately held) to the major league of business (publicly held). This transformation from the minor league to the big league in business is called “going public” and it culminates when the company can finally sell its stock to the public; referred to as an Initial Public Offering or IPO. As with any major business transformation, going public requires extensive planning, preparation, and perseverance. This short course will outline the IPO process and some of the critical issues that a privately held company must address for successfully going public. We will divide the process into three phases, all of which tend to be somewhat concurrent (taking place over similar time frames):

· Preparing for the IPO

· Registering the IPO

· Selling the IPO


Critical Questions

Transforming a private company into a publicly listed company is an exhaustive and grueling process, requiring a massive effort in a relatively short period of time. In their book Initial Public Offering: A Strategic Planner for Raising Equity Capital, authors David P. Sutton and M. William Benedetto pose the following critical question: Is Public Ownership Right for You?
· Proper Fit: Are you truly independent and free of conflicts of interest? Can you survive being public, not imposing undue restrictions on the company? Can you honestly and easily explain all major problems and issues of your business to a very probing and analytical investment community? Do you have solid agreement from independent sources (directors, auditors, large customers, etc.) that going public is the right thing to do? 

· Sharing of Ownership: Are you able to separate your company from your own personal identity? Can you accept the fact that some day you may get forced out of the company you helped to create? Can you accept compensation set by a board and disclosed to the public? Can you tolerate a board that outvotes you on certain issues? 

· Investor Appeal: Will investors quickly understand your business model? Can investors perceive long-term value and growth by investing in your company? Do you have positive feedback that key people who you know would be willing to purchase stock in your company? Can you identify groups of people who will have an interest in purchasing shares of stock? Are you willing to price your stock at a discount in relation to competing public companies, so as to attract investor interest?

· Amount Raised: Do you have a clear idea of how much capital you need to raise in a public offering? Do you have some idea of how much ownership you are willing to relinquish? Do you know how you will use the proceeds from the public offering?

· Purpose and Timing: Is your company at the right development stage for a public offering? Can you forecast your business plan out for the next several years? Do you have a forecast that identifies your next stage of financing after the IPO and how you will raise this additional capital?   


It is also important to understand some of the advantages and disadvantages of going public:

Advantages to Going Public:

1. Broader access to raising capital leading to increased financial stability. By going public, you tap into the single biggest source of capital in the United States. And one third of all companies that go public do a secondary offering within the first five years of going public; so for growing companies, this is a critical source of capital.

2. Establishes a market price for the company. This can be important for “marketing” the company. Owners often try to market the company as a way of generating a return for those (owners, venture capitalist, etc.) who initially funded the company. Becoming “liquid” is a big reason for going public – investors need to get paid back. 

3. Securing long-term customer relationships. Customers want to do business with a company that will be around for the long-haul. Public companies are viewed as long-term providers of services and products.  

4. Cheap source of capital – For private companies with debt, equity markets provide a much cheaper source of capital since no interest payments are required and there is no repayment of principal.

Disadvantages to Going Public:

1. Intense scrutiny from shareholders and the investment community. Management will be under intense pressure to deliver growth and strong earnings. 

2. Much more disclosure than before. Disclosures include possible lawsuits, financial losses, criminal actions, etc. 

3. Loss of control - Once pubic, the company could be a victim of a hostile takeover.

4. Costs of Public Company – Public companies have initial and recurring costs, such as annual audit fees, increased payroll costs for financial personnel, public relations, director liability insurance, and other costs unique to a public company. 

5. Restrictions on Stock Trading – Stock sales are restricted under Rule 144. Insiders who hold stock cannot sell the stock after the IPO. Underwriters will also impose certain lock-out provisions, restricting stock sales.  

6. Time – The minimum time required for going public is approximately six months and many successful IPO’s (Initial Public Offerings) take over one year. In cases where the market is down and the company is poorly organized for public life, the IPO can take several years. 

Key Point ► Consider the impact of Sarbanes-Oxley Act of 2002

The costs of being a public company have almost doubled as a result of the Sarbanes-Oxley Act of 2002. Additional disclosures, internal controls, legal council, higher audit fees, and other costs are now part of how publicly traded companies must function. As a result, some publicly traded companies are opting out from SEC disclosures through Form 15 (no more than 300 shareholders of record). Other companies are going private through tender offers of their stock, realizing that running a public company is too costly. Make sure you understand the impact of recent legislation.   


The Right Stuff

Once we have addressed the basic questions, we need to do a major reality check. This “reality check” is based on comparing the company against other successful IPOs. If we can measure up against other successful public companies, then we can honestly consider going public.  

So what are the critical characteristics for successful IPO candidates? Here are some basic benchmarks:  

· Great Management Team – The management of the privately held company must have a passion for growing the business with a proven track record of results.

· Consistent Long-Term Growth – The company is demonstrating consistent sustainable growth and if given additional capital, higher levels of growth are obtainable.  

· Outperforming the Competition – The privately held company is clearly outperforming the competition.

· Outstanding Business Model – A business model that works and has been tested against the marketplace over time, backed up by solid financial performance.

· Product and Service Lines are Well Defined – Growing market demand for products and services.  

· Strong Reputation – The company should have an “established presence” with major stakeholders (customers, industry analyst, etc.). Market awareness and recognition are critical; otherwise additional capital may not leverage the “intangible” strength’s of the company. Relationships with investment bankers should be in place long before you go public.

· Minimal conflicts of interest – Related party transactions, family members serving on the Board and other apparent conflicts will unravel your IPO; especially when the legal council starts to do their due diligence. Therefore, you may have to “cleanse” your corporate soul before going public.

· Simple capital structure – Avoid complicated capital structures with various types of convertible securities. This will raise a red flag to investors about possible dilution. 

A Tougher View of IPOs

One last reality check is to look at the long-term performance of IPOs. According to Yobie Benjamin of Ernst & Young, 7 of every 10 start-up companies fail before they reach their IPO. The truth is that most companies with successful IPOs have been around at least five years. Only about one-third of companies going public are start-up companies. And according to a McKinsey & Company survey of some 230 IPOs in 1991 and 2000, a mere 8% of all IPOs were competitive in relation to values and prices offered by industry peers. The point is simple – you must have strong control over the fundamentals of your business if you expect to be successful with an IPO since once a company goes public, an immediate acceleration period kicks-in. And if your people, processes, infrastructure, and other business components are not solid, then your market performance will not measure up against industry peers.

Keep in mind that most companies that start the IPO journey never make it. Too many things derail the process:

· Key management personnel resign

· Market conditions change

· Products and services fall out of favor

· Business strategy no longer holds up against the competition

Perhaps one of the biggest problems has to do with culture. Going pubic is a transformation of corporate culture and cultural change is extremely difficult.


Key Point ► It helps to have executive management that enjoys being public

Some CEO’s are not made for the rigors of being public while others enjoy running a publicly traded company. Ultimately, if you have the wrong type management, you will never have the right image as a publicly traded company. Make sure senior management is comfortable “singing for its supper” in the public arena. If you have this kind of management, then you have the makings of a public company.  

Chapter
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Preparing for the IPO  

If you plan to make it across the IPO Finish Line, then you will have to spend most of your time preparing to go public. Once a company makes the decision to go public, it should immediately start to change to a “public structure.” A public structure transforms the company so that it begins to act and behave like a public company. This will require several initiatives:

· Coordination of private placements and other financing activities within the IPO timeline.

· Publication of regular, audited financial statements to document consistent and strong growth in earnings.

· Establishing an independent Board of Directors that balances the interest of management with the interest of investors.

· Securing the services of a Public Relations Firm with strong ties to the investment banking industry.

· Revising various corporate documents and policies (such as executive compensation) to mirror what publicly traded companies are doing.


One obvious area of concern with any IPO has to do with the management team. The character and quality of the management team is paramount to IPO success. Investors will be looking to see if management can grow the company. Were they able to grow companies in the past? Were they able to pull a company through tough times? Does the management team understand their business extremely well? Is the management team committed to running the company long after it goes public?  

Key Point ► Management Team is what sells the IPO 

Who runs a company is what sells the IPO. Investors expect to see very knowledgeable, experienced professionals who are committed to the long-term success of the company. They do not want to see a group of people on the verge of retirement nor do they want to see young, inexperienced people who are full of ideas, but clueless on running a business. 

If you have weaknesses in management, then you will need to recruit very knowledgeable people who can fill these weaknesses. Former public officials, retired CEO’s, and recognized business leaders are good choices for building the executive management team.  

Another overlooked part of preparing for an IPO has to do with infrastructure. Public companies tend to have very elaborate internal control systems, accounting processes, financial reporting functions, internal auditors, and other support activities associated with a public infrastructure. Building this public infrastructure takes considerable time. If you wait to build this infrastructure just before going public, you will end-up paying expensive premium rates. It’s best to start early since you need time to work out the bugs, establish relationships, and have audited financial statements ready to go for prior years (required as part of the registration statement). 


The IPO Team

Once you are well on your way to building a public structure, you will need to form an IPO Team. IPOs are time intensive with numerous activities all taking place at the same time: Public Relations Campaign, Due Diligence, Selecting the Underwriter, Preparing Audited Financial Statements, etc. A well-seasoned group of professionals will facilitate the IPO Process, consisting of: 

· Executive Management – Senior level managers (such as the CEO and CFO) will need to own the IPO Process, directing, planning, and coordinating everyone else. It will be imperative to keep everyone on a very tight time schedule. 

· Legal Council – Someone will have to ensure that all regulatory issues are adequately addressed; especially SEC requirements. Additionally, there are possible state laws related to the sale of securities. Legal council will make sure articles, by-laws, corporate charter, and other documents are changed to comply with both state and federal security laws. Legal council will also help negotiate the underwriting agreement and execute due diligence.

· Underwriter / Investment Bankers – Bankers must be used to underwrite and sell the public offering. Investment bankers will also use their own legal council to perform due diligence. You should start shopping around for underwriters at least one year before going public. Some critical issues to consider when selecting an underwriter are: 

· Past experience with other public offerings, similar size and same industry.

· Past performance, how close were they in final pricing of the stock, how did the stock hold up in the after market, what support was provided during and after the company went public, etc. 

· References – Contact past clients of the Underwriter.

· SEC Accounting / Financial – Financial disclosures are a big part of going public. You will need someone to coordinate SEC filing and reporting requirements. A functional group must be in place to meet regular registration requirements. Don’t be surprised if you have to meet your first 10-Q filing within 45 days of going public. 

· Independent Auditor – Financial statements must be audited. Select a large public accounting firm with past experience with SEC Filing and Reporting Requirements. Auditors should offer recommendations on IPO related issues. For example, alternative financing plans should be explored since there is a real risk that the company may not be able to go public. One of the primary roles of the Auditor is to ensure that controls and procedures are well-established. This is the foundation for financial reporting and disclosure to the SEC. Retain auditor’s early-on so they can complete internal control reviews and financial statement adjustments long before the critical deadlines hit. 
· Public Relations – A company going public must present itself just like a public company. This will require a public relations effort. And if you want to attract investors, it helps to have a PR firm connected and experienced with investor related issues. The Public Relations (PR) Firm will help manage various issues within the investment community. PR Professionals will coach the executive management team on how to handle tough questions. They will develop a strong corporate image for the company. The PR Firm will issue press releases and coordinate the road show (intense tour before potential investors), leading up to the IPO closing.

· Printer – You will have to use a printing company that specializes in printing a prospectus document. Keep in mind that the printer must be able to take a revised draft of your registration statement and turn it around into a final registration document in a matter of days. Additionally, these documents must be tightly guarded from any preliminary leaking of information to the public.  

 Key Point ► Seek SEC Opinions on Complex Financial Transactions

If you have complicated financial transactions that might raise investor apprehension, consider asking for an opinion from the Securities and Exchange Commission (SEC). The SEC is the final word on financial disclosure issues and having them issue an opinion is a strong way to support and substantiate your positions on complex accounting issues. 
Examples of Critical Duties for Certain IPO Team Members

	Investment Public Relations
	Legal Council
	Underwriter
	Independent 

Auditor

	Arrange meetings with potential underwriters
	Review and cleanup various corporate documents
	Determine if the company can actually go public.
	Assess the system of internal controls 

	Prepare press releases related to the IPO
	Approve documents released concerning the IPO
	Conduct due diligence to uncover misrepresentations
	Compile financial schedules for public disclosure

	Prepare certain summary sections of the Prospectus
	Create an initial draft of the Registration Statement
	Build a syndicate of investors to sell the public offering
	Ensure company is a going concern and not at risk

	Coordinate road show with potential investors
	Respond to comments from regulatory agencies
	Price the offering in relation to other public companies
	Issue an audit opinion on financial statements


An “all-hands” meeting kicks off the IPO Team, assigning responsibilities, establishing deadlines, and setting the ground rules for how everything will work. Regular meetings will be held to trouble shoot and brainstorm various issues. It also helps to use checklists to ensure that all IPO team members are getting things done. 

IPO Costs

There are several costs associated with going public. These costs include: 

· Underwriting Fees – Underwriting is the highest cost associated with going public. Underwriters (investment bankers) collect a percentage of the total amount raised in the public offering (usually around 7%). The more complex the offering, the higher the underwriting costs. Also, the more shares sold, the lower the commission paid to the underwriter.  

· Legal Fees – Attorney’s will review and prepare various documents for regulatory compliance as well as perform due diligence. 

· Audit and Accounting Fees – Most IPOs require a set of audited financial statements (not just the current year, but prior years as well).

· Listing and Registration Fees – There are registration fees involved with the Securities and Exchange Commission (SEC), the National Association of Securities Dealers (NASD), and the various states. For example, you have to register securities under the Blue Sky Laws in each state in which the company plans to do business or sell its securities. The fees associated with the Blue Sky Laws can run as low as $10,000 or less up to $50,000 or more depending on the number of states involved. And don’t forget about franchise taxes, transfer taxes, and capital stock taxes. 

· Printing – Printing can be costly, especially if there is an error with the prospectus. Printing can encompass not only the prospectus, but also underwriting documents and other legal documents.

· Public Relations – Long distance trips, presentations, lost time away from the office, and other costs will be incurred as you build investor interest for the public offering.     

Don’t forget – a lot of these costs don't go away after the IPO. Every year you will incur audit fees, legal fees, quarterly reports, proxy reports, miscellaneous filings, annual reports, transfer agent fees, public relations, investor relations, and other expenses to keep the company public. 

A typical breakdown of IPO expenses is summarized below:

	Offering Value
	$ 25 Million
	$ 50 Million

	Total Shares Outstanding
	5,880,000 shares
	5,880,000 shares

	 
	 
	 

	
	Estimated Fee
	Estimated Fee

	Underwriting
	1,750,000
	3,500,000

	SEC Fees
	9,914
	19,828

	NASD Fees
	3,375
	6,250

	Printing and Engraving
	100,000
	100,000

	Accounting Fees
	160,000
	160,000

	Legal Fees
	200,000
	200,000

	Blue Sky Fees
	25,000
	25,000

	Miscellaneous
	34,200
	34,200

	Nasdaq Entry Fees
	63,725
	63,725

	Nasdaq Annual Fees
	11,960
	11,960

	Transfer Agent & Registrar
	5,000
	5,000

	
	
	

	Total 
	2,363,174
	4,125,963

	Source: Going Public - Benefits and Responsibilities, NASDQ


Due Diligence

A major focus for any IPO Team will be due diligence. You need to uncover various flaws before you go public. Once the company is public, major discrepancies can result in lost creditability. In the public marketplace, once you lose your creditability, it is very difficult to get it back. Here is a brief list of certain due diligence steps:

Preliminary:

1. Assign adequate staff and resources to execute the IPO Process.

2. Make sure senior management and board members are the type that will function well before investment bankers, analyst, and others in the public world.

3. Make sure senior management and board members are free from conflicts of interests, including past criminal offenses. 

Industry Comparisons:

1. Collect and analyze registration statements, annual reports, and various SEC filings from other similar public companies. This can serve as a baseline for public disclosure for your company.

2. Research trade publications, analyst reports, and other industry news to fully understand critical issues confronting your industry.

3. Isolate accounting and financial disclosure practices related to your industry, noting what is generally accepted for your industry.

4. Compile industry trend data – growth rates, cyclical trends, recent developments, long-term outlooks, etc.

Officer & Director Disclosure:

1. Compensation, both direct and indirect compensation must be fully disclosed.

2. Related party transactions with the company.

3. Current and prior positions held, both inside and outside the company.

4. Shares of stock owned and voting arrangements.

5. Any knowledge of significant pending transactions, litigation, or other issues that could be construed as “failure to disclose.” 

Legal Documentation in Place:

1. Documents pertaining to various regulatory filings, such as proxy statements with the SEC or other disclosures with various regulatory agencies.

2. Corporate documents, such as articles of incorporation, bylaws, charters, etc.

3. Minutes of board meetings, notes from important management meetings, and other important gatherings over the last five years.

4. Complete listing of shareholders or owners of the company, including names, shares held, and special provisions.

5. Significant agreements, contracts, applications, licenses, trademarks, and other legal documents important to the business.

Business Related Documents:

1. Financial statements, annual reports, tax returns, and other important financial schedules for the last five years.

2. Documents with key customers, partners, vendors, distributors, bank loans, promissory notes, etc.

3. Strategic documents – Business plans, financial forecasts, competitive analysis, marketing plans, etc.

4. Asset ownership – Deeds, Titles, descriptions of all significant assets held, etc.

5. Personnel Policies – Employment practices, including employee complaints and lawsuits.

6. Audit & Legal Correspondence for the last five years; especially with senior management and board members.

7. Insurance policies, claims, and related documents.

8. Public documents about the company, such as news articles, analyst reports, trade journal stories, etc. 

Internal Analysis:

1. Financial analysis and benchmarking against the competition, such as ratio analysis.

2. Non-Financial analysis such as customer growth, product innovation, retaining talented people, leadership within management, industry reputation, etc.

3. Market analysis regarding primary customers, demographic trends, distribution channels, impact of technology, etc.

4. Strategic analysis of strengths of the company, critical issues, key performance metrics, future risks and challenges, short-term and long-term goals for success, etc.

Accounting Controls:

1. Assessment of internal control systems, including adequate capabilities to meet regular public disclosures and present audited financial statements in accordance with regulatory and industry practices.

2. Accounting practices follow generally accepted principles, including recognition of revenues in a conservative manner, investigation of significant changes in account balances, adequate reserves to ensure company is a going concern, and other accounting issues that may come up.   

And don’t forget, the Underwriter (Investment Banker) will also pursue very aggressive due diligence to ensure that the company is really ready to go public. This can be very distracting to management, requiring interviews, explaining in detail how the business works, completing lengthy questionnaires, verifying information, and visiting company sites. 


The Investor’s Perspective

A common-sense way of looking at your IPO is to see it as your investor will see it. This can be important since there is a dramatic difference between those who facilitate the IPO Process (lawyers, underwriter, accountants, founders of startup company, public relations specialist, etc.) and those who invest in the company. As author Ruthan Quindlen points out in his book, Confessions of a Venture Capitalist – “The old adage about the hen and the pig providing a breakfast (of ham and eggs) – the hen is involved, but the pig is committed – is the perfect analogy. The analyst/banker is involved, but the investor is committed. Emotionally, the risk is much greater, but so are the rewards.” 

Once you appreciate this fact within the IPO Process, then you realize how important it is that you present “value” to investors. Investors will size a company up fast – comparing it against other similar companies. So one good argument you must have for investors is competitive benchmarking. In a study of approximately 500 firms that went public between January 1, 1986 through August 31, 1996, Ernst & Young found that successful IPO’s clearly demonstrated superior competitive performance in terms of both financial and non-financial metrics.


Investors will also size your company up in relation to numerical trends. They will forecast what they expect to see based on past performance. For example, suppose you have $1.10 of revenue in relation to $ .70 of operating costs and $ .40 of non-operating costs per your most recent financial statement. Investors will look at prior financials and see $ .90 of revenue in relation to $ .60 of operating costs and $ .30 of non-operating costs, indicating a flat, breakeven trend. Investors will be looking forward financially. So be prepared to demonstrate strong positive trends to potential investors.  
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Registering the IPO  

When a company goes public, it will have to issue new securities. In the United States, new security offerings are regulated under the Securities Act of 1933. Once a company is public, regular filings are regulated under the Securities Act of 1934. The Securities and Exchange Commission or SEC is responsible for administering the Securities Act of 1933 and 1934. 

In order to sell securities, the sale must be registered with the SEC. Registration occurs on Form S-1, consisting of two parts:

Part 1: Prospectus – Primary disclosure to investors, disclosing the operations and financial condition of the company.

Part 2: Additional Information – Supplemental information furnished to the SEC (such as copies of important contracts).   

The purpose of SEC Registration is to provide investors with sufficient information so they can make informed decisions about the investment. From an investor’s viewpoint, disclosure of this information is captured in the prospectus. However, before we can distribute a prospectus to investors, we must go through a review process with the SEC, leading up to final registration. 

The Registration Statement itself is regulated by:

Regulation S-K: Itemizes all non-financial information that must be disclosed. This includes description of the business, assets, types of securities, pricing, management discussion & analysis, compensation of key officers, risk factors, distribution plan, issuance cost, exhibits, and miscellaneous matters. 

Regulation S-X: Itemizes all financial data, form, and periods to disclose. This includes 3 years (2 years for the Balance Sheet) of audited financial statements.  

Regulation C: Describes the filing procedures for the Registration Statement, including how to file amendments and how to withdraw the registration.

Key Point ► Liability difference between S-K and S-X

Since you will include forward looking information (such as expected growth rates) based on what you believe will happen, much of what is disclosed under Regulation S-K is protected under safe harbor provisions. However, information provided under Regulation S-X is not protected under safe harbor and thus, you may be exposed to more liability for providing misleading or false information under Regulation S-X than under Regulation S-K. 

Since the bulk of the Registration Statement consists of the Prospectus, we need to fully understand what it takes to create a great prospectus. Important components of the Prospectus include:

· Summary information about the business

· Risk factors such as operating losses 

· Listing of how proceeds will be used

· Description of how offering price was determined

· Management Discussion & Analysis on future business plans, financial condition, etc. 

· Description of Business – 5 Year History, Primary Products, Markets Served, etc.

· Distribution of Proceeds to Underwriters, indemnification of underwriters, listed stock exchanges where stock is traded, etc.

· Management profile and backgrounds, directors, officers, compensation, loans, stock options, etc.

· Complete set of audited financial statements 

A good starting point in the preparation of a prospectus begins with a review of other prospectus documents from similar public companies. This can be important since your registration statement gets filed with an “industry specialist” within the SEC and submitting a “creative” document can result in serious comments from the SEC. Try to stick with standard industry formats, schedules, and present information as other companies have presented similar information. Keep in mind that your objective is to submit a preliminary prospectus that is as good as possible so as to minimize major changes in your original filing. 

Since a lot of people will be involved in preparing the prospectus (lawyers, underwriters, etc.), it helps to have one single coordinator in charge of making changes to the registration documents; otherwise things can get confusing. Legal council usually prepares the first draft of the prospectus. Certain sections will require expertise from different IPO team members; such as a clear discussion of strategy from management and financial schedules from accounting. Investment Bankers will be very involved in the preparation of the prospectus since they have extensive experience with what works and what doesn’t. Investment Bankers also have very valuable insights into risk factors related to your industry, capital structures, pricing, and other market related issues.  

Since the prospectus is the selling document for reaching potential investors, it helps to understand how investor’s will see your prospectus. Here are some examples:

Prospectus Summary — Many investors screen investments by first reading the Prospectus Summary. This section summarizes the company's business and history, providing a discussion of the new capitalization (public offering) as well as useful financial summaries for the past several years.   

Use of Proceeds — Usually, standard type language appears here, indicating that the proceeds from the public offering will be used for general corporate purposes. However, investors may be more interested in how proceeds are earmarked for specific expansion of the business. How will capital be applied to grow the business?  

Capitalization — This section provides a current and after-the-fact view of shareholders' equity and long-term debt portions on the company's balance sheet. Investors are interested in what the capital structure will look like after the company goes public.  

Dilution — This section describes the impact of the new equity offering on current shareholders and their relative ownership once public.  

Management's Discussion and Analysis (MD&A)— The MD&A section usually gets a lot of attention from both investors and the SEC. The MD&A is management’s view of the company, giving investor’s an inside perspective. MD&A must cover material issues impacting the financial condition of the company. Investors need to understand the reasons behind why the numbers are changing. According to the SEC, “It is the responsibility of management to identify and address those key variables and other qualitative and quantitative factors, which are peculiar to and necessary for an understanding and evaluation of the individual company.”  

Business — This section outlines a company’s business plan. This is one of the “selling” parts of the prospectus since it describes the company strategy, explaining how opportunities will be met, how markets will be served with various product offerings, and how the business makes money. If investors are unable to understand how the business makes money, then you are raising doubts to potential investors.  

Management — Investors must be sold on the qualifications of your management team. Investors will be asking questions, such as: Does management have the expertise to execute its business plan?  

Certain Transactions — Third party transactions must be disclosed. Material self-serving type transactions will not be encouraging to investors.  

Principal Shareholders/Description of Capital Stock — This section identifies who owns the company and if anyone will be selling stock in the offering. Investors do not want to see top executives selling their stock. In order to reassure investors, the Underwriter will impose a "lock-up" period of usually 180 days before management can sell its shares.  

Legal Matters/Experts/Additional Information — These sections usually have standard type language. If any one of these sections is considerably long, then investors could question what is going on.  

Financial Statements — A complete set of audited financial statements with applicable footnotes. The devil is in the details or footnotes; so investor’s will be reading the notes, not just looking at the statements.  

Once the IPO Team is satisfied with the Prospectus document, the next big decision is filing with the SEC. IPOs are about timing – you are trying to go public when the markets are ready. The Underwriter and Investment Bankers will advise on when to pull the trigger and file the registration statement with the SEC. In most cases, you will move very quickly and set in motion a mad rush to build investor interest before selling the stock. 

The Registration Statement is considered filed when it arrives at the offices of the SEC, properly signed and paid for with a cashier’s check or certified check. Form S-1 is filed with the main SEC office in Washington D.C. From a technical standpoint, the SEC is required to complete its review of the Registration Statement in 20 days; however this is not standard practice. Standard practice is to add a delaying amendment to your initial filing, allowing 30 days for review by the SEC. 

The SEC will issue comment letters, sending into motion a mad rush by the IPO Team to turnaround answers and issue revisions to the initial filing. Legal Council will coordinate your response to the SEC. These comments will lead to a revised or preliminary prospectus, commonly referred to as a red herring; so named because of a practice of placing a red herring fish to throw dogs off the scent of the hunt. And now used to characterize how investors chase after a promising investment, only to find out it’s a red herring.  


During the review period, the SEC requires that all communication be confined to what is contained within your prospectus. During this so-called “waiting” or quiet period, the stock issue is considered 'In Registration'. Under Rule 135, the SEC permits announcement of the public offering in a press release. However, the press release should not disclose the name of the underwriter, indicating that the offer will be made through a prospectus. The Prospectus is how investors should learn and understand your public offering.


 If the SEC does not approve the registration, a 'Letter of Deficiency' is issued. The letter of deficiency will notify the company what was wrong. Thus, the effective date of your public offering must be postponed. Under Rule 155, you do have the opportunity to revert back to a private company within 30 days, provided that you have not sold any stock in the registration, you withdraw the registration, issue notification to private offerees, and disclose any post registration changes. 

One common amendment to the registration will be a pricing amendment. This amendment is submitted when your filing becomes effective since a final offer price for the stock cannot be determined until the final days just before going public. The public offering price and the effective date are not contained in the preliminary prospectus (red herring). These two things are not known during the waiting period. Generally, the public offering price is determined on the effective date. That way, the issue can be priced in accordance with current market conditions. 

Key Point ► On Going Disclosures to the SEC

Once public, the company will be required to file several forms on an as needed basis, such as:

10 Q Quarterly Report: Financial results, management discussion, and other disclosures are filed for the three quarterly periods leading up to the fourth quarter when the annual filing is made.

10-K Annual Report: Complete set of audited financials, management discussion, and numerous other disclosures for the annual fiscal year.

8-K Current Report: Material events must be reported to all investors at the same time per Regulation FD (Fair Disclosure).

144 Insider Trading: When officers and board members sell their stock, they must first register their intent to sell on Form 144.

13D Beneficial Ownership: When an individual or company acquires more than 5% ownership of another company, this must be disclosed.

DEF-14A Proxy Statement: Prior to the annual meeting, a company must disclose executive compensation and any changes in corporate governance.

If all goes well, the SEC will issue an order declaring the registration effective. The company can elect to receive a phone call from the SEC. Once approved, the company can print off a final prospectus. The Underwriter is responsible for making sure every investor has a final prospectus once the sale is made. 

Regulation A Filings

Most companies will file Form S-1 for full registration with the SEC. However, there are some exceptions to Form S-1. For example, small public offerings (Regulation A) are exempt from formal registration provided that:

1. The company must be a U.S. or Canadian company.

2. The total offering cannot exceed $ 5 million over a 12-month period.

3. The offering cannot represent a re-sale of stock by an affiliated company if the issuing company has not had income for at least one of the last two prior fiscal years.  

4. The issuing company cannot be an investment or public company.  

One of the advantages to a Regulation A offering is that you can openly promote and advertise your stock offering, allowing you to “test” the marketplace without the major effort and expense of a formal S-1 type IPO. However, you still must file with the SEC on Form 1-A which includes a set of financial statements in accordance with GAAP (generally accepted accounting principles); but not audited. 

Regulation D Filings

Another exemption to formal filings is through Regulation D. This is a direct type offering by the issuing company, covering either equity (sale of stock) or debt (such as a promissory note). Regulation D offerings are sometimes used to finance the production of movies, expansion of retail stores, or generate some seed capital for a product development project. 

A quick summary of certain Regulation D exemptions is as follows:

Rule 504: Any organization not subject to continuous reporting and not an investment company where the total amount of the offering does not exceed $ 500,000 during a 12-month period prior to the offering.  

Rule 505: Any organization except an investment company where the total amount of the offering does not exceed $ 5 million and the total number of non-accredited investors does not exceed 35.

Rule 506: Any organization where the total number of non-accredited investors does not exceed 35 and general solicitation of the offering to general investors is restricted.

Direct offerings (Regulation D) are best used for companies that have strong market recognition with a group of potential investors and the company seeks a modest amount of capital, sometimes as low as $ 50,000.00.  

Dutch Auctions

One of the dilemmas within the IPO process is that many smaller companies and smaller investors are excluded from participating. IPOs are more or less controlled through big investment bankers and institutional investors. Some have advocated a more open approach to how IPOs are offered and priced. One such advocate is Bill Hambrecht, founder of WR Hambrecht & Company, a firm that provides open IPOs to investors. 

Hambrecht has advocated a descending price (Dutch) auction over the internet whereby investors bid to acquire stock. The company that offers the stock will evaluate bids and establish a price that works for both the company and those investors who are willing to pay the established price set by the company. Everyone who meets the minimum bid price gets a proportional share of stock. There are no discounted prices offered to the big institutions; everyone is treated the same way. One of the advantages to this fast and instant approach to an IPO is the fact that many public offerings lose their investor appeal in a matter of days. Internet based dutch auctions counter this problem by making the offering accessible to all investors in a very short period of time.  
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Selling the IPO   

One of the key players in making the IPO happen is the Underwriter. The Underwriter will perform several important functions:

· Form a group of underwriters and brokers to sell the stock (syndicate)

· Raise the capital and turn the proceeds over to the company 

· Prepare critical parts of the SEC Registration Statement

· Determine the amount of capital that can be raised in the public offering.

Underwriters (Investment Bankers) will ultimately advise the company if an IPO is possible. The Underwriter will carefully scrutinize the company, looking at the management team, past growth, market conditions, and other factors critical to the IPO. Some of the questions an underwriter will ask include:

1. What makes your company so unique in the marketplace?

2. Who are your customers?

3. Who competes with your company?

4. What are your competitive advantages?

5. What is the background of management?

6. What is the company’s marketing plans?

7. What are the trends for revenues and earnings?

8. What are the company’s products and / or services?

If any of these factors are too negative, then the Underwriter may advise against an IPO. So be prepared in advance to address the fundamentals of your business. Some of the better-known underwriters include Bear Stearns, Lehman Brothers, Merrill Lynch, Morgan Stanley Dean Witter, and Donaldson Lufkin & Jenrette. Using a high profile underwriter can help sell the IPO to potential investors. 


Prior to meeting with the Underwriter, management should have an understanding of the following:

· Amount of capital that needs to be raised through the IPO

· The approximate price of the offering by looking at comparable companies

· Identification of potential investors

· Analysis of alternative financing plans to the IPO


The Underwriting Structure

A group or “syndicate” of underwriters will participate in the IPO, each collecting a part of the underwriting fee. The Managing Underwriter forms the syndicate based on professional relationships and past performance. The final syndicate can be somewhat exclusive. And competition can be somewhat intense between investment banking firms when the IPO is hot. The size of the offering, the geographical distribution of the stock, and the mix of investors will determine the size of the syndicate. The general goal is to have wide distribution for spreading the risk. 

All syndicate members agree to buy a percentage of the offering. Members are broken out into brackets based on their capitalization levels, ability to sell the offering, level of underwriting business they do, and past business deals. Bracketing imposes a structure on the syndicate, setting the percentage of compensation each underwriter can receive. 

Example of Bracketing:

Lead Underwriter – Merrill Lynch
30% of offering

1st Bracket – Dean Witter

  1% of offering

2nd Bracket – Oppenheimer

  .7% of offering

3rd Bracket – Dain Bosworth

  .5% of offering

4th Bracket – R. G. Dickinson

  .2% of offering

The Managing Underwriter is the lead underwriter trying to sell the stock. Managing Underwriters will use “selling groups” to sell the stock. Selling groups consist of brokers and dealers who try to sell the stock on a best efforts basis. If the Selling Group is unable to sell the stock, the stock gets transferred back to the Managing Underwriter who assumes the risk. 

Key Point ► Underwriters should not control the overall IPO Process
Underwriters and Investment Bankers may try to direct and manage the entire IPO process so as to protect their own interest. The IPO Team, directed by executive management and the CFO, should be in charge of the IPO process since they are paying for the IPO.    

Pricing

The final IPO price for the stock offering is determined based on perceptions in the marketplace. A company with the right public structure, right underwriter, right business model, and other right stuff should have the right perception in the marketplace. 

Underwriters establish an initial price range by looking at similar companies in the public marketplace. It’s not unlike how a realtor establishes a price for your house when you put it up for sale. The Realtor looks at other similar houses already up for sale to get a general price range. However, a lot of research and analysis goes into setting the final offer price. This includes industry analysis, examining trends, extensive investigation of the company’s past performance, review of policies and strategies.  

Key Point ► Management should track stock prices

Management can do its own tracking of similar companies, monitoring stock prices to gauge attitudes and perceptions in the marketplace. This gives management a benchmark to compare against the Underwriters final offering price for the company’s stock. Underwriters typically price an offering ten to twenty percent below comparable companies to ensure the stock offering will sell.  

The company, its advisors, and the underwriter, will determine the amount of money that can be raised. Don't expect to raise all the money you need at the time of your IPO. Many companies focus on the basics - raising enough money to put expansion plans in place or reducing debt.  

Once everyone agrees on the amount of money that will be raised, the number of shares is determined in relation to the price per share and the amount of capital to be raised. Typical pricing ranges are anywhere from $10 to $20 per share. Generally, one million shares is the low end of the amount of shares to be issued. Rarely will an issue go for less than 500,000 shares. A high enough number of shares are needed for liquidity. One reason we need liquidity is for large institutional investors. Larger investors, such as mutual funds and pension funds, need good liquidity to purchase the stock. Otherwise, their purchases (10,000 shares and on up) will account for too much ownership in the company. Many of these institutional accounts are prohibited by policy from owning more than 5% of a company. If the company only has 500,000 shares issued, 25,000 shares is the most many institutional accounts can purchase. 

Underwriting Agreements

Throughout most of the IPO process, you will operate under a Letter of Intent with the Investment Bankers. It’s not until everyone is absolutely sure that the company will be going public that you can execute a formal underwriting agreement to take the company public.

There are two different types of underwriting agreements – Firm Commitment and Best Efforts. With a Firm Commitment the investment bank agrees to purchase the entire issue from the company and then re-offer them to the general public. With this type of an agreement, the investment bank has guaranteed to provide a certain amount of money to the company. The risk of the issue falls entirely upon the investment bank. If it fails to re-sell the amounts of securities it purchased, the investment bank still has to pay the agreed upon sum of money to the company. 

The second type of agreement is known as a Best Efforts agreement. With a Best Efforts agreement, the investment bank agrees to sell the securities for the company, but does not guarantee the amount of capital raised by the issue. 

Key Point ► Firm Commitment or Don’t Go Public

If you cannot secure a firm commitment from investment bankers, you should not go public. You must have a commitment from underwriters to ensure that the IPO is successful. 

Road Show

As indicated earlier, the Prospectus is the primary tool for selling the IPO before potential investors. We also have to restrict our communications until such time as the Registration is final. So the dilemma is how do we reach potential investors with a preliminary prospectus (red herring), but at the same time remain quiet about promoting the company. The answer resides in something called the Road Show. 

The Road Show is a series of face-to-face presentations to potential investors. Since the final registration is only weeks away from approval, the Road Show is very intense, compressed into a short few weeks before the company goes public. 


The Road Show must create a positive image of the company before large investors. The 

management team needs to be well prepared, well spoken, more knowledgeable than anyone else in the room about the industry and the competition. And remember to stick to what’s contained within your prospectus. Discussing revenue and earnings forecasts is outside the scope of the Prospectus. Therefore, focus on things like historic earnings growth, revenue growth, R&D expenditures, percent gain in market share, growth in return on equity, growth in assets, and financial condition. And expect several detailed questions about your markets, competition, and aspects of the business plan. 

Key Point ► Consistent Message

When giving a presentation to potential investors it is important to distribute the same information and go through the same identical presentation. You must deliver the same quantity and quality of information at all meetings to ensure that there is a level playing field for all potential investors.  

Since you have only one chance to make the right impression, the Road Show must be flawless. Here are some important points to consider: 

• Have a well-focused presentation for investors based on the key selling points outlined in the prospectus. It should include the company’s major strengths, strategies, earnings expectations, market potential, peers and competitors, and management expertise.
• Make sure everyone is well prepared with presentation training / refresher sessions, media interview techniques, Q & A briefing manuals, and dry-runs.
• The use of an investor hand-out package is not technically allowed; but many companies do it regardless. Just make sure you stick to a condensed version of your preliminary prospectus. Craft this document in close conjunction with the underwriter and legal counsel. And also make sure other materials, such as press releases and media interviews follow the Prospectus.
• Organize road show logistics to cover several regions and in some cases, it may be appropriate to give the IPO some international coverage. Work with securities firms to ensure the widest possible investor audience. Target a list of "lead steer" sell-side and buy-side analysts, portfolio managers, and brokers.
• Monitor investor acceptance. This feedback allows management to fine-tune its messages during a road show.


During the Road Show, the Underwriter will get non-binding commitments from potential investors, indicating the number of shares the investor is willing to buy. Underwriters will also approach large institutional investors, trying to build interest. As interest is generated, the Managing Underwriter starts to “build the book” of orders, determining the amount of stock that should be distributed to the Selling Group. The final distribution of stock to the Selling Group is subject to change, depending upon the shares actually offered and the demand for the stock from syndicate members and large institutional investors. If the IPO is hot, then the Selling Group may end up with less than 50% of the stock it requested. 

Closing

The actual sale of stock cannot take place until the SEC has approved the registration statement. Once approved, a final prospectus is released to investors. During this time, the Underwriter will closely monitor market conditions since timing is everything. If the Underwriter believes the market is acceptable, then the company goes public.


Once the stock begins to trade, the Underwriter will provide “after market support” to maintain stability with pricing. The Underwriter also has an over-allotment of shares to work with. So if the stock price is well above the initial price, the Underwriter can purchase additional shares (up to 15% of the offering) within the first few weeks of the offering. This is referred to as a Green Shoe Option. 

The closing for the IPO takes place three days after the effective date of the offering. This is when the proceeds from the IPO are paid to the company. Several documents are presented at the closing:

· The underwriter's letter to the transfer agent stating the shareholders' names and the stock denominations. 

· Any certification by selling shareholders (if necessary). 

· The verified certificates of incorporation and the good standing of the corporation and its subsidiaries (if any). 

· The Company will provide a stock disposition letter to the transfer agent. 

· A letter by the Company asserting that it has complied with all legal requirements. The letter will also state that it has received approval of all actions leading to the closing and most importantly, that no publicity or events occurred that had a material affect on the initial public offering. 

· The underwriter's legal counsel will provide a final opinion letter to the underwriter. 

· The Company's legal counsel will provide a final opinion letter to the underwriter. 

· Company counsel will provide a stock issue validity letter to the transfer agent. 

· Exchange of receipts list. 

The IPO closing is the biggest event in the company’s history. It is a euphoric climax to a well-planned and deliberate process. And now management will be watching every day as their ticker symbol moves across the board, displaying the price of the stock. Going forward, everything is open to the public and every quarter, shareholders will ask the same question: How well did we do? 


Course Summary 

IPO’s require rigorous planning, intense time management, a first rate team of professionals, an extremely creditable group of executives, and an outstanding business plan. Even if all of these elements are pulled together, the company still must consider alternative financing plans due to volatile market conditions.  

The main reason for going public should be to grow the business through increased capitalization. In reality, many IPO’s are driven by the need to make the company liquid so investors can get a return for their risky investment.  In order to go public, strong consistent growth rates should be in place to support this major increase in capital. Companies with slow growth rates should consider alternatives to going public since failure to put this major infusion of capital to immediate use can drive down valuations. 

One of the key players in making the IPO happen is the Underwriter. Underwriters decide if the company can go public. In order to protect itself, the Underwriter will launch due diligence to see if the company has what it takes to go public. Therefore, the company should be very pro-active by building great fundamentals as well as a public infrastructure (such as an independent board of directors and publication of audited financial statements).

In the United States an initial offering of stock is regulated by the Securities and Exchange Commission (SEC). The SEC requires adequate disclosure to investors in the form of a prospectus. Legal council and the Underwriter will coordinate preparation of the Prospectus. 

Once public, the company must meet continuous reporting requirements, not to mention investor scrutiny. So it’s best to function as though you are public long before the IPO. This will make the whole process much easier. 

 Recommended Reading:

1. Take Your Company Public by Drew Field (ISBN 0-13-882242-5)

2. Going Public: How to Make Your Initial Stock Offering Successful by Martin Weiss (ISBN 0-8306-3012-0)

3. Initial Public Offerings: A Strategic Planner for Raising Capital by David P. Sutton and M. William Benedetto (ISBN 0-917253-77-9)

4. Going Public: Everything You Need to Know by James B. Arkebauer (ISBN 0-0000-000000)

5. Going Public by Frederick D. Lipman (ISBN 1-55958-425-4)
Recommended Web Sites: 
1. www.seclaw.com
2. www.iporesources.org 

3. www.law.uc.edu/CCL/33forms
4. www.edgar-online.com/ipoexpress
5. www.businessandlaw.com/securities.shtml
6. www.sec.gov/divisions/corpfin/forms/securities.shtml (SEC Forms)

7. www.lawcommerce.com/forms (Corporate forms and agreements)

8. www.secinfo.com (most recent SEC filings)

Final Exam 

Select the best answer for each question. Exams are graded and administered by downloading and installing the exe file version of this course. The exe file is located over the internet at www.exinfm.com/training. 

21. Why is it so important to make a company “liquid” through an IPO?  

i. Realignment of the Balance Sheet 

j. Generate a return for original investors 

k. Improve the company’s image 

l. Secure more control over how the business is managed

22. A public infrastructure is critically important to ensuring that the company can function as a public company. Which of the following can help build a public structure for a private held company? 

i. Higher customer retention rates

j. Stable cash flows

k. Low overhead costs

l. Publishing audited financial statements

23. The most significant costs associated with an IPO is:

i. Registration fees

j. Underwriting fees

k. Audit fees

l. Printing the Prospectus

24. It is extremely important to have a great management team. This helps sell the IPO before potential investors. If the management team is weak, one good source for building the management would be: 

i. Wall Street Analyst

j. Academic Researchers

k. Retired Senior Executives

l. MBA Graduates

25. Which part of the Prospectus provides the investor with an inside perspective from management’s viewpoint?

a. Management Discussion & Analysis

b. Listing of Proceeds

c. Risk Factors

d. Market Information

26. Which of the following IPO Team Members is responsible for pricing the public offering?

a. Audit Firm

b. Underwriter

c. Senior Management

d. Securities & Exchange Commission

27. After filing the Registration Statement and addressing comments from the SEC, the company will launch an intense effort to reach potential investors in a series of face to face meetings, commonly referred to as the:

i. Closing Event

j. Road Show

k. All Hands Meeting

l. Post Registration Conference

28. It is not uncommon for the Lead Underwriter to carry an over-allotment of shares, allowing the Underwriter to purchase stock at the initial offering price after the company has gone public. This is referred to as a: 

i. Underwriting Cushion

j. Trading Bonus

k. After Market Support Fee

l. Green Shoe Option

29. If for some reason the company decides to cancel the IPO and continue as a private company, then it must do so within ________ days of the final registration per Rule 155

i. 60

j. 45

k. 30

l. 90

30. A direct approach to a public offering is available under:

i. Regulation S-K

j. Regulation D

k. Regulation S-1

l. Regulation X-4

Excellence in Financial Management

Course 15: Creating Value in the Nonprofit Sector 

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course outlines how value based management can be applied to non-profit and non-governmental organizations. This course also attempts to highlight several “best practices” for creating value in the non-profit sector. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple-choice exam, which is administered by installing the exe file version of this short course. The exe file can be downloaded over the internet at  www.exinfm.com/training.  

The Framework for Value Based Management  
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Many businesses have embraced a “value based” approach to managing since it is imperative to make decisions that enhance and improve value for all stakeholders:

1. Generating a return for investors in excess of the cost of capital (cost of borrowing money + cost of issuing stock to shareholders).

2. Empowering employees for getting the job done. 

3. Giving customers a set of values that surpasses the competition.

4. Building long-term relationships with suppliers, vendors, partners, and others in the value chain.

5. Acting in a socially responsible manner for the benefit of external stakeholders.

Value Based Management recognizes that each stakeholder group has its own unique set of values and we need to manage in such a way that we create value for one group without destroying value to another group; i.e. we want a win-win situation. In order to accomplish this mandate, businesses often launch various initiatives, such as customer relation’s management, business intelligence, knowledge management, balanced scorecards, and a host of other activities for ensuring that we follow the principles of value-based management. Additionally, we need a system of accountability to assess and measure how much value we are creating or destroying for various stakeholders.  


Up until now, little if any information has been available on how we can apply this framework to the Nonprofit Sector. However, as the nonprofit sector becomes more business-like, the need for value-based management grows. In order to ensure that non-profits function within this value-based framework, we can do many things, such as making the organization more entrepreneurial in how it manages social programs, recognizing and measuring social value in the delivery of services and products, using logic models for assessment and measurement, and making the connection between emotional intelligence and effective leadership. To make matters simple, we will categorize value-based management into four dimensions of non-profit management:  

1. Strategic Planning

2. Organizational Resources

3. Leadership

4. Accountability and Performance Measurement

This short course will describe specific practices that non-profit and non-governmental organizations can apply in these four dimensions. We will use this as our framework for value-based management. Additionally, many of the same techniques that have been used in the business world are adaptive to the non-profit sector; i.e. we do not have to reinvent the wheel. And the good news is that much of this information is well documented for businesses, although it has rarely been described for the Nonprofit Sector. 


Before we jump into value-based management, let’s start by understanding the challenges confronting nonprofit organizations. First of all, the nonprofit sector is the fastest growing sector of the American economy, growing almost four times the rate of the U.S. economy since 1970. Secondly, the nonprofit sector is still evolving, taking shape within our system of democracy. And third, the challenges confronting the nonprofit sector are increasing, ranging from new regulatory pressures for certifications to new competition from faith-based organizations. 










If you couple this enormous change and growth with the fact that resources are scarce for nonprofits, then the challenges facing a nonprofit organization are more daunting than any other type of organization. And to make matters worse, most people managing nonprofits fail to comprehend the “big picture” since they are pre-occupied with trying to sustain the organization in this incredibly hectic environment.   


In order to ensure that we create value within the nonprofit sector, we need a common framework for establishing how we will meet all of these challenges. This common framework is Value Based Management – making decisions that recognize value and benefits within a broader context, continuously seeking out performance standards commonly referred to as best practices, and threading high levels of accountability into all major activities of the nonprofit organization. In essence, value based management is about changing the mindset of people in such a way that they no longer make decisions within a narrow functional space, but have a sense of how decisions generate value and benefit for both the organization and its constituents. With that said, we can start our journey by first looking at Strategic Planning.    

Strategic Planning
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Before we can actually form a nonprofit organization, we must understand why the organization exists and who will be the constituents of the organization. Additionally, it is difficult to lead any organization unless there is some sense of direction. Therefore, a good starting point for value-based management is to have a well-thought out strategic plan that is factually based. The reason this is important is because nonprofit organizations are often too inward in how they see things, sometimes developing idealistic strategies that almost declare that the nonprofit organization will save the world. By having a fact-based strategic plan, we ground the organization in reality, setting the stage for value-based management to work. 

We can do several things to ensure that our strategic plan is fact-based and grounded in reality:

1. Independent Sources of Information – Planning needs to be outward, looking at the customer, the marketplace, and other external drivers affecting organizational strategies. We can substantiate our planning efforts with customer surveys, market research, spending time with constituent groups, analyzing competing nonprofit organizations, and using other sources of knowledge to ensure that we are not too inward in our planning efforts.  

2. Broad Involvement by Stakeholders – Strategic planning should involve various constituent groups that are impacted by the plan. We need to recognize the needs and capabilities of our primary customers, supporting customers, professional staff, board members, and others if we expect a realistic strategic plan. This helps ensure that the organization is properly aligned with its stakeholders, thereby improving our chances of success with implementing the plan.    

3. Sufficient Organizational Capabilities – Nonprofit organizations must be capable of successfully executing strategic plans. Nonprofits usually have very limited resources and we need to make sure that we have the people, sources of funding, expertise, and other critical resources for implementing and executing the strategic plan; otherwise the planning effort is a non-value added activity – it fails to provide real benefits to the organization. Strategic plans can be very risky when they venture too far from the core capabilities of a nonprofit organization. If resources are too scarce, then the organization may have to focus much of its efforts on building up its capabilities. 

Best Practice — Substantiate the Need before Committing

The existence of a nonprofit organization is externally validated in the marketplace through independent sources of information. There must be proof that a social need actually exists and is not being met before the nonprofit organization commits resources through formal strategic planning.


A typical first step to building a strategic plan is to assess the organization in terms of its strength’s, weaknesses, opportunities, and threats; the so-called SWOT Analysis. However, many nonprofits, such as the United Way, rely heavily on logic models for assessment. Logic models tend to focus on the programs within the nonprofit organization. Programs are how nonprofits deliver their services and/or products in the marketplace. Programs cover all types of social services – drug rehabilitation programs, domestic violence programs, teen pregnancy programs, pollution prevention programs, health service programs, and the list goes on and on.   

Since programs represent the value-chain (the flow of how products and services are created and delivered to customers), this is our focal point for very direct assessment and evaluation of what the organization is actually doing when it comes to creating social value. Logic models depict the conversion of inputs (resources such as funding, volunteers, and facilities) through activities into outputs (end product of the social program). The United Way uses the following format for its logic models:

  Exhibit 1: Basic Structure of the Logic Model

	Program Outcome Model – United Way

	INPUTS (
Resources dedicated or consumed by the Program
	ACTIVITIES (
What the program does with the inputs to fulfill its mission
	OUTPUTS (
The direct products of program activities
	OUTCOMES

Benefits for participants during and after program activities

	Money
	Feed the hungry
	Number of classes taught
	New knowledge

	Staffing
	Shelter the homeless
	Number of counseling sessions conducted
	Increased skills

	Volunteers
	Provide job training
	Number of educational manuals distributed
	Easy to cope

	Facilities
	Educate the public about child abuse
	Number of hours of service delivered
	Improved condition

	Equipment
	Council pregnant teenagers
	Number of participants served
	Changed attitudes or values


Source: Measuring Program Outcomes: A Practical Approach, United Way of America

The Logic Model neatly shows the cause-effect relationship between nonprofit resources, nonprofit actions, basic outcomes from the combination of resources and actions, and desired outcomes over the life of the program. Since programs have a life cycle with different levels of impact over time, we usually divide outcomes as follows:

1. Short Term or Initial: Immediate impact on the participant or target, usually related to learning, such as awareness, attitudes, knowledge, or motivation. 

2. Medium or Intermediate: Mid point progress on participant or target, usually related to changes in action, such as changes in behavior or decision-making.

3. Long Term or End: The final or lasting impact on participants or target, such as conditional changes – economic, human, environmental, or civic.

Exhibit 2: Chain of Outcomes
	Program Timeline

	Immediate Outcomes

Short Term

Learning
	Intermediate Outcomes

Medium Term

Action
	Final Outcomes

Long Term

Impact

	Examples:

	Families know how to develop a spending plan
	Families use a spending plan
	Families increase savings and reduce debts

	Community residents are more aware of childcare needs in community
	Employers and residents discuss options and formulate joint plan
	Families have child care needs met

	Producers increase knowledge of water contamination risks
	Unused wells are sealed
	Improved water quality


Source: University of Wisconsin-Extension Cooperative Service
In order to build a logic model, we need to have a solid understanding of the program. For existing programs, you can start with program activities. Activities are the driver for producing an outcome and they require or consume resources. If you have numerous activities, you may want to group related activities together into components. If the program is new, work backwards from the long-term outcomes; i.e. what social impact are you trying to accomplish. As you work backwards, the logic model will help you design the program.  

Make sure your outcomes are realistic; i.e. can we really impact or change a social issue in this way. If you have too many outcomes, focus on the most important outcomes – those that have the biggest benefit to the target. The wider the range of constituent targets you have, the more likely you will have more variation in outcomes. When outcomes have immediate impact on the entire target, the program will have more influence in achieving its overall mission. Likewise, the longer it takes the program to impact the target, the less social value the program has since outside forces tend to work against the target, making it hard for the program to have lasting impact. 

Exhibit 3: Example of Actual Logic Model

	United Way Logic Model – Southside Children’s Agency

Program: Teen Mother Parenting Education

	Inputs
	Activities
	Outputs
	Outcomes

	
	
	
	Initial
	Intermediate
	Long Term

	Agency provides Program Manager, part-time RN Instructor, nationally certified manuals, videos, and other teaching tools. Identify pregnant teens to participate.
	Program provides parenting classes on prenatal through infant nutrition, development safety, and care taking delivered in high schools twice a week for one hour to teen mothers from 3 months prior to one year after delivery of child
	Pregnant teens attend program.
	Teens are knowledgeable of prenatal nutrition and health guidelines. 

Teens are knowledgeable of proper care, feeding, and social interaction with infants. 


	Teens follow proper nutrition and health guidelines.

Teen’s delivery healthy babies.

Teens provide proper care, feeding, and social interaction to their babies.


	Babies achieve appropriate 12-month milestones for physical, motor, verbal, and social development.


· Source: Measuring Program Outcomes: A Practical Approach, United Way of America

Logic models are used in strategic planning for evaluation and feedback. Evaluation takes place by using indicators or measurements of the outcomes (covered in Chapter 5 of this short course). This gives us feedback on program impact. Once the program has been evaluated based on these indicators or outcome measurements, we can plan future programs and organizational efforts. This is why logic models are important to the strategic planning process. They provide concrete feedback on the effectiveness of social programs and from this, we can do planning.   

For overall organizational assessments, we can turn to tools like the Self-Assessment Tool from the Peter Drucker Foundation for Nonprofit Management. This type of assessment is much broader in scope, using a series of templates and critical questions to appraise the organization’s mission, environment, customers, programs, and other critical attributes of performance. From this appraisal, we can build a complete strategic plan for the organization, consisting of: 

1. Mission – Defines the purpose of the nonprofit organization.

2. Goals – Establishes long-term direction.

3. Objectives – Specific achievements required for meeting goals.

4. Action Steps – Detailed plans for meeting objectives.

5. Budgets – Allocation of resources for action steps.


Best Practice — Systematic Structure for Assessment

Nonprofit organizations have a well-thought out structure (such as the Logic Model) for systematically assessing the organization and its programs and flowing this assessment into continuous improvement and strategic planning. 


As previously noted, the strategic planning process usually starts with some form of assessment. The assessment process gives us an opportunity to evaluate choices that determine the future of the nonprofit organization. Once we gain consensus of what best fits the organization, we can build the strategic plan. Once we understand where the organization is going, we can plan for its future through strategic planning. 

Strategic planning is a dynamic process of identifying performance gaps in relation to the organization’s mission and values. If the organization is failing to meet its mission, then a corrective plan must be developed and implemented to ensure that the organization is doing what it was formed to do.    

Strategies should emerge and evolve over time and we need to continually test the strategy to see if it still fits with the organization and its external environment. Therefore, strategic planning is very iterative, always monitoring and detecting what changes we need to make for ensuring our survival and growth. Strategic Plans should also:

· Serve as a lever for building commitment from those who must execute on the plan.

· Challenge the organization to stretch itself.

· Improve overall organizational performance.

· Create opportunities for managers and board members to think strategically.



The first and foremost element of a strategic plan is the mission statement. The mission statement defines why the nonprofit organization exists. It should be short and to the point, matching up with the capabilities of the organization. If an organization’s mission is too short and not clear, expand on the mission with some follow-up statements to remove any ambiguity. For nonprofits, missions should be publicly related and not narrowly focused on a special select group of people. 

Best Practice — Missions are the Bottom Line

The bottom line for a nonprofit is its mission. Nonprofits are in the mission business and therefore, the mission must permeate every part of the organization – including mission-based management and mission-based programs. In order to execute on the mission (bottom line), a nonprofit organization must manage itself like a business. 

Since missions deal with primary actions (the optimal goal) of the nonprofit organization, it is a good idea to supplement missions with vision statements. Vision statements are the long-term aspirations of the organization. Nonprofit leaders get their cues for directing the organization from both the mission and the vision. Generally speaking, mission and vision tend to be leadership issues while goals and objectives tend to be management issues. 


NOTE: Short Course 10: Strategic Planning provides more detail instructions on how to create a formal strategic plan. This course can be downloaded over the internet at www.exinfm.com/training 


Watershed 2000

River Network’s Strategic Plan for 1995 – 2000

Mission:

River Network’s mission is to help people organize to protect and restore rivers and watersheds.

We support river and watershed advocates at the local, state and regional levels, help them build effective organizations, and promote our working together to build a nationwide movement for rivers and watersheds.

River Network also acquires and conserves river lands that are critical to the services that rivers perform for human communities: drinking water, supply, floodplain management, fish and wildlife habitat, recreation, and open space.

Vision:

River Network was founded in 1988 in the conviction that the solutions to river degradation, like the problems, are primarily local. They must be created by citizen activists, valley-by-valley and stream-by-stream. We saw even then that the “top-down” approach could only go so far, that rivers needed a stronger constituency at the grassroots level. We dedicated ourselves to the mission of building citizen groups to speak out for rivers in every watershed across the country. River Network’s new Watershed 2000 campaign is an attempt to lay the foundation for river and watershed protection in this country.

Strategic Goals and Objectives: 


Strategic Goal – 2000 Citizen Watershed Councils by the Year 2020 


Five-Year Objectives:

· Identify, state by state, the citizen groups in key watersheds that should definitely be included in a Watershed 2000 campaign.

· Work to recruit 400 of these key citizen groups as Partners of River Network.

· Give these groups a basic guide to watershed action, including principles of watershed science and watershed organizing. 

· Help these watershed councils develop a science-based strategy for stream protection and restoration.

Strategic Goal – Build our River Source Center to support watershed councils


Five-Year Objectives:

· Conduct a watershed message development project with focus groups and polling to develop a language that watershed groups can use to communicate with the public.

· Publish and distribute a national river conservation directory, updated every two years.

· Establish a Rivers On-Line Computer Network to give watershed groups better access to information.

· Conduct telephone outreach to Partner watershed councils to offer assistance.

· Develop objective standards for success so that watershed organizations can measure their effectiveness.

Strategic Goal – Campaign for Safe and Sustainable Watersheds

Five-Year Objectives:

· Support local and regional campaigns to dramatize the threat to drinking water from polluted rivers and degraded watersheds.

· Support campaigns to prevent flood destruction by restoring natural river floodplains. 

· Support campaigns to dramatize the loss of recreation and tourism from dewatering of Western streams by agriculture.

· Support campaigns to dramatize what it costs taxpayers when rivers and watersheds deteriorate.

Strategic Goal – Building River Network’s Capability


Five-Year Objectives:

· Build an active 20-member Board of Trustees that reflects our diverse constituency and gives us better access to resources.

· Increase revenues from grants and donations from roughly $ 500,000 in 1995 to $ 1,000,000 in 2000.

· Build internal management and governance systems to support a growing two-office organization.

· Ensure our “staying power” by maintaining a modest endowment. 

Chapter

3

Organizational Resources  

Once we have a strategic plan in place, we need organizational resources to execute the plan. Organizational resources go beyond money and people; resources are rooted in organizational capabilities. And almost everything can represent an organizational capability:

· Visible board members who attract resources to the nonprofit.

· Highly skilled professionals who know how to organize fundraising campaigns.

· Formation of new partnerships to create social programs.

· Building a solid reputation in the eyes of the public.

· Creating and sharing the organization’s mission and vision.

· Maintaining reliable systems of accountability.

· Understanding how other nonprofits work.

Therefore, before we can truly build organizational resources, we first need certain capabilities; this is the foundation we need to work from. One of the basic capabilities of any organization has to do with human resources (to be discussed below). 

Best Practice — Build Capabilities to Build Resources

Nonprofit Organizations recognize the connection between capabilities and resources, focusing on those capabilities that help build resources – things like building a network of support and partnerships, quality leadership, soliciting expert advice from other nonprofits, publicizing successes to establish the organization’s creditability, obtaining endorsements, and doing other things that enhance the social capital of the organization. This lays the groundwork for successful resource development.

Once we have a set of capabilities, we can identify resource needs and develop an action plan for acquiring the resources. We can turn to our logic models to help us identify resource needs:

1. What activities are required for the program?

2. Estimate resource needs for the activities. 

3. Prepare a Program Budget.

4. Compare the Program Budget to existing organizational resources, identifying resource gaps.

5. Create a plan to close the resource gap. 

Starting with programs and logic models is sometimes referred to as bottom-up budgeting, i.e. we let people close to the programs work out a budget plan and then roll up program budgets to organizational budgets. We can also work top-down, starting with the Strategic Plan and working our way down to Operating Plans that describe the major activities of the nonprofit organization.  

Budgets outline the resource requirements of the organization and its programs. Besides using a master budget for organizational needs, we may need to include a capital expenditure budget to cover major purchases (such as computer equipment). Regardless of which budgets we use, we need to recognize that budgeting needs to be inclusive, involving staff, board members, prospective contributors, and other key players. Additionally, planning is a pre-requisite to budgeting. Therefore, budgets should be linked to operating plans, action plans, and other resource dependent type plans. 

Exhibit 4: Example of Expenditure Budget by Program - Summary
	Expense Category
	Total

Expenses
	Child Health Program
	Youth Training Program
	Unwed Mothers Program

	Personnel
	185,085
	  83,025
	45,927
	56,133

	Materials / Supplies
	  19,200
	    7,887
	  7,167
	  4,146

	Facility Costs
	  48,900
	  30,328
	12,765
	  5,807

	             Total
	253,185
	121,240
	65,859
	66,086


Exhibit 5: Example of Expenditure Budget by Program - Detail
	Expense Category
	Total

Expenses
	Child Health Program
	Youth Training Program
	Unwed Mothers Program

	Personnel:

	Director
	 46,100
	29,965
	 6,915
	 9,220

	Program Manager
	 32,400
	17,820
	 8,100
	 6,480

	Bookkeeper
	 19,880
	 8,350
	 5,368
	 6,162

	Secretary
	 16,500
	 5,528
	 4,868
	 6,104

	Social Worker
	 14,350
	 2,152
	10,763
	 1,435

	Social Worker
	 12.788
	   0
	 4,476
	 8,312

	Counselor
	 20,467
	   0
	 2,047
	18,420

	Child Psychologist
	 22,600
	19,210
	 3,390
	   0

	Total
	185,085
	83,025
	45,927
	56,133

	Materials and Supplies:

	Office / Kitchen
	 6,800
	4,382
	2,002
	  416

	Training
	 7,900
	  400
	4,955
	2,545

	Medical
	 4,500
	3,105
	  210
	1,185

	             Total
	19,200
	7,887
	7,167
	4,146

	Facility Costs:

	Rent
	26,400
	16,368
	 6,600
	3,432

	Depreciation
	 4,700
	 2,900
	 1,410
	  390

	Utilities
	 8,900
	 5,420
	 2,670
	  810

	Upkeep
	 5,100
	 3,165
	 1,235
	  700

	Taxes
	 3,800
	 2,475
	    850
	  475

	             Total
	48,900
	30,328
	12,765
	5,807




The ultimate enabler or driver of performance for almost every type of organization resides in people. Without people, nothing can happen - design of social programs, delivery of social programs, building the organization, raising money, or anything else important to running the nonprofit organization.  


Recruiting the right people for a nonprofit is not easy since we need people who literally love what the nonprofit does. This helps us build commitment – a persistent dedication to the organization’s strategy. Ideally, we want the values of the employees and the values of the organization to be essentially the same. This helps ensure that people will be involved, self-motivated, flexible, and open to change. Likewise, we need to make sure that the nonprofit organization is informal, allowing for social interaction and a sense of solidarity. In order to accomplish this, nonprofits need to have limited hierarchies, encourage collaboration and the sharing of information, and empower their people with the tools they need to get the job done; otherwise people will not reach their full potential. 

Making all of this happen usually requires some form of Human Resource Management or HRM. HRM is not about establishing rules and policies, human resource management is more about becoming a strategic partner for building the social capital of the organization and developing the skills and competencies of the people so they can be more productive. Additionally, HRM can cover several important functions – recruitment, retention, compensation, and managing volunteers. Regardless of organizational size, someone within the nonprofit organization needs to address human resource management. A complete discussion of HRM is beyond the scope of this short course; but suffice it to say that HRM is a major driver behind value-based management within the nonprofit sector.  

Best Practice — Linking HRM to Strategy

Nonprofits recognize that Human Resource Management (HRM) helps the organization achieve its strategy by addressing the personal needs of its human resources (staff, volunteers, and others). This in turn builds commitment and commitment is how we want our human resources to think about strategy.

One final point about human resources concerns volunteers. Nonprofits, unlike other types of organizations, use volunteers. When using volunteers, don’t forget to:

· Provide volunteers with orientation and guidance; volunteers need to know what it is they are supposed to do.

· Allow volunteers to participate in decisions regarding their respective assignments.

· Use volunteers for appropriate assignments, avoiding paid staff assignments where possible. If volunteers are used for paid staff work, then volunteers are entitled to the same level of support and training that a paid staff person would receive. 


Nonprofits often have major gaps in managerial talent since the majority of people working for a nonprofit will lack solid business type skills. Therefore, nonprofits need highly skilled management talent at the top for running the organization. Management can be broken down into two segments:

Executive Management – Executive Director or Chief Executive Officer and other senior professionals who are paid to manage the nonprofit organization. 

Board of Directors – A group of highly qualified people who may or may not get paid, providing overall governance and strategic guidance for the nonprofit organization.

Executive Management requires a broad set of skills:

· Interpersonal Skills

· Ability to Manage Change

· Strategic Thinker

· Very supportive of others

· Creative

· Ethical

· Always trying to improve things

· Effective communication skills

· Ability to resolve conflicts

Perhaps one of the most critical skills has to do with leadership, a topic covered in the next chapter. At the same time, management must cover the basics of running the organization – building structure, organizing the resources, putting systems of accountability in place, resolving operating issues, and solving a host of functional problems in such areas as finance, marketing, and human resource management.   

The Board of Directors plays a very active role in driving performance within the nonprofit organization. Boards perform several vital functions:

· Provides support in terms of planning, developing programs, and building organizational resources.

· Review and approve mission, vision, and strategic plan.

· Serve as principal representative before the public.

· Fill-in critical functional needs, such as Public Relations.

· Advocate for the nonprofit’s mission and programs.

· Monitor the health of the nonprofit organization.

· Make sure the organization has competent management.

Boards must also possess several intangible qualities:

· Visible and accessible to various stakeholders

· Opportunistic and visionary about the future

· Informal management style that is inclusive

· Compelled to serve 

Board development often follows the life cycle of the nonprofit organization:

Early Stage Board – Startup nonprofit uses board members with critical connections to secure resources and help build the organization. Boards are small in size, delegate operating decisions to staff, and tend to be very involved in fund raising activities.

Middle Stage Board – Larger in size than early stage and assumes more governance responsibility over the nonprofit. Mid-Stage boards are more concerned about sustaining the nonprofit over the long-term.

Mature Stage Board – Very large in number (20 to 30 members), very diverse in relation to their backgrounds, and rather prestigious. Nonprofit is well established and has significant staying power in the marketplace. Due to the complexity of the board, committees are often used for various governance functions. 

Overall, board members need to focus on the bigger issues confronting a nonprofit, supporting the executive management team and determining strategy. Management must be charged with executing the strategy, ensuring that the nonprofit fulfills its mission.

Best Practice — Boards Assume Ownership

Boards take ownership of the nonprofit organization, elevating the organization to a business-like stature.


Financial resources, such as money, are necessary for acquiring other resources. Financial resources are usually secured through fund raising activities and fund raising is one of the most dominant type activities for a nonprofit. If we follow a “value based” approach to fund raising, then we need to do a lot of up-front work before we launch a fund raising campaign:

1. Properly identifying funding sources through research.

2. Building relationships with prospects before we solicit their support.

3. Develop and test fund raising materials and methods before launching a major fund raising campaign.

Once we build these capabilities, we can proceed to implement fund raising efforts. Many nonprofits follow the ROPES Model of fundraising:

Research – Obtain knowledge about the marketplace through research. You must know something about your supporting customers before you can approach them. 

Objectives – Establish a set of fund raising objectives based on your research. For example, two membership drives, one before Thanksgiving and one in the Spring may fit with your needs and the research.

Programming – Develop and implement a fund raising plan. Make sure everyone involved agrees to the plan before launch. 

Evaluation – Assess the effectiveness of your fund raising efforts. How can it be improved? Did we meet our objectives?

Stewardship – Once you reach supporting customers (donors, contributors, etc.), you need to build relationships with these customers since they represent your long-term base of support. Relationships count in fund raising because most contributions come from existing supporting customers. Many nonprofits use the so-called Donor Bill of Rights as a guide for building relationships with their donors:

A Donor Bill of Rights

Philanthropy is based on voluntary action for the common good. It is a tradition of giving and sharing that is primary to the quality of life. To assure that philanthropy merits the respect and trust of the general public, and that donors and prospective donors can have full confidence in the not-for-profit organizations and causes they are asked to support, we declare that all donors have these rights:

I. To be informed of the organization’s mission, of the way the organization intends to use donated resources, and of its capacity to use donations effectively for their intended purposes.

II. To be informed of the identity of those serving on the organization’s governing board, and to expect the board to exercise prudent judgment in its stewardship responsibilities.

III. To have access to the organization’s most recent financial statements.

IV. To be assured their gifts will be used for the purposes for which they were given.

V. To receive appropriate acknowledgement and recognition.

VI. To be assured that information about their donations is handled with respect and with confidentiality to the extent provided by the law.

VII. To expect that all relationships with individuals representing organizations of interest to the donor will be professional in nature.

VIII. To be informed whether those seeking donations are volunteers, employees of the organization or hired solicitors.

IX. To have the opportunity for their names to be deleted from mailing lists that an organization may intend to share.

X. To feel free to ask questions when making a donation and to receive prompt, truthful and forthright answers.

Source: Association of Fundraising Professionals

Several factors can influence how much money people give to nonprofits:

· Economic Conditions – People give more when they are economically well off.

· Level of Trust – People must be convinced that a real need exists and the nonprofit is the best hope for addressing this need. There must be a compelling case for building trust between the donor and the nonprofit.

· Value Systems – What people value should be similar to what the nonprofit values. In order for this to happen, people must easily understand what the nonprofit is about, its mission and accomplishments.

When raising money, it is a good idea to try and match the fund raising sources to the life cycle of programs. Short-term programs need short-term sources of funds and continuous needs should match up against continuous sources of support. Likewise, larger needs should match up against significant sources of funding such as grants. If sources of funding are risky and unreliable, sources of funding should be diverse. 

Best Practice — Diversified Sources of Funding Matched Against Increased Costs

Nonprofits protect against potential shortfalls in funding through diversification. At the same time, nonprofits balance this diversification against the increased costs associated with multiple sources of funding.

Overall, fund raising requires substantial commitment of time and resources from key participants (board members, volunteers, staff, and others). Fund raising must involve objectives and targets, measuring the results of the fund raising efforts to determine how best to use organizational capabilities.  

Example of Measuring Fund Raising Performance:

Number of Donors Responding . . . . . . . .55

Gross Contributions Received . . . . . $ 3,800

Fund Raising Costs . . . . . . . . . . . . .  $   600

Profit Margin . . . . . . . . . . . . . . . . . . . $ 3,200 or 84%

Profit per Donor . . . . . . . . . . . . . . . . . $    58 ($ 3,200 / 55)

Rate of Return . . . . . . . . . . . . . . . . . .   533 % ($ 3,200 / $ 600)



One last important point about managing resources has to do with entrepreneurship. By following the principles of entrepreneurship, nonprofits become resource smart. Resource smart relates to leveraging social capital in the absence of funding – turning to things like knowledge, expertise, access to community leaders, and other intangibles that have little to do with hard assets. For example, entrepreneurs may outsource certain parts of a social program to other nonprofits since they are in a better position to generate desired outcomes. The main focus is on providing the right outcomes, not producing all outcomes internally.

Additionally, social entrepreneurs are more interested in building only one or two high quality programs as opposed to spreading resources too thin amongst several programs. Entrepreneurs work hard at perfecting their products and services so they can eventually find a niche in the marketplace. And this takes considerable time and patience, not to mention a high tolerance for failure.


One of the most profound entrepreneurial concepts confronting the nonprofit sector is generating earned income. Social entrepreneurs view earned income (or profits) as a primary goal of almost every social program. By charging a fee or price for the service, the program is more financially sustainable. This in turn enables the nonprofit to better fulfill its mission. 

Example - Pricing of Social Services

Direct Variable Costs – Hourly Wage Rate for Social Trainer . .  $ 22.00 per Hour


10 6-hour training sessions for Program or 60 hours . . . . .   x 60   





Total Variable Costs . . . . . . . . . $    1,320

Indirect Fixed Costs are $ 1,200 to rent facility, $ 350 for supplies, and $ 200 allocated 


for administrative overhead. Total Fixed Costs                   1,750



Total Program Cost
. . . . . . . . . . . . . . . . . . .        3,070



3% Markup for Profit . . . . . . . . . . . . . . . . . . . .            92




Total Amount to Recover  . . . . . . . . . . . . . . . .        3,162



Expected Minimal Level of Participation . . . . .              5

Cost per Participant . . . . . . . . . . . . . . . . . . .             632 



Round up or down for Pricing . . . . . . . . . . . . .        $ 635
Entrepreneurs realize that it may take ten years before a nonprofit makes a profit from its social programs. This is why entrepreneurs are very cautious and conservative in how they expend social capital. Finally, entrepreneurs are always looking to the market to validate assumptions, often times testing a social program through some form of feasibility before committing scarce resources. 
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Leadership  

The destiny of a nonprofit organization is ultimately determined by its leadership. Having a great strategic plan and solid organizational resources lays the foundation for creating social value. However, without leadership we have no catalyst for making things happen. Therefore, value-based management recognizes how vitally important leaders are to organizational performance and value-creation. 


Fortunately, there is a wealth of information on what constitutes effective leadership. For example, people with leadership potential usually exhibit the following attributes:

· Able to influence others

· Very people oriented

· Solid grasp of the big picture

· Works well in stressful situations

· Maintains a positive attitude

· Is modest and lacks ego

· Enjoys learning new things and sharing knowledge with others

· Self aware of what is going on

· Flexible to Change



Leaders possess several important characteristics, such as:

· Listening and respecting the opinions of others

· Strong belief in seeing others succeed

· Accepting mistakes as part of learning and growing 

In their book The Leadership Challenge: How to Keep Getting Extraordinary Things Done in Organizations, authors James M. Kouzes and Barry Z. Posner outline five important elements of exemplary leadership:

1. Challenge the Process – Leaders go outside the normal fence line of the organization, almost creating a new challenge for the organization that breaks away from old thinking. Therefore, leaders tend to be pioneering and innovative to the organizations they serve.

2. Inspire and Share the Vision – Leaders rally the troops around the cause, building enthusiasm around a vision of the future. Since leaders are not controlling, they must inspire people around their value systems, enlisting them and garnishing their commitment. 

3. Getting People to Act – Leaders are able to build trust through their open and honest communication; they speak from the heart and not in terms of cold, hard numbers. This builds teamwork and cooperation within the organization. Everyone who is responsible for providing outcomes is part of the decision making process. 

4. Leading by Example – Leaders often kick off a process by first doing it themselves, thereby demonstrating to others how things are suppose to work. This makes people feel capable and competent in knowing what it is they are suppose to do.  

5. Leading from the Heart – Leaders have a genuine compassion for the people they serve, encouraging and helping them succeed. Leaders recognize that their success is highly dependent on the success of others.



One of the principal drivers behind leadership is something called Emotional Intelligence. Emotional Intelligence is the combination of competencies and personal attributes that enables a person to effectively deal with other people. If you want to motivate or manage people, then you must reach them emotionally. Study after study has indicated that people with high levels of emotional intelligence are far more successful in leading and managing people than people with low levels of emotional intelligence. For example, highly effective leaders seem to know how to empathize with people regardless of their backgrounds.  



Leaders seem to naturally find the right direction for an organization, clearing the way so people can reach strategic objectives. Leaders move and align the organization for success, positioning the organization for fulfilling its mission.   

Leaders are always watching, observing, and learning. This is how leaders, in part, know how to position an organization for success. Leaders easily grasp the big picture so the rest of us can focus on the day-to-day operations of the organization.    

Finally, great organizations with great people create great leaders. Therefore, the underlying layers of leadership reside in the organization’s people. Leaders are only as good as the people they serve. And when an organization has great people, the organization has a tendency to attract the right kind of leadership.     

Best Practice — Quality Leadership

The future of a nonprofit is in the hands of its leaders. Therefore, nonprofits understand the importance of leadership and the personal attributes, as well as the high levels of emotional intelligence, that are required for building quality leadership within the organization.
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Accountability and Performance Measurement  

We need to create a culture of accountability to ensure that the organization does in fact create value for its stakeholders. Without adequate feedback systems in place, we run the risk of destroying social value. Many of the components for driving accountability have already been discussed in this short course: 

· Sound strategic planning, supported by external research.

· Building organizational capabilities. 

· Having the Board of Directors assume ownership of the nonprofit.

· Understanding the importance of quality leadership.

All of these things reinforce accountability. However, accountability needs to transcend everything the organization does since accountability is a reflection of what an organization considers important. For example, continuously communicating with donors helps build important relationships. After all, when people give of their time and/or money, they are making a statement: I trust and believe in what the nonprofit is doing. The ability of a nonprofit to deliver on this trust requires transparency. Transparency allows the constituent to easily ascertain that the nonprofit is doing what it is suppose to do. Even simple forms of transparency can build trust, such as publishing the nonprofits financials (IRS Form 990) on a website such as www.guidestar.org. However, the best form of transparency is for the nonprofit to be brutally honest and open with itself and its stakeholders. For example, a nonprofit should be willing to open up program development, planning, and other aspects of its operations to others.  

One of the best ways for a nonprofit to build trust is to become engrained in the local community. Nonprofits that are close to their constituents tend to have the best relationships. For example, religious organizations tend to be very close to their communities and their relationships are personal. As a result, these types of nonprofits have the most staying power in the nonprofit sector. 

Best Practice — Close to the Community

Nonprofits build their organizations around local communities, establishing important relationship’s that translates into trust. By having this “localized” trust, nonprofits are able to build and sustain their organizations.   


Since accountability must transcend everything the organization does, we need some form of overall measurement for the entire organization. Additionally, accountability requires that the organization aggressively pursue excellence in everything it does and therefore, we need comprehensive performance measurement for managing our pursuit of excellence. Over the last several years, private companies have embraced the Balanced Scorecard as the framework for comprehensive performance measurement. However, balanced scorecards are designed specifically for businesses and not for nonprofits. And since nonprofits have very long-term outcomes that are very difficult to quantify, we need a much simpler framework that easily fits with the actual strategy of the nonprofit. Most nonprofits have opted for a Three Tiered Framework for Comprehensive Performance Measurement. This three-layered model places the mission at the top with activities fulfilling the mission and organizational capabilities driving the activities.

Exhibit 6: Framework for Performance Measurement at the Organizational Level

	Comprehensive Performance Measurement – Three Tiers

	Tier 1 – Impact 
	Assess Mission Impact

	Tier 2 – Outcomes  (
	Measure outcomes of activities

	Tier 3 – Drivers  (
	Measure organizational capabilities


For example, the American Red Cross has the following mission: The American Red Cross, a humanitarian organization led by volunteers and guided by its Congressional Charter and the Fundamental Principles of the International Red Cross Movement, will provide relief to victims of disasters and help people prevent, prepare for, and respond to emergencies.  In order to fulfill this mission, the American Red Cross must engage in various activities and each of these activities has an outcome that can be measured – Response time to disasters, number of victims served, and refugees placed into shelters. Likewise, activities cannot take place unless we have organizational capabilities – well-trained staff, sufficient funding, strategic partnerships, marketing, leadership, and various other resources for making the activities happen. Once again, we need to measure these capabilities to ensure that the right kinds of capabilities are in place for driving our activities. For example, in order to secure funding from donors, we must maintain great relationships with our donors. In order to ascertain the quality of donor relationships, we need some form of measurement in place. All three of these measurement layers – mission, activity outcomes, and organizational capabilities are connected and inter-related. Therefore, the Three Tiered Measurement Model follows the same logic as the Balanced Scorecard, providing a fully integrated approach to measuring the performance of the organization. And since the Three Tiered Model is aligned with the strategic plan, it provides valuable feedback for making adjustments to short-term and long-term goals – similar to the Balanced Scorecard.


Assessing mission impact may relate to the programs or activities of the nonprofit organization. For example, the Nature Conservancy assesses mission impact using two measurements:

1) Biodiversity health (per existing scientific studies)

2) Threat abatement (reductions in the threats to biodiversity)

These two metrics can be applied to various programs of the Nature Conservancy and additionally, they fit nicely with the overall mission of the Nature Conservancy which is to conserve biodiversity. Therefore, a three-tiered approach will often overlap between the measurement tiers. Overall, the three-tiered approach is used as the organizational model for performance measurement. For social programs, we can fall back on Logic Models for performance measurement. As you may recall, we identified resources (inputs), outputs, and outcomes (short-term, medium term, and long-term) as our framework for managing social programs. 

The key to performance measurement at the program level is to move away from measuring inputs and assess social program impact (long-term outcomes). For example, it is easy to measure inputs, things like cost per participant as opposed to the lasting impact of a program on society.  However, the best forms of measurement are not input related, but outcome related and this is perhaps one of the most difficult challenges confronting the nonprofit sector when it comes to performance measurement. How do we quantify our impact on society? We will explore this issue under Financial Management. For now, we need to understand the overall framework for comprehensive performance measurement. 

The two primary components for achieving comprehensive performance are Three Tiered Measurement Models and Logic Models. These two models are very complementary of one another and the combination of these two models is the roadmap to comprehensive performance measurement within the nonprofit sector.  


One last issue that deserves some attention is the Balanced Scorecard. For those nonprofits that have evolved into businesses (such as associations), balanced scorecards may provide the appropriate framework for performance measurement. Balanced Scorecards for nonprofits follow the same top down approach as the Three Tiered Model, always beginning with measuring the mission of the nonprofit. However, since most nonprofits do not function like a business, balanced scorecards are not the preferred approach to performance measurement. 

Exhibit 7: Example of a Balanced Scorecard – Objectives and Measurements

	Project Management Institute (Association)

	Financial
	Ensure sufficient gross revenue to invest in added value to members and to fund adequate reserves.
	Excess revenue over expenses

Non-dues revenue as percent of total

	
	Expand the sources of new and existing revenue and the variety of revenue generating products offered. 
	Percentage of revenue generating products in each program area

	
	Increase market share in the markets PMI serves.
	Number of customers in each segment as percentage of total

	
	Improve value to members to ensure renewal of membership
	Retention Rate

	
	Optimize operations to ensure cost efficiencies
	Net program revenue or overhead

	Customer
	Ensure that customer inquiries are handled in an attentive, timely, and effective manner.
	Customer satisfaction - responsiveness

	
	Ensure that interactions with customers are personal and professional
	Customer satisfaction - contact

	
	Ensure that products are conveniently accessible to customers
	Customer satisfaction – convenience

Percentage of total products offered online

	
	Ensure that customer needs drive product development
	Customer satisfaction - value

	
	Continue to advocate globally on behalf of the profession
	Number of official PMI speaking engagements

	Internal
	Create and expand products to meet customer segment needs
	Number of new products per customer segment

	
	Improve understanding of customer segments
	Money spent on customer market research

Number of products targeted at distinct needs of customer segments

	
	Provide effective communication to customers
	Number of communication vehicles provided and usage rates by customer segments

	
	Improve processes to develop, deliver, and retire products on time and within specifications.
	Number of products with defined life cycles

Product Portfolio Management Calendar

	Learning & Growth
	Foster a culture that promotes organizational, professional, and operational excellence
	Employee retention rate

Employee satisfaction survey

	
	Develop infrastructure to optimize resources to support global marketplace and expanded growth.
	Compliance with technology plan

Compliance with staffing plan

	
	Align individual performance and professional development goals with PMI goals. 
	Number of program areas with a balanced scorecard. Number of individuals with a personal balanced scorecard.


Source: Strategic Score Keeping by Jim Dalton, Association Management, Volume 54   


Now that we understand the framework for performance measurement, we need to gather and analyze the data required for performance measurement. Nonprofits use a variety of methods to collect measurement data – surveys, internal records, knowledge tests, physical sampling, and other techniques.  

The most common method is the survey. For example, an Alzheimer’s Program collected data from family members regarding conditional improvements in four areas – walking steady, interacting with others, agitation, and exhibiting anxiety. These attributes represent long-term outcomes. Levels of participation in the program represent mid-term outcomes and knowledge tests are used to ascertain if participants were able to comprehend basic concepts taught within the program. Surveys are commonly used to ask participants at the end of the program certain basic questions on program effectiveness. 

In order to make surveys effective, keep in mind that a 50% response rate may be as good as you can get. Response rates are improved when follow-up calls and incentives are used. And don’t forget to make the survey convenient and easy to complete.   

Another major weapon in managing measurement data is the use of databases for capturing, maintaining, and analyzing internal records. Nonprofits need to maintain historical information for monitoring trends. For example, a conservation group will take water samples for measuring changes in water quality. All of this data needs to be maintained within a computerized database (such as Microsoft Access). Even basic internal records should be maintained within a database. This way we can monitor participation levels, graduation rates, wait times, demographic trends, conditional changes with participants and other measurement trends in various social programs. If significant problems are noted in the measurement trends, we can develop plans to improve the program and set targets for performance improvement.

Performance improvement depends upon making sure your measurements fit with program goals and objectives. One of the keys to using the right measurements is to have a clear and easy-to-understand strategy. The more ambiguous the strategy, the less likely you will be able to develop the right measurements. For example, a vague mission statement makes it hard to accurately measure and assess mission impact. Additionally, your mission statement may not be your primary concern until the nonprofit is well established. For example, start-up nonprofits will need to focus on building the organization – things like securing partnerships, fund raising success, and recruitment of volunteers before measuring mission impact. Nonprofits, just like any other type of organization, need to measure the right things to get the right results. 


Exhibit 8: Examples of Measurements for Associations

	Financial Measurements

	Membership market penetration in traditional segments

	Growth in new membership segments

	Account share of member spending by key products

	Frequency, dollar value of cross selling

	Output per employee or value-added

	Contributions per donor

	Grants by size, sources, number

	Satisfaction Drivers

	Relevance of publications to business or professional interests

	Fitness of codes and standards to market practices

	Online and in-person networking opportunities

	Cooperation with related professions on significant issues

	Impact on federal and state public policy decisions

	Education opportunities that address verified needs

	Process Measures

	Time to fulfill an order, process a new member application, acknowledge a contribution

	Press releases picked up by publications and members read

	Member response rates to legislative alerts

	General ledger errors

	Frequency with which deadlines are met or not met

	Innovation, Learning and Growth

	Alignment of competencies with process requirements

	Alignment of information system capabilities with process requirements

	Annual investment in employee development

	Employee satisfaction with: 1) Involvement in decisions affecting their work; 2) Recognition of good work; 3) Access to sufficient information to do the job; and 4) Active encouragement to be creative and use initiative


Source: Strategic Score Keeping by Jim Dalton, Association Management, Volume 54   


One obvious area of performance measurement for any organization has to do with financial performance. Additionally, we will rely on financial management for measuring social value of nonprofit programs. Financial management usually starts with a complete set of financial statements:

· Statement of Activities (Changes in Net Assets from Revenues and Expenses)

· Statement of Financial Position (Balance Sheet)

· Statement of Cash Flows 

From these financial statements, we can perform financial analysis for gauging performance. For example, we can measure the length of time required to convert receivables into cash: 

Average Days to Collect Receivables – Grants, Gifts, Donations, etc.

Receivable Balance
Revenue Balance
Grants . . . . . . 
$ 36,000
$ 120,000

Gifts . . . . . . . . 
     7,500
     18,000

Donations . . . .
     6,500
     12,000


Total

$ 50,000
$ 150,000






$ 50,000 / ($ 150,000 / 365 Days) = 122 Days 

NOTE: Short Course 1: Evaluating Financial Performance provides more detail instructions on how to analyze financial statements. This course can be downloaded over the internet at www.exinfm.com/training. 
We also need to have some basic benchmarks for monitoring the financial health of the nonprofit. This is important since nonprofits, unlike other types of organizations, are very susceptible to wide variations in financial condition. For example, trends in fund raising and changes in cash reserves can significantly impact the ability of a nonprofit to fulfill its mission.  

Exhibit 9: Examples of Benchmarks for Monitoring Financial Health in the Nonprofit Sector 
	Four Measurable Indicators of Financial Health

	1. The Nonprofit has more revenues than expenses in at least 7 out of 10 years.

	2. The Nonprofit has a cash operating reserve of at least 90 days.

	3. The Nonprofit gets at least 5% of its total income from endowments.

	4. The Nonprofit has sources of revenues from non-traditional non-governmental sources; i.e. it has business related income.


Source: Financial Empowerment: More Money for More Mission by Peter C. Brinckerhoff
One of the principles behind Value-Based Management is to place less reliance on traditional accounting since accounting has a tendency to distort real performance. For example, financial statements tell us how much we have invested and spent for our social programs, but accounting tells us nothing about how much value we created in relation to our costs. This gets us back to a critical element within our Comprehensive Performance Model – measuring the social benefits provided by the nonprofit’s social programs. Determining this long-term value is very subjective, but this is the single most important measurement for a nonprofit organization.

We can start by gauging the demand for a social program. For example, if the launch of a social program attracts heavy participation, then the program should have some degree of social value. Once we have established “demand” for a program, the next step is to try to measure the long-term outcomes or impact of the program. This usually requires some form of research. For example, the National Institute of Health (www.nih.gov) provides a wealth of information on health related issues and their impact on society. From this source, we can derive social costs associated with alcoholism, AIDS, and other health issues. If the long-term outcomes of the program are directly related to these issues, then we can assign a social value to our program based on the statistical analysis compiled by the National Institute of Health.   

Exhibit 9: Approaches to Measuring the Benefits of Social Programs

	Assigning Value to Long-term Outcomes of Social Programs

	Benefit / Outcome
	Approaches to Measurement
	Key Issues

	Lives Saved
	Estimate individual lost earnings

Choose arbitrary value ($ 1 million) and test sensitivity of analysis to figure.

View as an Intangible and weigh with other information. 
	Are individuals valued equally, or are the young and productive more valuable than the old and less productive?

Where principal benefit is lives saved, cost-effectiveness analysis may be the superior analytical approach.

	Time Saved
	Multiply after-tax hourly wages by hours saved.

Collect indications of users’ willingness to pay tolls to save time.
	Individuals value time differently. 

Not all individuals could convert time saved into earnings. 

Some individuals would pay more than others to save time.

	Costs Saved or Avoided
	Analyze costs before and after program action and measure differences. These include costs saved by individuals as well as government.
	Other non-program factors may influence costs.

Costs saved to some may be costs borne by others and thus may simply be a transfer rather than a net gain for society.   

	Increased Output
	Measure increase units times unit value based where possible on “willingness to pay.”

Use private sector market price where available or price of similar private good or service.
	Be aware of co-production and multi-causation problems.

Public output may not have a similar private sector value.

Survey data may not lead to accurate pricing.

	Increased Productivity
	Measure increased output or profits to firms.

Measure increase in lifetime earnings for individuals. 
	Increased taxes collected by government are a transfer from individuals and firms and while important, cannot double count with broader benefits.

	Increased Jobs
	Measure gain in lifetime earning for residents of jurisdiction.

Measure gain to jurisdiction from increased revenues as a result of in-migration of jobs.
	Increased taxes paid by residents are a transfer; increased taxes paid by new workers as a result of in-migration must also offset the costs of providing services to new families.  


Source: Handbook of Practical Program Evaluation by Joseph S. Wholey, Harry P. Hatry, and Kathryn E. Newcomer
Once we understand the social impact of a program, we can compare costs to benefits and calculate a Net Present Value for the program. Net Present Value is the total value of the program today. If the Net Present Value is positive, then the program creates and adds social value in relation to the investment we have made into the program. Likewise, if the Net Present Value is negative, then this implies that we should invest our resources differently or make changes in the program so it does in fact create positive social value. Keep in mind that the over-riding goal of financial management is to maximize social value from the investments we make in social programs. 

Additionally, financial management recognizes that the funds we invest in social programs carry a cost. In the private sector, this is referred to as Cost of Capital. For nonprofits, the Cost of Capital or Funds can be a combination of several things:

· Minimum required rate of return the nonprofit desires on the funds it invests in various social programs.

· Risk premium for the specific social program; i.e. the program is new or carries more risk than past social programs.

· Opportunity costs associated with unrestricted resources; i.e. the nonprofit has several opportunities on how it can invest funds. This often gives rise to some form of minimum rate of return.

We will use the cost of funds as our discount rate for arriving at the Net Present Value of our social programs. We will discount both our costs and our social benefits to arrive at a present value. The combination of these two present values gives us Net Present Value.   

EXAMPLE: We have successfully launched a Smoking Cessation Program. We are now considering a five-year investment in this program and the Board of Directors wants to know how much social value this program is projected to create over the five-year life of the program. 

Referring to our logic model and projecting growth in the program, we have derived the following data:

Year
Cost 

Number of Participants Expected to Quit Smoking

1
$ 25,000
10


2 
$ 38,000
15
(the average age of participants is expected to be

3 
$ 47,000
18

51 years old with a 12 year remaining life

4 
$ 53,000
22

after completing the program)

5 
$ 57,000
27

Based on other social programs and returns, the nonprofit has a 5% minimum rate of return. Since the Smoking Cessation Program is successful, we will not add a risk premium to our 5% minimum rate of return. This is the rate we will use to discount future outflows (costs) and inflows (social value) so we can express values in terms of present value. 

Research with the U.S. Centers for Disease Control (www.cdc.gov) indicates that social cost’s from smoking is $ 3,391 per year per smoker. We will use this to estimate the positive social benefit from the program. 

Step 1: Calculate the Present Value of Costs

Number of
Discount
*Present

Years (n)
Rate (i)
Value Factor
x
Costs
=
Present Value

1

5%

.952


$ 25,000
$ 23,800

2

5%

.907


$ 38,000
$ 34,466

3

5%

.864


$ 47,000
$ 40,608

4

5%

.823


$ 53,000
$ 43,619

5

5%

.784


$ 57,000
$ 44,688





Total Present Value Costs . . . .
$187,181

*Present Value Factors are derived by referring to present value tables where n = number of years and i = discount rate and the investment is assumed fully made at the end of the year.

Step 2: Calculate the Present Value of Benefits
Social Benefits accrue over the life expectancy of participants who successfully complete the Smoking Cessation Program. We will apply the benefit of $ 3,391 to each participant over his or her 12-year life expectancy.

Program
Annual Benefit

Number of

Total 

Year

Per Participant    x
Participants     x
Benefit

1

$ 3,391

10


$ 33,910




2

$ 3,391

15


$ 50,865

3

$ 3,391

18


$ 61,038

4

$ 3,391

22


$ 74,602

5

$ 3,391

27


$ 91,557

Annual benefits accrue equally over several years and therefore we will apply the Present Value of Annuity to these equal annual amounts as follows:

Number of
Discount
Present Value

Total

Present

Years (n) 
Rate (i)
of Annuity **
x
Benefit      =
Value


12

5%

8.863


$ 33,910
$ 300,544

12

5%

8.863


$ 50,865
$ 450,816

12

5%

8.863


$ 61,038
$ 540,980

12

5%

8.863


$ 74,602
$ 661,197

12

5%

8.863


$ 91,557
$ 811,470





Total Present Value Benefits . . .  $ 2,765,007

** Present Value of Annuity Factors are derived from present value tables commonly used in financial management where n = number of years and i = discount rate and the benefit is assumed fully earned by the end of the year.

Step 3: Combine the Present Values from Steps 2 and 3 to arrive at Net Present Value

We will show costs or investments as outflows (negative values) and benefits will be expressed as the positive values created by our investment. The “net” of these two is Net Present Value. 



Present Value of 5-Year Investment

$   (187,181)



Present Value of Social Benefits

$ 2,765,007




Net Present Value . . . . . . . .

$ 2,577,826

Our total investment of $ 187,181 creates an estimated $ 2,577,826 of social value. We can also express Net Present Value as a profitability index (sometimes referred as the cost / benefit ratio) by simply dividing our present value benefit by our prevent value investment. In our previous example, this would represent $ 2,765,007 / $ 187,181 = 14.77; i.e. for every $ 1.00 invested in the social program, we expect to create $ 14.77 of social value. This is one of the most powerful statements any nonprofit can make about its ability to fulfill its mission as well as proof positive that the program is adding value to society. Analytical measurements, such as Net Present Value and Profitability Index, are at the heart of value-based management since they tell us how much value we are creating based on the investments we make. 

NOTE: Short Course 3: Capital Budgeting Analysis provides more detail instructions on how to calculate present values and Net Present Value. This course can be downloaded over the internet at www.exinfm.com/training. 

One final point concerning any performance measurement system has to do with stakeholders. Stakeholders represent the real drivers of performance behind any organization. Therefore, stakeholders should be part of every performance measurement system. Nonprofits need to understand and manage their stakeholders by including some form of measurement. For example, employees at Cook Children’s Health Care are measured and evaluated by patients, co-workers, and people in other departments who interact with the employee. This is referred to as the 360 Degree Performance Evaluation. Connecting and evaluating relationships with stakeholders is critically important for driving performance. For nonprofits, this can include a wide range of stakeholders – donors, volunteers, paid staff, government agencies, primary customers, media, private sector companies, other nonprofits, local community, foundations, and the public at large. To some extent, stakeholder related measurements might get addressed within the “organizational capabilities” tier of our Three Tiered Model.  


Chapter
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Some Finer Points  

Value Based Management can encompass numerous concepts and principles. We have covered some of the “basics” for making value based management work within the nonprofit sector. This final chapter will touch on a few additional concepts that can add value to the management of a nonprofit organization.


One obvious element behind creating value within any organization has to do with the customer. Customers ultimately define how an organization must operate. However, not all customers create value. In business, the 80 / 20 rule often applies; i.e. 80% of the value comes from a mere 20% of our customers. Therefore, it is important to segment your customers. Nonprofits that are focused on the “bottom line” recognize that delivering social services to customers who provide a benefit below the costs of providing the service can destroy social capital. Nonprofits need to allocate the bulk of their social capital and resources to those customers with relatively low costs – this is where value is most likely to occur. For those customers that destroy social capital, nonprofits can refer the customer to other nonprofits with greater social capital. The key is to manage your customer base in relation to value for both the organization and the customer, not just the customer. 

For those customers that do create value, we want to “personalize” our services so we can retain the customer. At the same time, value–based management recognizes that trying to provide customized service can be costly and thus, we must balance the costs of customized programs against the limited capabilities and resources of the organization. Therefore, providing a common set of values to all customers may be the most appropriate strategy where social capital is limited. 


Another common element behind value creation has to do with marketing. When you look at what a nonprofit does, almost everything has some relation to marketing – looking for new contributors, trying to expand social capital, recruiting volunteers, promoting social programs, and enhancing the organization’s reputation with the public. In his book Strategic Marketing for Nonprofit Organizations, author Philip Kotler describes marketing as “the analysis, planning, implementation and control of carefully formulated programs designed to bring voluntary exchanges of values with target markets for the purpose of achieving organizational objectives.” The analysis phase of marketing usually involves some form of research; i.e. we need to understand the customer. We can also test our social programs in the marketplace before devoting scarce resources. 

Marketing helps us answer several critical questions: 

1. Where is the best opportunity for delivery of social services?

2. Who is the customer?

3. What social services are they using?

4. Why do they use our services and why do they use services provided by other nonprofits?

5. What social program features work best with target market recipients?

6. What could cause the customer to change how they use our services?

7. What is the best way of promoting and reaching the target market?

8. Who are our supporting customers (donors)?

9. Why do they support us?

10. What could happen to make them change how they support us?


We need to go beyond marketing when it comes to obtaining knowledge. Many organizations have made knowledge management a key part of their strategy for growing the social capital of the organization. After all, knowledge is a major driver behind productivity and performance in every organization. Knowledge enables the organization to meet the demands of both internal (end-users within the organization) and external customers (customers, regulators, public, etc.). Knowledge should be viewed as an intangible asset, adding value to the social capital of the organization. Nonprofits should not exhaust every effort on building hard assets (such as cash), but instead devote some effort on building “intangible” type assets that often add more value than hard assets. For example, knowledge is invaluable to effective strategic planning and this in turn drives high levels of performance. 


One of the principal components of knowledge management is something called competitive intelligence. Competitive intelligence is the process of transforming data and information into intelligence so the organization can easily make strategic decisions. In the private sector, competitive intelligence is critical since companies must compete for customers and resources. Nonprofits also compete for scarce resources and therefore, an understanding of other nonprofits can be extremely valuable. One of the benefits of competitive intelligence is maintaining or improving competitive advantages in the marketplace. For nonprofits, competitive advantages often take the form of attributes that distinguish a nonprofit’s social program: 

· Exceptional high quality of the program to the customer

· Pricing of the program is very reasonable to the customer

· Diversity of offering – nonprofit provides a wide selection of social services

· Reputation – nonprofit is highly regarded and recommended by others

Since the nonprofit sector tends to be very open, competitive intelligence can be relatively easy when compared to the private sector. For example, paid staff at one nonprofit can easily access another nonprofit – collaborating with others, finding out what works and what doesn’t work, observing critical issues; such as how are they providing social services, how can we do it better, and what needs are not being met by other nonprofits.   

Course Summary 

We need to superimpose a discipline for overall management that ensures that social capital (which is extremely hard to come by) does in fact create value for our constituents. This discipline is rooted in something called value-based management. Value-based management is concerned with how we go about creating value for all stakeholders – how do we meet the needs of constituents in such a way that we do not destroy our social capital. We can apply this thinking in several dimensions of nonprofit management:

1. Strategic Planning – Creating a plan that is grounded in sufficient research and fact so as to direct the organization in ways that protect and enhance value for everyone.

2. Organizational Resources – Managing resources in such a way that we try to create a win-win situation for our stakeholders. Concepts such as human resource management, social entrepreneurship, and customer segmentation can help us manage our resources better.   

3. Leadership – Fully comprehending the attributes of quality leadership and how it profoundly impacts the organization.

4. Accountability – Building a complete system of accountability, including a performance measurement system that covers three tiers: Mission Impact, Activity Outcomes, and Organizational Drivers.  

One of the “tools of the trade” for nonprofit value-based management is the Logic Model. We rely heavily on logic models because logic models neatly capture cause-effect relationships within the value-chain of a nonprofit. We can use logic models for:

· Depicting the resources, activities, and outcomes of social programs.

· Measuring outcomes to assess social impact of the program.

· Assigning value to both the resources and the outcomes of a program so we can measure net social value. 

We also recognized that many of those so-called “best practices” used in the private sector are applicable to the nonprofit organization. Best practices are the beliefs, values, and behavioral patterns that people are committed to within an organization that usually drives down costs and improves overall organizational performance.  

 Exhibit 10: Summarize Certain Best Practices for Nonprofits 
	Best Practices - Key Alphabet Reminders

	Strategic Plan
	Organizational Structure
	Social Programs

	Action Oriented
	Cooperative
	Audience Focused

	Balanced
	Distributed
	Content

	Community Oriented
	Flexible
	Deep

	Dynamic
	Inter Connected
	First Mover

	Integrated
	Knowledge Based
	Inclusive

	Multi Dimensional
	Learning Organization
	Organized

	Relationships
	Responsiveness
	Partnerships

	Targeted
	Transparent
	Touches

	Working Together
	Value Added
	Valuable


  Source: The Nonprofit Handbook: Management Edited by Tracy Daniel Connors
For high-performance organizations, the entire range of an organization’s activities can be described as “value-added” – how does my decision impact the primary customer, the supporting customer, the organization, and others. And what must I do to make sure that I am creating value for these stakeholders? This is the essence of value-based decision making. And for too long, nonprofits have been off this “value-based” radar screen. It’s high time for nonprofits to move towards value-based management so that the nonprofit organization can finally be considered on par with the best-managed companies in the private sector.  
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Review Questions 

The following questions are for review purposes only. Answers appear at the end of this short course. 

1. How can a nonprofit organization protect itself from being too inward when it comes to strategic planning?

2. Matching Question on Logic Models – Match the appropriate number 1 through 5 against the social program attribute listed below where 1 = Input; 2 = Output; 3 = Short-Term Outcome (Learning);

4 = Medium-Term Outcome (Action); 5 = Long-Term Outcome (Final Benefit)

____ a. Four training programs were conducted last month

____ b. Recycling booklets were distributed to local residents

____ c. Three volunteers provided 16 hours of service for the program

____ d. The number of reported cases of child abuse declined

____ e. Three neighborhoods created plans for community gardens

____ f.  Farmers learned about the importance of buffer strips along streams

____ g. Overall health costs declined within the community

____ h. Extension workers helped run two workshops

____ i. Three educational sessions were held for 100 participants

____ j. Students demonstrated increased knowledge about the long-term health  

            effects of smoking.

____ k. Gardeners starting using more natural methods for gardening

____ l. Pregnant mothers from three counties attended the program

____ m. A new training module was developed

____ n. Over $ 10,000 was secured to fund the program

____ o. Animal shelters were able to reduce their workload and cut costs by 30%

____ p. Water quality standards were taught to community leaders

3. Nonprofits spend a lot of time and effort trying to build the organization through fund raising. What other ways can we build a nonprofit without having to raise money?

4. What is emotional intelligence and why is it important to the success and performance of a nonprofit organization?

5. How can a nonprofit organization monitor its financial health?

6. What are some of the ways we can measure long-term outcomes of social programs?

7. How can a nonprofit be transparent to its constituents? 

8. Why is it important to segment customers?

Final Exam 

Select the best answer for each question. Exams are graded and administered by downloading and installing the exe file version of this course. The exe file is located over the internet at www.exinfm.com/training. 

11. Nonprofit organizations need to manage and direct themselves in relation to why the organization exists. Therefore, we need to express the overall purpose of the organization in a very short and concise statement known as the: 

a. Mission Statement

b. Strategic Plan

c. Programs

d. Vision Statement

12. A Youth Mentoring Program is using Logic Models to help manage its program. The following attributes are related to the program:

i. = Teens volunteered 16 hours of service last month

ii. = Teens are more aware of how their leadership skills can    influence others

iii. = Teens have setup a leadership board to police local schools

iv. = Approximately 500 teens have joined the program

Where should each of these attributes be placed within the Logic Model?




Short – Term 

Medium – Term 

    Input      Output 
Outcome (Learning)
Outcome (Action)

a.  (1)

(3)

(2)


(4)

b.  (3)

(2)

(1)


(4)

c.  (3)

(4)

(2)


(1)

d.  (1)

(4)

(2)


(3)

13. Which of the following responsibilities is probably not associated with a nonprofit Board of Directors?

a. Representing the nonprofit before the public

b. Overall governance of the organization

c. Managing social programs

d. Securing funds and resources for the nonprofit

14. Several personal characteristics are associated with effective leadership. Which of the following is least important to effective leadership?

a. Good listener

b. Analytical problem solver

c. Building trust

d. Great people skills

15. The Girls Leadership Council has the following mission: Create teen girl leaders in local schools. Which of the following measurements would be most appropriate for assessing mission impact?

a. Number of schools participating in the program

b. Leadership roles assumed by teen girls

c. Growth in girl leadership programs

d. Leadership scores achieved by teen girls

16. One of the more common methods for collecting measurement data in the nonprofit sector is the use of: 

a. Government research reports

b. Personal interviews

c. Surveys

d. Private sector data

17. The Perryville Drug Rehab Program has the following cost data for the most recent year:

Rent on Facility . . . . . . . . . . . . . . 
$  7,800.00

Paid Staff for Program . . . . . . . . 
$ 17,500.00

Printing and Supplies . . . . . . . . .
$  1,200.00


Indirect Costs Allocated to Program 
$  2,600.00

Data related to participation for the year: 17 people went through the program. At the end of the program, all participants were drug tested and 15 of the 17 participants were drug free. It is estimated that each drug free participant in the program saves the town of Perryville $ 5,000.00 during the current year. Using current year data only, the net benefit of the Drug Rehab Program to the Town of Perryville is: 

a. $ 58,500.00

b. $ 23,500.00

c. $ 48,500.00

d. $ 45,900.00

18. From an organization standpoint, the preferred model for performance measurement within the nonprofit sector is:

a. Financial Matrix Model

b. Three Tiered Model

c. The Balanced Scorecard

d. Program Input Model

19. Which of the following critical issues is best addressed through a deliberate marketing effort?

a. Identifying best targets for social services

b. Evaluating employee performance

c. Measuring financial health of the organization

d. Reporting direct costs of social programs

20. Which of the following initiatives can a nonprofit undertake for protecting the unique advantages of its social programs in a highly competitive market?

a. Enterprise Resource Planning

b. Competitive Intelligence

c. Bottom Up Budgeting

d. Time Management

Answers to Review Questions

1. Nonprofits can rely more on external sources of information, such as independent research and surveys. Additionally, nonprofits can involve outsiders in the strategic planning process, such as customers, foundations, and other nonprofits. Finally, nonprofits can focus more on organizational capabilities as opposed to idealistic strategies since strategic execution requires resources and resources are hard to come by in the nonprofit sector. 
2. a. 2

e. 4

i. 2

m. 2

b. 2

f. 3

j. 3

n. 1

c. 1

g. 5

k. 4

o. 5

d. 5

h. 1

l. 2

p. 3

3. Nonprofits can do numerous things to build up their organizations without raising money – recruiting volunteers, developing a Board of Directors, partnering with community leaders, working with other nonprofits, engaging in public relations, and other organization building activities. Additionally, the “social capital” of a nonprofit is highly dependent upon things like leadership, knowledge, and relationships with stakeholders. These are the bedrocks upon which an organization can sustain itself over the long-term as opposed to money. 

4. Emotional intelligence has been linked to high levels of performance since the more intelligent a person is at dealing with the emotions of others, the more effective the person will be at leading and getting results. People are the real drivers of performance and knowing how to reach people emotionally is critically important to overall organization performance and success.  

5. Nonprofits can use a set of financial benchmarks and ratios to monitor financial health. For example, a nonprofit can compare liquidity type ratios over time to spot unfavorable trends. Nonprofits can also use standard benchmarks to determine if financial health is eroding or improving. For example, the number of days of cash reserves can be used as a benchmark to monitor financial health. 

6. There are several basic concepts we can apply to measure the social impact of a program. For example, saving lives or increasing the life expectancy of people will preserve earnings and sustain the local economy. Addressing health issues reduces social costs, training people with new skills improves local economic conditions, and improving the quality of life for disadvantaged people controls crime. We can do research to estimate the benefit to society and when compared to the costs of the service, we can estimate the social value created from the program.

7. Nonprofits should be very “open” about what they do, making it easy for stakeholders to ascertain what the nonprofit is doing, how does it use its resources, who are the board members, what are the nonprofits goals, and other aspects of operations. Nonprofits can reinforce relationships through direct and indirect communication, such as adhering to the Donor Bill of Rights or holding strategic meetings or board meetings in an open forum. 

8. Value based management recognizes that not all customers create value. For example, some customers consume resources, draining the nonprofit of its limited social capital. Other customers are more willing to “pay” or work with a nonprofit, not draining the limited resources of the nonprofit. By segmenting our customers between those that are difficult to service vs. those that are relatively easy to service, we can preserve our social capital. 
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The Framework for Value Based Management  
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Many businesses have embraced a “value based” approach to managing since it is imperative to make decisions that enhance and improve value for all stakeholders:

6. Generating a return for investors in excess of the cost of capital (cost of borrowing money + cost of issuing stock to shareholders).

7. Empowering employees for getting the job done. 

8. Giving customers a set of values that surpasses the competition.

9. Building long-term relationships with suppliers, vendors, partners, and others in the value chain.

10. Acting in a socially responsible manner for the benefit of external stakeholders.

Value Based Management recognizes that each stakeholder group has its own unique set of values and we need to manage in such a way that we create value for one group without destroying value to another group; i.e. we want a win-win situation. In order to accomplish this mandate, businesses often launch various initiatives, such as customer relation’s management, business intelligence, knowledge management, balanced scorecards, and a host of other activities for ensuring that we follow the principles of value-based management. Additionally, we need a system of accountability to assess and measure how much value we are creating or destroying for various stakeholders.  


Up until now, little if any information has been available on how we can apply this framework to the Nonprofit Sector. However, as the nonprofit sector becomes more business-like, the need for value-based management grows. In order to ensure that non-profits function within this value-based framework, we can do many things, such as making the organization more entrepreneurial in how it manages social programs, recognizing and measuring social value in the delivery of services and products, using logic models for assessment and measurement, and making the connection between emotional intelligence and effective leadership. To make matters simple, we will categorize value-based management into four dimensions of non-profit management:  

5. Strategic Planning

6. Organizational Resources

7. Leadership

8. Accountability and Performance Measurement

This short course will describe specific practices that non-profit and non-governmental organizations can apply in these four dimensions. We will use this as our framework for value-based management. Additionally, many of the same techniques that have been used in the business world are adaptive to the non-profit sector; i.e. we do not have to reinvent the wheel. And the good news is that much of this information is well documented for businesses, although it has rarely been described for the Nonprofit Sector. 


Before we jump into value-based management, let’s start by understanding the challenges confronting nonprofit organizations. First of all, the nonprofit sector is the fastest growing sector of the American economy, growing almost four times the rate of the U.S. economy since 1970. Secondly, the nonprofit sector is still evolving, taking shape within our system of democracy. And third, the challenges confronting the nonprofit sector are increasing, ranging from new regulatory pressures for certifications to new competition from faith-based organizations. 










If you couple this enormous change and growth with the fact that resources are scarce for nonprofits, then the challenges facing a nonprofit organization are more daunting than any other type of organization. And to make matters worse, most people managing nonprofits fail to comprehend the “big picture” since they are pre-occupied with trying to sustain the organization in this incredibly hectic environment.   


In order to ensure that we create value within the nonprofit sector, we need a common framework for establishing how we will meet all of these challenges. This common framework is Value Based Management – making decisions that recognize value and benefits within a broader context, continuously seeking out performance standards commonly referred to as best practices, and threading high levels of accountability into all major activities of the nonprofit organization. In essence, value based management is about changing the mindset of people in such a way that they no longer make decisions within a narrow functional space, but have a sense of how decisions generate value and benefit for both the organization and its constituents. With that said, we can start our journey by first looking at Strategic Planning.    

Strategic Planning
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Before we can actually form a nonprofit organization, we must understand why the organization exists and who will be the constituents of the organization. Additionally, it is difficult to lead any organization unless there is some sense of direction. Therefore, a good starting point for value-based management is to have a well-thought out strategic plan that is factually based. The reason this is important is because nonprofit organizations are often too inward in how they see things, sometimes developing idealistic strategies that almost declare that the nonprofit organization will save the world. By having a fact-based strategic plan, we ground the organization in reality, setting the stage for value-based management to work. 

We can do several things to ensure that our strategic plan is fact-based and grounded in reality:

4. Independent Sources of Information – Planning needs to be outward, looking at the customer, the marketplace, and other external drivers affecting organizational strategies. We can substantiate our planning efforts with customer surveys, market research, spending time with constituent groups, analyzing competing nonprofit organizations, and using other sources of knowledge to ensure that we are not too inward in our planning efforts.  

5. Broad Involvement by Stakeholders – Strategic planning should involve various constituent groups that are impacted by the plan. We need to recognize the needs and capabilities of our primary customers, supporting customers, professional staff, board members, and others if we expect a realistic strategic plan. This helps ensure that the organization is properly aligned with its stakeholders, thereby improving our chances of success with implementing the plan.    

6. Sufficient Organizational Capabilities – Nonprofit organizations must be capable of successfully executing strategic plans. Nonprofits usually have very limited resources and we need to make sure that we have the people, sources of funding, expertise, and other critical resources for implementing and executing the strategic plan; otherwise the planning effort is a non-value added activity – it fails to provide real benefits to the organization. Strategic plans can be very risky when they venture too far from the core capabilities of a nonprofit organization. If resources are too scarce, then the organization may have to focus much of its efforts on building up its capabilities. 

Best Practice — Substantiate the Need before Committing

The existence of a nonprofit organization is externally validated in the marketplace through independent sources of information. There must be proof that a social need actually exists and is not being met before the nonprofit organization commits resources through formal strategic planning.


A typical first step to building a strategic plan is to assess the organization in terms of its strength’s, weaknesses, opportunities, and threats; the so-called SWOT Analysis. However, many nonprofits, such as the United Way, rely heavily on logic models for assessment. Logic models tend to focus on the programs within the nonprofit organization. Programs are how nonprofits deliver their services and/or products in the marketplace. Programs cover all types of social services – drug rehabilitation programs, domestic violence programs, teen pregnancy programs, pollution prevention programs, health service programs, and the list goes on and on.   

Since programs represent the value-chain (the flow of how products and services are created and delivered to customers), this is our focal point for very direct assessment and evaluation of what the organization is actually doing when it comes to creating social value. Logic models depict the conversion of inputs (resources such as funding, volunteers, and facilities) through activities into outputs (end product of the social program). The United Way uses the following format for its logic models:

  Exhibit 1: Basic Structure of the Logic Model

	Program Outcome Model – United Way

	INPUTS (
Resources dedicated or consumed by the Program
	ACTIVITIES (
What the program does with the inputs to fulfill its mission
	OUTPUTS (
The direct products of program activities
	OUTCOMES

Benefits for participants during and after program activities

	Money
	Feed the hungry
	Number of classes taught
	New knowledge

	Staffing
	Shelter the homeless
	Number of counseling sessions conducted
	Increased skills

	Volunteers
	Provide job training
	Number of educational manuals distributed
	Easy to cope

	Facilities
	Educate the public about child abuse
	Number of hours of service delivered
	Improved condition

	Equipment
	Council pregnant teenagers
	Number of participants served
	Changed attitudes or values


Source: Measuring Program Outcomes: A Practical Approach, United Way of America

The Logic Model neatly shows the cause-effect relationship between nonprofit resources, nonprofit actions, basic outcomes from the combination of resources and actions, and desired outcomes over the life of the program. Since programs have a life cycle with different levels of impact over time, we usually divide outcomes as follows:

4. Short Term or Initial: Immediate impact on the participant or target, usually related to learning, such as awareness, attitudes, knowledge, or motivation. 

5. Medium or Intermediate: Mid point progress on participant or target, usually related to changes in action, such as changes in behavior or decision-making.

6. Long Term or End: The final or lasting impact on participants or target, such as conditional changes – economic, human, environmental, or civic.

Exhibit 2: Chain of Outcomes
	Program Timeline

	Immediate Outcomes

Short Term

Learning
	Intermediate Outcomes

Medium Term

Action
	Final Outcomes

Long Term

Impact

	Examples:

	Families know how to develop a spending plan
	Families use a spending plan
	Families increase savings and reduce debts

	Community residents are more aware of childcare needs in community
	Employers and residents discuss options and formulate joint plan
	Families have child care needs met

	Producers increase knowledge of water contamination risks
	Unused wells are sealed
	Improved water quality


Source: University of Wisconsin-Extension Cooperative Service
In order to build a logic model, we need to have a solid understanding of the program. For existing programs, you can start with program activities. Activities are the driver for producing an outcome and they require or consume resources. If you have numerous activities, you may want to group related activities together into components. If the program is new, work backwards from the long-term outcomes; i.e. what social impact are you trying to accomplish. As you work backwards, the logic model will help you design the program.  

Make sure your outcomes are realistic; i.e. can we really impact or change a social issue in this way. If you have too many outcomes, focus on the most important outcomes – those that have the biggest benefit to the target. The wider the range of constituent targets you have, the more likely you will have more variation in outcomes. When outcomes have immediate impact on the entire target, the program will have more influence in achieving its overall mission. Likewise, the longer it takes the program to impact the target, the less social value the program has since outside forces tend to work against the target, making it hard for the program to have lasting impact. 

Exhibit 3: Example of Actual Logic Model

	United Way Logic Model – Southside Children’s Agency

Program: Teen Mother Parenting Education

	Inputs
	Activities
	Outputs
	Outcomes

	
	
	
	Initial
	Intermediate
	Long Term

	Agency provides Program Manager, part-time RN Instructor, nationally certified manuals, videos, and other teaching tools. Identify pregnant teens to participate.
	Program provides parenting classes on prenatal through infant nutrition, development safety, and care taking delivered in high schools twice a week for one hour to teen mothers from 3 months prior to one year after delivery of child
	Pregnant teens attend program.
	Teens are knowledgeable of prenatal nutrition and health guidelines. 

Teens are knowledgeable of proper care, feeding, and social interaction with infants. 


	Teens follow proper nutrition and health guidelines.

Teen’s delivery healthy babies.

Teens provide proper care, feeding, and social interaction to their babies.


	Babies achieve appropriate 12-month milestones for physical, motor, verbal, and social development.


· Source: Measuring Program Outcomes: A Practical Approach, United Way of America

Logic models are used in strategic planning for evaluation and feedback. Evaluation takes place by using indicators or measurements of the outcomes (covered in Chapter 5 of this short course). This gives us feedback on program impact. Once the program has been evaluated based on these indicators or outcome measurements, we can plan future programs and organizational efforts. This is why logic models are important to the strategic planning process. They provide concrete feedback on the effectiveness of social programs and from this, we can do planning.   

For overall organizational assessments, we can turn to tools like the Self-Assessment Tool from the Peter Drucker Foundation for Nonprofit Management. This type of assessment is much broader in scope, using a series of templates and critical questions to appraise the organization’s mission, environment, customers, programs, and other critical attributes of performance. From this appraisal, we can build a complete strategic plan for the organization, consisting of: 

6. Mission – Defines the purpose of the nonprofit organization.

7. Goals – Establishes long-term direction.

8. Objectives – Specific achievements required for meeting goals.

9. Action Steps – Detailed plans for meeting objectives.

10. Budgets – Allocation of resources for action steps.


Best Practice — Systematic Structure for Assessment

Nonprofit organizations have a well-thought out structure (such as the Logic Model) for systematically assessing the organization and its programs and flowing this assessment into continuous improvement and strategic planning. 


As previously noted, the strategic planning process usually starts with some form of assessment. The assessment process gives us an opportunity to evaluate choices that determine the future of the nonprofit organization. Once we gain consensus of what best fits the organization, we can build the strategic plan. Once we understand where the organization is going, we can plan for its future through strategic planning. 

Strategic planning is a dynamic process of identifying performance gaps in relation to the organization’s mission and values. If the organization is failing to meet its mission, then a corrective plan must be developed and implemented to ensure that the organization is doing what it was formed to do.    

Strategies should emerge and evolve over time and we need to continually test the strategy to see if it still fits with the organization and its external environment. Therefore, strategic planning is very iterative, always monitoring and detecting what changes we need to make for ensuring our survival and growth. Strategic Plans should also:

· Serve as a lever for building commitment from those who must execute on the plan.

· Challenge the organization to stretch itself.

· Improve overall organizational performance.

· Create opportunities for managers and board members to think strategically.



The first and foremost element of a strategic plan is the mission statement. The mission statement defines why the nonprofit organization exists. It should be short and to the point, matching up with the capabilities of the organization. If an organization’s mission is too short and not clear, expand on the mission with some follow-up statements to remove any ambiguity. For nonprofits, missions should be publicly related and not narrowly focused on a special select group of people. 

Best Practice — Missions are the Bottom Line

The bottom line for a nonprofit is its mission. Nonprofits are in the mission business and therefore, the mission must permeate every part of the organization – including mission-based management and mission-based programs. In order to execute on the mission (bottom line), a nonprofit organization must manage itself like a business. 

Since missions deal with primary actions (the optimal goal) of the nonprofit organization, it is a good idea to supplement missions with vision statements. Vision statements are the long-term aspirations of the organization. Nonprofit leaders get their cues for directing the organization from both the mission and the vision. Generally speaking, mission and vision tend to be leadership issues while goals and objectives tend to be management issues. 


NOTE: Short Course 10: Strategic Planning provides more detail instructions on how to create a formal strategic plan. This course can be downloaded over the internet at www.exinfm.com/training 


Watershed 2000

River Network’s Strategic Plan for 1995 – 2000

Mission:

River Network’s mission is to help people organize to protect and restore rivers and watersheds.

We support river and watershed advocates at the local, state and regional levels, help them build effective organizations, and promote our working together to build a nationwide movement for rivers and watersheds.

River Network also acquires and conserves river lands that are critical to the services that rivers perform for human communities: drinking water, supply, floodplain management, fish and wildlife habitat, recreation, and open space.

Vision:

River Network was founded in 1988 in the conviction that the solutions to river degradation, like the problems, are primarily local. They must be created by citizen activists, valley-by-valley and stream-by-stream. We saw even then that the “top-down” approach could only go so far, that rivers needed a stronger constituency at the grassroots level. We dedicated ourselves to the mission of building citizen groups to speak out for rivers in every watershed across the country. River Network’s new Watershed 2000 campaign is an attempt to lay the foundation for river and watershed protection in this country.

Strategic Goals and Objectives: 


Strategic Goal – 2000 Citizen Watershed Councils by the Year 2020 


Five-Year Objectives:

· Identify, state by state, the citizen groups in key watersheds that should definitely be included in a Watershed 2000 campaign.

· Work to recruit 400 of these key citizen groups as Partners of River Network.

· Give these groups a basic guide to watershed action, including principles of watershed science and watershed organizing. 

· Help these watershed councils develop a science-based strategy for stream protection and restoration.

Strategic Goal – Build our River Source Center to support watershed councils


Five-Year Objectives:

· Conduct a watershed message development project with focus groups and polling to develop a language that watershed groups can use to communicate with the public.

· Publish and distribute a national river conservation directory, updated every two years.

· Establish a Rivers On-Line Computer Network to give watershed groups better access to information.

· Conduct telephone outreach to Partner watershed councils to offer assistance.

· Develop objective standards for success so that watershed organizations can measure their effectiveness.

Strategic Goal – Campaign for Safe and Sustainable Watersheds

Five-Year Objectives:

· Support local and regional campaigns to dramatize the threat to drinking water from polluted rivers and degraded watersheds.

· Support campaigns to prevent flood destruction by restoring natural river floodplains. 

· Support campaigns to dramatize the loss of recreation and tourism from dewatering of Western streams by agriculture.

· Support campaigns to dramatize what it costs taxpayers when rivers and watersheds deteriorate.

Strategic Goal – Building River Network’s Capability


Five-Year Objectives:

· Build an active 20-member Board of Trustees that reflects our diverse constituency and gives us better access to resources.

· Increase revenues from grants and donations from roughly $ 500,000 in 1995 to $ 1,000,000 in 2000.

· Build internal management and governance systems to support a growing two-office organization.

· Ensure our “staying power” by maintaining a modest endowment. 
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Organizational Resources  

Once we have a strategic plan in place, we need organizational resources to execute the plan. Organizational resources go beyond money and people; resources are rooted in organizational capabilities. And almost everything can represent an organizational capability:

· Visible board members who attract resources to the nonprofit.

· Highly skilled professionals who know how to organize fundraising campaigns.

· Formation of new partnerships to create social programs.

· Building a solid reputation in the eyes of the public.

· Creating and sharing the organization’s mission and vision.

· Maintaining reliable systems of accountability.

· Understanding how other nonprofits work.

Therefore, before we can truly build organizational resources, we first need certain capabilities; this is the foundation we need to work from. One of the basic capabilities of any organization has to do with human resources (to be discussed below). 

Best Practice — Build Capabilities to Build Resources

Nonprofit Organizations recognize the connection between capabilities and resources, focusing on those capabilities that help build resources – things like building a network of support and partnerships, quality leadership, soliciting expert advice from other nonprofits, publicizing successes to establish the organization’s creditability, obtaining endorsements, and doing other things that enhance the social capital of the organization. This lays the groundwork for successful resource development.

Once we have a set of capabilities, we can identify resource needs and develop an action plan for acquiring the resources. We can turn to our logic models to help us identify resource needs:

6. What activities are required for the program?

7. Estimate resource needs for the activities. 

8. Prepare a Program Budget.

9. Compare the Program Budget to existing organizational resources, identifying resource gaps.

10. Create a plan to close the resource gap. 

Starting with programs and logic models is sometimes referred to as bottom-up budgeting, i.e. we let people close to the programs work out a budget plan and then roll up program budgets to organizational budgets. We can also work top-down, starting with the Strategic Plan and working our way down to Operating Plans that describe the major activities of the nonprofit organization.  

Budgets outline the resource requirements of the organization and its programs. Besides using a master budget for organizational needs, we may need to include a capital expenditure budget to cover major purchases (such as computer equipment). Regardless of which budgets we use, we need to recognize that budgeting needs to be inclusive, involving staff, board members, prospective contributors, and other key players. Additionally, planning is a pre-requisite to budgeting. Therefore, budgets should be linked to operating plans, action plans, and other resource dependent type plans. 

Exhibit 4: Example of Expenditure Budget by Program - Summary
	Expense Category
	Total

Expenses
	Child Health Program
	Youth Training Program
	Unwed Mothers Program

	Personnel
	185,085
	  83,025
	45,927
	56,133

	Materials / Supplies
	  19,200
	    7,887
	  7,167
	  4,146

	Facility Costs
	  48,900
	  30,328
	12,765
	  5,807

	             Total
	253,185
	121,240
	65,859
	66,086


Exhibit 5: Example of Expenditure Budget by Program - Detail
	Expense Category
	Total

Expenses
	Child Health Program
	Youth Training Program
	Unwed Mothers Program

	Personnel:

	Director
	 46,100
	29,965
	 6,915
	 9,220

	Program Manager
	 32,400
	17,820
	 8,100
	 6,480

	Bookkeeper
	 19,880
	 8,350
	 5,368
	 6,162

	Secretary
	 16,500
	 5,528
	 4,868
	 6,104

	Social Worker
	 14,350
	 2,152
	10,763
	 1,435

	Social Worker
	 12.788
	   0
	 4,476
	 8,312

	Counselor
	 20,467
	   0
	 2,047
	18,420

	Child Psychologist
	 22,600
	19,210
	 3,390
	   0

	Total
	185,085
	83,025
	45,927
	56,133

	Materials and Supplies:

	Office / Kitchen
	 6,800
	4,382
	2,002
	  416

	Training
	 7,900
	  400
	4,955
	2,545

	Medical
	 4,500
	3,105
	  210
	1,185

	             Total
	19,200
	7,887
	7,167
	4,146

	Facility Costs:

	Rent
	26,400
	16,368
	 6,600
	3,432

	Depreciation
	 4,700
	 2,900
	 1,410
	  390

	Utilities
	 8,900
	 5,420
	 2,670
	  810

	Upkeep
	 5,100
	 3,165
	 1,235
	  700

	Taxes
	 3,800
	 2,475
	    850
	  475

	             Total
	48,900
	30,328
	12,765
	5,807




The ultimate enabler or driver of performance for almost every type of organization resides in people. Without people, nothing can happen - design of social programs, delivery of social programs, building the organization, raising money, or anything else important to running the nonprofit organization.  


Recruiting the right people for a nonprofit is not easy since we need people who literally love what the nonprofit does. This helps us build commitment – a persistent dedication to the organization’s strategy. Ideally, we want the values of the employees and the values of the organization to be essentially the same. This helps ensure that people will be involved, self-motivated, flexible, and open to change. Likewise, we need to make sure that the nonprofit organization is informal, allowing for social interaction and a sense of solidarity. In order to accomplish this, nonprofits need to have limited hierarchies, encourage collaboration and the sharing of information, and empower their people with the tools they need to get the job done; otherwise people will not reach their full potential. 

Making all of this happen usually requires some form of Human Resource Management or HRM. HRM is not about establishing rules and policies, human resource management is more about becoming a strategic partner for building the social capital of the organization and developing the skills and competencies of the people so they can be more productive. Additionally, HRM can cover several important functions – recruitment, retention, compensation, and managing volunteers. Regardless of organizational size, someone within the nonprofit organization needs to address human resource management. A complete discussion of HRM is beyond the scope of this short course; but suffice it to say that HRM is a major driver behind value-based management within the nonprofit sector.  

Best Practice — Linking HRM to Strategy

Nonprofits recognize that Human Resource Management (HRM) helps the organization achieve its strategy by addressing the personal needs of its human resources (staff, volunteers, and others). This in turn builds commitment and commitment is how we want our human resources to think about strategy.

One final point about human resources concerns volunteers. Nonprofits, unlike other types of organizations, use volunteers. When using volunteers, don’t forget to:

· Provide volunteers with orientation and guidance; volunteers need to know what it is they are supposed to do.

· Allow volunteers to participate in decisions regarding their respective assignments.

· Use volunteers for appropriate assignments, avoiding paid staff assignments where possible. If volunteers are used for paid staff work, then volunteers are entitled to the same level of support and training that a paid staff person would receive. 


Nonprofits often have major gaps in managerial talent since the majority of people working for a nonprofit will lack solid business type skills. Therefore, nonprofits need highly skilled management talent at the top for running the organization. Management can be broken down into two segments:

Executive Management – Executive Director or Chief Executive Officer and other senior professionals who are paid to manage the nonprofit organization. 

Board of Directors – A group of highly qualified people who may or may not get paid, providing overall governance and strategic guidance for the nonprofit organization.

Executive Management requires a broad set of skills:

· Interpersonal Skills

· Ability to Manage Change

· Strategic Thinker

· Very supportive of others

· Creative

· Ethical

· Always trying to improve things

· Effective communication skills

· Ability to resolve conflicts

Perhaps one of the most critical skills has to do with leadership, a topic covered in the next chapter. At the same time, management must cover the basics of running the organization – building structure, organizing the resources, putting systems of accountability in place, resolving operating issues, and solving a host of functional problems in such areas as finance, marketing, and human resource management.   

The Board of Directors plays a very active role in driving performance within the nonprofit organization. Boards perform several vital functions:

· Provides support in terms of planning, developing programs, and building organizational resources.

· Review and approve mission, vision, and strategic plan.

· Serve as principal representative before the public.

· Fill-in critical functional needs, such as Public Relations.

· Advocate for the nonprofit’s mission and programs.

· Monitor the health of the nonprofit organization.

· Make sure the organization has competent management.

Boards must also possess several intangible qualities:

· Visible and accessible to various stakeholders

· Opportunistic and visionary about the future

· Informal management style that is inclusive

· Compelled to serve 

Board development often follows the life cycle of the nonprofit organization:

Early Stage Board – Startup nonprofit uses board members with critical connections to secure resources and help build the organization. Boards are small in size, delegate operating decisions to staff, and tend to be very involved in fund raising activities.

Middle Stage Board – Larger in size than early stage and assumes more governance responsibility over the nonprofit. Mid-Stage boards are more concerned about sustaining the nonprofit over the long-term.

Mature Stage Board – Very large in number (20 to 30 members), very diverse in relation to their backgrounds, and rather prestigious. Nonprofit is well established and has significant staying power in the marketplace. Due to the complexity of the board, committees are often used for various governance functions. 

Overall, board members need to focus on the bigger issues confronting a nonprofit, supporting the executive management team and determining strategy. Management must be charged with executing the strategy, ensuring that the nonprofit fulfills its mission.

Best Practice — Boards Assume Ownership

Boards take ownership of the nonprofit organization, elevating the organization to a business-like stature.


Financial resources, such as money, are necessary for acquiring other resources. Financial resources are usually secured through fund raising activities and fund raising is one of the most dominant type activities for a nonprofit. If we follow a “value based” approach to fund raising, then we need to do a lot of up-front work before we launch a fund raising campaign:

4. Properly identifying funding sources through research.

5. Building relationships with prospects before we solicit their support.

6. Develop and test fund raising materials and methods before launching a major fund raising campaign.

Once we build these capabilities, we can proceed to implement fund raising efforts. Many nonprofits follow the ROPES Model of fundraising:

Research – Obtain knowledge about the marketplace through research. You must know something about your supporting customers before you can approach them. 

Objectives – Establish a set of fund raising objectives based on your research. For example, two membership drives, one before Thanksgiving and one in the Spring may fit with your needs and the research.

Programming – Develop and implement a fund raising plan. Make sure everyone involved agrees to the plan before launch. 

Evaluation – Assess the effectiveness of your fund raising efforts. How can it be improved? Did we meet our objectives?

Stewardship – Once you reach supporting customers (donors, contributors, etc.), you need to build relationships with these customers since they represent your long-term base of support. Relationships count in fund raising because most contributions come from existing supporting customers. Many nonprofits use the so-called Donor Bill of Rights as a guide for building relationships with their donors:

A Donor Bill of Rights

Philanthropy is based on voluntary action for the common good. It is a tradition of giving and sharing that is primary to the quality of life. To assure that philanthropy merits the respect and trust of the general public, and that donors and prospective donors can have full confidence in the not-for-profit organizations and causes they are asked to support, we declare that all donors have these rights:

XI. To be informed of the organization’s mission, of the way the organization intends to use donated resources, and of its capacity to use donations effectively for their intended purposes.

XII. To be informed of the identity of those serving on the organization’s governing board, and to expect the board to exercise prudent judgment in its stewardship responsibilities.

XIII. To have access to the organization’s most recent financial statements.

XIV. To be assured their gifts will be used for the purposes for which they were given.

XV. To receive appropriate acknowledgement and recognition.

XVI. To be assured that information about their donations is handled with respect and with confidentiality to the extent provided by the law.

XVII. To expect that all relationships with individuals representing organizations of interest to the donor will be professional in nature.

XVIII. To be informed whether those seeking donations are volunteers, employees of the organization or hired solicitors.

XIX. To have the opportunity for their names to be deleted from mailing lists that an organization may intend to share.

XX. To feel free to ask questions when making a donation and to receive prompt, truthful and forthright answers.

Source: Association of Fundraising Professionals

Several factors can influence how much money people give to nonprofits:

· Economic Conditions – People give more when they are economically well off.

· Level of Trust – People must be convinced that a real need exists and the nonprofit is the best hope for addressing this need. There must be a compelling case for building trust between the donor and the nonprofit.

· Value Systems – What people value should be similar to what the nonprofit values. In order for this to happen, people must easily understand what the nonprofit is about, its mission and accomplishments.

When raising money, it is a good idea to try and match the fund raising sources to the life cycle of programs. Short-term programs need short-term sources of funds and continuous needs should match up against continuous sources of support. Likewise, larger needs should match up against significant sources of funding such as grants. If sources of funding are risky and unreliable, sources of funding should be diverse. 

Best Practice — Diversified Sources of Funding Matched Against Increased Costs

Nonprofits protect against potential shortfalls in funding through diversification. At the same time, nonprofits balance this diversification against the increased costs associated with multiple sources of funding.

Overall, fund raising requires substantial commitment of time and resources from key participants (board members, volunteers, staff, and others). Fund raising must involve objectives and targets, measuring the results of the fund raising efforts to determine how best to use organizational capabilities.  

Example of Measuring Fund Raising Performance:

Number of Donors Responding . . . . . . . .55

Gross Contributions Received . . . . . $ 3,800

Fund Raising Costs . . . . . . . . . . . . .  $   600

Profit Margin . . . . . . . . . . . . . . . . . . . $ 3,200 or 84%

Profit per Donor . . . . . . . . . . . . . . . . . $    58 ($ 3,200 / 55)

Rate of Return . . . . . . . . . . . . . . . . . .   533 % ($ 3,200 / $ 600)



One last important point about managing resources has to do with entrepreneurship. By following the principles of entrepreneurship, nonprofits become resource smart. Resource smart relates to leveraging social capital in the absence of funding – turning to things like knowledge, expertise, access to community leaders, and other intangibles that have little to do with hard assets. For example, entrepreneurs may outsource certain parts of a social program to other nonprofits since they are in a better position to generate desired outcomes. The main focus is on providing the right outcomes, not producing all outcomes internally.

Additionally, social entrepreneurs are more interested in building only one or two high quality programs as opposed to spreading resources too thin amongst several programs. Entrepreneurs work hard at perfecting their products and services so they can eventually find a niche in the marketplace. And this takes considerable time and patience, not to mention a high tolerance for failure.


One of the most profound entrepreneurial concepts confronting the nonprofit sector is generating earned income. Social entrepreneurs view earned income (or profits) as a primary goal of almost every social program. By charging a fee or price for the service, the program is more financially sustainable. This in turn enables the nonprofit to better fulfill its mission. 

Example - Pricing of Social Services

Direct Variable Costs – Hourly Wage Rate for Social Trainer . .  $ 22.00 per Hour


10 6-hour training sessions for Program or 60 hours . . . . .   x 60   





Total Variable Costs . . . . . . . . . $    1,320

Indirect Fixed Costs are $ 1,200 to rent facility, $ 350 for supplies, and $ 200 allocated 


for administrative overhead. Total Fixed Costs                   1,750



Total Program Cost
. . . . . . . . . . . . . . . . . . .        3,070



3% Markup for Profit . . . . . . . . . . . . . . . . . . . .            92




Total Amount to Recover  . . . . . . . . . . . . . . . .        3,162



Expected Minimal Level of Participation . . . . .              5

Cost per Participant . . . . . . . . . . . . . . . . . . .             632 



Round up or down for Pricing . . . . . . . . . . . . .        $ 635
Entrepreneurs realize that it may take ten years before a nonprofit makes a profit from its social programs. This is why entrepreneurs are very cautious and conservative in how they expend social capital. Finally, entrepreneurs are always looking to the market to validate assumptions, often times testing a social program through some form of feasibility before committing scarce resources. 
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Leadership  

The destiny of a nonprofit organization is ultimately determined by its leadership. Having a great strategic plan and solid organizational resources lays the foundation for creating social value. However, without leadership we have no catalyst for making things happen. Therefore, value-based management recognizes how vitally important leaders are to organizational performance and value-creation. 


Fortunately, there is a wealth of information on what constitutes effective leadership. For example, people with leadership potential usually exhibit the following attributes:

· Able to influence others

· Very people oriented

· Solid grasp of the big picture

· Works well in stressful situations

· Maintains a positive attitude

· Is modest and lacks ego

· Enjoys learning new things and sharing knowledge with others

· Self aware of what is going on

· Flexible to Change



Leaders possess several important characteristics, such as:

· Listening and respecting the opinions of others

· Strong belief in seeing others succeed

· Accepting mistakes as part of learning and growing 

In their book The Leadership Challenge: How to Keep Getting Extraordinary Things Done in Organizations, authors James M. Kouzes and Barry Z. Posner outline five important elements of exemplary leadership:

6. Challenge the Process – Leaders go outside the normal fence line of the organization, almost creating a new challenge for the organization that breaks away from old thinking. Therefore, leaders tend to be pioneering and innovative to the organizations they serve.

7. Inspire and Share the Vision – Leaders rally the troops around the cause, building enthusiasm around a vision of the future. Since leaders are not controlling, they must inspire people around their value systems, enlisting them and garnishing their commitment. 

8. Getting People to Act – Leaders are able to build trust through their open and honest communication; they speak from the heart and not in terms of cold, hard numbers. This builds teamwork and cooperation within the organization. Everyone who is responsible for providing outcomes is part of the decision making process. 

9. Leading by Example – Leaders often kick off a process by first doing it themselves, thereby demonstrating to others how things are suppose to work. This makes people feel capable and competent in knowing what it is they are suppose to do.  

10. Leading from the Heart – Leaders have a genuine compassion for the people they serve, encouraging and helping them succeed. Leaders recognize that their success is highly dependent on the success of others.



One of the principal drivers behind leadership is something called Emotional Intelligence. Emotional Intelligence is the combination of competencies and personal attributes that enables a person to effectively deal with other people. If you want to motivate or manage people, then you must reach them emotionally. Study after study has indicated that people with high levels of emotional intelligence are far more successful in leading and managing people than people with low levels of emotional intelligence. For example, highly effective leaders seem to know how to empathize with people regardless of their backgrounds.  



Leaders seem to naturally find the right direction for an organization, clearing the way so people can reach strategic objectives. Leaders move and align the organization for success, positioning the organization for fulfilling its mission.   

Leaders are always watching, observing, and learning. This is how leaders, in part, know how to position an organization for success. Leaders easily grasp the big picture so the rest of us can focus on the day-to-day operations of the organization.    

Finally, great organizations with great people create great leaders. Therefore, the underlying layers of leadership reside in the organization’s people. Leaders are only as good as the people they serve. And when an organization has great people, the organization has a tendency to attract the right kind of leadership.     

Best Practice — Quality Leadership

The future of a nonprofit is in the hands of its leaders. Therefore, nonprofits understand the importance of leadership and the personal attributes, as well as the high levels of emotional intelligence, that are required for building quality leadership within the organization.
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Accountability and Performance Measurement  

We need to create a culture of accountability to ensure that the organization does in fact create value for its stakeholders. Without adequate feedback systems in place, we run the risk of destroying social value. Many of the components for driving accountability have already been discussed in this short course: 

· Sound strategic planning, supported by external research.

· Building organizational capabilities. 

· Having the Board of Directors assume ownership of the nonprofit.

· Understanding the importance of quality leadership.

All of these things reinforce accountability. However, accountability needs to transcend everything the organization does since accountability is a reflection of what an organization considers important. For example, continuously communicating with donors helps build important relationships. After all, when people give of their time and/or money, they are making a statement: I trust and believe in what the nonprofit is doing. The ability of a nonprofit to deliver on this trust requires transparency. Transparency allows the constituent to easily ascertain that the nonprofit is doing what it is suppose to do. Even simple forms of transparency can build trust, such as publishing the nonprofits financials (IRS Form 990) on a website such as www.guidestar.org. However, the best form of transparency is for the nonprofit to be brutally honest and open with itself and its stakeholders. For example, a nonprofit should be willing to open up program development, planning, and other aspects of its operations to others.  

One of the best ways for a nonprofit to build trust is to become engrained in the local community. Nonprofits that are close to their constituents tend to have the best relationships. For example, religious organizations tend to be very close to their communities and their relationships are personal. As a result, these types of nonprofits have the most staying power in the nonprofit sector. 

Best Practice — Close to the Community

Nonprofits build their organizations around local communities, establishing important relationship’s that translates into trust. By having this “localized” trust, nonprofits are able to build and sustain their organizations.   


Since accountability must transcend everything the organization does, we need some form of overall measurement for the entire organization. Additionally, accountability requires that the organization aggressively pursue excellence in everything it does and therefore, we need comprehensive performance measurement for managing our pursuit of excellence. Over the last several years, private companies have embraced the Balanced Scorecard as the framework for comprehensive performance measurement. However, balanced scorecards are designed specifically for businesses and not for nonprofits. And since nonprofits have very long-term outcomes that are very difficult to quantify, we need a much simpler framework that easily fits with the actual strategy of the nonprofit. Most nonprofits have opted for a Three Tiered Framework for Comprehensive Performance Measurement. This three-layered model places the mission at the top with activities fulfilling the mission and organizational capabilities driving the activities.

Exhibit 6: Framework for Performance Measurement at the Organizational Level

	Comprehensive Performance Measurement – Three Tiers

	Tier 1 – Impact 
	Assess Mission Impact

	Tier 2 – Outcomes  (
	Measure outcomes of activities

	Tier 3 – Drivers  (
	Measure organizational capabilities


For example, the American Red Cross has the following mission: The American Red Cross, a humanitarian organization led by volunteers and guided by its Congressional Charter and the Fundamental Principles of the International Red Cross Movement, will provide relief to victims of disasters and help people prevent, prepare for, and respond to emergencies.  In order to fulfill this mission, the American Red Cross must engage in various activities and each of these activities has an outcome that can be measured – Response time to disasters, number of victims served, and refugees placed into shelters. Likewise, activities cannot take place unless we have organizational capabilities – well-trained staff, sufficient funding, strategic partnerships, marketing, leadership, and various other resources for making the activities happen. Once again, we need to measure these capabilities to ensure that the right kinds of capabilities are in place for driving our activities. For example, in order to secure funding from donors, we must maintain great relationships with our donors. In order to ascertain the quality of donor relationships, we need some form of measurement in place. All three of these measurement layers – mission, activity outcomes, and organizational capabilities are connected and inter-related. Therefore, the Three Tiered Measurement Model follows the same logic as the Balanced Scorecard, providing a fully integrated approach to measuring the performance of the organization. And since the Three Tiered Model is aligned with the strategic plan, it provides valuable feedback for making adjustments to short-term and long-term goals – similar to the Balanced Scorecard.


Assessing mission impact may relate to the programs or activities of the nonprofit organization. For example, the Nature Conservancy assesses mission impact using two measurements:

3) Biodiversity health (per existing scientific studies)

4) Threat abatement (reductions in the threats to biodiversity)

These two metrics can be applied to various programs of the Nature Conservancy and additionally, they fit nicely with the overall mission of the Nature Conservancy which is to conserve biodiversity. Therefore, a three-tiered approach will often overlap between the measurement tiers. Overall, the three-tiered approach is used as the organizational model for performance measurement. For social programs, we can fall back on Logic Models for performance measurement. As you may recall, we identified resources (inputs), outputs, and outcomes (short-term, medium term, and long-term) as our framework for managing social programs. 

The key to performance measurement at the program level is to move away from measuring inputs and assess social program impact (long-term outcomes). For example, it is easy to measure inputs, things like cost per participant as opposed to the lasting impact of a program on society.  However, the best forms of measurement are not input related, but outcome related and this is perhaps one of the most difficult challenges confronting the nonprofit sector when it comes to performance measurement. How do we quantify our impact on society? We will explore this issue under Financial Management. For now, we need to understand the overall framework for comprehensive performance measurement. 

The two primary components for achieving comprehensive performance are Three Tiered Measurement Models and Logic Models. These two models are very complementary of one another and the combination of these two models is the roadmap to comprehensive performance measurement within the nonprofit sector.  


One last issue that deserves some attention is the Balanced Scorecard. For those nonprofits that have evolved into businesses (such as associations), balanced scorecards may provide the appropriate framework for performance measurement. Balanced Scorecards for nonprofits follow the same top down approach as the Three Tiered Model, always beginning with measuring the mission of the nonprofit. However, since most nonprofits do not function like a business, balanced scorecards are not the preferred approach to performance measurement. 

Exhibit 7: Example of a Balanced Scorecard – Objectives and Measurements

	Project Management Institute (Association)

	Financial
	Ensure sufficient gross revenue to invest in added value to members and to fund adequate reserves.
	Excess revenue over expenses

Non-dues revenue as percent of total

	
	Expand the sources of new and existing revenue and the variety of revenue generating products offered. 
	Percentage of revenue generating products in each program area

	
	Increase market share in the markets PMI serves.
	Number of customers in each segment as percentage of total

	
	Improve value to members to ensure renewal of membership
	Retention Rate

	
	Optimize operations to ensure cost efficiencies
	Net program revenue or overhead

	Customer
	Ensure that customer inquiries are handled in an attentive, timely, and effective manner.
	Customer satisfaction - responsiveness

	
	Ensure that interactions with customers are personal and professional
	Customer satisfaction - contact

	
	Ensure that products are conveniently accessible to customers
	Customer satisfaction – convenience

Percentage of total products offered online

	
	Ensure that customer needs drive product development
	Customer satisfaction - value

	
	Continue to advocate globally on behalf of the profession
	Number of official PMI speaking engagements

	Internal
	Create and expand products to meet customer segment needs
	Number of new products per customer segment

	
	Improve understanding of customer segments
	Money spent on customer market research

Number of products targeted at distinct needs of customer segments

	
	Provide effective communication to customers
	Number of communication vehicles provided and usage rates by customer segments

	
	Improve processes to develop, deliver, and retire products on time and within specifications.
	Number of products with defined life cycles

Product Portfolio Management Calendar

	Learning & Growth
	Foster a culture that promotes organizational, professional, and operational excellence
	Employee retention rate

Employee satisfaction survey

	
	Develop infrastructure to optimize resources to support global marketplace and expanded growth.
	Compliance with technology plan

Compliance with staffing plan

	
	Align individual performance and professional development goals with PMI goals. 
	Number of program areas with a balanced scorecard. Number of individuals with a personal balanced scorecard.


Source: Strategic Score Keeping by Jim Dalton, Association Management, Volume 54   


Now that we understand the framework for performance measurement, we need to gather and analyze the data required for performance measurement. Nonprofits use a variety of methods to collect measurement data – surveys, internal records, knowledge tests, physical sampling, and other techniques.  

The most common method is the survey. For example, an Alzheimer’s Program collected data from family members regarding conditional improvements in four areas – walking steady, interacting with others, agitation, and exhibiting anxiety. These attributes represent long-term outcomes. Levels of participation in the program represent mid-term outcomes and knowledge tests are used to ascertain if participants were able to comprehend basic concepts taught within the program. Surveys are commonly used to ask participants at the end of the program certain basic questions on program effectiveness. 

In order to make surveys effective, keep in mind that a 50% response rate may be as good as you can get. Response rates are improved when follow-up calls and incentives are used. And don’t forget to make the survey convenient and easy to complete.   

Another major weapon in managing measurement data is the use of databases for capturing, maintaining, and analyzing internal records. Nonprofits need to maintain historical information for monitoring trends. For example, a conservation group will take water samples for measuring changes in water quality. All of this data needs to be maintained within a computerized database (such as Microsoft Access). Even basic internal records should be maintained within a database. This way we can monitor participation levels, graduation rates, wait times, demographic trends, conditional changes with participants and other measurement trends in various social programs. If significant problems are noted in the measurement trends, we can develop plans to improve the program and set targets for performance improvement.

Performance improvement depends upon making sure your measurements fit with program goals and objectives. One of the keys to using the right measurements is to have a clear and easy-to-understand strategy. The more ambiguous the strategy, the less likely you will be able to develop the right measurements. For example, a vague mission statement makes it hard to accurately measure and assess mission impact. Additionally, your mission statement may not be your primary concern until the nonprofit is well established. For example, start-up nonprofits will need to focus on building the organization – things like securing partnerships, fund raising success, and recruitment of volunteers before measuring mission impact. Nonprofits, just like any other type of organization, need to measure the right things to get the right results. 


Exhibit 8: Examples of Measurements for Associations

	Financial Measurements

	Membership market penetration in traditional segments

	Growth in new membership segments

	Account share of member spending by key products

	Frequency, dollar value of cross selling

	Output per employee or value-added

	Contributions per donor

	Grants by size, sources, number

	Satisfaction Drivers

	Relevance of publications to business or professional interests

	Fitness of codes and standards to market practices

	Online and in-person networking opportunities

	Cooperation with related professions on significant issues

	Impact on federal and state public policy decisions

	Education opportunities that address verified needs

	Process Measures

	Time to fulfill an order, process a new member application, acknowledge a contribution

	Press releases picked up by publications and members read

	Member response rates to legislative alerts

	General ledger errors

	Frequency with which deadlines are met or not met

	Innovation, Learning and Growth

	Alignment of competencies with process requirements

	Alignment of information system capabilities with process requirements

	Annual investment in employee development

	Employee satisfaction with: 1) Involvement in decisions affecting their work; 2) Recognition of good work; 3) Access to sufficient information to do the job; and 4) Active encouragement to be creative and use initiative


Source: Strategic Score Keeping by Jim Dalton, Association Management, Volume 54   


One obvious area of performance measurement for any organization has to do with financial performance. Additionally, we will rely on financial management for measuring social value of nonprofit programs. Financial management usually starts with a complete set of financial statements:

· Statement of Activities (Changes in Net Assets from Revenues and Expenses)

· Statement of Financial Position (Balance Sheet)

· Statement of Cash Flows 

From these financial statements, we can perform financial analysis for gauging performance. For example, we can measure the length of time required to convert receivables into cash: 

Average Days to Collect Receivables – Grants, Gifts, Donations, etc.

Receivable Balance
Revenue Balance
Grants . . . . . . 
$ 36,000
$ 120,000

Gifts . . . . . . . . 
     7,500
     18,000

Donations . . . .
     6,500
     12,000


Total

$ 50,000
$ 150,000






$ 50,000 / ($ 150,000 / 365 Days) = 122 Days 

NOTE: Short Course 1: Evaluating Financial Performance provides more detail instructions on how to analyze financial statements. This course can be downloaded over the internet at www.exinfm.com/training. 
We also need to have some basic benchmarks for monitoring the financial health of the nonprofit. This is important since nonprofits, unlike other types of organizations, are very susceptible to wide variations in financial condition. For example, trends in fund raising and changes in cash reserves can significantly impact the ability of a nonprofit to fulfill its mission.  

Exhibit 9: Examples of Benchmarks for Monitoring Financial Health in the Nonprofit Sector 
	Four Measurable Indicators of Financial Health

	1. The Nonprofit has more revenues than expenses in at least 7 out of 10 years.

	2. The Nonprofit has a cash operating reserve of at least 90 days.

	3. The Nonprofit gets at least 5% of its total income from endowments.

	4. The Nonprofit has sources of revenues from non-traditional non-governmental sources; i.e. it has business related income.


Source: Financial Empowerment: More Money for More Mission by Peter C. Brinckerhoff
One of the principles behind Value-Based Management is to place less reliance on traditional accounting since accounting has a tendency to distort real performance. For example, financial statements tell us how much we have invested and spent for our social programs, but accounting tells us nothing about how much value we created in relation to our costs. This gets us back to a critical element within our Comprehensive Performance Model – measuring the social benefits provided by the nonprofit’s social programs. Determining this long-term value is very subjective, but this is the single most important measurement for a nonprofit organization.

We can start by gauging the demand for a social program. For example, if the launch of a social program attracts heavy participation, then the program should have some degree of social value. Once we have established “demand” for a program, the next step is to try to measure the long-term outcomes or impact of the program. This usually requires some form of research. For example, the National Institute of Health (www.nih.gov) provides a wealth of information on health related issues and their impact on society. From this source, we can derive social costs associated with alcoholism, AIDS, and other health issues. If the long-term outcomes of the program are directly related to these issues, then we can assign a social value to our program based on the statistical analysis compiled by the National Institute of Health.   

Exhibit 9: Approaches to Measuring the Benefits of Social Programs

	Assigning Value to Long-term Outcomes of Social Programs

	Benefit / Outcome
	Approaches to Measurement
	Key Issues

	Lives Saved
	Estimate individual lost earnings

Choose arbitrary value ($ 1 million) and test sensitivity of analysis to figure.

View as an Intangible and weigh with other information. 
	Are individuals valued equally, or are the young and productive more valuable than the old and less productive?

Where principal benefit is lives saved, cost-effectiveness analysis may be the superior analytical approach.

	Time Saved
	Multiply after-tax hourly wages by hours saved.

Collect indications of users’ willingness to pay tolls to save time.
	Individuals value time differently. 

Not all individuals could convert time saved into earnings. 

Some individuals would pay more than others to save time.

	Costs Saved or Avoided
	Analyze costs before and after program action and measure differences. These include costs saved by individuals as well as government.
	Other non-program factors may influence costs.

Costs saved to some may be costs borne by others and thus may simply be a transfer rather than a net gain for society.   

	Increased Output
	Measure increase units times unit value based where possible on “willingness to pay.”

Use private sector market price where available or price of similar private good or service.
	Be aware of co-production and multi-causation problems.

Public output may not have a similar private sector value.

Survey data may not lead to accurate pricing.

	Increased Productivity
	Measure increased output or profits to firms.

Measure increase in lifetime earnings for individuals. 
	Increased taxes collected by government are a transfer from individuals and firms and while important, cannot double count with broader benefits.

	Increased Jobs
	Measure gain in lifetime earning for residents of jurisdiction.

Measure gain to jurisdiction from increased revenues as a result of in-migration of jobs.
	Increased taxes paid by residents are a transfer; increased taxes paid by new workers as a result of in-migration must also offset the costs of providing services to new families.  


Source: Handbook of Practical Program Evaluation by Joseph S. Wholey, Harry P. Hatry, and Kathryn E. Newcomer
Once we understand the social impact of a program, we can compare costs to benefits and calculate a Net Present Value for the program. Net Present Value is the total value of the program today. If the Net Present Value is positive, then the program creates and adds social value in relation to the investment we have made into the program. Likewise, if the Net Present Value is negative, then this implies that we should invest our resources differently or make changes in the program so it does in fact create positive social value. Keep in mind that the over-riding goal of financial management is to maximize social value from the investments we make in social programs. 

Additionally, financial management recognizes that the funds we invest in social programs carry a cost. In the private sector, this is referred to as Cost of Capital. For nonprofits, the Cost of Capital or Funds can be a combination of several things:

· Minimum required rate of return the nonprofit desires on the funds it invests in various social programs.

· Risk premium for the specific social program; i.e. the program is new or carries more risk than past social programs.

· Opportunity costs associated with unrestricted resources; i.e. the nonprofit has several opportunities on how it can invest funds. This often gives rise to some form of minimum rate of return.

We will use the cost of funds as our discount rate for arriving at the Net Present Value of our social programs. We will discount both our costs and our social benefits to arrive at a present value. The combination of these two present values gives us Net Present Value.   

EXAMPLE: We have successfully launched a Smoking Cessation Program. We are now considering a five-year investment in this program and the Board of Directors wants to know how much social value this program is projected to create over the five-year life of the program. 

Referring to our logic model and projecting growth in the program, we have derived the following data:

Year
Cost 

Number of Participants Expected to Quit Smoking

1
$ 25,000
10


2 
$ 38,000
15
(the average age of participants is expected to be

3 
$ 47,000
18

51 years old with a 12 year remaining life

4 
$ 53,000
22

after completing the program)

5 
$ 57,000
27

Based on other social programs and returns, the nonprofit has a 5% minimum rate of return. Since the Smoking Cessation Program is successful, we will not add a risk premium to our 5% minimum rate of return. This is the rate we will use to discount future outflows (costs) and inflows (social value) so we can express values in terms of present value. 

Research with the U.S. Centers for Disease Control (www.cdc.gov) indicates that social cost’s from smoking is $ 3,391 per year per smoker. We will use this to estimate the positive social benefit from the program. 

Step 1: Calculate the Present Value of Costs

Number of
Discount
*Present

Years (n)
Rate (i)
Value Factor
x
Costs
=
Present Value

1

5%

.952


$ 25,000
$ 23,800

2

5%

.907


$ 38,000
$ 34,466

3

5%

.864


$ 47,000
$ 40,608

4

5%

.823


$ 53,000
$ 43,619

5

5%

.784


$ 57,000
$ 44,688





Total Present Value Costs . . . .
$187,181

*Present Value Factors are derived by referring to present value tables where n = number of years and i = discount rate and the investment is assumed fully made at the end of the year.

Step 2: Calculate the Present Value of Benefits
Social Benefits accrue over the life expectancy of participants who successfully complete the Smoking Cessation Program. We will apply the benefit of $ 3,391 to each participant over his or her 12-year life expectancy.

Program
Annual Benefit

Number of

Total 

Year

Per Participant    x
Participants     x
Benefit

1

$ 3,391

10


$ 33,910




2

$ 3,391

15


$ 50,865

3

$ 3,391

18


$ 61,038

4

$ 3,391

22


$ 74,602

5

$ 3,391

27


$ 91,557

Annual benefits accrue equally over several years and therefore we will apply the Present Value of Annuity to these equal annual amounts as follows:

Number of
Discount
Present Value

Total

Present

Years (n) 
Rate (i)
of Annuity **
x
Benefit      =
Value


12

5%

8.863


$ 33,910
$ 300,544

12

5%

8.863


$ 50,865
$ 450,816

12

5%

8.863


$ 61,038
$ 540,980

12

5%

8.863


$ 74,602
$ 661,197

12

5%

8.863


$ 91,557
$ 811,470





Total Present Value Benefits . . .  $ 2,765,007

** Present Value of Annuity Factors are derived from present value tables commonly used in financial management where n = number of years and i = discount rate and the benefit is assumed fully earned by the end of the year.

Step 3: Combine the Present Values from Steps 2 and 3 to arrive at Net Present Value

We will show costs or investments as outflows (negative values) and benefits will be expressed as the positive values created by our investment. The “net” of these two is Net Present Value. 



Present Value of 5-Year Investment

$   (187,181)



Present Value of Social Benefits

$ 2,765,007




Net Present Value . . . . . . . .

$ 2,577,826

Our total investment of $ 187,181 creates an estimated $ 2,577,826 of social value. We can also express Net Present Value as a profitability index (sometimes referred as the cost / benefit ratio) by simply dividing our present value benefit by our prevent value investment. In our previous example, this would represent $ 2,765,007 / $ 187,181 = 14.77; i.e. for every $ 1.00 invested in the social program, we expect to create $ 14.77 of social value. This is one of the most powerful statements any nonprofit can make about its ability to fulfill its mission as well as proof positive that the program is adding value to society. Analytical measurements, such as Net Present Value and Profitability Index, are at the heart of value-based management since they tell us how much value we are creating based on the investments we make. 

NOTE: Short Course 3: Capital Budgeting Analysis provides more detail instructions on how to calculate present values and Net Present Value. This course can be downloaded over the internet at www.exinfm.com/training. 

One final point concerning any performance measurement system has to do with stakeholders. Stakeholders represent the real drivers of performance behind any organization. Therefore, stakeholders should be part of every performance measurement system. Nonprofits need to understand and manage their stakeholders by including some form of measurement. For example, employees at Cook Children’s Health Care are measured and evaluated by patients, co-workers, and people in other departments who interact with the employee. This is referred to as the 360 Degree Performance Evaluation. Connecting and evaluating relationships with stakeholders is critically important for driving performance. For nonprofits, this can include a wide range of stakeholders – donors, volunteers, paid staff, government agencies, primary customers, media, private sector companies, other nonprofits, local community, foundations, and the public at large. To some extent, stakeholder related measurements might get addressed within the “organizational capabilities” tier of our Three Tiered Model.  
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Some Finer Points  

Value Based Management can encompass numerous concepts and principles. We have covered some of the “basics” for making value based management work within the nonprofit sector. This final chapter will touch on a few additional concepts that can add value to the management of a nonprofit organization.


One obvious element behind creating value within any organization has to do with the customer. Customers ultimately define how an organization must operate. However, not all customers create value. In business, the 80 / 20 rule often applies; i.e. 80% of the value comes from a mere 20% of our customers. Therefore, it is important to segment your customers. Nonprofits that are focused on the “bottom line” recognize that delivering social services to customers who provide a benefit below the costs of providing the service can destroy social capital. Nonprofits need to allocate the bulk of their social capital and resources to those customers with relatively low costs – this is where value is most likely to occur. For those customers that destroy social capital, nonprofits can refer the customer to other nonprofits with greater social capital. The key is to manage your customer base in relation to value for both the organization and the customer, not just the customer. 

For those customers that do create value, we want to “personalize” our services so we can retain the customer. At the same time, value–based management recognizes that trying to provide customized service can be costly and thus, we must balance the costs of customized programs against the limited capabilities and resources of the organization. Therefore, providing a common set of values to all customers may be the most appropriate strategy where social capital is limited. 


Another common element behind value creation has to do with marketing. When you look at what a nonprofit does, almost everything has some relation to marketing – looking for new contributors, trying to expand social capital, recruiting volunteers, promoting social programs, and enhancing the organization’s reputation with the public. In his book Strategic Marketing for Nonprofit Organizations, author Philip Kotler describes marketing as “the analysis, planning, implementation and control of carefully formulated programs designed to bring voluntary exchanges of values with target markets for the purpose of achieving organizational objectives.” The analysis phase of marketing usually involves some form of research; i.e. we need to understand the customer. We can also test our social programs in the marketplace before devoting scarce resources. 

Marketing helps us answer several critical questions: 

11. Where is the best opportunity for delivery of social services?

12. Who is the customer?

13. What social services are they using?

14. Why do they use our services and why do they use services provided by other nonprofits?

15. What social program features work best with target market recipients?

16. What could cause the customer to change how they use our services?

17. What is the best way of promoting and reaching the target market?

18. Who are our supporting customers (donors)?

19. Why do they support us?

20. What could happen to make them change how they support us?


We need to go beyond marketing when it comes to obtaining knowledge. Many organizations have made knowledge management a key part of their strategy for growing the social capital of the organization. After all, knowledge is a major driver behind productivity and performance in every organization. Knowledge enables the organization to meet the demands of both internal (end-users within the organization) and external customers (customers, regulators, public, etc.). Knowledge should be viewed as an intangible asset, adding value to the social capital of the organization. Nonprofits should not exhaust every effort on building hard assets (such as cash), but instead devote some effort on building “intangible” type assets that often add more value than hard assets. For example, knowledge is invaluable to effective strategic planning and this in turn drives high levels of performance. 


One of the principal components of knowledge management is something called competitive intelligence. Competitive intelligence is the process of transforming data and information into intelligence so the organization can easily make strategic decisions. In the private sector, competitive intelligence is critical since companies must compete for customers and resources. Nonprofits also compete for scarce resources and therefore, an understanding of other nonprofits can be extremely valuable. One of the benefits of competitive intelligence is maintaining or improving competitive advantages in the marketplace. For nonprofits, competitive advantages often take the form of attributes that distinguish a nonprofit’s social program: 

· Exceptional high quality of the program to the customer

· Pricing of the program is very reasonable to the customer

· Diversity of offering – nonprofit provides a wide selection of social services

· Reputation – nonprofit is highly regarded and recommended by others

Since the nonprofit sector tends to be very open, competitive intelligence can be relatively easy when compared to the private sector. For example, paid staff at one nonprofit can easily access another nonprofit – collaborating with others, finding out what works and what doesn’t work, observing critical issues; such as how are they providing social services, how can we do it better, and what needs are not being met by other nonprofits.   

Course Summary 

We need to superimpose a discipline for overall management that ensures that social capital (which is extremely hard to come by) does in fact create value for our constituents. This discipline is rooted in something called value-based management. Value-based management is concerned with how we go about creating value for all stakeholders – how do we meet the needs of constituents in such a way that we do not destroy our social capital. We can apply this thinking in several dimensions of nonprofit management:

5. Strategic Planning – Creating a plan that is grounded in sufficient research and fact so as to direct the organization in ways that protect and enhance value for everyone.

6. Organizational Resources – Managing resources in such a way that we try to create a win-win situation for our stakeholders. Concepts such as human resource management, social entrepreneurship, and customer segmentation can help us manage our resources better.   

7. Leadership – Fully comprehending the attributes of quality leadership and how it profoundly impacts the organization.

8. Accountability – Building a complete system of accountability, including a performance measurement system that covers three tiers: Mission Impact, Activity Outcomes, and Organizational Drivers.  

One of the “tools of the trade” for nonprofit value-based management is the Logic Model. We rely heavily on logic models because logic models neatly capture cause-effect relationships within the value-chain of a nonprofit. We can use logic models for:

· Depicting the resources, activities, and outcomes of social programs.

· Measuring outcomes to assess social impact of the program.

· Assigning value to both the resources and the outcomes of a program so we can measure net social value. 

We also recognized that many of those so-called “best practices” used in the private sector are applicable to the nonprofit organization. Best practices are the beliefs, values, and behavioral patterns that people are committed to within an organization that usually drives down costs and improves overall organizational performance.  

 Exhibit 10: Summarize Certain Best Practices for Nonprofits 
	Best Practices - Key Alphabet Reminders

	Strategic Plan
	Organizational Structure
	Social Programs

	Action Oriented
	Cooperative
	Audience Focused

	Balanced
	Distributed
	Content

	Community Oriented
	Flexible
	Deep

	Dynamic
	Inter Connected
	First Mover

	Integrated
	Knowledge Based
	Inclusive

	Multi Dimensional
	Learning Organization
	Organized

	Relationships
	Responsiveness
	Partnerships

	Targeted
	Transparent
	Touches

	Working Together
	Value Added
	Valuable


  Source: The Nonprofit Handbook: Management Edited by Tracy Daniel Connors
For high-performance organizations, the entire range of an organization’s activities can be described as “value-added” – how does my decision impact the primary customer, the supporting customer, the organization, and others. And what must I do to make sure that I am creating value for these stakeholders? This is the essence of value-based decision making. And for too long, nonprofits have been off this “value-based” radar screen. It’s high time for nonprofits to move towards value-based management so that the nonprofit organization can finally be considered on par with the best-managed companies in the private sector.  
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Review Questions 

The following questions are for review purposes only. Answers appear at the end of this short course. 

9. How can a nonprofit organization protect itself from being too inward when it comes to strategic planning?

10. Matching Question on Logic Models – Match the appropriate number 1 through 5 against the social program attribute listed below where 1 = Input; 2 = Output; 3 = Short-Term Outcome (Learning);

4 = Medium-Term Outcome (Action); 5 = Long-Term Outcome (Final Benefit)

____ a. Four training programs were conducted last month

____ b. Recycling booklets were distributed to local residents

____ c. Three volunteers provided 16 hours of service for the program

____ d. The number of reported cases of child abuse declined

____ e. Three neighborhoods created plans for community gardens

____ f.  Farmers learned about the importance of buffer strips along streams

____ g. Overall health costs declined within the community

____ h. Extension workers helped run two workshops

____ i. Three educational sessions were held for 100 participants

____ j. Students demonstrated increased knowledge about the long-term health  

            effects of smoking.

____ k. Gardeners starting using more natural methods for gardening

____ l. Pregnant mothers from three counties attended the program

____ m. A new training module was developed

____ n. Over $ 10,000 was secured to fund the program

____ o. Animal shelters were able to reduce their workload and cut costs by 30%

____ p. Water quality standards were taught to community leaders

11. Nonprofits spend a lot of time and effort trying to build the organization through fund raising. What other ways can we build a nonprofit without having to raise money?

12. What is emotional intelligence and why is it important to the success and performance of a nonprofit organization?

13. How can a nonprofit organization monitor its financial health?

14. What are some of the ways we can measure long-term outcomes of social programs?

15. How can a nonprofit be transparent to its constituents? 

16. Why is it important to segment customers?

Final Exam 

Select the best answer for each question. Exams are graded and administered by downloading and installing the exe file version of this course. The exe file is located over the internet at www.exinfm.com/training. 

21. Nonprofit organizations need to manage and direct themselves in relation to why the organization exists. Therefore, we need to express the overall purpose of the organization in a very short and concise statement known as the: 

a. Mission Statement

b. Strategic Plan

c. Programs

d. Vision Statement

22. A Youth Mentoring Program is using Logic Models to help manage its program. The following attributes are related to the program:

i. = Teens volunteered 16 hours of service last month

ii. = Teens are more aware of how their leadership skills can    influence others

iii. = Teens have setup a leadership board to police local schools

iv. = Approximately 500 teens have joined the program

Where should each of these attributes be placed within the Logic Model?




Short – Term 

Medium – Term 

    Input      Output 
Outcome (Learning)
Outcome (Action)

a.  (1)

(3)

(2)


(4)

b.  (3)

(2)

(1)


(4)

c.  (3)

(4)

(2)


(1)

d.  (1)

(4)

(2)


(3)

23. Which of the following responsibilities is probably not associated with a nonprofit Board of Directors?

a. Representing the nonprofit before the public

b. Overall governance of the organization

c. Managing social programs

d. Securing funds and resources for the nonprofit

24. Several personal characteristics are associated with effective leadership. Which of the following is least important to effective leadership?

a. Good listener

b. Analytical problem solver

c. Building trust

d. Great people skills

25. The Girls Leadership Council has the following mission: Create teen girl leaders in local schools. Which of the following measurements would be most appropriate for assessing mission impact?

a. Number of schools participating in the program

b. Leadership roles assumed by teen girls

c. Growth in girl leadership programs

d. Leadership scores achieved by teen girls

26. One of the more common methods for collecting measurement data in the nonprofit sector is the use of: 

a. Government research reports

b. Personal interviews

c. Surveys

d. Private sector data

27. The Perryville Drug Rehab Program has the following cost data for the most recent year:

Rent on Facility . . . . . . . . . . . . . . 
$  7,800.00

Paid Staff for Program . . . . . . . . 
$ 17,500.00

Printing and Supplies . . . . . . . . .
$  1,200.00


Indirect Costs Allocated to Program 
$  2,600.00

Data related to participation for the year: 17 people went through the program. At the end of the program, all participants were drug tested and 15 of the 17 participants were drug free. It is estimated that each drug free participant in the program saves the town of Perryville $ 5,000.00 during the current year. Using current year data only, the net benefit of the Drug Rehab Program to the Town of Perryville is: 

a. $ 58,500.00

b. $ 23,500.00

c. $ 48,500.00

d. $ 45,900.00

28. From an organization standpoint, the preferred model for performance measurement within the nonprofit sector is:

a. Financial Matrix Model

b. Three Tiered Model

c. The Balanced Scorecard

d. Program Input Model

29. Which of the following critical issues is best addressed through a deliberate marketing effort?

a. Identifying best targets for social services

b. Evaluating employee performance

c. Measuring financial health of the organization

d. Reporting direct costs of social programs

30. Which of the following initiatives can a nonprofit undertake for protecting the unique advantages of its social programs in a highly competitive market?

a. Enterprise Resource Planning

b. Competitive Intelligence

c. Bottom Up Budgeting

d. Time Management

Answers to Review Questions

9. Nonprofits can rely more on external sources of information, such as independent research and surveys. Additionally, nonprofits can involve outsiders in the strategic planning process, such as customers, foundations, and other nonprofits. Finally, nonprofits can focus more on organizational capabilities as opposed to idealistic strategies since strategic execution requires resources and resources are hard to come by in the nonprofit sector. 
10. a. 2

e. 4

i. 2

m. 2

b. 2

f. 3

j. 3

n. 1

c. 1

g. 5

k. 4

o. 5

d. 5

h. 1

l. 2

p. 3

11. Nonprofits can do numerous things to build up their organizations without raising money – recruiting volunteers, developing a Board of Directors, partnering with community leaders, working with other nonprofits, engaging in public relations, and other organization building activities. Additionally, the “social capital” of a nonprofit is highly dependent upon things like leadership, knowledge, and relationships with stakeholders. These are the bedrocks upon which an organization can sustain itself over the long-term as opposed to money. 

12. Emotional intelligence has been linked to high levels of performance since the more intelligent a person is at dealing with the emotions of others, the more effective the person will be at leading and getting results. People are the real drivers of performance and knowing how to reach people emotionally is critically important to overall organization performance and success.  

13. Nonprofits can use a set of financial benchmarks and ratios to monitor financial health. For example, a nonprofit can compare liquidity type ratios over time to spot unfavorable trends. Nonprofits can also use standard benchmarks to determine if financial health is eroding or improving. For example, the number of days of cash reserves can be used as a benchmark to monitor financial health. 

14. There are several basic concepts we can apply to measure the social impact of a program. For example, saving lives or increasing the life expectancy of people will preserve earnings and sustain the local economy. Addressing health issues reduces social costs, training people with new skills improves local economic conditions, and improving the quality of life for disadvantaged people controls crime. We can do research to estimate the benefit to society and when compared to the costs of the service, we can estimate the social value created from the program.

15. Nonprofits should be very “open” about what they do, making it easy for stakeholders to ascertain what the nonprofit is doing, how does it use its resources, who are the board members, what are the nonprofits goals, and other aspects of operations. Nonprofits can reinforce relationships through direct and indirect communication, such as adhering to the Donor Bill of Rights or holding strategic meetings or board meetings in an open forum. 

16. Value based management recognizes that not all customers create value. For example, some customers consume resources, draining the nonprofit of its limited social capital. Other customers are more willing to “pay” or work with a nonprofit, not draining the limited resources of the nonprofit. By segmenting our customers between those that are difficult to service vs. those that are relatively easy to service, we can preserve our social capital. 

Excellence in Financial Management

Course 2: Financial Planning and Forecasting

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides a basic understanding of how to prepare a financial plan (budgeted financial statements). This course will also discuss some of the problems associated with budgeting along with "best practices" in budgeting. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple choice exam which is administered over the internet at www.exinfm.com/training  
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The First Steps  

Introduction

Financial planning is a continuous process of directing and allocating financial resources to meet strategic goals and objectives. The output from financial planning takes the form of budgets. The most widely used form of budgets is Pro Forma or Budgeted Financial Statements. The foundation for Budgeted Financial Statements is Detail Budgets. Detail Budgets include sales forecasts, production forecasts, and other estimates in support of the Financial Plan. Collectively, all of these budgets are referred to as the Master Budget. 

We can also break financial planning down into planning for operations and planning for financing. Operating people focus on sales and production while financial planners are interested in how to finance the operations. Therefore, we can have an Operating Plan and a Financial Plan. However, to keep things simple and to make sure we integrate the process fully, we will consider financial planning as one single process that encompasses both operations and financing. 

Start with Strategic Planning

Financial Planning starts at the top of the organization with strategic planning. Since strategic decisions have financial implications, you must start your budgeting process within the strategic planning process. Failure to link and connect budgeting with strategic planning can result in budgets that are "dead on arrival." 

Strategic planning is a formal process for establishing goals and objectives over the long run. Strategic planning involves developing a mission statement that captures why the organization exists and plans for how the organization will thrive in the future. Strategic objectives and corresponding goals are developed based on a very thorough assessment of the organization and the external environment. Finally, strategic plans are implemented by developing an Operating or Action Plan. Within this Operating Plan, we will include a complete set of financial plans or budgets. 

Financial Plans (Budgets) ( Operating Plan ( Strategic Plan

NOTE: Short Course 10 describes how to prepare a Strategic Plan.

The Sales Forecast

In order to develop budgets, we will start with a forecast of what drives much of our financial activity; namely sales. Therefore, the first forecast we will prepare is the Sales Forecast. In order to estimate sales, we will look at past sales histories and various factors that influence sales. For example, marketing research may reveal that future sales are expected to stabilize. Maybe we cannot meet growing sales because of limited production capacities or maybe there will be a general economic slow down resulting in falling sales. Therefore, we need to look at several factors in arriving at our sales forecast.

After we have collected and analyzed all of the relevant information, we can estimate sales volumes for the planning period. It is very important that we arrive at a good estimate since this estimate will be used for several other estimates in our budgets. The Sales Forecast has to take into account what we expect to sell at what sales price.  

EXHIBIT 1 — SALES FORECAST

Product

Volume

Price

Total Sales

Lace Shoes
16,000

$ 45.00

$ 720,000

Percent of Sales

We now need to estimate account changes because of estimated sales. One way to estimate and forecast certain account balances is with the Percent of Sales Method.  By looking at past account balances and past changes in sales, we can establish a percentage relationship. For example, all variable costs and most current assets and current liabilities will vary as sales change. 

EXAMPLE 1 — ESTIMATED ACCOUNTS RECEIVABLE

Past history shows that accounts receivable runs around 30% of sales. We have estimated that next year's sales will be $ 160,000. Therefore, our estimated accounts receivable is $ 48,000 ($ 160,000 x .30).

Chapter

2

Detail Budgets  

We also need to prepare several detail budgets for developing a Budgeted Income Statement. For example, production must be planned for our estimated sales of 16,000 units from Exhibit 1. The Production Department will need to budget for materials, labor, and overhead based on what we expect to sell and what we expect in inventory. 

EXHIBIT 2 — PRODUCTION BUDGET

Planned Sales (Exhibit 1)

16,000

Desired Ending Inventory

  1,500

Total Units



17,500

Less Beginning Inventory

( 3,000)

Planned Production


14,500



Once we have established our level of production (Exhibit 2), we can prepare a Materials Budget. The Materials Budget attempts to forecast the level of purchases required, taking into account materials required for production and inventory levels. We can summarize materials to be purchased as:

Materials Purchased = Materials Required + Ending Inventory - Beginning Inventory

EXHIBIT 3 — MATERIALS BUDGET

Lace Shoes require .25 square yards of leather and leather is estimated to costs $ 5.00 per yard next year. Materials Required = 14,500 (Exhibit 2) x .25 = 3,625 yards.

Materials Required for Production
3,625

Desired Ending Inventory

   375

Total Materials



4,000

Less Beginning Inventory

(  500)

Total Materials Required

3,500

Unit Cost for Materials

          x $ 5.00

Total Materials Purchased
        $ 17,500


The second component of production is labor. We need to forecast our labor needs based on expected production. The Labor Budget arrives at expected labor cost by applying an expected labor rate to required labor hours.

EXHIBIT 4 — LABOR BUDGET

Lace Shoes require .50 hours to produce one unit. 

14,500 units x .50 = 7,250 hours.

The expected hourly labor rate next year is $ 12.00.

Estimated Production Hours

   7,250

Hourly Labor Rate


 x 12.00
Total Labor Costs

           $ 87,000


As production moves up or down, support services and other costs related to production will also change. These overhead costs represent the third major costs of production. Each item that comprises overhead may warrant independent analysis so that we can determine what drives the specific cost. For example, production rental equipment may be driven by production orders while depreciation is driven by levels of capital investment spending. 

EXHIBIT 5 — OVERHEAD BUDGET (Based on Unique Drivers)

Estimated for each line item as follows:

Indirect Labor Costs *


$ 12,000

Utilities




     5,000

Depreciation



     3,000

Maintenance



     1,000

Insurance and Taxes


     4,000

Total Overhead Costs


$ 25,000


*Production Supervision and Inspection

Once production costs (direct materials, direct labor, and overhead) have been budgeted, we can work these numbers into our beginning inventory levels for Direct Materials, Work In Progress, and Finished Inventory. Beginning inventory levels are actual amounts from the last reporting period. We need to apply our costs based on what we want ending inventory to be. The end-result is a Budget for Cost of Goods Sold, which we will use for our Forecasted Income Statement.

EXHIBIT 6 — COST OF GOODS SOLD BUDGET 






Direct

Work In
Finished






Materials
Progress
Inventory

Beginning Inventory

$   2,500
$  16,000
$  46,000

Purchases (Exhibit 3)

   17,500

Less Ending Inventory

  (  1,875)

Materials Required

   18,125

Direct Labor (Exhibit 4)

   87,000

Overhead (Exhibit 5)

   25,000

Total Manufacturing Costs
$ 130,125
   130,125

Total Work In Progress



   146,125

Less Ending Inventory



  (  12,000)
Cost of Goods Manufactured


$ 134,125
  134,125

Cost of Goods Available for Sale



  180,125

Less Ending Inventory





 (  36,000)

Cost of Goods Sold





$ 144,125
We can now finish our estimate of expenses by looking at all remaining operating expenses. The first major type of operating expense is marketing. Marketing and Sales Manager's will prepare and submit a Marketing Budget to upper level management for approval. 

EXHIBIT 7 — MARKETING BUDGET

Estimated for each line item per the Marketing Department:

Marketing Personnel


$ 75,000

Advertising & Promotion

   42,000

Marketing Research


   12,000

Travel & Personal Expenses

     6,500

Total Marketing Expenses
           $ 135,500


The final area of operating expenses is the administrative costs of running the overall business. These types of expenses will be estimated based on past trends and what we expect to happen in the future. For example, if the company has plans for a new computer system, then we should budget for additional technology related expenses. Several department managers will be involved in preparing the General and Administrative Expense Budget.  

EXHIBIT 8 — GENERAL &  ADMINISTRATIVE BUDGET

Estimated for each line item per Department Managers:

Management Personnel

$110,000

Accounting Personnel

   
    55,000

Legal Personnel


    40,000

Technology Personnel

     
    45,000

Rent & Utilities



    25,000

Supplies



    15,000

Miscellaneous



     7,500

Total G & A Expenses

           $ 297,500


Chapter

3

Budgeted Financial Statements 

Based on the detail budgets we have prepared (Exhibits 1 thru 8), we can finalize our budgets in the form of a Budgeted Income Statement. A few new line items are added to account for non-operating items, such as income received on investments and financing costs. The Finance and Tax Departments will assist in estimating items like financing expenses and income tax expenses. The Budgeted Income Statement will pull together all revenue and expense estimates from our previously prepared detail budgets. 

 EXHIBIT 9 — BUDGETED INCOME STATEMENT

Revenues (Exhibit 1)


$720,000

Less Cost of Goods Sold (Exh 6)   
(144,125)

Gross Profit



  575,875

Less Marketing (Exhibit 7)
     
 (135,500)

Less G & A (Exhibit 8)


 (297,500)

Operating Income


  142,875

Less Interest on Debt


  (   8,000)

Income Before Taxes


  134,875

Taxes @ 37.5%



 (  50,578)

Net Income



$   84,297


EXAMPLE 2 — BUDGETED INCOME STATEMENT

Halton Company has compiled the following information:

Planned sales are 50,000 units at a price of $ 110.00 per unit.

Beginning Inventory consists of 5,000 units at a cost of $ 60.00 per unit.

Planned production is 55,000 units with the following production cost:

    Direct Materials are $ 18.50 per unit

    Direct Labor required is 4 hours per unit @ $ 12.00 per hour

    Overhead is estimated at 20% of Direct Labor Cost

Desired Ending Inventory is 6,000 units under the LIFO Method.

Marketing Expenses are budgeted at $ 350,000

General & Administrative Expenses are budgeted at $ 400,000

< - - - - - - - - - - - - - - - Budgeted Income Statement - - - - - - - - - - - - - - >

Sales (50,000 x $ 110)





$ 5,500,000

Less Cost of Goods Sold:

   Beginning Inventory (5,000 x $ 60.00)

$    300,000

   Direct Materials (55,000 x $ 18.50)

   1,017,500

   Direct Labor (55,000 x 4 hours x $ 12.00)
   2,640,000

   Overhead ($ 2,640,000 x .20)


      528,000

   Cost of Available Sales


   4,485,500

   Less Ending Inventory (1)


  (   380,500)

   Cost of Goods Sold





(4,105,000)
Gross Profits






 1,395,000

Less Operating Expenses:

   Marketing Expenses





(   350,000)

   General & Administrative




(   400,000)

Net Income






$  645,000

(1) Under LIFO, last costs in are: $ 1,017,500 + $ 2,640,000 +  $ 528,000 = $ 4,185,500 / 55,000 = $ 76.10 x 5,000 = $ 380,500.

Now that we have a Budgeted Income Statement, we can prepare a Budgeted Balance Sheet. The Budgeted Balance Sheet will provide us with an estimate of how much external financing is required to support our estimated sales.

The main link between the Income Statement and the Balance Sheet is Retained Earnings. Therefore, preparation of the Budgeted Balance Sheet starts with an estimate of the ending balance for Retained Earnings. In order to estimate ending Retained Earnings, we need to project future dividends based on current dividend policies and what management expects to pay in the next planning period. 

EXHIBIT 10 — ESTIMATED RETAINED EARNINGS

Beginning Balance 

          $
270,000

Budgeted Net Income (Exhibit 9)         
  84,297

Less Estimated Dividends 

 (55,000)

Ending Retained Earnings
          $ 299,297


Next, we need to account for the acquisition of fixed assets. As a business depletes its asset base, it must re-invest to sustain assets which are the basis for generating revenues. For example, do we need to purchase new machinery or computer equipment? Do we plan to expand our production facilities? Operating personnel and upper-level management will decide on future capital spending. Future capital expenditures are summarized on the Capital Expenditures Budget. 

EXHIBIT 11 — CAPITAL EXPENDITURES BUDGET

Purchase New Office Equipment         $
 16,000

Replace Leather Cutting Machine
   8,500

Total Capital Expenditures
           $ 24,500


Based on the beginning balance in assets and the budget for capital assets (Exhibit 11), we can estimate an ending asset balance for the Budgeted Balance Sheet.

EXHIBIT 12 — CHANGE IN FIXED ASSETS

Beginning Balance 

         $ 886,000

New Acquisitions (Exhibit 11)

 24,500

Less Depreciation for the Year

(33,500)

Ending Fixed Assets
           
         $ 877,000


We will assume that liabilities and interest expense will remain the same. However, after we have determined our level of external financing, we will need to revise these amounts. Additionally, we need to analyze trends and ratios in order to ascertain accounts that do not fluctuate with sales. For example, prepaid expense is a current asset that has little to do with sales. 

Since the Balance Sheet is a year-end estimate, it assumes that all other estimates have been met. In a world of rapid change, annual forecasts are rarely close. Therefore, we will simplify our preparation of the Budgeted Balance Sheet by relying on relationships. Stable relationships over the last five years are particularly helpful. The Budgeted Balance Sheet will show either a surplus (excess financing over assets) or a deficit (additional financing needed to cover assets). This difference is derived from the Accounting Equation: Assets = Liabilities + Equity.

EXHIBIT 13 — BUDGETED BALANCE SHEET

Cash 

 

         $  36,000    5% of Sales

Accounts Receivable


 86,400
  12% of Sales

Inventory



 50,400     7% of Sales

Prepaid Expenses


 11,000    5 year trend analysis

Fixed Assets 


            877,000    Exhibit 12



Total Assets

       $1,060,800

Accounts Payable


 79,200     11% of Sales

Current Portion of LT Debt

   6,000      Principal Paid 

Long Term Debt


 60,000      Subject to Revision



Total Liabilities

            145,200

Common Stock



450,000     unchanged

Retained Earnings 


299,297     Exhibit 10



Total Equity


749,297



Total Liab & Equity
            894,497

External Financing Required          $ 166,303


We also can calculate External Financing Required (EFR) based on the relationships between assets, liabilities, and sales. The following formula can be used:

EFR = (A / S x (Sales) - (L / S x  (Sales) - (PM x FS x (1 - d))

A / S: Assets that change given a change in sales, expressed as a percentage of sales.

(Sales: Change in sales between the last reporting period and the forecasted sales.

L / S: Liabilities that change given a change in sales, expressed as a percentage of sales.

PM: Profit Margin on Sales; i.e. net income / sales.

FS: Forecasted Sales

(1 - d): Percent of earnings retained after paying out dividends; d is the dividend payout ratio. 

EXAMPLE 3 — CALCULATE EXTERNAL FINANCING NEEDED

Falcon Company has compiled the following information:

Assets of $ 900 (mostly current assets) from the last period change with sales. Liabilities of $ 300 from the last period change with sales. Sales were $ 3,000 for the last period. Forecasted sales are $ 3,900. Profit margins on sales are 6% and 40% of earnings are paid-out as dividends.

A / S = $ 900 / $ 3,000 = .30

L / S = $ 300 / $ 3,000 = .10

Change in Sales = $ 3,900 - $ 3,000 = $ 900         

EFR = .30($ 900) - .10($ 900) - .06($3,900)(1-.40)  =   $ 270 - $ 90 - $ 140.4 = $ 39.6 
EXAMPLE 4 — PREPARE BUDGETED BALANCE SHEET

Gilmer Company has compiled the following information:

· Sales for the last reporting period were $ 600,000

· Projected sales are $ 800,000

· Profit Ratio is 5% of sales

· Dividend Payout Ratio is 40%

· Current Balance in Retained Earnings is $ 200,000

· Cash as a % of sales is 4%

· Accounts Receivable as a % of sales 10%

· Inventory as a % of sales is 30%

· Net Fixed Assets are budgeted at $ 300,000

· Accounts Payable as a % of sales is 7%

· Accrued Liabilities as a % of sales is 15%

· Common Stock will remain at $ 220,000

                                       Budgeted Balance Sheet

Cash ($ 800,000 x .04)



$     32,000

Accounts Receivable ($ 800,000 x .10)
       
       80,000

Inventory ($ 800,000 x .30)


     240,000

Net Fixed Assets



     300,000

        Total Assets



$   652,000

Accounts Payable ($ 800,000 x .07)

$     56,000

Accrued Liabilities ($ 800,000 x .15)

     120,000

Common Stock




     220,000

Retained Earnings (1)

       Total Liabilities & Equity


     620,000


      Total Additional Financing Required
       32,000


       Total Liabilities & Equity after financing
$   652,000 


(1): Beginning Balance 


$ 200,000

      Increase for New Income:

      $ 800,000 x .05 (profit margin)     
     40,000

      Less Dividends:

      .40 x $ 40,000 Net Income       
    (16,000)

      Ending Balance


 $ 224,000

After we have prepared budgeted financial statements, it is very important to carefully review these statements with management. For example, can we truly expect to raise $ 166,303 in capital as indicated in Exhibit 13? Will the budgeted financial statements meet the expectations of shareholders? Several critical questions must be asked before we finalize our budgeted financial statements. 

Additionally, our budgets were prepared on an annual basis. Many unplanned events can take place during the year, making our annual budgets extremely inaccurate. Therefore, financial planning is often improved by simply forecasting on a monthly or quarterly basis as opposed to an annual basis. 

The Cash Budget

A good example of short-term financial planning is the Cash Budget. The Cash Budget is an estimate of future cash inflows and outflows. Cash Budgets are often included with the Budgeted Balance Sheet. However, it should be noted that Cash Budgets are not widely used as a general forecasting tool since they are specific to one account, namely cash. Instead, Cash Budgets are often used by Cash Managers and Treasury personnel for managing cash.

We can use our previous forecasts to help us prepare a Cash Budget. For example, we can get an idea of payable disbursements for manufacturing by looking at the Materials Budget (Exhibit 3), Labor Budget (Exhibit 4), and the Overhead Budget (Exhibit 5). We can start preparing a Cash Budget by simply looking at our stable cash flow patterns, such as accounts receivable, accounts payable, payroll, etc. We also have several predictable transactions, such as insurance payments, loan payments, etc. 

EXHIBIT 14 — CASH BUDGET FOR JANUARY 

Beginning Cash Balance
        

                    $
28,000


Cash Collections on Sales (60 day lag)
        $
47,000

Sold old machine in January


  3,000

Investment Revenues



  2,000



Total Cash Inflows


52,000

Disbursements for Manufacturing (30 day lag)  12,400

Marketing Expenses



10,000

General & Administrative Expenses

26,000

Capital Expenditures



   - 0 -

Repayments on Debt



     750

Debt Interest Payments



     450

Dividend Payments



    - 0 -

Taxes Paid




    - 0 -



Total Cash Outflows


49,600



Net Cash Inflow (Outflow)

  2,400

  2,400

Ending Cash Balance





30,400

Minimum Desired Cash Balance



10,000

Cash Surplus or (Deficit)   



          $ 20,400


Summary of the Budgeting Process

We started our budgeting process by looking at strategic planning. Strategic Planning should always be the starting point for financial planning. From the Strategic Plan, we develop a Plan of Action so we can implement the Strategic Plan. This is often called an Operating Plan. Within the Operating Plan, we will include a set of budgets for successful implementation of the Strategic Plan. The entire set of budgets can be categorized as follows:

< - - - - - - - - - - - - - - - - - - - - - - - - - - Master Budget - - - - - - - - - - - - - - - - - - - - - - - - - >

< - - - - - - - - - - - Operating Plan - - - - - - - -> < - - - - - - - - - Financial Plan - - - - - - - - ->

Sales Forecast (Exhibit 1)


Budgeted Retained Earnings (Exhibit10) Budgeted Production (Exhibit 2)

Budgeted Capital Expenditures (Exhibit 11)

Budgeted Production Costs (Exhibits 3-5)
Change in Fixed Assets (Exhibit 12)

Budgeted Cost of Goods Sold (Exhibit 6)
Budgeted Balance Sheet (Exhibit 13)

Budgeted Operating Expenses (Exhibits 7-8)
Cash Budget (Exhibit 14)

Budgeted Income Statement (Exhibit 9) 
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Additional Concepts in Budgeting 

So far, we have emphasized simple approaches to preparing budgets, such as looking at relationships between account balances and sales. We also should have a clear understanding of past financial performance to help us predict future financial performance. Extending past trends and adjusting for what is expected is a common approach to preparing a forecast. However, we can improve forecasting by using several techniques. The first step is recognize certain fundamentals about forecasting:

1. Forecasting relies on past relationships and existing historical information. If these relationships change, forecasting becomes increasingly inaccurate.

2. Since forecasting can be inaccurate due to uncertainty, we should consider developing several forecast under different scenarios. We can assign probabilities to each scenario and arrive at our expected forecast.

3. The longer the planning period, the more inaccurate the forecast. If we need to increase reliability in forecasting, we should consider a shorter planning period. The planning period depends upon how often existing plans need to be evaluated. This will depend upon stability in sales, business risk, financial conditions, etc. 

4. Forecasting of large inter-related items is more accurate than forecasting a specific itemized amount. When a large group of items are forecast together, errors within the group tend to cancel out. For example, an overall economic forecast will be more accurate than an industry specific forecast. 

Quantitative and Qualitative Techniques

You should forecast for a specific reason - to help make better decisions. Forecasting is extremely difficult and you must pull from all relevant sources. We previously discussed the Percent of Sales Method and Trend Analysis as a way of forecasting. These forecasting techniques are quantitative. Quantitative techniques of forecasting are best used when changes are infrequent. In today's world of rapid change, quantitative techniques tend to be of little use. 

We need to add more qualitative techniques into the budgeting process. Qualitative techniques include surveys, interviews with people who are "in the know", market reports, articles, and other information sources that allow us to make a better judgement. Qualitative or Judgmental Forecasting can help improve the budgeting process, especially if we are operating in a rapidly changing environment. 

The Delphi Method is an example of a qualitative technique where a group of experts gets together and reaches a consensus on what will happen in the future. A questionnaire is sometimes used to facilitate the process. Two disadvantages of the Delphi Method are low reliability with the consensus and inability to reach a clear consensus.

Smoothing out the Numbers

One simple approach to forecasting is to setup a model that relies on averages from past historical data. For example, we can take an average of the last five years. As we move forward to the next planning period, a new moving average is calculated and used as the forecast for the next planning period. Exponential smoothing can be used whereby we place more weight on the most recent set of actual numbers. This can be important where changes have occurred, making older data less reliable.  

Regression Analysis

A statistical approach can be used for forecasting. We can rely on the average relationships between a dependent variable and an independent variable. Simple regressions look at one independent variable (such as sales pricing or advertising expenses) whereas multiple regressions consider two or more variables (such as sales pricing and advertising expenses together). Regression analysis is very popular for forecasting sales since it helps us find the right fit over a range of observations. For example, if we plot out the following observations, we can prepare a scatter graph and find the right fit:

Advertising Expense

Sales Dollars


$ 100



$ 1,500

150 1,560

180 1,610

220 1,655

270



   1,685

 

Sensitivity Analysis

We can measure how sensitive our forecast is to changes in certain variables. We can develop a range of possibilities under different assumptions and prepare alternative plans. If Plan A fails, we can quickly move to Plan B. Sensitivity analysis also tells us which assumptions have the biggest impact on the forecast. Managers can concentrate most of their resources on the biggest impact areas for improving the forecast. The main benefit of sensitivity analysis is to measure the possibility of errors in the forecast.

Financial Models

Budgets can be prepared with the use of formal models which take advantage of techniques like regressions and sensitivity analysis. Models are built around the collection of equations, logic, and data that flows according to the relationships between operating variables and financial outputs. Financial variables (costs, sales, investments, taxes, etc.) can be manipulated by the user so that the user can see the outcome of a decision before it is made. This can help facilitate strategic thinking within the budgeting process. Two types of financial models are simulation and optimization. Simulation attempts to duplicate the effects of a decision and show its impact. Optimization seeks to optimize (maximize or minimize) a forecast objective (revenues, production costs, etc.). 

Financial models provide decision support services for improvements within budgeting. Some of the benefits of financial models include:

· Shows the results of planning under a variety of assumptions, allowing the user to assess the impacts of estimates that have been used.

· Generates the Budgeted Income Statement and Budgeted Balance Sheet as well as forecasted financials by business unit or department.

In order to build a financial model, we need to establish variables, parameters, and relationships. Additionally, we can divide variables into three types:

1. Control Variables: The inputs that the company can control, such as the level of debt financing or the level of capital spending.

2. External Variables: Inputs that the company cannot control, such as economic conditions, consumer spending, interest rates, etc.

3. Policy Variables: Goals and objectives of the company can impact the expected outcomes. For example, management may set targets for sales, profitability, and costs.

Parameters are the baselines or boundaries for the financial model. For example, the level of debt may have a minimum and maximum value. We also will set our beginning account balances within the financial model.

Relationships are the logic and specifications required for making things work. For example, the Budgeted Balance Sheet will require that Assets = Liabilities + Equity. Several equations will be used within the financial model. Many of these equations will be relational; i.e. if we change sales prices, total revenues will change. Equations are tested and added to the financial model to make it complete. Equations can be expanded into business and decision rules so that users do not have to worry about calculating things like return on equity. The financial model takes care of critical rules for running the business or making decisions.

EXHIBIT 15 — FINANCIAL MODEL FOR CASH 

Relationships (Equations): 


Cash(t) = Cash(t-1) + Cash Receipts(t) + Cash Disbursements(t)

Cash Receipts(t) = (a) x Sales(t) + (b) x Sales(t-1) + (c) x Sales(t-2) + Loan(t)

Cash Disbursements(t) = Accounts Payable(t+1) + Interest(t) + Loan Payment(t)

Input Variables in Dollars:

Sales(t-1), Sales(t-2), Sales(t-3)

Loan(t), Loan Payment(t)

(a): Accounts Receivable Collection Pattern in current period

(b): Accounts Receivable Collection Pattern one period ago

(c): Accounts Receivable Collection Pattern two periods ago

(a) + (b) + (c) < 1.0

Parameters (Initial Values in Dollars):

Cash(t-1), Sales(t-1), Sales(t-2), Bank Loan(t-1), Accounts Payable(t-1)

Chapter

5

Making the Budgeting Process Work 

Now that we understand what goes into financial planning, it is time to focus on how to make the process into a value-added activity. Many organizations are attempting to re-engineer budgeting practices since budgeting is usually a non-value added activity; i.e. it does not add value to the decision making process. The goal is to make the entire financial planning process into a decision support service within the organization whereby the benefits of the process exceed the costs. 

In order to fully comprehend the problems associated with budgeting, let's quickly list the top ten problems with budgeting according to Controller Magazine:

1. Takes too long to prepare.

2. Doesn't help us run our business.

3. Budgets are out-of-date by the time we get them.

4. Too much playing with the numbers.

5. Too many iterations / repetitive tasks within the process.

6. Budgets are cast in stone in a constantly changing business environment.

7. Too many people are involved in the budgeting process.

8. Unable to control budget allocations.

9. By the time budgets are complete, I don't recognize the numbers.

10. Budgets do not match the strategic goals and objectives of the organization. 

We will now discuss several ways of making budgeting into a value-added activity within the organization.

Automate the Process

In order for budgeting to be value-added, it must accept revisions quickly and easily. A highly automated budgeting process can help streamline the process for quick and easy updating. As a minimum, budgets should be maintained on spreadsheets. A spreadsheet (such as Excel, Lotus 1-2-3, etc.) can have an input panel for entering variables and automatic generation of budgets within a fully integrated set of spreadsheets. For example, we can use a formula to calculate interest expense as:

Interest Rate x (Beginning Long Term Debt + Current Portion of Long Term Debt + External Financing Using Long Term Debt)

Spreadsheets also allow us to perform sensitivity analysis. We can simply enter new variables into the input panel and review the impact on our budgets.

We can also use more formal software programs for budgeting. The best software programs will give us the option of controlling the level of detail. For example, do we want a cash budget by customer or do we want cash budgets by account or can we simply enter the cash flow data ourselves? It is very important that we have control over the detail since commercial programs sometimes over-analyze transactions and provide way too much detail. This is why many financial planners prefer spreadsheets over commercial programs.

Ten Best Practices in Budgeting

Finally, here are some best practices that can transform budgeting into a value-added activity:

1. Budgeting must be linked to strategic planning since strategic decisions usually have financial implications.

2. Make budgeting procedures part of strategic planning. For example, strategic assessments should include historical trends, competitive analysis, and other procedures that might otherwise take place within the budgeting process.

3. The Budgeting Process should minimize the time spent collecting and gathering data and spend more time generating information for strategic decision making.

4. Get agreement on summary budgets before you spend time preparing detail budgets. 

5. Automate the collection and consolidation of budgets within the entire organization. Users should have access to budgeting systems for easy updating.

6. Budgets need to accept changes quickly and easily. Budgeting should be a continuous process that encourages alternative thinking.

7. Line item detail in budgets should be based on material thresholds and not rely on a system of general ledger accounts.

8. Budgets should give lower level managers some form of fiscal control over what is going on.

9. Leverage your financial systems by establishing a data warehouse that can be used for both financial reporting and budgeting. 

10. Multi-National Companies should have a budgeting system that can handle inter-company elimination's and foreign currency conversions.

Summary 

Financial Planning is a continuous process that flows with strategic decision making. The Operating Plan and the Financial Plan will both support the Strategic Plan. The best place to start in preparing a budget is with sales since this is a driving force behind much of our financial activity. However, we have to take into account numerous factors before we can finalize our budgets.

Budgeting should be flexible, allowing modification when something changes. For example, the following will impact budgeting:

· Life cycle of the business

· Financial conditions of the business

· General economic conditions

· Competitive situation

· Technology trends

· Availability of resources

Budgeting should be both top down and bottom up; i.e. upper level management and middle level management will both work to finalize a budget. We can streamline the budgeting process by developing a financial model. Financial models can facilitate "what if" analysis so we can assess decisions before they are made. This can dramatically improve the budgeting process.

One of the biggest challenges within financial planning and budgeting is how do we make it value-added. Budgeting requires clear channels of communication, support from upper-level management, participation from various personnel, and predictive characteristics. Budgeting should not strive for accuracy, but should strive to support the decision making process. If we focus too much on accuracy, we will end-up with a budgeting process that incurs time and costs in excess of the benefits derived. The challenge is to make financial planning a value-added activity that helps the organization achieve its strategic goals and objectives.

Final Exam 

Select the best answer for each question. Exams are graded and administered by installing the exe file version of this course. The exe file version of this course can be downloaded over the internet at www.exinfm.com/training. 

31. In order for budgeting to really work, we must link the budgeting process with:

m. Financial Statements

n. Accounting Transactions

o. Strategic Planning

p. Operating Reports

32. The first forecast we will prepare for budgeting will be the:

m. Budgeted Income Statement

n. Sales Forecast

o. Cash Budget

p. Budgeted Balance Sheet

33. Taylor Manufacturing has compiled the following production information for manufacturing jugs of beverages:

Planned production is 6,000 jugs

Materials required per jug: 10 pounds of powder

Desired Ending Inventory for Materials: 4,000 pounds

Beginning Inventory for Materials: 3,000 pounds

Purchase Cost for Materials: $ 2.00 per pound

Based on the above information, what is the total cost for planned materials purchased?

a. $ 110,000

b. $ 120,000

c. $ 122,000

d. $128,000

34. Which of the following detail budgets will help us prepare the Budgeted Income Statement?

m. Direct Labor Budget

n. Cash Budget

o. Budgeted Balance Sheet

p. Year End Balance Sheet

35. If accounts payable have historically been 20% of sales and we have estimated sales of  $ 200,000, than estimated accounts payable must be:

m. $ 10,000

n. $ 20,000

o. $ 30,000

p. $ 40,000

36. Which budget is prepared for determining how much external financing we will need to support estimated sales?

m. Cash Budget

n. Budgeted Income Statement

o. Budgeted Balance Sheet

p. Sales Forecast

37. A good place to start in preparing the Budgeted Balance Sheet is with the main link between the Income Statement and the Balance Sheet. This link is: 

m. Cash

n. Retained Earnings

o. Current Assets

p. Long Term Liabilities

38. One way to improve the budgeting process is to include qualitative techniques into forecasting. Which of the following is an example of a qualitative technique? 

m. 5 Year Trend Analysis

n. Ratio Analysis

o. Percent of Sales Method

p. Interviewing the President of the Company

39. Statistical methods can be used to improve the accuracy of forecasting. This approach is particularly useful for forecasting sales since we are searching for the right fit based on several observations. One popular approach to finding the right statistical fit is to use:

a. Exponential Smoothing

b. Regression Analysis

c. Executive Polling

d. Moving Average

40. Which of the following will contribute to making budgeting a non-value added activity; i.e. the cost of budgeting exceeds the benefit? 

i. The budgeting process is included within the strategic planning process.

j. Detail and Summary Budgets are prepared at the same time and are distributed to management for approval.

k. Budgets throughout the organization are automated for enterprise-wide consolidation.

l. Line item detail in budgets is based on material thresholds.

Excellence in Financial Management

Course 6: The Management of Capital

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides an overview of concepts related to the management of capital. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple-choice exam which is administered by installing the exe file version of this short course. The exe file can be downloaded over the internet, www.exinfm.com/training
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Basic Concepts and Theories  

Introduction

The long-term investments we make today will determine the value of our business tomorrow. In order to make long-term investments in new product lines, new equipment and other assets, managers must know the cost of obtaining funds to acquire these assets. The cost associated with different sources of funds is called the cost of capital. Cost of Capital represents the rate a business must pay for each source of funds - debt, preferred stock, common stock, and retained earnings. 

Since we want to maintain existing market values, cost of capital is the minimum acceptable rate of return for long-term investments. If the business earns more than its cost of capital, the market value of the business will increase. Likewise, if returns on long-term investments are below the cost of capital, market values will decline. This leads us to a very fundamental objective within financial management - maximizing values for the owners of the business. Therefore, how we manage capital is extremely important to fulfilling the basic objective of increased shareholder value.

The Economics of Capital

An understanding of economics and capital can also help us understand how we should manage capital within an organization. For example, the total amount of capital available is determined by the total amount of investment. The overall economy has a total capital equal to the sum of all capital goods (assets). Since these goods lose value over time, some level of reinvestment is needed to maintain the asset base at its current size. Additional investments will cause the capital stock of an economy to grow, similar to the assets of a business.

The amount invested in the economy is determined by the after tax rate of return on capital. The actual level of investment depends on the willingness of people to invest in assets. People invest based on the returns they expect to receive. The returns to investors must be adjusted for inflation, taxes, depreciation, and risk related to the investment. It is the after tax real rate of return that drives investment.

Overall, the after tax rate will remain constant over time due to changes in investment spending. For example, if the rate of return on capital were to increase, there will be an increase in investment spending. As the capital stock expands from increased investing, the rate of return on capital will drop back down. Conversely, when the rate of return on capital is low, there will be a decrease in investment. As capital shrinks, the rate of return on capital rises. Consequently, investment spending will keep rates of return on capital at stable levels. 

Taxation of capital will increase the cost of capital. In order to supply capital, investors must receive a minimum after tax real rate of return. The users of capital not only pay investors a nominal rate of return, but they also incur the cost of economic depreciation (lost values of capital assets) and related taxes on capital. These total costs represent the cost of capital.

Basic Considerations in Managing Capital

Now that we understand the importance of capital, let's focus on how we manage capital within an organization. The overall objective is to find an "optimal" capital structure - the right mix of capital sources (debt and equity) that minimizes the overall cost of capital and maximizes values to the shareholders (owners of the business). When we raise capital, we have two choices - issue debt or issue stock. Debt is represented by bonds which are long-term instruments sold to investors. Stock is the ownership interest of the business and depending upon the rules of incorporation, stockholders will have certain rights. Therefore, we start our understanding of capital management by looking at the advantages and disadvantages of the two sources of capital:

Some advantages to using stock are:

· No fixed payments are required to investors; dividends are paid only as earnings are available.

· No maturity date on the security, the invested capital does not have to be repaid.

· Improves the credit worthiness of the company.

Some disadvantages to using stock are:

· Dilutes the earnings per share to shareholders.

· Issuance costs are higher than debt.

· Issuing more stock can increase the overall cost of capital.

· Dividend payments to shareholders are not tax deductible.

Some advantages to using debt are:

· Interest payments are tax deductible.

· Does not dilute earnings per share or control within the company.

· Cost is fixed; interest and principal do not change.

· Expected returns to investors are usually lower than stock.

Some disadvantages to using debt are:

· Fixed charges must be paid regardless of available earnings or cash flow.

· Adds more risk to the business.

· Has a maturity date and the capital invested must be repaid to investors.

In addition to understanding the pros and cons of financial securities, we also need to recognize that several conditions will impact how we raise capital. These conditions include:

Economic Conditions: The demand and supply of capital in the marketplace can impact how capital is raised. For example, expectations of inflation will influence the cost that is paid for capital. Higher rates of inflation erode the values of investments and thus, investors will demand higher rates of return.

Market Conditions: The demand for higher rates of return will increase the cost of capital. For example, if we raise capital with a security that is not highly marketable, investors will require higher rates of return for the increased risk.

Operating Conditions: The level of fixed costs used to operate the business needs to be considered. For example, higher fixed costs can result in wider variations to operating income from numerous factors - increased competition, slower economic growth, etc. This is referred to as business risk.

Financial Conditions: The existing levels of outstanding debt will impact how capital will be raised. Higher levels of debt (including preferred stock) can result in wider variations to earnings due to higher fixed obligations that must be paid (interest to debt holders and fixed dividends to preferred stock holders). This is referred to as financial risk.

Not only do we need to look at various conditions, but we need to consider how financing will impact capital structure. Capital structure appears on the right side of the Balance Sheet as liabilities and equity; i.e. the long-term sources of funds to finance assets. Assets appear on the left side of the Balance Sheet. Capital structure is the permanent financing of the business through the use debt and stock. The total of all liabilities and equity is referred to as Financial Structure. Therefore, Capital Structure = Financial Structure - Current Liabilities. 

Finding the right capital structure encompasses numerous considerations - growth rates in sales, risk attitudes of management, liquidity of assets, control position of the company, etc. Finding the right capital structure also involves finding the right amount of financial leverage. Financial leverage is the financing of assets with fixed obligations - debt and preferred stock. The use of financial leverage increases return on equity up to a certain level of operating income. As you use more financial leverage (debt and preferred stock), higher levels of operating income are needed to cover the additional fixed obligations (interest on debt and fixed dividends on preferred stock).

Generally, the use of financial leverage will improve financial performance whenever returns are higher than the costs of obtaining funds. In a perfect world, management would favor more leverage whenever return on capital exceeds the after tax costs of debt. However, higher returns also result in higher risk to the business (risk return tradeoff). Therefore, the use of financial leverage is a balancing act between higher returns for shareholders vs. higher risk to shareholders.

Financial leverage can be measured with ratios such as debt to total assets. Financial leverage is also expressed as the Degree of Financial Leverage or DFL. DFL is the percentage change in earnings given a change in operating income (Earnings Before Interest & Taxes or EBIT). The higher the DFL, the riskier the business. We can use the following formula to calculate DFL:

DFL = EBIT / EBIT - I - (P / (1-TR)) where I is Interest and P is Preferred Dividends and TR is the tax rate.

Example 1 - Calculate Degree of Financial Leverage (DFL)

Mason Corporation has sales of $ 400,000 with total operating costs consisting of $ 330,000 in variable costs and $ 30,000 in fixed costs. Annual interest is $ 6,000 and preferred dividends are $ 2,000 per year. The tax rate is 20%.

Sales 



$ 400,000

Less Variable Costs

  (330,000)

Less Fixed Costs

  (  30,000)

EBIT



$   40,000

DFL = $ 40,000 / $ 40,000 - $ 6,000 - ($ 2,000 / .80) = 1.27

In addition to financial leverage, there is operating leverage. Operating leverage is the use of fixed costs in production over variable costs. For example, replacing production workers (variable cost) with robots (fixed cost) would be an example of increased operating leverage. As operating leverage increases, more sales are needed to cover the increased fixed costs. Since variable costs have been reduced, profits will increase more given an increase in sales after the breakeven point has been reached. High levels of fixed costs increase business risk. Like financial leverage, we can measure the Degree of Operating Leverage (DOL) as the percentage change in operating income given a change in sales. The following formula can be used to calculate DOL:

DOL = CM / CM - FC where CM is Contribution Margin and FC is Fixed Cost.

Example 2 - Calculate Degree of Operating Leverage (DOL)

Referring back to Example 1, we can make the following calculations:

Sales 



$ 400,000

Less Variable Costs

  (330,000)

Contribution Margin

$   40,000

DOL = $ 40,000 / $ 40,000 - $ 30,000  = 4.0

Usually firms use one form of leverage over the other to finance investments. For example, manufacturing companies tend to invest heavily in fixed assets and thus operating leverage is used much more than financial leverage. Service type companies have low levels of investment in fixed assets and therefore, financial leverage is widely used to finance the business. Leverage is relative to the type of fixed cost approach that is appropriate for funding the business and leverage by its very definition creates risk. Therefore, the use of leverage will always include a tradeoff between risk and return.

Approaches to Managing Capital

One way to understand how to manage capital is to look at the various approaches that can be used for finding the right capital structure. As we previously indicated, the right capital structure is that mix of debt and stock that maximizes the value of the firm while at the same time maintains a relatively low overall cost of capital. Two very different approaches to capital management are the Net Operating Income Approach and the Net Income Approach.

Net Operating Income Approach:  This approach to capital management concludes that it does not matter how you mix the capital structure. The value of the business is not determined by how you arrange the right side of the Balance Sheet. Additionally, the overall cost of capital will not change as you change the mix of capital. Therefore, values are determined by the capitalization of operating income or EBIT (Earnings Before Interest Taxes). 

Example 3 - Calculate Market Value of Business under Net Operating Income Approach to Capital Management

Norton Company has $ 400,000 in outstanding debt at 7% interest. Norton's cost of capital is 12% and expected operating income or Earnings Before Interest & Taxes (EBIT) is $ 120,000.

Earnings to Shareholders = $ 120,000 - $ 28,000 (7% interest on debt) = $ 92,000.

Total Market Value = $ 120,000 / .12  = $ 1,000,000

Market Value of Stock = $ 1,000,000 - $ 400,000 = $ 600,000

Cost of Equity = $ 92,000 / $ 600,000 = 15.3%

Net Income Approach: In contrast to the Net Operating Income Approach, the Net Income Approach concludes that the capital structure of an organization has a major influence on the value of the organization. Therefore, the use of leverage will change both the cost of capital and the value of the firm. Net Income is capitalized in arriving at the market value of the firm.

Example 4 - Calculate Market Value of Business under Net Income Approach to Capital Management

Referring back to Example 3, we can calculate the following values:

Market Value of Stock = $ 92,000 / 15.3% = $ 601,307

Total Value = $ 601,307 + $ 400,000 = $ 1,001,307

Overall Cost of Capital = $ 120,000 / $ 1,001,307 = 12%

Franco Modigliani and Merton Miller have provided some guidance between the Net Operating Income Approach and the Net Income Approach. Modigliani and Miller concluded that capital structure is not a major factor in the determination of values. Values are determined by the investment and operating decisions that generate cash flows. It is cash flows that give rise to values. This approach to valuation has become a mainstay within financial management. But what about capital structures? Mike Jenson, founder of the Journal of Financial Economics, may have resolved the answer to this question. Jenson noted that whenever a company makes a change in its capital structure, it sends a signal to investors. This signaling effect does in fact result in changes to valuations. For example, when the Chairman of the Federal Reserve speaks about interest rates, a signal is sent to the marketplace and valuations quickly change. Therefore, shifts in capital structure do impact the value of a business. 

Jenson also noticed that managers have a tendency to guard capital and minimize the distribution of dividends to shareholders. This follows with the so-called "pecking order" of financing whereby managers prefer internal sources of capital to external sources of capital. The specific pecking order is as follows:

1. Internal sources of capital - retained earnings / cash

2. External sources of capital - debt

3. External sources of capital - convertible securities

4. External sources of capital - preferred stock

5. External sources of capital - common stock 

Consequently, capital structures can impact valuations due to the so-called signaling effect. Additionally, the real source of values will reside in cash flows (more specifically free cash flows). Free cash flows are the excess cash that can be withdrawn from a business after paying everything off. And in order to generate free cash flows, management must generate returns in excess of the cost of capital.
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Calculating the Cost of Capital  

In order to evaluate projects of average risk, we must know the overall cost of capital. Cost of Capital is calculated as the weighted average of each component of capital - debt, common stock, preferred stock, and retained earnings. Each component is calculated as follows:

Cost of Debt (Cd): Calculate the after tax cost of debt based on the effective interest rate. The following formula is used to calculate the cost of debt: Cd = I ( 1 - TR) where I is Interest Rate on Debt and TR is the Tax Rate.

Example 5 - Calculate the Cost of Debt

Cantor Corporation borrowed $ 100,000 at 8% interest. The amount of the loan proceeds was $ 96,000 and the tax rate is 35%. 

Cost of Debt = ($ 100,000 x .08) / $ 96,000 x ( 1 - .35) = 8.3% x .65 = 5.4%.

Cost of Common Stock (Ccs): Three different methods can be used to calculate the Cost of Common Stock. The three methods are:

1. Dividend Growth - Dividends paid to common shareholders along with the overall expected growth rate is used to calculate a cost for the common stock. The formula for calculating the cost of common stock is: (Dividends in Year 1 / Market Value of Stock) + Overall Growth Rate.

Example 6 - Calculate the Cost of Common Stock based on Dividend Growth

Cantor Corporation expects to pay a $ 6.00 dividend this year to common shareholders. Historically, dividends have grown by 2% each year. Cantor's common stock is currently selling for $ 45.00 per share.

Cost of Common Stock = ($ 6.00 / $ 45.00) + .02 = 15.3%.

2. Capital Asset Pricing Model (CAPM) - The CAPM is the most widely used approach to calculating the cost of common stock. The CAPM uses three components to calculate the cost of common stock - (1) rf is the risk free rate earned by investors (such as U.S. Treasury Bonds; (2) b is the beta coefficient which expresses the risk of the common stock in relation to the market; and (3) rm is the rate earned in the market (such as the Standard & Poor's 500 Composite Index). The CAPM formula is Ccs = rf + b ( rm - rf ).

 Example 7 - Calculate the Cost of Common Stock based on CAPM

Cantor Corporation has common stock with a listed beta of 1.35. The estimated market return is 12% and the risk free rate based on Treasury Bonds is 6.5%.

Ccs = 6.5% + 1.35 ( 12% - 6.5% ) = 13.9%

3. Bond Plus - A simple approach to calculating the cost of common stock is to add a risk premium to the cost of debt. The formula is Ccs = Cd + risk premium. The risk premium is the additional rate that must be paid to common shareholders above what is paid to bond holders. 

Example 8 - Calculate the Cost of Common Stock based on Bond Plus

Referring back to Example 5, we calculated a cost of debt of 5.4%. We have estimated a market risk premium on common stock of 4%. 

Ccs = 5.4% + 4.0%  =  9.4%

Cost of Preferred Stock (Cps) - If your capital structure includes preferred stock, the cost of preferred stock is calculated by the amount of dividends in relation to the market price of the preferred stock. The formula is Cps = Dividends / Market Price of Stock.

Example 9 - Calculate the Cost of Preferred Stock

Assume we have preferred stock selling for $ 80 per share and dividends per share are $ 10. The cost of preferred stock is:

Cps = $ 10 / $ 80 = 12.5%

Cost of Retained Earnings - The cost of retained earnings (internal funds) within a capital structure is similar to the cost of common stock. We can think of the cost of retained earnings in relation to the opportunity cost of how we can use these funds. Generally, the cost of retained earnings is slightly less than the cost of common stock since no issuance costs is incurred.  

After we have calculated each component cost of capital, we will calculate a weighted average based on the relative market values of each component. The following example will illustrate how weighted average cost of capital is calculated.

Example 10 - Calculate Weighted Average Cost of Capital

Cantor Corporation has the following capital structure

Capital  Component



Book Value
Cost of Capital

Long Term Debt (5,000 bonds)

$ 5,000,000
   5.4%

Common Stock (62,500 shares)
$ 2,500,000
 13.9%

Preferred Stock (20,000 shares)
$    500,000
 12.5%

Retained Earnings 


$    750,000
 12.0%

Market prices are $ 1,050 for bonds, $ 65.00 for common stock, and $ 35.00 for preferred stock. Total market values are calculated as follows:

Long Term Debt = 5,000 x $ 1,050
$ 5,250,000

Common Stock = 62,500 x $ 65.00
$ 4,062,500

Preferred Stock = 20,000 x $ 35.00
$    700,000

Since retained earnings has a market value closely tied to common stock, we will allocate the common stock market value between common stock and retained earnings based on book values. 

Common Stock = $ 4,062,500 x ($2,500,000 / $3,250,000) = $ 3,125,000

Retained Earnings = $ 4,062,500 x ($750,000 / $3,250,000) = $ 937,500

Weighted Average Cost of Capital is calculated as follows:

Capital  Component
       Market Values    Mkt%   x  C of Cp  =  Wgh C of Cp

Long Term Debt    $ 5,250,000
   52%
      5.4%       2.8%

Common Stock 
    $ 3,125,000
   31%       13.9%      4.3%

Preferred Stock 
    $    700,000
     7%        12.5%       .9%

Retained Earnings $    937,500     10%       12.0%      1.2%



Weighted Average Cost of Capital 
         9.2%

Our overall cost of capital is calculated as a weighted average based on the relative market values of each component of capital. If market values are not available, use %’s derived from the targeted or forecasted capital structure. If worse comes to worse, you can fall back on book values. In any event, the weighted average cost of capital is the overall cost of capital that will be used to evaluate capital investments. 

Cost of Equity and Risk

The Cost of Equity is the rate of return required by those who invest in equity securities. The expected return can be broken down into two components - Risk Free Rate and Risk Premium. A good benchmark for establishing the Risk Free Rate is the rate paid on 30 year U.S. Treasury Bonds since the risk of default is virtually non-existent. The Risk Premium can be established by understanding two forms of risk - Business Risk and Financial Risk. In the absence of debt, shareholders are confronted with one form of risk, business risk. Business Risk is the risk of changes to operating income from numerous factors that influence business. When we introduce debt, we have to include financial risk. Financial Risk is the risk of changes to earnings from the use of increased debt. More debt results in higher interest payments, which impacts earnings. Consequently, the Risk Premium consists of Business Risk + Financial Risk. The following graph summarizes these relationships:

In the above graph, we have a total risk free rate of 5%. The addition of business risk increases the required rate on stock to 10%. When we introduce debt, this adds financial risk and increases the required return on stock. The final total rate of return on stock with all forms of risk climbs from 12% to 16% over a range of Debt to Equity Ratios. Since the cost of capital represents the rate that must be paid to investors for the use of long-term funds, higher risk to investors will increase the cost of capital. 
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The Financing Decision 

We have an understanding of what capital is (Chapter 1) and we understand how to calculate the cost of capital (Chapter 2). The remainder of this course will focus on how to arrange financing; i.e. how do we actually raise capital. The financing decision must consider several factors. Some of these factors include:

· Flexibility - Today's financing decisions will influence tomorrow's financing decisions. If the business expects to raise capital in the future, it can not maximize its use of debt today. We need to provide a cushion so we can have flexibility with future financing decisions.

· Risk - Financing with the use of debt will increase risk. There is a limit to how much debt we can use to finance our business. Too much debt can ultimately lead to bankruptcy.

· Income - Financing can influence earnings and thus affect return on equity. If we are concerned about returns to equity shareholders, then our financing decision will need to be adjusted. Income is also influenced by our ability to take advantage of tax deductions for interest on debt. 

· Control - If we have concerns about control over the organization, then we have to consider how financing will change control. Financing decisions are connected to either ownership (equity) or creditors (debt).

· Timing - Financing decisions need to be timed to take advantage of the marketplace. What type of securities should be sold? When should they be sold? What length of maturity should be used for debt financing?   

Refinancing Risk

One of the objectives within the financing decision is to match the maturity of liabilities with the life expectancy of assets. This allows liabilities to be self-liquidating. If the maturity of liabilities is less than the life expectancy of assets, then you face refinancing risk since you have to raise new capital to pay off liabilities. If the maturity of liabilities is longer than the life expectancy of assets, then there will be plenty of assets around to pay off debts. However, these surplus assets may not earn enough to increase the market value of the firm.

The mismatching of liabilities with assets can occur if financing is not available. For example, suppose long-term financing is not available. Short-term sources of financing may have to be used. Mismatching can also be intentional. For example, suppose you expect long-term interest rates to fall. You may want to finance assets with short-term maturities since you can refinance in a few years at much lower rates. 

Inflation 

Another factor to consider in the financing decision is inflation. By using debt financing during periods of high inflation, you will repay the debt with dollars that are worth less. As expectations of inflation increase, the rate of borrowing will increase since creditors must be compensated for a loss in value. Since inflation is a major driving force behind interest rates, the financing decision should be cognizant of inflationary trends.

Floatation Cost

Equity sources of capital will cost more than debt sources of capital. One reason is due to higher risk to investors. Whenever investors incur more risk, they demand higher rates of return; i.e. risk return tradeoff. Additionally, the actual out-of-pocket cost associated with equity financing is higher than debt financing. These costs are referred to as floatation costs. Floatation costs include all costs of issuing the securities, such as banker's fees, legal fees, filing costs, etc.  

Marginal Cost of Capital

A basic consideration within the financing decision is how much money do we need to raise? If we assume that all projects have the same average level of risk, then we can establish an optimal capital budget by plotting the Marginal Cost of Capital. The relationship between cost of capital and required financing is referred to as the Marginal Cost of Capital. The Marginal Cost of Capital Rate is the discount rate used for capital budgeting analysis. Marginal Cost of Capital is calculated as follows:

1. Determine the cost and percentage of financing needed for each source of capital - debt, stock, retained earnings.

2. Calculate breaking points where the weighted average cost of capital begins to increase under different financing plans. The break point can be calculated as: Maximum Amount of Lowest Source of Capital / Percent of Financing Provided by this Specific Source of Capital.

3. Calculate the weighted average cost of capital over the range of financing between the break points.

4. A graph can be used to show the range of cost of capital in relation to total financing. If a project's internal rate of return is greater than the marginal cost of capital, then the project should be accepted.

Example 11 - Calculate Marginal Cost of Capital

Bishop Corporation has the following investment opportunities:

Project

Investment Amount
Internal Rate of Return

    A

$ 1,800,000

         13 %

    B

$ 1,700,000

         14%

    C

$    900,000

           9%

If the projects are accepted, Bishop will finance the three projects with 50% debt and 50% equity. Bishop has $ 1,400,000 of retained earnings available for investments. Sources of capital are as follows:

Debt @ 5.6% After tax cost

Internal Capital @ 13% (opportunity cost)

Issue New Stock @ 20%

Using a 50 / 50 mix and a combination of debt and retained earnings, Bishop can raise up to $ 2,800,000 at the following cost:

Capital
Proportion    x    Cost    =
Weighted

Debt
   50 %
          5.6%
2.8%


Internal     50%
        14.0%
7.0%



Total Cost of Capital     9.8%    


Using a 50 / 50 mix and a combination of debt and new stock, Bishop can raise $ 2,800,000 and above at the following cost:

Capital
   Proportion    x    Cost    =
Weighted

Debt
     50 %          5.6%
2.8%


New Stock 50%
         19.0%
9.5%



Total Cost of Capital   12.3%    


Calculate the break point of financing where the weighted average cost of capital increases = Maximum Amount of Lowest Cost Source / % of Financing from this Source or $ 1,400,000 / .50 = $ 2,800,000. Bishop can finance up to $ 2,800,000 at 9.8%.

Prepare a graph of the Marginal Cost of Capital and compare to the investment projects. The following graph summarizes the marginal cost of capital for the financing of the three proposed projects. 

At $ 2.8 million, the cost of capital jumps from 9.8% to 12.3%. If we compare this graph to our proposed projects, we will select projects A and B since they have an internal rate of return greater than the marginal cost of capital (9.8% up to $ 2.8 million and 12.3% above $ 2.8 million). The total investment amount of projects A and B is $ 3.5 million ($ 1.8 for project A + $ 1.7 for project B). Therefore, the optimal capital budget for Bishop Corporation is $ 3.5 million. 

EBIT / EPS Comparison

In the previous example, we selected a 50 / 50 mix for financing capital projects. One of the objectives of capital management is to find the right mix of capital. A comparison of Earnings Before Interest Taxes (EBIT) with Earnings per Share (EPS) under different financing plans can help determine which type of financing is most advantageous - debt financing or equity financing. Since debt has little effect on EBIT, we start our analysis with EBIT. We simply want to calculate what EPS will be under each financing plan. Both the debt and stock financing plans are plotted on a graph. Depending upon what we expect EBIT to be, the graph can tell us which financing plan will give us the highest EPS. The following graph plots EBIT and EPS under debt and stock financing:

At a level of $ 2 million EBIT, EPS is the same under either the stock or debt financing plan. If we expect EBIT to be below $ 2 million, then we would favor the stock plan since it yields a higher EPS. If we expect EBIT to be above $ 2 million, then debt would be preferred over stock after considering the increased risk.

Example 12 - EBIT / EPS Comparison

Atco Corporation wants to raise $ 4 million in capital for production facilities. Atco can issue stock (200,000 shares @ $ 20) or issue bonds at 10% interest. Atco's tax rate is 45%. Atco's projected EBIT is $ 6.5 million and it has long-term capital consisting of $ 2 million in bonds @ 8% and 100,000 shares of stock.

Calculate EPS (Earnings per Share) under different financing plans:

                                                         100% Stock          100% Bonds          50 / 50 Mix

Expected EBIT

   $ 6,500,000
  $ 6,500,000      $ 6,500,000

Current Interest on Debt       (160,000)        (160,000)          (160,000)

New Interest on Debt                 - 0 -            (400,000)          (200,000)

Earnings before Tax             6,340,000       5,940,000          6,140,000

Less Taxes @ 45%             (2,853,000)     (2,673,000)       (2,763,000)

Earnings to Shareholders     3,487,000       3,267,000          3,377,000

Shares Outstanding                 300,000          100,000             200,000

Earnings per Share (EPS)    $ 11.62             $ 32.67              $ 16.89

The returns or EPS under a 100% Bond Plan is much higher than other plans. If Atco expects an EBIT of $ 6.5 million, it can easily service higher levels of debt.    

In the above example, it is quite clear that Atco can benefit from the use of more debt. However, suppose Atco expects EBIT to fall dramatically over the next few years. Atco should graph the two financing plans under different levels of EBIT. In order to prepare a graph, we need to determine three points:

1. The minimum level of EBIT needed to cover fixed financing charges (debt and preferred stock) under 100% Stock Plan.

2. The minimum level of EBIT needed to cover fixed financing charges (debt and preferred stock) under 100% Bond Plan.

3. The Indifference Point where EPS is the same under the 100% Stock Plan and the 100% Bond Plan. The following formula can be used to calculate the Indifference Point:  

EPS = ((EBIT - I) (1 - TR) - PD)  /  number of shares outstanding

EPS: Earnings per Share
EBIT: Earnings Before Interest Taxes  
TR: Tax Rate

PD: Preferred Dividends

Example 13 - Calculate Graph Points for EBIT / EPS Comparison 

If we refer back to Example 12, we can determine that the minimum level of EBIT under the two financing plans is as follows:

100% Stock: Minimum EBIT to service fixed obligations is $ 160,000 ($ 2 million of existing debt x 8% interest rate)

100% Bond: Minimum EBIT to service fixed obligations is $ 560,000 ($160,000 + $ 400,000).

The starting point on the graph for the Stock Plan is an EBIT of $ 160,000 and the starting point on the graph for the Bond Plan is an EBIT of $ 560,000.

We need a third intersection point or indifference point where EPS is the same under the two financing plans (100% Stock and 100% Bonds). We can solve for the EBIT where EPS is the same:

                  100% Stock                                             100% Bonds

(EBIT - $160,000) (1 - .45)   =
(EBIT - $560,000) (1 - .45)
        300,000 shares
                    100,000 shares

    .55 EBIT - $ 88,000         =    .55 EBIT - $ 308,000
            300,000                                     100,000

(.55 EBIT - $ 88,000) 100,000 = (.55 EBIT - $ 308,000) 300,000

55,000 EBIT - $ 8,800,000 = 165,000 EBIT - $ 92,400,000

110,000 EBIT = $ 83,600,000

EBIT = $ 760,000

At an EBIT of $ 760,000, we are indifferent to the two financing plans since EPS is the same. If EBIT were to fall below $ 760,000, we would favor the Stock Plan. If EBIT is expected to be above $ 760,000, we would favor the Bond Plan. The following calculation confirms the indifference point:

                                                                 100% Stock           100% Bonds

Indifference EBIT


$ 760,000
$ 760,000

Existing Interest


  (160,000)
  (160,000)

Interest on New Debt

      - 0 -

  (400,000)

Earnings before Tax

   600,000
   200,000

Less Taxes @ 45%

  (270,000)
  (  90,000)

Earnings to Shareholders

   330,000
   110,000

Shares Outstanding

   300,000
   100,000

Earnings Per Share (EPS)

$   1.10

$   1.10

Now that we have calculated all three points per Example 13, we can summarize our analysis on the following graph:

At an EBIT of $ 760,000, we have an EPS of $ 1.10. 

Assessing Risk

Once returns have been analyzed under different financing plans with EBIT / EPS comparisons, it is necessary to assess risk. Coverage ratios are commonly used to assess the risk associated with different financing plans. Coverage ratios show the additional risk associated with higher levels of debt financing. Examples of coverage ratios include:

· Debt to Total Assets Ratio = Total Long-term Liabilities / Total Assets

· Times Interest Earned Ratio = EBIT / Interest Expense

· Times Burden Earned Ratio = EBIT / Interest Expense + (Principal Repayment / (1 - TR))

 Example 14 - Calculate Coverage Ratio for Atco Corporation 

If we refer back to Example 12, we can calculate Times Interest Earned under each financing plan and compare these ratios to industry averages.

                     100% Stock                                               100% Bonds              

   $ 6,500,000 /  $ 160,000                $ 6,500,000 / $ 560,000

                    40.6                                               11.6

There is a significant change in Times Interest Earned between the two financing plans. However, when we compare this ratio to an industry average for Atco Corporation, we find that the overall industry has a Times Interest Earned Ratio of 3.8. Therefore, there is more than adequate coverage for increased debt by Atco.

Targeted Debt Levels

One approach to establishing the right mix of capital is to follow a targeted debt level. Since some level of debt is desirable for maintaining higher returns, many managers will establish a target debt level for their capital structures (such as 40% of capital should be debt). Therefore, financing decisions should sometimes take into account a targeted set of coverage ratios. One of the principal concerns with using more debt is the ability to cover the additional fixed charges. As we just discussed in the previous segment, coverage ratios are used to monitor debt levels. 

Another concern with the use of more debt is financial flexibility. As we increase debt, we risk the possibility of closing off this source of financing in the future. If we expect more and more financing in the future, then we need to make sure we have the flexibility to tap into debt financing over the long-term.

The Overall Process

The basic process for making financing decisions often boils down to three steps:

1. Measuring the returns under different financing plans. A comparison of EBIT / EPS under different financing plans can help. You also need to understand how much earnings will grow in the future. If you expect EBIT to decline in the future, then you will favor stock over debt. If you expect strong growth in earnings, then you have the ability to service higher debt loads and thus you will lean towards debt over equity. 

2. Assessing the risk of each plan. The objective is to grow the business with some use of leverage and avoid excessive loads of equity. Coverage ratios (as previously discussed) are widely used to monitor risk. Under ideal circumstances, you want to grow the business according to a desired growth rate (G). A desired growth rate can be calculated as follows:  G = P x R x A x T where P is Profit Margin, R is Retention Ratio, A is Asset Turnover, and T is Financial Leverage.

If the actual growth rate exceeds the desired growth rate, then you need to make sure you don't borrow too heavily since you need to maintain borrowing capacity. Higher debt loads for fast growing companies can hold back values. If there is low growth, financing with debt may be preferred since steady cash flows are available to service debt financing. Slow growing companies need to aggressively pursue investment opportunities for increased growth. 

3. Recognizing the need for financial flexibility. Selecting a financing plan that allows for future flexibility can be critical to future success. You must be able to make competitive investments in the future to maintain or improve market share.
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The Financial Marketplace 

Once a company has decided how much capital to raise and the best mix of capital, it must go to the marketplace to raise the capital. The Financial Marketplace is where investors and companies trying to raise capital come together. Capital markets trade long-term sources of funds, such as stocks and bonds. Capital markets can be broken down into primary markets and secondary markets. Primary markets are those markets where new issues of securities are sold. Secondary markets are where outstanding securities are traded (such as the New York Stock Exchange). 

The trading of stocks and bonds will usually involve the use of financial intermediaries, such as banks, pension funds, mutual funds, finance companies, etc. Therefore, the actual source of capital comes from financial intermediaries that purchase the securities. One of the most important financial intermediaries is the Investment Banker. 

Investment Bankers

Investment Bankers provide critical services for raising capital. They help sell new securities by establishing the price of the security. Investment Bankers determine how the securities will be sold and they distribute the securities to investors. Investment Bankers also investigate the company prior to issuance of securities and certify the issue. This function is necessary in the United States since the sale of securities must be registered with the Securities and Exchange Commission (SEC). 

The process for selling securities is called underwriting. Underwriting involves the purchase of securities by the Investment Banker and the resale of securities to investors. The difference between the two prices (purchase vs. sale) is called the spread. The spread represents compensation to the Investment Banker for services rendered. 

The Investment Banker wants to set a low price for the sale of securities so that he can sell all of the securities. On the other hand, the company trying to raise capital wants a high price to raise as much capital as possible. Therefore, establishing the right price for securities can be very difficult. For seasoned issues of securities, the offering price can be linked to the price of existing securities. For example, the price for a common stock issue can be set at a certain percentage below the closing market price on the last day of the SEC Registration Period.

Initial Public Offerings (IPO's)

Private and closely held companies become publicly traded companies by "going public." The process for going public is called an Initial Public Offering or IPO. An IPO is a major transformation for a company whereby the company raises capital by issuing stock for the first time. Going public also establishes a market price for the company. However, going public has several disadvantages:

1. IPO's require registration with the SEC.

2. The Company is now subject to increased scrutiny and review by investors and other outside interest.

3. The IPO process can be very difficult on those who are directly involved in making it happen.

4. New owners (shareholders) can be demanding, putting pressure on management for higher earnings and growth.

5. Stock prices may not accurately reflect the value of the company.

In order to go public, a company must apply for membership with an exchange where its stock will be traded. There are requirements for stock exchange membership, such as complete disclosure of financial information. Additionally, the company must register with the SEC since the sale of stock will take place in interstate commerce. The purpose of a registration statement is to inform investors on the merits of the new stock offering. Registration statements include the following:

· Description of company assets

· Complete set of audited financial statements

· Statement concerning how capital will be used

· Description of any provisions contained in the securities

The Registration Process has three distinct periods:

1. Pre-Filing Period: Preliminary negotiations and conferences between the issuer of securities and the Investment Banker will take place during the Pre-Filing Period. During this period, basic issues such as how much capital can be raised and what type of securities should be issued are addressed. During the Pre-Filing Period, offers to buy or sell securities are prohibited.

2. Waiting Period: This period starts when the Registration Statement is filed with the SEC. The 20-day waiting period gives the SEC a chance to review the Registration Statement. If the Registration Statement is incomplete, the SEC will issue comments on how to correct the Registration Statement. Any amendments to the Registration Statement result in a new 20-day waiting period.

During the waiting period, the Investment Banker will publish a tombstone ad that describes the pending issue of securities. The tombstone ad must include:

· Name of Issuer

· Amount of securities being offered

· Approximate date of offering

· Price of securities if known

Additionally, investors can obtain a prospectus that contains information similar to what is contained in the Registration Statement. The outside cover of the prospectus will be stamped in red ink - "Preliminary Prospectus." Investors sometimes call this prospectus a "red herring." Similar to the pre-filing period, offers to sell or buy the securities are prohibited. However, oral offers can be accepted during the 20-day waiting period.  

3. Post Effective Period: Once approved by the SEC, the Registration Statement becomes effective and the securities can be sold to investors. A final prospectus must be made available to investors. Prior to issuing the securities, the Master Registration Statement is updated by filing a short form with the SEC. 

The final price for the securities is set at the closing day when the SEC clears the issue. Investment Bankers pay the issuer of securities by the fourth day after securities have been issued and investors are required to pay the Investment Banker by the tenth day. The process of raising capital is now complete.

Private Placements

The issuance of equity and debt securities will sometimes take place directly between the issuer and the investor. This is type of direct issue is referred to as a private placement. Usually a select group of investors is involved and most private placements are for the issuance of debt instruments, not stock. Additionally, direct business loans with a term more than 15 years are classified as private placements. 

Private placements are not subject to formal registration with the SEC and thus, they are less expensive to issue. However, since securities are not sold in an established capital market, the placement of securities will often involve restrictive covenants imposed by the investors. Since there is a lack of market for the securities, investors will demand a higher rate of return. 

Although private placements are exempt from SEC registration, certain rules (Regulation D) are imposed on private placements:

· No advertising of the securities is allowed

· The issuing company must exercise care to ensure that investors are buying for their own accounts and not engaged in underwriting services.

· The SEC must be notified within 15 days of the first offering. 

Course Summary 

The cost associated with capital is rarely reflected on the Income Statement. Accordingly, many financial managers mistakenly think there is no cost of capital. Therefore, one of the first steps in managing capital is to calculate the cost of capital. The cost of capital is calculated as the weighted average of each capital component - long-term debt, common stock, preferred stock, and retained earnings. 

The cost of capital serves as the benchmark for making investment decisions. If a project can earn a rate of return higher than the cost of capital, then the market value of the firm will increase. 

Not only do we need to understand the cost of capital, but we need to find the right mix of capital components. To find the right mix, we need to consider several factors. Three important factors to consider are:

1. What are the returns (EPS) under each of the financing plans? We can compare EPS at different levels of EBIT and select the best plan to maximize returns.

2. What is the risk of each financing plan? We can use coverage ratios to assess risk.

3. Finally, we need to make sure that the financing plan does not limit our financing options in the future. We need to have flexibility year after year when it comes to financing. 

Once we have determined the right mix of capital, we must raise the capital by having investors purchase the securities. The capital markets bring investors and companies trying to raise capital together. Investment Bankers often serve as the middleman in underwriting the issue of securities.

Final Exam 

Select the best answer for each question. Exams are graded and administered by installing the exe file version of this course. The exe file version of this course can be downloaded over the internet at www.exinfm.com/training. 

41. The cost a business must pay for the use of long-term funds is called the:  

q. Indifference Point

r. Cost of Capital

s. Prime Lending Rate

t. Risk Free Rate of Return

42. One of the advantages of issuing debt over equity is that debt:   

q. Has no maturity date.

r. Reduces risk.

s. Requires no fixed payments.

t. Has a tax deduction for interest payments.

43. When a company uses increased fixed costs for production, this is an example of what type of leverage? 

q. Operating Leverage

r. Financial Leverage

s. Variable Cost Leverage

t. Money Market Leverage

44. According to the pecking order, which of the following sources of capital would managers use first?

q. Bonds (Debt)

r. Common Stock

s. Preferred Stock

t. Retained Earnings

45. Delphi Corporation has common stock with a listed beta coefficient of 1.40. U.S. Treasury Bonds are paying 6.2% and the overall market rate according to Standard and Poor's is 13.5%. Using the Capital Asset Pricing Model (CAPM), the cost of common stock is: 

q. 10.22%

r. 13.50%

s. 16.44%

t. 18.33%

46. Gemini Corporation has summarized its capital structure as follows:

Component
             Cost of Capital

Market Value

Long-term Bonds
  5.8% after tax

$ 150,000

Common Stock
12.5%


$ 450,000

Based on the above information, Gemini's weighted average cost of capital is:

q. 10.83%

r. 11.50%

s. 16.70%

t. 12.50%

47. Fleming Corporation has plans to raise $ 2 million in capital by issuing 50,000 shares of $ 20.00 common stock and by issuing $ 1 million in bonds @ 12% interest. Fleming's tax rate is 40%. Fleming expects EBIT (Earnings Before Interest Taxes) of $ 4.5 million and its current capital structure consists only of common stock - 250,000 shares outstanding. What will EPS (Earnings per Share) be after the financing plan? 

q. $ 6.67

r. $ 7.97

s. $ 8.76

t. $ 9.00

48. A common method for assessing risk associated with financing plans is to calculate: 

m. Beta Coefficient

n. Marginal Cost of Capital

o. Breakeven EPS

p. Coverage Ratios

49. When a privately held company decides to "go public", it must go through a process known as:   

m. Initial Public Offering

n. Debt for Equity Swap

o. Stock Buyback Program

p. Option Selling

50. When a company raises capital by selling directly to investors without a formal registration with the SEC (Securities & Exchange Commission), this is called a: 

i. Selected Capital Agreement

j. Private Placement

k. Short-term Financing Arrangement

l. Seasoned Filing of Securities

Excellence in Financial Management

Course 3: Capital Budgeting Analysis

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides a concise overview of capital budgeting analysis. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple choice exam which is administered over the internet at www.exinfm.com/training  

A companion toll free course can be accessed by dialing 1-877-689-4097, option 3, ID 752.
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The Overall Process  

Capital Expenditures

Whenever we make an expenditure that generates a cash flow benefit for more than one year, this is a capital expenditure. Examples include the purchase of new equipment, expansion of production facilities, buying another company, acquiring new technologies, launching a research & development program, etc., etc., etc. Capital expenditures often involve large cash outlays with major implications on the future values of the company. Additionally, once we commit to making a capital expenditure it is sometimes difficult to back-out. Therefore, we need to carefully analyze and evaluate proposed capital expenditures. 

The Three Stages of Capital Budgeting Analysis

Capital Budgeting Analysis is a process of evaluating how we invest in capital assets; i.e. assets that provide cash flow benefits for more than one year. We are trying to answer the following question:

Will the future benefits of this project be large enough to justify the investment given the risk involved?

It has been said that how we spend our money today determines what our value will be tomorrow. Therefore, we will focus much of our attention on present values so that we can understand how expenditures today influence values in the future. A very popular approach to looking at present values of projects is discounted cash flows or DCF. However, we will learn that this approach is too narrow for properly evaluating a project. We will include three stages within Capital Budgeting Analysis: 

· Decision Analysis for Knowledge Building

· Option Pricing to Establish Position

· Discounted Cash Flow (DCF) for making the Investment Decision 

KEY POINT ( Do not force decisions to fit into Discounted Cash Flows! You need to go through a three-stage process: Decision Analysis, Option Pricing, and Discounted Cash Flow. This is one of the biggest mistakes made in financial management.  


Stage 1: Decision Analysis

Decision-making is increasingly more complex today because of uncertainty. Additionally, most capital projects will involve numerous variables and possible outcomes. For example, estimating cash flows associated with a project involves working capital requirements, project risk, tax considerations, expected rates of inflation, and disposal values. We have to understand existing markets to forecast project revenues, assess competitive impacts of the project, and determine the life cycle of the project. If our capital project involves production, we have to understand operating costs, additional overheads, capacity utilization, and start-up costs. Consequently, we can not manage capital projects by simply looking at the numbers; i.e. discounted cash flows. We must look at the entire decision and assess all relevant variables and outcomes within an analytical hierarchy.

In financial management, we refer to this analytical hierarchy as the Multiple Attribute Decision Model (MADM). Multiple attributes are involved in capital projects and each attribute in the decision needs to be weighed differently. We will use an analytical hierarchy to structure the decision and derive the importance of attributes in relation to one another. We can think of MADM as a decision tree which breaks down a complex decision into component parts. This decision tree approach offers several advantages:

· We systematically consider both financial and non-financial criteria.

· Judgements and assumptions are included within the decision based on expected values.

· We focus more of our attention on those parts of the decision that are important.

· We include the opinions and ideas of others into the decision. Group or team decision making is usually much better than one person analyzing the decision.

Therefore, our first real step in capital budgeting is to obtain knowledge about the project and organize this knowledge into a decision tree. We can use software programs such as Expert Choice or Decision Pro to help us build a decision tree.

Simple Example of a Decision Tree:

Stage 2: Option Pricing

The uncertainty about our project is first reduced by obtaining knowledge and working the decision through a decision tree. The second stage in this process is to consider all options or choices we have or should have for the project. Therefore, before we proceed to discounted cash flows we need to build a set of options into our project for managing unexpected changes. 

In financial management, consideration of options within capital budgeting is called contingent claims analysis or option pricing. For example, suppose you have a choice between two boiler units for your factory. Boiler A uses oil and Boiler B can use either oil or natural gas. Based on traditional approaches to capital budgeting, the least costs boiler was selected for purchase, namely Boiler A. However, if we consider option pricing Boiler B may be the best choice because we have a choice or option on what fuel we can use. Suppose we expect rising oil prices in the next five years. This will result in higher operating costs for Boiler A, but Boiler B can switch to a second fuel to better control operating costs. Consequently, we want to assess the options of capital projects. 

Options can take many forms; ability to delay, defer, postpone, alter, change, etc. These options give us more opportunities for creating value within capital projects. We need to think of capital projects as a bundle of options. Three common sources of options are:

1. Timing Options: The ability to delay our investment in the project.

2. Abandonment Options: The ability to abandon or get out of a project that has gone bad.

3. Growth Options: The ability of a project to provide long-term growth despite negative values. For example, a new research program may appear negative, but it might lead to new product innovations and market growth. We need to consider the growth options of projects. 

Option pricing is the additional value that we recognize within a project because it has flexibilities over similar projects. These flexibilities help us manage capital projects and therefore, failure to recognize option values can result in an under-valuation of a project.

Stage 3: Discounted Cash Flows

So we have completed the first two stages of capital budgeting analysis: (1) Build and organize knowledge within a decision tree and (2) Recognize and build options within our capital projects. We can now make an investment decision based on Discounted Cash Flows or DCF. 

Unlike accounting, financial management is concerned with the values of assets today; i.e. present values. Since capital projects provide benefits into the future and since we want to determine the present value of the project, we will discount the future cash flows of a project to the present. 

Discounting refers to taking a future amount and finding its value today. Future values differ from present values because of the time value of money. Financial management recognizes the time value of money because: 

1. Inflation reduces values over time; i.e. $ 1,000 today will have less value five years from now due to rising prices (inflation).

2. Uncertainty in the future; i.e. we think we will receive $ 1,000 five years from now, but a lot can happen over the next five years.

3. Opportunity Costs of money; $ 1,000 today is worth more to us than $ 1,000 five years from now because we can invest $ 1,000 today and earn a return.

Present values are calculated by referring to tables or we can use calculators and spreadsheets for discounting. The discount rate we will use is the opportunity costs of the investment; i.e. the rate of return we require on any other project with similar risks.  

Exhibit 1 — Present Value of $ 1.00, year  = n, rate = k

Year (n)

k = 10%
k = 11%
k = 12%


   1

.909

.901

.893  



   2

.826

.812

.797



   3

.751

.731

.712



   4

.683

.659

.636



   5

.621

.593

.567

Example 1 — Calculate the Present Value of Cash Flows

You will receive $ 500 at the end of next year. If you could invest the $ 500 today, you estimate that you could earn 12%. What is the Present Value of this future cash inflow?

$ 500 x .893 (Exhibit 1) =  $ 446.50

If we were to receive the same cash flows year after year into the future, then we could use the present value tables for an annuity.

Exhibit 2 — Present Value of Annuity for $ 1.00, year  = n, rate = k

Year (n)

k = 10%
k = 11%
k = 12%


   1

.909

.901

.893  



   2

1.736

1.713

1.690



   3

2.487

2.444

2.402



   4

3.170

3.102

3.037



   5

3.791

3.696

3.605 

Example 2 — Calculate the Present Value of Annuity Type Cash Flows

You will receive $ 500 each year for the next five years. Your opportunity costs for this investment is 10%. What is the present value of this investment?

$ 500 x 3.791 (Exhibit 2) = $ 1,895.50 

We now understand discounting of cash flows (DCF) and the three reasons why we discount future cash flows: Inflation, Uncertainty, and Opportunity Costs.
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Calculating the Discounted Cash Flows of Projects  

In capital budgeting analysis we want to determine the after tax cash flows associated with capital projects. We are concerned with all relevant changes or differences to cash flows once we invest in the project.

Understanding "Relevancy"

One question that we must ask in capital budgeting is what is relevant. Here are some examples of what is relevant to project cash flows:

1. Depreciation: Capital assets are subject to depreciation and we need to account for depreciation twice in our calculations of cash flows. We deduct depreciation once to calculate the taxes we pay on project revenues and we add back depreciation to arrive at cash flows because depreciation is a non-cash item. 

2. Working Capital: Major investments may require increases to working capital. For example, new production facilities often require more inventories and higher salaries payable. Therefore, we need to consider the net change in working capital associated with our project. Changes in net working capital will sometimes reverse themselves at the end of the project.

3. Overhead: Many capital projects can result in increases to allocated overheads, such as computer support services. However, the subjective nature of overhead allocations may not make any difference at all. Therefore, you need to assess the impact of your capital project on overhead and determine if these costs are relevant.

4. Financing Costs: If we plan on financing a capital project, this will involve additional cash flows to investors. The best way to account for financing costs is to include them within our discount rate. This eliminates the possibility of double-counting the financing costs by deducting them in our cash flows and discounting at our cost of capital which also includes our financing costs. 

We also need to ignore costs that are sunk; i.e. costs that will not change if we invest in the project. For example, a new product line may require some preliminary marketing research. This research is done regardless of the project and thus, it is sunk. The concept of sunk costs and relevant costs applies to all types of financing decisions.  

Example 3 —  Make or Buy Decision

You have the option to manufacture your own parts or purchase them from outside suppliers. If we purchase the parts, it will cost $ 50.00 per part. Our factory is operating at 70% of capacity and our total costs to manufacture parts is: 

Direct Materials 

$ 15.00 / part

Direct Labor

$ 19.00 / part

Overhead - Variable
$ 14.00 / part

Overhead - Fixed
$ 12.00 / part

    Total Costs

$ 60.00 / part

Since we are operating at 70% capacity, we do not expect an increase in fixed overhead; this is a sunk cost. We would manufacture the parts since it is $ 2.00 / part cheaper:

Purchase $ 50.00 vs. Manufacture $ 48.00 ($ 15.00 + $ 19.00 + $ 14.00) 

Example 4 —  Discontinue a Product

You are considering dropping product GX-4 from your product line because the Income Statement for GX-4 shows the following:








Traditional
Relevant

Sales Revenues 


$ 10,000
$ 10,000

Cost of Goods Sold - Variable

  (  6,000)
   ( 6,000)

Cost of Goods Sold - Fixed

  (  2,000)

Operating Expenses - Variable

   ( 2,500)
    (2,500)

Operating Expenses - Fixed

   (    600)

Income (Loss)



$ ( 1,100) 
$   1,500

Conclusion: We should continue selling GX-4 since it earns $ 1,500 of Income. 

Example 5 —  Accept a Special Offer

A customer has offered you $ 15.00 for 5,000 units of your product. You normally sell your product for $ 25.00. Should you accept this offer?

You currently produce and sell 40,000 units with a maximum capacity of 50,000 units. Total manufacturing costs are $ 18.00 per unit, consisting of $ 12.50 variable and $ 5.50 fixed. 

Change in Revenues

$ 75,000 
(5,000 x $ 15.00)
  

Change in Expenses

(  62,500)  
(5,000 x $ 12.50)

Net Change 


$ 12,500


Conclusion: You should accept the special offer since it results in $ 12,500 of additional income. 

So far, we have covered present values and relevancy within capital budgeting. We now can proceed to calculate the present value of relevant cash flows. Once we have determined the present value of cash flows, we will have a basis for comparing our initial investment. Both values (future cash flows and initial investment) will be expressed in current values. The net of these two amounts will tell us how much value we will create or destroy by investing in a project. 

Example 6 —  Calculate Relevant Cash Flows for Capital Project

We plan on purchasing a new assembly machine for $ 25,000.. It will cost $ 2,000 to have the new machine installed and we expect a $ 1,000 net increase in working capital. By making the investment, we will reduce our annual operating costs by $ 7,000 and we expect to save $ 500 a year in maintenance. The new machine will require $ 750 each year for technical support. We will depreciate the machine over 5 years under the straight-line method of depreciation with an expected salvage value of $ 5,000. The effective tax rate is 35%.

Annual Savings in Operating Costs

$ 7,000

Annual Savings in Maintenance


      500

Annual Costs for Technical Support

   (  750)

Annual Depreciation 



 ( 4,000) *


Revenues



$ 2,750

Taxes @ 35%




  (   962)

Net Project Income



   1,788

Add Back Depreciation (noncash item)

   4,000

Relevant Project Cash Flow


$ 5,788

* $ 25,000 - $ 5,000 / 5 years = $ 4,000 

We will receive $ 5,788 of cash flow each year by investing in this new assembly machine. Since we have a salvage value, we have a terminal cash flow associated with this project. 

Example 7 —  Calculate Terminal Cash Flow for Capital Project

Estimated Salvage Amount in 5 Years

$ 5,000

Less Taxes




  (1,750)

Terminal Cash Flow



$ 3,250
Calculating the Present Value of Cash Flows

Our next step is to calculate present values of our two cash flow streams. We will use our cost of capital to discount the cash flows. We will assume that our cost of capital is 12%. We will use the present value tables in Exhibits 1 and 2 for finding the appropriate discount factor per the life of our cash streams and the 12% cost of capital. 

Example 8 —  Calculate Present Value of Cash Flows

Annual Project Cash Flows


$ 5,788

Discount Factor per Exhibit 2 


x 3.605 (1) 

Present Value of Annual Flows




$ 20,866 

Terminal Cash Flow



$ 3,250

Discount Factor per Exhibit 1


x .567 (2)

Present Value of Terminal Flow



     1,843

 Total Present Value





$ 22,709

(1): We use the Annuity Table since we have the same cash flows each year for the next 5 years. If we look at Exhibit 2 for n = 5 years and 12%, we find 3.605

(2): We need to discount the terminal cash flow received five years from now to the present by using the Present Value Table in Exhibit 1. 

Calculating Net Investment

Now that we have the current value of $ 22,709 for our cash flows, we need to compare this to our investment amount. Our investment is the total cash outlay we must make today and it includes:

· All cash paid out to invest in the project and place it into service, such as installation, transportation, etc.

· Net proceeds from the disposal of any old equipment that will be replaced by the new equipment.

· Any taxes paid and/or tax benefits received from making the investment.

Example 9 —  Calculate Net Investment

Referring back to Example 6, we can calculate our Net Investment. We will also assume that an existing machine can be sold for $ 6,000. 

Acquisition Costs


$ 25,000

Installation Costs


     2,000

Increase in Working Capital

     1,000

Proceeds from Sale
$ 6,000

Less Taxes @ 35%
  (2,100)

Net Proceeds from Sale


    (3,900)

Net Investment



 $ 24,100
So we now have a current value for our cash flows of $ 22,709 and a total net investment of $ 24,100. These amounts are derived by looking at three different types of cash flows:

1. Relevant cash flows during the life of the project.

2. Terminal cash flows at the end of the project.

3. Initial cash flows (net investment).
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Three Economic Criteria for Evaluating Capital Projects 

We have completed our three main stages of capital budgeting analysis, including the calculation of discounted cash flows. The next step is to apply some economic criteria for evaluating the project. We will use three criteria: Net Present Value, Modified Internal Rate of Return, and Discounted Payback Period. 

Net Present Value

The first criterion we will use to evaluate capital projects is Net Present Value. Net Present Value (NPV) is the total net present value of the project. It represents the total value added or subtracted from the organization if we invest in this project. We can refer back to our previous example and calculate Net Present Value.

Example 10 —  Calculate Net Present Value

Net Investment Outflow
 (Example 9)

$ (24,100)

Present Value of Inflows (Example 8)

    22,709

Net Present Value



$   (1,391)
If the Net Present Value is positive, we should proceed and make the investment. If the Net Present Value is negative (as is the case in Example 10), then we would not make the investment. 

Modified Internal Rate of Return

Besides determining the Net Present Value of a project, we can calculate the rate of return earned by the project. This is called the Internal Rate of Return. Internal Rate of Return (IRR) is one of the most popular economic criteria for evaluating capital projects since managers can identify with rates of return. Internal Rate of Return is calculating by finding the discount rate whereby the Net Investment amount equals the total present value of all cash inflows; i.e. Net Present Value = 0. If we have equal cash inflows each year, we can solve for IRR easily.

Example 11 — Calculate Internal Rate of Return

Referring back Example 6, we would solve for IRR as follows:

$ 5,788 x discount factor = $ 24,100 or $ 24,100 / $ 5,788 = 4.164.

If we look in the Present Value Tables for n = 5 years, we want to find a present value factor nearest to 4.164. By referring to published present value tables, we find the following:

At 6%, n = 5 

4.2124

4.2124

As Calculated

4.1640

At 7%, n = 5



4.1002

Difference

  .0484

  .1122

.06 + (.0484 / .1122) x (.07 - .06) = .0643

Internal Rate of Return = 6.43% 

If the Internal Rate of Return were higher than our cost of capital, then we would accept this project. In our example, the IRR (6.43%) is less than our cost of capital (12%). Therefore, we would not invest in this project. 

One of the problems with IRR is the so-called reinvestment rate assumption. IRR makes the assumption that every year you will be able to earn the IRR each time you reinvest your cash inflows. This assumption can result in some major distortions between Net Present Value and Internal Rate of Return. We will correct this distortion by modifying our IRR calculation.

Example 12 —  IRR Distortions from Reinvestment Rate Assumption

A summary of four simple projects with IRR and NPV:




          Cash Inflows

Project
Investment   Year-1     Year-2

IRR
  NPV

   A
$ 2,000
        $  - 0 -
$ 4,500

50%      $ 3,130

   B           2,000            1,500
   2,250

50%
    2,810

   C          2,000
           2,450        1,000

55%         2,640

   D
  2,000              - 0 -          4,210            45%          2,940

If we use IRR, we would select Project C, but if we go by NPV, we would select Project A. 

In order to eliminate the reinvestment rate assumption, we will modify the Internal Rate of Return so that the reinvestment rate is our cost of capital. This will give us a more accurate IRR for our project. Fortunately, we can use spreadsheets like Microsoft Excel to calculate Modified Internal Rate of Return.

Example 13 —  Calculate Modified IRR Using Microsoft Excel

Referring back to Example 6, we have the following:

$ 5,788 annual project cash inflows

$ 24,100 net investment amount

12% cost of capital

The formula for calculating Modified IRR in a Microsoft Excel Spreadheet is: @MIRR(A1:An, k%, r%)

A1:An is the cell range for entering our data. We always enter the net investment in the first cell and the cash inflows in each cell thereafter. k% refers to our cost of capital and r% is the rate we believe we can earn when we reinvest cash inflows.

If we assume that we can earn our cost of capital on reinvested cash flows, then we would enter the following from our example:

Cell
Input




Output

A1
-24,100

A2
   5,788

A3
   5,788

A4
   5,788

A5
   5,788

A6
   5,788

B1
@MIRR(A1:A6, 12%, 12%)

9%

The Modified IRR on our project is 9%. 

Discounted Payback Period

The final economic criteria we will use is the Discounted Payback Period. Payback refers to the number of years it takes to recover our net investment. In our previous example (Example 6), we could use a simple payback calculation as follows:

$ 24,100 / $ 5,788 = 4.2 years

However, this method does not recognize the time value of money and as we previously indicated, we must consider the time value of money because of inflation, uncertainty, and opportunity costs. Therefore, we will use the discounted cash flows to calculate the payback period (discounted payback period). 

Example 14 — Calculate Discounted Payback Period

Referring back to Example 6, we can calculate the discounted payback period as follows:

Year
Cash Flow  x
P.V. Factor  =
P.V. Cash Flow  Total to Date

   1
$ 5,788

.893

$ 5,169

    $  5,169

   2
   5,788

.797

   4,613                     9,782


   3
   5,788

.712

   4,121

      13,903

   4
   5,788

.636

   3,681
      
      17,584

   5
   5,788

.567

   3,282

      20,866

   5
   3,250

.567

   1,843

      22,709


Under the Discounted Payback Period, we would never receive a payback on our project; i.e. the total to date present cash flows never reached $ 24,100 (net investment). If we had relied on the regular payback calculation, we would falsely assume that this project does payback in the fourth year. 

In summary, we use economic criteria that have realistic economic assumptions about capital investments. Three economic criteria that meet this test are:

· Net Present Value

· Modified Internal Rate of Return

· Discounted Payback Period
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Additional Considerations in Capital Budgeting Analysis 

Whenever we analyze a capital project, we must consider unique factors. A discussion of all of these factors is beyond the scope of this course. However, three common factors to consider are:

· Compensating for different levels of risks between projects.

· Recognizing risks that are specific to foreign projects.

· Making adjustments to capital budgeting analysis by looking at the actual results.

Adjusting for Risk

We previously learned that we can manage uncertainty by initiating decision analysis and building options into our projects. We now want to turn our attention to managing risks. It is worth noting that uncertainty and risk are not the same thing. Uncertainty is where you have no basis for a decision. Risk is where you do have a basis for a decision, but you have the possibility of several outcomes. The wider the variation of outcomes, the higher the risk.

In our previous example (Example 6), we used the cost of capital for discounting cash flows. Our example involved the replacement of equipment and carried a low level of risk since the expected outcome was reasonably certain. Suppose we have a project involving a new product line. Would we still use our cost of capital to discount these cash flows? The answer is no since this project could have a much wider variation in outcomes. We can adjust for higher levels of risk by increasing the discount rate. A higher discount rate reflects a higher rate of return that we require whenever we have higher levels of risk. 

Another way to adjust for risk is to understand the impact of risk on outcomes. Sensitivity Analysis and Simulation can be used to measure how changes to a project affect the outcome. Sensitivity analysis is used to determine the change in Net Present Value given a change in a specific variable, such as estimated project revenues. Simulation allows us to simulate the results of a project for a given distribution of variables. Both sensitivity analysis and simulation require a definition of all relevant variables associated with the project. It should be noted that sensitivity analysis is much easier to implement since sophisticated computer models are usually required for simulation. 

International Projects

Capital investments in other countries can involve additional risks. Whenever we invest in a foreign project, we want to focus on the values that are added (or subtracted) to the Parent Company. This makes us consider all relevant risks of the project, such as exchange rate risk, political risk, hyper-inflation, etc. For example, the discounted cash flows of the project are the discounted cash flows of the project to the foreign subsidiary converted to the currency of the home country of the Parent Company at the current exchange rate. This forces us to take into account exchange rate risks and its impact to the Parent Company.

Post Analysis

One of the most important steps in capital budgeting analysis is to follow-up and compare your estimates to actual results. This post analysis or review can help identify bias and errors within the overall process. A formal tracking system of capital projects also keeps everyone honest. For example, if you were to announce to everyone that actual results will be tracked during the life of the project, you may find that people who submit estimates will be more careful. The purpose of post analysis and tracking is to collect information that will lead to improvements within the capital budgeting process.

Course Summary 

The long-term investments we make today determines the value we will have tomorrow. Therefore, capital budgeting analysis is critical to creating value within financial management. And the only certainty within capital budgeting is uncertainty. Therefore, one of the biggest challenges in capital budgeting is to manage uncertainty. We deal with uncertainty through a three-stage process:

1. Build knowledge through decision analysis.

2. Recognize and encourage options within projects.

3. Invest based on economic criteria that have realistic economic assumptions.

Once we have completed the three-stage process (as outlined above), we evaluate capital projects using a mix of economic criteria that adheres to the principles of financial management. Three good economic criteria are Net Present Value, Modified Internal Rate of Return, and Discounted Payback.   

Additionally, we need to manage project risk differently than we would manage uncertainty. We have several tools to help us manage risks, such as increasing the discount rate. Finally, we want to implement post analysis and tracking of projects after we have made the investment. This helps eliminate bias and errors in the capital budgeting process.

Final Exam 

Select the best answer for each question. Exams are graded and administered over the internet at www.exinfm.com/training. 

51. Capital budgeting analysis consists of three distinct stages. The first stage is: 

u. Discounted Cash Flows

v. Simulation

w. Decision Analysis

x. Net Present Value

52. The ability to postpone, delay, alter or abandon a project adds value to the project. This value is referred to as: 

u. Relevant cash flows

v. Attribute value

w. Net Present Value

x. Option Pricing

53. The time value of money is important for three reasons. These three reasons are: 

u. Inflation, uncertainty, and opportunity costs.

v. Relevancy, stability, and consistency.

w. Project returns, costs, and timing.

x. Project options, positions, and variables.

54. Which of the following is relevant in determining the cash flows of a project?

u. Sunk costs

v. Depreciation

w. Payback period

x. Net Present Value

55. You are about to invest $ 15,000 into a project that will generate $ 5,500 of cash flows each year for the next 3 years. If your cost of capital is 11%, then the present value of future cash flows is: (refer to Exhibit 2 for present value tables)

u. $ 23,218

v. $ 13,442

w. $ 11,612

x. $ 10,808

56. Referring back to question 5, the Net Present Value of the project is:

u. $ 6,418

v. $ 8,218

w. $ (1,558)

x. $ (4,192)

57. You are considering investing in a new cotton-bailing machine. The purchase price of new bailer is $ 10,000. It will cost $ 750 to transport the bailer to your location. The old bailer will be sold for $ 2,000 and your tax rate is 40%. The net investment for this project is: 

u. $ 11,950

v. $ 10,750

w. $   9,550

x. $   8,950

58. In addition to using Net Present Value to evaluate a project, another good economic criteria that can be used is: 

q. Accounting Rate of Return

r. Modified Internal Rate of Return

s. Simple Payback

t. Return on Investment

59. One method for managing project risk is to use: 

q. Sensitivity Analysis

r. Discounted Payback

s. Net Investment

t. Project Turnover

60. An additional risk usually associated with an international project is:

m. Project payback

n. Direct Labor Changes

o. Installation Costs

p. Foreign Exchange Rate Risk
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Basic Concepts  

Mergers and acquisitions represent the ultimate in change for a business. No other event is more difficult, challenging, or chaotic as a merger and acquisition. It is imperative that everyone involved in the process has a clear understanding of how the process works. Hopefully this short course will provide you with a better appreciation of what is involved.

You might be asking yourself, why do I need to learn the merger and acquisition (M & A) process? Well for starters, mergers and acquisitions are now a normal way of life within the business world. In today's global, competitive environment, mergers are sometimes the only means for long-term survival. In other cases, such as Cisco Systems, mergers are a strategic component for generating long-term growth. Additionally, many entrepreneurs no longer build companies for the long-term; they build companies for the short-term, hoping to sell the company for huge profits. In her book The Art of Merger and Acquisition Integration, Alexandra Reed Lajoux puts it best:

Virtually every major company in the United States today has experienced a major acquisition at some point in history. And at any given time, thousands of these companies are adjusting to post-merger reality. For example, so far in the decade of the 1990's (through June 1997), 96,020 companies have come under new ownership worldwide in deals worth a total of $ 3.9 trillion - and that's just counting acquisitions valued at $ 5 million and over. Add to this the many smaller companies and nonprofit and governmental entities that experience mergers every year, and the M & A universe becomes large indeed. 

M & A Defined

When we use the term "merger", we are referring to the merging of two companies where one new company will continue to exist. The term "acquisition" refers to the acquisition of assets by one company from another company. In an acquisition, both companies may continue to exist. However, throughout this course we will loosely refer to mergers and acquisitions ( M & A ) as a business transaction where one company acquires another company. The acquiring company will remain in business and the acquired company (which we will sometimes call the Target Company) will be integrated into the acquiring company and thus, the acquired company ceases to exist after the merger.  

Mergers can be categorized as follows:

Horizontal: Two firms are merged across similar products or services. Horizontal mergers are often used as a way for a company to increase its market share by merging with a competing company. For example, the merger between Exxon and Mobil will allow both companies a larger share of the oil and gas market.

Vertical:  Two firms are merged along the value-chain, such as a manufacturer merging with a supplier. Vertical mergers are often used as a way to gain a competitive advantage within the marketplace. For example, Merck, a large manufacturer of pharmaceuticals, merged with Medco, a large distributor of pharmaceuticals, in order to gain an advantage in distributing its products.

Conglomerate: Two firms in completely different industries merge, such as a gas pipeline company merging with a high technology company. Conglomerates are usually used as a way to smooth out wide fluctuations in earnings and provide more consistency in long-term growth. Typically, companies in mature industries with poor prospects for growth will seek to diversify their businesses through mergers and acquisitions. For example, General Electric (GE) has diversified its businesses through mergers and acquisitions, allowing GE to get into new areas like financial services and television broadcasting. 

Reasons for M & A

Every merger has its own unique reasons why the combining of two companies is a good business decision. The underlying principle behind mergers and acquisitions ( M & A ) is simple: 2 + 2 = 5. The value of Company A is $ 2 billion and the value of Company B is $ 2 billion, but when we merge the two companies together, we have a total value of $ 5 billion. The joining or merging of the two companies creates additional value which we call "synergy" value.

Synergy value can take three forms:

1. Revenues: By combining the two companies, we will realize higher revenues then if the two companies operate separately. 

2. Expenses: By combining the two companies, we will realize lower expenses then if the two companies operate separately.

3. Cost of Capital: By combining the two companies, we will experience a lower overall cost of capital. 

For the most part, the biggest source of synergy value is lower expenses. Many mergers are driven by the need to cut costs. Cost savings often come from the elimination of redundant services, such as Human Resources, Accounting, Information Technology, etc.  However, the best mergers seem to have strategic reasons for the business combination. These strategic reasons include:

· Positioning - Taking advantage of future opportunities that can be exploited when the two companies are combined. For example, a telecommunications company might improve its position for the future if it were to own a broad band service company. Companies need to position themselves to take advantage of emerging trends in the marketplace.

· Gap Filling - One company may have a major weakness (such as poor distribution) whereas the other company has some significant strength. By combining the two companies, each company fills-in strategic gaps that are essential for long-term survival. 

· Organizational Competencies - Acquiring human resources and intellectual capital can help improve innovative thinking and development within the company.

· Broader Market Access - Acquiring a foreign company can give a company quick access to emerging global markets. 

Mergers can also be driven by basic business reasons, such as:

· Bargain Purchase - It may be cheaper to acquire another company then to invest internally. For example, suppose a company is considering expansion of fabrication facilities. Another company has very similar facilities that are idle. It may be cheaper to just acquire the company with the unused facilities then to go out and build new facilities on your own.

· Diversification - It may be necessary to smooth-out earnings and achieve more consistent long-term growth and profitability. This is particularly true for companies in very mature industries where future growth is unlikely. It should be noted that traditional financial management does not always support diversification through mergers and acquisitions. It is widely held that investors are in the best position to diversify, not the management of companies since managing a steel company is not the same as running a software company. 

· Short Term Growth - Management may be under pressure to turnaround sluggish growth and profitability. Consequently, a merger and acquisition is made to boost poor performance.

· Undervalued Target - The Target Company may be undervalued and thus, it represents a good investment. Some mergers are executed for "financial" reasons and not strategic reasons. For example, Kohlberg Kravis & Roberts acquires poor performing companies and replaces the management team in hopes of increasing depressed values.

The Overall Process

The Merger & Acquisition Process can be broken down into five phases:

Phase 1 - Pre Acquisition Review: The first step is to assess your own situation and determine if a merger and acquisition strategy should be implemented. If a company expects difficulty in the future when it comes to maintaining core competencies, market share, return on capital, or other key performance drivers, then a merger and acquisition (M & A) program may be necessary.

It is also useful to ascertain if the company is undervalued. If a company fails to protect its valuation, it may find itself the target of a merger. Therefore, the pre-acquisition phase will often include a valuation of the company - Are we undervalued?  Would an M & A Program improve our valuations?

The primary focus within the Pre Acquisition Review is to determine if growth targets (such as 10% market growth over the next 3 years) can be achieved internally. If not, an M & A Team should be formed to establish a set of criteria whereby the company can grow through acquisition. A complete rough plan should be developed on how growth will occur through M & A, including responsibilities within the company, how information will be gathered, etc.

Phase 2 - Search & Screen Targets: The second phase within the M & A Process is to search for possible takeover candidates. Target companies must fulfill a set of criteria so that the Target Company is a good strategic fit with the acquiring company. For example, the target's drivers of performance should compliment the acquiring company. Compatibility and fit should be assessed across a range of criteria - relative size, type of business, capital structure, organizational strengths, core competencies, market channels, etc.

It is worth noting that the search and screening process is performed in-house by the Acquiring Company. Reliance on outside investment firms is kept to a minimum since the preliminary stages of M & A must be highly guarded and independent.

Phase 3 - Investigate & Value the Target: The third phase of M & A is to perform a more detail analysis of the target company. You want to confirm that the Target Company is truly a good fit with the acquiring company.  This will require a more thorough review of operations, strategies, financials, and other aspects of the Target Company. This detail review is called "due diligence." Specifically, Phase I Due Diligence is initiated once a target company has been selected. The main objective is to identify various synergy values that can be realized through an M & A of the Target Company. Investment Bankers now enter into the M & A process to assist with this evaluation.

A key part of due diligence is the valuation of the target company. In the preliminary phases of M & A, we will calculate a total value for the combined company. We have already calculated a value for our company (acquiring company). We now want to calculate a value for the target as well as all other costs associated with the M & A. The calculation can be summarized as follows:


Value of Our Company (Acquiring Company)


$ 560


Value of Target Company




   176


Value of Synergies per Phase I Due Diligence


     38


Less M & A Costs (Legal, Investment Bank, etc.)

    ( 9)


Total Value of Combined Company


$ 765
Phase 4 - Acquire through Negotiation: Now that we have selected our target company, it's time to start the process of negotiating a M & A. We need to develop a negotiation plan based on several key questions:

· How much resistance will we encounter from the Target Company?

· What are the benefits of the M & A for the Target Company?

· What will be our bidding strategy?

· How much do we offer in the first round of bidding?

The most common approach to acquiring another company is for both companies to reach agreement concerning the M & A; i.e. a negotiated merger will take place. This negotiated arrangement is sometimes called a "bear hug." The negotiated merger or bear hug is the preferred approach to a M & A since having both sides agree to the deal will go a long way to making the M & A work. In cases where resistance is expected from the target, the acquiring firm will acquire a partial interest in the target; sometimes referred to as a "toehold position." This toehold position puts pressure on the target to negotiate without sending the target into panic mode.

In cases where the target is expected to strongly fight a takeover attempt, the acquiring company will make a tender offer directly to the shareholders of the target, bypassing the target's management. Tender offers are characterized by the following:

· The price offered is above the target's prevailing market price.

· The offer applies to a substantial, if not all, outstanding shares of stock.

· The offer is open for a limited period of time.

· The offer is made to the public shareholders of the target.  

A few important points worth noting:

· Generally, tender offers are more expensive than negotiated M & A's due to the resistance of target management and the fact that the target is now "in play" and may attract other bidders.

· Partial offers as well as toehold positions are not as effective as a 100% acquisition of "any and all" outstanding shares. When an acquiring firm makes a 100% offer for the outstanding stock of the target, it is very difficult to turn this type of offer down.

Another important element when two companies merge is Phase II Due Diligence. As you may recall, Phase I Due Diligence started when we selected our target company. Once we start the negotiation process with the target company, a much more intense level of due diligence (Phase II) will begin. Both companies, assuming we have a negotiated merger, will launch a very detail review to determine if the proposed merger will work. This requires a very detail review of the target company - financials, operations, corporate culture, strategic issues, etc. 

Phase 5 - Post Merger Integration: If all goes well, the two companies will announce an agreement to merge the two companies. The deal is finalized in a formal merger and acquisition agreement. This leads us to the fifth and final phase within the M & A Process, the integration of the two companies. 

Every company is different - differences in culture, differences in information systems, differences in strategies, etc. As a result, the Post Merger Integration Phase is the most difficult phase within the M & A Process. Now all of a sudden we have to bring these two companies together and make the whole thing work. This requires extensive planning and design throughout the entire organization. The integration process can take place at three levels:

1. Full: All functional areas (operations, marketing, finance, human resources, etc.) will be merged into one new company. The new company will use the "best practices" between the two companies.

2. Moderate: Certain key functions or processes (such as production) will be merged together. Strategic decisions will be centralized within one company, but day to day operating decisions will remain autonomous.

3. Minimal: Only selected personnel will be merged together in order to reduce redundancies. Both strategic and operating decisions will remain decentralized and autonomous.

If post merger integration is successful, then we should generate synergy values. However, before we embark on a formal merger and acquisition program, perhaps we need to understand the realities of mergers and acquisitions.

A Reality Check

As mentioned at the start of this course, mergers and acquisitions are extremely difficult. Expected synergy values may not be realized and therefore, the merger is considered a failure. Some of the reasons behind failed mergers are: 

· Poor strategic fit - The two companies have strategies and objectives that are too different and they conflict with one another.

· Cultural and Social Differences - It has been said that most problems can be traced to "people problems." If the two companies have wide differences in cultures, then synergy values can be very elusive.

· Incomplete and Inadequate Due Diligence - Due diligence is the "watchdog" within the M & A Process. If you fail to let the watchdog do his job, you are in for some serious problems within the M & A Process. 

· Poorly Managed Integration - The integration of two companies requires a very high level of quality management. In the words of one CEO, "give me some people who know the drill." Integration is often poorly managed with little planning and design. As a result, implementation fails. 

· Paying too Much - In today's merger frenzy world, it is not unusual for the acquiring company to pay a premium for the Target Company. Premiums are paid based on expectations of synergies. However, if synergies are not realized, then the premium paid to acquire the target is never recouped.

· Overly Optimistic - If the acquiring company is too optimistic in its projections about the Target Company, then bad decisions will be made within the M & A Process. An overly optimistic forecast or conclusion about a critical issue can lead to a failed merger. 

The above list is by no means complete. As we learn more about the M & A Process, we will discover that the M & A Process can be riddled with all kinds of problems, ranging from organizational resistance to loss of customers and key personnel. 

We should also recognize some cold hard facts about mergers and acquisitions. In the book The Complete Guide to Mergers and Acquisitions, the authors Timothy J. Galpin and Mark Herndon point out the following:

· Synergies projected for M & A's are not achieved in 70% of cases.

· Just 23% of all M & A's will earn their cost of capital.

· In the first six months of a merger, productivity may fall by as much as 50%.

· The average financial performance of a newly merged company is graded as C - by the respective Managers.

· In acquired companies, 47% of the executives will leave the first year and 75% will leave within the first three years of the merger.

In the book Valuation: Measuring and Managing the Value of Companies, the authors note the following: 

"Even in situations where the acquired company is in the same line of business as the acquirer and is small enough to allow for easy post-merger integration, the likelihood of success is only about 50%."

Do not despair - there is some good news in all of this! The success rate in recent years has improved dramatically. As more and more companies gain experience in the M & A process, they are becoming very successful. In 1997, Mercer Management Consulting released a study which showed that mergers during the 1990's substantially outperformed mergers during the 1980's. 

So let us move on and see if we can better understand the nuts and bolts behind mergers and acquisitions. 
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Legal and Regulatory Considerations  

When one company decides to acquire another company, a series of negotiations will take place between the two companies. The acquiring company will have a well-developed negotiating strategy and plan in place. If the Target Company believes a merger is possible, the two companies will enter into a "Letter of Intent."

The Letter of Intent outlines the terms for future negotiations and commits the Target Company to giving serious consideration to the merger. A Letter of Intent also gives the acquiring company the green light to move into Phase II Due Diligence. The Letter of Intent attempts to answer several issues concerning the proposed merger:

1. How will the acquisition price be determined?

2. What exactly are we acquiring? Is it physical assets, is it a controlling interest in the target, is it intellectual capital, etc.?

3. How will the merger transaction be designed? Will it be an outright purchase of assets? Will it be an exchange of stock?

4. What is the form of payment? Will the acquiring company issue stock, pay cash, issue notes, or use a combination of stock, cash, and/or notes?

5. Will the acquiring company setup an escrow account and deposit part of the purchase price? Will the escrow account cover unrecorded liabilities discovered from due diligence?

6. What is the estimated time frame for the merger? What law firms will be responsible for creating the M & A Agreement?

7. What is the scope of due diligence? What records will be made available for completing due diligence?

8. How much time will the Target Company allow for negotiations? The Letter of Intent will usually prohibit the Target Company from "shopping itself" during negotiations. 

9. How much compensation (referred to as bust up fees) will the acquiring company be entitled to in the event that the target is acquired by another company? Once news of the proposed merger leaks out, the Target Company is "in play" and other companies may make a bid to acquire the Target Company.

10. Will there be any operating restrictions imposed on either company during negotiations? For example, the two companies may want to postpone hiring new personnel, investing in new facilities, issuing new stock, etc. until the merger has been finalized.

11. If the two companies are governed by two states or countries, which one will govern the merger transaction?

12. Will there be any adjustment to the final purchase price due to anticipated losses or events prior to the closing of the merger? 

M & A Agreement

As the negotiations continue, both companies will conduct extensive Phase II Due Diligence in an effort to identify issues that must be resolved for a successful merger. If significant issues can be resolved and both companies are convinced that a merger will be beneficial, then a formal merger and acquisition agreement will be formulated.

The basic outline for the M & A Agreement is rooted in the Letter of Intent. However, Phase II Due Diligence will uncover several additional issues not covered in the Letter of Intent. Consequently, the M & A Agreement can be very lengthy based on the issues exposed through Phase II Due Diligence.

Additionally, both companies need to agree on the integration process. For example, a Transition Service Agreement is executed to cover certain types of services, such as payroll. The Target Company continues to handle payroll up through a certain date and once the integration process is complete, the acquiring company takes over payroll responsibilities. The Transition Service Agreement will specify the types of services, timeframes, and fees associated with the integration process.

Representations

One very important element within the M & A Agreement is representation by both companies. Both sides must provide some warranty that what has been conveyed is complete and accurate. From the buyers (acquiring firm) viewpoint, full and complete disclosure is critical if the buyer is to understand what is being acquired. Discovery of new issues that have been misrepresented by the seller can relieve the buyer from proceeding with the merger.

From the seller's point of view, full disclosure requires extensive time and effort. Additionally, it is difficult to cover every possible representation as "full and accurate." Therefore, the seller prefers to limit the number of representations within the M & A Agreement. One way of striking the right balance is to establish materiality limits on certain representations. The M & A Agreement will also include language, such as "to the best of the sellers knowledge," in order to alleviate some representations.

Indemnification

Another important element within the M & A Agreement is indemnification. The M & A Agreement will specify the nature and extent to which each company can recover damages should a misrepresentation or breach of contract occur. A "basket" provision will stipulate that damages are not due until the indemnification amount has reached a certain threshold. If the basket amount is exceeded, the indemnification amount becomes payable at either the basket amount or an amount more than the basket amount. The seller (Target Company) will insist on having a ceiling for basket amounts within the M & A Agreement.

Since both sides may not agree on indemnification, it is a good idea to include a provision on how disputes will be resolved (such as binding arbitration). Finally, indemnification provisions may include a "right of sell off" for the buyer since the buyer has deposited part of the purchase price into an escrow account. The Right to Sell Off allows the buyer (acquiring company) to offset any indemnification claims against amounts deferred within the purchase price of the merger. If the purchase price has been paid, then legal action may be necessary to resolve the indemnification.

Confidentiality

It is very important for both sides to keep things confidential before announcing the merger. If customers, suppliers, employees, shareholders, or other parties should find out about the merger before it is announced, the target company could lose a lot of value: Key personnel resign, productivity drops, customers switch to competing companies, suppliers decide not to renew contracts, etc. In an effort to prevent leaks, the two companies will enter into a Confidentiality Agreement whereby the acquiring firm agrees to keep information learned about the Target Company as confidential. Specifically, the Confidentiality Agreement will require the acquiring firm to:

· Not contact customers, suppliers, owners, employees, and other parties associated with the Target Company.

· Not divulge any information about the target's operating and financial plans or its current conditions.

· Not reproduce and distribute information to outside parties.

· Not use the information for anything outside the scope of evaluating the proposed merger.

M & A Closing

Once all issues have been included and addressed to the satisfaction of both companies, the merger and acquisition is executed by signing the M & A Agreement. The buyer and the seller along with their respective legal teams meet and exchange documents. This represents the closing date for the merger and acquisition. The transaction takes place through the exchange of stock, cash, and/or notes. Once the agreement has been finalized, a formal announcement is made concerning the merger between the two companies.

It should be noted that due diligence extends well beyond the closing date. Therefore, actual payment may be deferred until legal opinions can be issued, financial statements audited, and the full scope of Phase II Due Diligence can be completed. It is not uncommon for many conditions to remain open and thus, the M & A Agreement may require amendments to cover the results of future due diligence.

The Regulatory Environment

So far, we have discussed the overall process for mergers and acquisitions as well as some important legal documents. We now need to understand some of the regulations that can affect the merger and acquisition. In the United States, regulations can be divided into three categories: State Laws, Federal Anti-Trust Laws, and Federal Security Laws. Since discussion of state law is beyond the scope of this course, we will focus on federal related laws. The Federal Trade Commission (FTC) and the U.S. Justice Department (USJD) administer federal anti-trust laws. The Securities and Exchange Commission (SEC) administers federal security laws for companies registered with the SEC. 

Anti-Trust Laws

One of the most important federal laws is Section 7 of the Clayton Act which stipulates that a merger cannot substantially lessen competition or result in a monopoly. In determining if a merger is anti-competitive, federal agencies will look at the markets served and the type of commerce involved. Several factors are considered, such as size of market, number of competing companies, financial condition of companies, etc. 

The size of the newly merged company in relation to the market is very important. The USJD uses an acid test known as the Herfindahl-Hirshman Index (HHI) to determine if action should be taken to challenge the merger. The HHI measures the impact the merger will have on increased concentration within the total marketplace. HHI is calculated by summing the squares of individual market shares for all companies and categorizing market concentration into one of three categories. The three categories are:

Less than 1000: Unconcentrated market, merger is unlikely to result in anti-trust action. 

1000 - 1800: Moderate concentration. If the change in the HHI exceeds 100 points, there could be concentration in the marketplace.

Above 1800: Highly concentrated market. If the change in the HHI exceeds 50 points, there are significant anti-trust concerns.

Example 1 - Determine if a merger will raise anti-trust actions based on the HHI.

Six companies compete in the retail home heating oil market. The six companies have market shares of:

Triple C Oil 
10%

Amber Oil
  5%

Pacific Oil
20%

American
40%

Testco

  5%

BCI Oil

20%

Amber Oil and Testco have decided to merge. Will this merger be viewed as anti-competitive based on the HHI?

Step 1 - Calculate Pre Merger HHI:
Step 2 - Calculate Post Merger HHI:

Triple C Oil 
10 x 10 =
100  
Triple C

100

Amber Oil
  5 x 5   =
  25
Amber / Testco

100

Pacific Oil
20 x 20 =
400
Pacific Oil

400

American
40 x 40 =        1600
American
           1600

Testco

  5 x 5   =
  25
BCI Oil


400

BCI Oil

20 x 20 =
400



Pre Merger HHI          2550
Post Merger HHI         2600

Step 3: Calculate change in points, compare to HHI categories. 2550 - 2660 = 50 point change within third category. 

The HHI is above 1800 points and the point change is right at the threshold for significant concern. Amber and Testco should be prepared to defend their merger as not reducing competition.

Notifying the FTC and USJD

The FTC (Federal Trade Commission) and the USJD (United States Justice Department) become involved within the merger and acquisition process by way of the "16 Page Form." The 16 Page Form is filed with the FTC and USJD whenever a merger involves one company with $ 100 million or more in assets or sales and the other company has $ 10 million or more in assets or sales and the transaction involves an offer of $ 15 million or more in assets or stock or the transaction involves more than 50% ownership of a company with $ 15 million or more in assets or sales.

The 16 Page Form requires disclosure concerning the type of transaction and a description of both companies. The 16 Page Form is filed by the acquiring company when it announces its tender offer to acquire the Target Company. Likewise, the Target Company must file a 16 Page Form within 15 days of the filing by the acquiring company.

Security Laws

Companies registered with the Securities and Exchange Commission (SEC) must deal with several schedules whenever a merger takes place. A full discussion of all regulatory requirements is beyond the scope of this course. In any event, here are some highlights that affect many mergers:

Form 8K: Whenever a company acquires in excess of 10% of book values of a registered company, the SEC must be notified on Form 8K within 15 days.

Schedule 13D: Whenever someone acquires 5% or more of the outstanding stock of a public company, the acquisition must be disclosed on Schedule 13D. Six copies of Schedule 13D must be filed with the SEC within 10 days of acquiring the stock. A registered copy must be sent to the Target Company.

Schedule 13G: Short version of Schedule 13D for cumulative buildup of 5%. If during the last 12 months, no more than 2% of the outstanding stock was acquired and there is no intention of controlling the company, the purchase may be disclosed on Schedule 13G in lieu of Schedule 13D.

Schedule 14D-1 (Tender Offer Statement): When a company makes a tender offer to acquire the stock of another company, the acquiring company must file a Tender Offer Statement (TOC) on Schedule 14D-1. The TOC must disclose:

· Name of target company

· Description of securities purchased

· Any past contact with the target company

· Source of funds to acquire the stock

· Description of plans to change the target company, such as selling off assets.

· Complete set of financial statements of the acquiring company

· Exhibits related to financing of the stock purchase

In cases where a hostile takeover attempt is involved, it is not unusual for the Target Company to contest the TOC. For example, the Target Company may argue that the acquiring firm lacks the necessary financing to complete the tender offer.

Once the acquiring firm has announced the tender offer, it has 5 days to file the TOS. The acquiring firm must hand deliver a copy to the Target Company and any other company that is engaged in acquiring the target company. A copy must also be sent to all exchanges where the Target Company's stock is traded.

Schedule 14D-9: The target company is required to respond to the TOS on Schedule 14D-9 within 10 days of commencement of the tender offer. Schedule 14D-9 must disclose the target company's intentions regarding the tender offer - accept, reject, or no action.

It should be noted that tender offers must remain open for at least 20 days per the Williams Act. Also, if other companies decide to bid for the Target Company, the tender offer period is subject to an extension for a minimum period of 10 days from the date of other tender offers.

Example 2 - Extension of Tender Offer Period

On January 1, 1997, Tri-Star made a tender offer to acquire Lipco. The tender offer will expire in 20 days on January 20, 1997. On January 17, 1997, another company, Selmer, made a tender offer to acquire Lipco. What is the new closing date for Tri-Star's tender offer?

Since a minimum period of 10 days is required for all tender offers, Tri-Star's offer period is extended by another 7 days to cover the 10 day minimum. The new closing date is now January 27, 1997. 

Accounting Principles

One last item that we should discuss is the application of accounting principles to mergers and acquisitions. Currently, there are two methods that are used to account for mergers and acquisitions (M & A):

Purchase: The M & A is viewed prospectively (restate everything and look forward) by treating the transaction as a purchase. Assets of the Target Company are restated to fair market value and the difference between the price paid and the fair market values are posted to the Balance Sheet as goodwill.

Pooling of Interest: The M & A is viewed historically (refer back to existing values) by combining the book values of both companies. There is no recognition of goodwill. It should be noted that Pooling of Interest applies to M & A's that involve stock only. 

In the good old days when physical assets were important; the Purchase Method was the leading method for M & A accounting. However, as the importance of intellectual capital and other intangibles has grown, the Pooling of Interest Method is now the dominant method for M & A accounting. However, therein lies the problem. Because intangibles have become so important to businesses, the failure to recognize these assets from an M & A can seriously distort the financial statements. As a result, the Financial Accounting Standards Board has proposed the elimination of the Pooling of Interest Method. If Pooling is phased out, then it will become much more important to properly arrive at fair market values for the target's assets. 

NOTE: Most Advanced Accounting textbooks will provide comprehensive information about accounting for mergers and acquisitions. A full treatment of this topic is beyond the scope of this Short Course. Readers are advised to refer to an Advanced Accounting textbook for more information about M & A Accounting.
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Due Diligence  

There is a common thread that runs throughout much of the M & A Process. It is called Due Diligence. Due diligence is a very detail and extensive evaluation of the proposed merger. An over-riding question is - Will this merger work? In order to answer this question, we must determine what kind of "fit" exists between the two companies. This includes: 

Investment Fit - What financial resources will be required, what level of risk fits with the new organization, etc.?

Strategic Fit - What management strengths are brought together through this M & A? Both sides must bring something unique to the table to create synergies.

Marketing Fit - How will products and services compliment one another between the two companies? How well do various components of marketing fit together - promotion programs, brand names, distribution channels, customer mix, etc?

Operating Fit - How well do the different business units and production facilities fit together? How do operating elements fit together - labor force, technologies, production capacities, etc.?

Management Fit - What expertise and talents do both companies bring to the merger? How well do these elements fit together - leadership styles, strategic thinking, ability to change, etc.?

Financial Fit - How well do financial elements fit together - sales, profitability, return on capital, cash flow, etc.?

Due diligence is also very broad and deep, extending well beyond the functional areas (finance, production, human resources, etc.). This is extremely important since due diligence must expose all of the major risk associated with the proposed merger. Some of the risk areas that need to be investigated are:

· Market - How large is the target's market? Is it growing? What are the major threats? Can we improve it through a merger?

· Customer - Who are the customers? Does our business compliment the target's customers? Can we furnish these customers new services or products?

· Competition - Who competes with the target company? What are the barriers to competition? How will a merger change the competitive environment?

· Legal - What legal issues can we expect due to an M & A? What liabilities, lawsuits, and other claims are outstanding against the Target Company?

Another reason why due diligence must be broad and deep is because management is relying on the creation of synergy values. Much of Phase I Due Diligence is focused on trying to identify and confirm the existence of synergies between the two companies. Management must know if their expectation over synergies is real or false and about how much synergy can we expect? The total value assigned to the synergies gives management some idea of how much of a premium they should pay above the valuation of the Target Company. In some cases, the merger may be called off because due diligence has uncovered substantially less synergies then what management expected.

Making Due Diligence Work

Since due diligence is a very difficult undertaking, you will need to enlist your best people, including outside experts, such as investment bankers, auditors, valuation specialist, etc. Goals and objectives should be established, making sure everyone understands what must be done. Everyone should have clearly defined roles since there is a tight time frame for completing due diligence. Communication channels should be updated continuously so that people can update their work as new information becomes available; i.e. due diligence must be an iterative process. Throughout due diligence, it will be necessary to provide summary reports to senior level management. 

Due diligence must be aggressive, collecting as much information as possible about the target company. This may even require some undercover work, such as sending out people with false identities to confirm critical issues. A lot of information must be collected in order for due diligence to work. This information includes:

1. Corporate Records: Articles of incorporation, by laws, minutes of meetings, shareholder list, etc.

2. Financial Records: Financial statements for at least the past 5 years, legal council letters, budgets, asset schedules, etc.

3. Tax Records: Federal, state, and local tax returns for at least the past 5 years, working papers, schedules, correspondence, etc.

4. Regulatory Records: Filings with the SEC, reports filed with various governmental agencies, licenses, permits, decrees, etc.

5. Debt Records: Loan agreements, mortgages, lease contracts, etc.

6. Employment Records: Labor contracts, employee listing with salaries, pension records, bonus plans, personnel policies, etc.

7. Property Records: Title insurance policies, legal descriptions, site evaluations, appraisals, trademarks, etc.

8. Miscellaneous Agreements: Joint venture agreements, marketing contracts, purchase contracts, agreements with Directors, agreements with consultants, contract forms, etc.

Good due diligence is well structured and very pro-active; trying to anticipate how customers, employees, suppliers, owners, and others will react once the merger is announced. When one analyst was asked about the three most important things in due diligence, his response was "detail, detail, and detail." Due diligence must very in-depth if you expect to uncover the various issues that must be addressed for making the merger work.

What Can Go Wrong

Failure to perform due diligence can be disastrous. The reputation of the acquiring company can be severely damaged if an announced merger is called-off. For example, the merger between Rite Aid and Revco failed to anticipate anti-trust actions that required selling off retail stores. As a result, expected synergies could not be realized. When asked about the merger, Frank Bergonzi, Chief Financial Officer for Rite Aid remarked: "You spend a lot of money with no results."

A classic case of what can wrong is the merger between HFS Inc and CUC International. Four months after the merger was announced, it was disclosed that there were significant accounting irregularities. Upon the news, the newly formed company, Cendant, lost $ 14 billion in market value. By late 1998, Cendant's Chairman had resigned, investors had filed over 50 lawsuits, and nine of fourteen Directors for CUC had resigned. And in the year 2000, Ernst & Young was forced to settle with shareholders for $ 335 million.

Consequently, due diligence is absolutely essential for uncovering potential problem areas, exposing risk and liabilities, and helping to ensure that there are no surprises after the merger is announced. Unfortunately, in today's fast-paced environment, some companies decide to by pass due diligence and make an offer based on competitive intelligence and public information. This can be very risky.  

Results of a Survey on Due Diligence by Braxton Associates:

Duration of Due Diligence - Successful Mergers
4 to 6 months

Duration of Due Diligence - Failed Mergers

2 to 3 months

Reworking the Financials

Certainly one goal of due diligence is to remove distortions from the financial statements of the target company. This is necessary so that the acquiring company can ascertain a more realistic value for the target. There are several issues related to the Balance Sheet:

· Understatement of liabilities, such as pensions, allowances for bad debts, etc.

· Low quality assets - what are the relative market values of assets? Some assets may be overvalued.

· Hidden liabilities, such as contingencies for lawsuits not recognized.

· Overstated receivables - receivables may not be collectable, especially inter-company receivables.

· Overstated inventories - rising levels of inventory over time may indicate obsolescence and lack of marketability. LIFO reserves can also distort inventories.

· Valuation of short-term marketable securities - If the Target Company is holding marketable securities, are they properly valued? If the target is holding investments that are not marketable, are they overstated?

· Intangibles - Certain intangibles, such as brand names, may be seriously undervalued.

Generally, you should expect to see significant differences between book values and market values. If the two are not substantially different, then due diligence should dig deeper to ensure there is no manipulation of values. Likewise, the Income Statement should consist of "quality" earnings. The closer you are to "cash" earnings and not "accrual" type earnings, the higher the integrity of the Income Statement. 

Since mergers are often aimed at cutting cost, due diligence might result in several upward adjustments to earnings for the Target Company. This is especially true where the target is a private company where excesses are common. Here are some examples:

· Officer's salaries are excessive in relation to what they do.

· If salaries are high, then pensions will be high.

· Bonuses, travel, and other perks are excessive.

· Vehicles and other assets are unnecessary.

· Family members are on the payroll and they play no role in running the business.

· Consultants with strong ties to management are providing unnecessary services.

The objective is to get back to real values and real profits that will exist after the merger. Once all necessary adjustments have been made, a forecast can be prepared. 

Going Beyond the Financials

As we previously noted, due diligence must be broad and deep. This includes things like cultural and human resource issues. It is these types of "people" issues that will be extremely important when it comes time to actually integrate the two companies. Therefore, due diligence helps set the foundation for post-merger integration.

Cultural due diligence looks at corporate cultures and attempts to ascertain an organizational fit between the two merging companies. Each company will have its own culture, derived from several components - corporate policies, rules, compensation plans, leadership styles, internal communication, physical work environment, etc. Cultural due diligence attempts to answer the question - To what extent can the two companies change and adopt to differences between the two corporate cultures? The wider the cultural gap, the more difficult it will be to integrate the two companies. Consequently, cultural due diligence identifies issues that are critical to integration and helps management plan necessary actions for resolving these differences before the merger is announced.

Human resource due diligence attempts to evaluate how people are managed between the two companies. Several issues need to be analyzed:

· How do we continue to maximize the value of human resource capital?

· What is the appropriate mix of pay and benefits for the new organization?

· What incentive programs are needed to retain essential personnel after the merger is announced?

· How are employees rewarded and compensated by the Target Company?

· How does base pay compare to the marketplace?

· How do we merge pension plans, severance pay, etc.?

It is very important to get your Human Resource Department involved in the merger and acquisition process early on since they have strong insights into cultural and human resource issues. Failure to address cultural, social, and human resource issues in Phase II Due Diligence is a major reason behind failed mergers. As one executive said: "We never anticipated the people problems and how much they would prevent integration." Therefore, make sure you include the "people" issues in Phase II Due Diligence (which kicks-in once the Letter of Intent is signed). This point is well made by Galpin and Hendon in their book The Complete Guide to Mergers and Acquisitions:

In an era of widespread acknowledgement that mergers entail disproportionate risks and failures, the surprising fact is not that "culture" should become such a critical issue during integration, rather what is surprising is that organizational culture and other issues essential to integration have not yet become more central to executive-level deal making.

Reverse Mergers

Before we leave due diligence and dive into valuations (covered in part 2 of this short course), one area that warrants special attention when it comes to due diligence is the Reverse Merger. Reverse mergers are a very popular way for small start-up companies to "go public" without all the trouble and expense of an Initial Public Offering (IPO). Reverse mergers, as the name implies, work in reverse whereby a small private company acquires a publicly listed company (commonly called the Shell) in order to quickly gain access to equity markets for raising capital. This approach to capitalization (reverse merger) is common practice with internet companies like stamps.com, photoloft.com, etc. 

For example, ichargeit, an e-commerce company did a reverse merger with Para-Link, a publicly listed distributor of diet products. According to Jesse Cohen, CEO of ichargeit, an IPO would have cost us $ 3 - 5 million and taken over one year. Instead, we acquired a public company for $ 300,000 and issued stock to raise capital. 

The problem with reverse mergers is that the Shell Company sells at a serious discount for a reason; it is riddled with liabilities, lawsuits, and other problems. Consequently, very intense due diligence is required to "clean the shell" before the reverse merger can take place. This may take six months. Another problem with the Shell Company is ownership. Cheap penny stocks are sometimes pushed by promoters who hold the stock in "street name" which mask's the true identity of owners. Once the reverse merger takes place, the promoters dump the stock sending the price into a nose-dive. Therefore, it is absolutely critical to confirm the true owners (shareholders) of shell companies involved in reverse mergers.  

Course Summary 

Mergers and acquisitions are among the most difficult of business transactions. There is no shortage of stress. All of a sudden a new company must be formed with:

· Newer and more ambitious financial goals.

· Quicker turnaround times for growth.

· Restructuring of departments and the old company.

· Introduction of cultural differences.

· Higher rates of employee turnover.

· Lower levels of productivity.

· Communication problems.

There are numerous reasons why companies decide to merge. Some studies indicate that companies merge for improving efficiencies and lowering costs. Other studies show that companies merge to increase market share and gain a competitive advantage. The ultimate goal behind a merger and acquisition is to generate synergy values. Good strategic planning is the key to understanding if synergy values do in fact exist. A well-researched and realistic plan will dramatically improve the chances of realizing synergy values.

Several legal documents will solidify the merger and acquisition process, including a Letter of Intent, which scrutinizes the proposed merger and the Merger & Acquisition Agreement, which finalizes the deal. 

Mergers are also subject to government regulation. One such regulation is anti-trust which attempts to prevent companies from forming a monopoly. In a competitive marketplace, companies sell products and services where prices equal marginal costs. This results in an industry characterized by low prices and high levels of production. An industry characterized by a monopoly allows the company to produce at lower levels and higher prices to the customer.

The main control within the merger and acquisition process is Due Diligence. Due diligence obtains as much information as possible about the target company and attempts to build a comparison between the target company and the acquiring company to see if there is a good fit. If there is a good fit, there is the possibility that a merger between the two companies will improve growth, market share, earnings, etc. One area that should not be overlooked is social and cultural issues. These "people" related issues will become extremely important when it comes time to actually combine or integrate the two companies.

NOTE: This Short Course is continued with Part 2, consisting of: Chapter 4 - Valuation Concepts & Standards, Chapter 5 - The Valuation Process, Chapter 6 - Post Merger Integration, and Chapter 7 - Anti Takeover Defenses.

Final Exam 

Select the best answer for each question. Exams are graded and administered by installing the exe file version of this course. The exe file version of this course can be downloaded over the internet at www.exinfm.com/training. 

61. Etco Energy and Baltic Energy have decided to merge. Both companies provide similar products and services. This type of merger is called a:   

y. Diagonal Merger

z. Conglomerate

aa. Horizontal Merger

ab. Vertical Merger

62. Synergy values are the additional values that companies realize through a merger and acquisition. Synergy values can take three forms. Generally speaking, the most significant and common form of synergy is:    

y. Higher Cost of Capital

z. Lower Expenses and Cost

aa. Higher Production Efficiencies

ab. Lower Cost of Capital

63. Once a company completes the Pre-Acquisition Review, the next phase within the merger and acquisition process is to: 

y. Search and screen target companies

z. Integrate the two companies

aa. Initiate Phase II Due Diligence

ab. Execute a Merger & Acquisition Agreement

64. Many mergers begin through a series of negotiations between the two companies. If the two companies decide to seriously investigate the possibility of a merger, they will launch Phase II Due Diligence and execute a: 

y. Post Merger Contract

z. Formal Joint Conference

aa. Merger & Acquisition Agreement

ab. Letter of Intent

65. Either party in a merger and acquisition may be entitled to indemnification because of a significant misrepresentation. Indemnification is usually not due until a certain threshold has been reached. This threshold amount is often called the: 

y. Reciprocal Amount

z. Basket Amount

aa. Striking Price

ab. Closing Rate

66. You have been asked to determine if a proposed merger between Dystan and Systel could raise anti-trust concerns with the U.S. Justice Department. Based on market research, you have determined that all of the competing companies have the following market shares:

Company      Market Share

Dystan

10%


Fabco

20%

Lytmar

30%

Systel

10%

United

10%

Zabor

10%

Using the Herfindahl-Hirschman Index (HHI) as your test, the point change between the pre-merger HHI and the post merger HHI is: 

y.  50 points

z. 100 points

aa. 200 points

ab. 350 points

67. On March 3, 1998, Miser Steel made a tender offer to acquire Reliance Steel. Miser's tender offer is set to expire on March 23, 1998. On March 21, 1998, another company called Ohio Steel made a tender offer to acquire Reliance Steel. Based on consideration of Ohio Steel's tender offer, the closing date for Miser Steel's tender offer is: 

y. March 21, 1998

z. March 23, 1998

aa. March 25, 1998

ab. March 31, 1998 

68. Due diligence requires the collection of a lot of information. Which of the following information types would be least important for due diligence to work properly? 

u. Employment Records of Target Company

v. Property Records of Competing Companies

w. Financial Records of Target Company

x. Property Records of Target Company

69. Due diligence will attempt to restate financial statements in relation to what will take place after the two companies merge. One area of particular concern as it relates to the Balance Sheet is:    

u. Proper Valuation of Cash

v. Par Value Assigned to Stock

w. Selection of Depreciation Methods

x. Possible Understatement of Liabilities

70. Due diligence is particularly important in the case of a reverse merger since it is necessary to "clean the Shell Company." One important aspect of cleaning the Shell Company is to:  

q. Confirm ownership of the Shell Company

r. Identify cultural and social issues

s. Plan for long-term integration

t. Evaluate human resource capital

Excellence in Financial Management

Course 1: Evaluating Financial Performance

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides a basic understanding of how to use ratio analysis for evaluating financial performance. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple choice exam which is administered over the internet at www.exinfm.com/training  

Revised March 5, 2000

Chapter

1

Return on Equity  

Why use ratios?

It has been said that you must measure what you expect to manage and accomplish. Without measurement, you have no reference to work with and thus, you tend to operate in the dark. One way of establishing references and managing the financial affairs of an organization is to use ratios. Ratios are simply relationships between two financial balances or financial calculations. These relationships establish our references so we can understand how well we are performing financially. Ratios also extend our traditional way of measuring financial performance; i.e. relying on financial statements. By applying ratios to a set of financial statements, we can better understand financial performance.  

Calculating Return on Equity

For publicly traded companies, the relationship of earnings to equity or Return on Equity is of prime importance since management must provide a return for the money invested by shareholders. Return on Equity is a measure of how well management has used the capital invested by shareholders. Return on Equity tells us the percent returned for each dollar (or other monetary unit) invested by shareholders. Return on Equity is calculated by dividing Net Income by Average Shareholders Equity (including Retained Earnings). 

EXAMPLE  — Net Income for the year was $ 60,000, total shareholder equity at the beginning of the year was $ 315,000 and ending shareholder equity for the year was $ 285,000. Return on Equity is calculated by dividing $ 60,000 by $ 300,000 (average shareholders equity which is $ 315,000 + $ 285,000 / 2). This gives us a Return on Equity of 20%. For each dollar invested by shareholders, 20% was returned in the form of earnings.

SUMMARY  — Return on Equity is one of the most widely used ratios for publicly traded companies. It measures how much return management was able to generate for the shareholders. The formula for calculating Return on Equity is:

Net Income / Average Shareholders Equity 

Components of Return on Equity

Return on Equity has three ratio components. The three ratios that make up Return on Equity are: 

1. Profit Margin = Net Income / Sales

2. Asset Turnover = Sales / Assets

3. Financial Leverage = Assets / Equity

Profit Margin measures the percent of profits you generate for each dollar of sales. Profit Margin reflects your ability to control costs and make a return on your sales. Profit Margin is calculated by dividing Net Income by Sales. Management is interested in having high profit margins.

EXAMPLE — Net Income for the year was $ 60,000 and Sales were $ 480,000. Profit Margin is $ 60,000 / $ 480,000 or 12.5%. For each dollar of sales, we generated $ .125 of profits. 

Asset Turnover measures the percent of sales you are able to generate from your assets. Asset Turnover reflects the level of capital we have tied-up in assets and how much sales we can squeeze out of our assets. Asset Turnover is calculated by dividing Sales by Average Assets. A high asset turnover rate implies that we can generate strong sales from a relatively low level of capital. Low turnover would imply a very capital-intensive organization. 

EXAMPLE — Sales for the year were $ 480,000, beginning total assets was $ 505,000 and year-end total assets are $ 495,000. The Asset Turnover Rate is $ 480,000 / $ 500,000 (average total assets which is $ 505,000 + $ 495,000 / 2) or .96. For every $ 1.00 of assets, we were able to generate $ .96 of sales. 

Financial Leverage is the third and final component of Return on Equity. Financial Leverage is a measure of how much we use equity and debt to finance our assets. As debt increases, we financial leverage increases. Generally, management tends to prefer equity financing over debt since it carries less risk. The Financial Leverage Ratio is calculated by dividing Assets by Shareholder Equity. 

EXAMPLE — Average assets are $ 500,000 and average shareholder equity is $ 320,000. Financial Leverage Ratio is $ 500,000 / $ 320,000 or 1.56. For each $ 1.56 in assets, we are using $ 1.00 in equity financing. 

Now let us compare our Return on Equity to a combination of the three component ratios:

From our example, Return on Equity = $ 60,000 / $ 320,000 or 18.75% or we can combine the three components of  Return on Equity from our examples:

Profit Margin x Asset Turnover x Financial Leverage = Return on Equity or .125 x .96 x 1.56 = 18.75%.

Now that we understand the basic ratio structure, we can move down to a more detail analysis with ratios. Four common groups of detail ratios are: Liquidity, Asset Management, Profitability and Leverage. We will also look at market value ratios.
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Liquidity Ratios  

Liquidity Ratios help us understand if we can meet our obligations over the short-run. Higher liquidity levels indicate that we can easily meet our current obligations. We can use several types of ratios to monitor liquidity. 

Current Ratio

Current Ratio is simply current assets divided by current liabilities. Current assets include cash, accounts receivable, marketable securities, inventories, and prepaid items. Current liabilities include accounts payable, notes payable, salaries payable, taxes payable, current maturity's of long-term obligations and other current accruals. 

EXAMPLE — Current Assets are $ 200,000 and Current Liabilities are $ 80,000. The Current Ratio is $ 200,000 / $ 80,000 or 2.5. We have 2.5 times more current assets than current liabilities. 

A low current ratio would imply possible insolvency problems. A very high current ratio might imply that management is not investing idle assets productively. Generally, we want to have a current ratio that is proportional to our operating cycle. We will look at the Operating Cycle as part of asset management ratios.

Acid Test or Quick Ratio

Since certain current assets (such as inventories) may be difficult to convert into cash, we may want to modify the Current Ratio. Also, if we use the LIFO (Last In First Out) Method for inventory accounting, our current ratio will be understated. Therefore, we will remove certain current assets from our previous calculation. This new ratio is called the Acid Test or Quick Ratio; i.e. assets that are quickly converted into cash will be compared to current liabilities. The Acid Test Ratio measures our ability to meet current obligations based on the most liquid assets. Liquid assets include cash, marketable securities, and accounts receivable. The Acid Test Ratio is calculated by dividing the sum of our liquid assets by current liabilities.

EXAMPLE — Cash is $ 5,000, Marketable Securities are $ 15,000, Accounts Receivable are $ 40,000, and Current Liabilities are $ 80,000. The Acid Test Ratio is ($ 5,000 + $ 15,000 + $ 40,000) / $ 80,000 or .75. We have $ .75 in liquid assets for each $ 1.00 in current liabilities. 

Defensive Interval

Defensive Interval is the sum of liquid assets compared to our expected daily cash outflows. The Defensive Interval is calculated as follows:

(Cash + Marketable Securities + Receivables) / Daily Operating Cash Outflow

EXAMPLE — Referring back to our last example, we have total quick assets of $ 60,000 and we have estimated that our daily operating cash outflow is $ 1,200. This would give us a 50 day defensive interval ($ 60,000 / $ 1,200). We have 50 days of liquid assets to cover our cash outflows. 

Ratio of Operating Cash Flow to Current Debt Obligations

The Ratio of Operating Cash Flow to Current Debt Obligations places emphasis on cash flows to meet fixed debt obligations. Current maturities of long-term debts along with notes payable comprise our current debt obligations. We can refer to the Statement of Cash Flows for operating cash flows. Therefore, the Ratio of Operating Cash Flow to Current Debt Obligations is calculated as follows:

Operating Cash Flow / (Current Maturity of Long-Term Debt + Notes Payable)

EXAMPLE — We have operating cash flow of $ 100,000, notes payable of $ 20,000 and we have $ 5,000 in current obligations related to our long-term debt. The Operating Cash Flow to Current Debt Obligations Ratio is $ 100,000 / ($ 20,000 + $ 5,000) or 4.0. We have 4 times the cash flow to cover our current debt obligations.  
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Asset Management Ratios 

A second group of detail ratios is asset management ratios. Asset management ratios measure the ability of assets to generate revenues or earnings. They also compliment our liquidity ratios. We looked at one asset management ratio already; namely Total Asset Turnover when we analyzed Return on Equity. We will now look at five more asset management ratios: Accounts Receivable Turnover, Days in Receivables, Inventory Turnover, Days in Inventory, and Capital Turnover.

Accounts Receivable Turnover

Accounts Receivable Turnover measures the number of times we were able to convert our receivables over into cash. Higher turnover ratios are desirable. Accounts Receivable Turnover is calculated as follows:

Net Sales / Average Accounts Receivable

EXAMPLE — Sales are $ 480,000, the average receivable balance during the year was $ 40,000 and we have a $ 20,000 allowance for sales returns. Accounts Receivable Turnover is ($ 480,000 - $ 20,000) / $ 40,000 or 11.5. We were able to turn our receivables over 11.5 times during the year.

NOTE — We are assuming that all of our sales are credit sales; i.e. we do not have any significant cash sales. 

Days in Accounts Receivable

The Number of Days in Accounts Receivable is the average length of time required to collect our receivables. A low number of days is desirable. Days in Accounts Receivable is calculated as follows:

365 or 360 or 300 / Accounts Receivable Turnover  

EXAMPLE — If we refer to our previous example and we base our calculation on the full calendar year, we would require 32 days on average to collect our receivables. 365 / 11.5 = 32 days. 

Inventory Turnover

Inventory Turnover is similar to accounts receivable turnover. We are measuring how many times did we turn our inventory over during the year. Higher turnover rates are desirable. A high turnover rate implies that management does not hold onto excess inventories and our inventories are highly marketable. Inventory Turnover is calculated as follows:

Cost of Sales / Average Inventory 

EXAMPLE — Cost of Sales were $ 192,000 and the average inventory balance during the year was $ 120,000. The Inventory Turnover Rate is 1.6 or we were able to turn our inventory over 1.6 times during the year. 

Days in Inventory

Days in Inventory is the average number of days we held our inventory before a sale. A low number of inventory days is desirable. A high number of days implies that management is unable to sell existing inventory stocks. Days in Inventory is calculated as follows:

365 or 360 or 300 / Inventory Turnover 

EXAMPLE — If we refer back to the previous example and we use the entire calendar year for measuring inventory, then on average we are holding our inventories 228 days before a sale. 365 / 1.6 = 228 days. 

Operating Cycle

Now that we have calculated the number of days for receivables and the number of days for inventory, we can estimate our operating cycle. Operating Cycle = Number of Days in Receivables + Number of Days in Inventory. In our previous examples, this would be 32 + 228 = 260 days. So on average, it takes us 260 days to generate cash from our current assets. 

If we look back at our Current Ratio, we found that we had 2.5 times more current assets than current liabilities. We now want to compare our Current Ratio to our Operating Cycle. Our turnover within the Operating Cycle is 365 / 260 or 1.40. This is lower than our Current Ratio of 2.5. This indicates that we have additional assets to cover the turnover of current assets into cash. If our current ratio were below that of the Operating Cycle Turnover Rate, this would imply that we do not have sufficient current assets to cover current liabilities within the Operating Cycle. We may have to borrow short-term to pay our expenses. 

Capital Turnover

One final turnover ratio that we can calculate is Capital Turnover. Capital Turnover measures our ability to turn capital over into sales. Remember, we have two sources of capital: Debt and Equity. Capital Turnover is calculated as follows:

Net Sales / Interest Bearing Debt + Shareholders Equity

EXAMPLE — Net Sales are $ 460,000, we have $ 50,000 in Debt and $ 200,000 of Equity. Capital Turnover is $ 460,000 / ($ 50,000 + $ 200,000) = 1.84. For each $ 1.00 of capital invested (both debt and equity), we are able to generate $ 1.84 in sales. 
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Profitability Ratios 

A third group of ratios that we can use are profitability ratios. Profitability Ratios measure the level of earnings in comparison to a base, such as assets, sales, or capital. We have already reviewed two profitability ratios: Return on Equity and Profit Margin. Two other ratios we can use to measure profitability are Operating Income to Sales and Return on Assets. 

Operating Income to Sales

Operating Income to Sales compares Earnings Before Interest and Taxes (EBIT) to Sales. By using EBIT, we place more emphasis on operating results and we more closely follow cash flow concepts. Operating Income to Sales is calculated as follows:

EBIT / Net Sales

EXAMPLE — Net Sales are $ 460,000 and Earnings Before Interest and Taxes is $ 100,000. This gives us a return of 22% on sales, $ 100,000 / $ 460,000 = .22. For every $ 1.00 of sales, we generated $ .22 in Operating Income. 

Return on Assets

Return on Assets measures the net income returned on each dollar of assets. This ratio measures overall profitability from our investment in assets. Higher rates of return are desirable. Return on Assets is calculated as follows:

Net Income / Average Total Assets

EXAMPLE — Net Income is $ 60,000 and average total assets for the year are $ 500,000. This gives us a 12% return on assets, $ 60,000 / $ 500.000 = .12. 

Return on Assets is often modified to ensure accurate measurement of returns. For example, we may want to deduct out preferred dividends from Net Income or maybe we should include operating assets only and exclude intangibles, investments, and other assets not managed for an overall rate of return.
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Leverage Ratios 

Another important group of detail ratios are Leverage Ratios. Leverage Ratios measure the use of debt and equity for financing of assets. We previously looked at the Financial Leverage Ratio as part of Return on Equity. Three other leverage ratios that we can use are Debt to Equity, Debt Ratio, and Times Interest Earned.

Debt to Equity

Debt to Equity is the ratio of Total Debt to Total Equity. It compares the funds provided by creditors to the funds provided by shareholders. As more debt is used, the Debt to Equity Ratio will increase. Since we incur more fixed interest obligations with debt, risk increases. On the other hand, the use of debt can help improve earnings since we get to deduct interest expense on the tax return. So we want to balance the use of debt and equity such that we maximize our profits, but at the same time manage our risk. The Debt to Equity Ratio is calculated as follows:

Total Liabilities / Shareholders Equity

EXAMPLE — We have total liabilities of $ 75,000 and total shareholders equity of $ 200,000. The Debt to Equity Ratio is 37.5%, $ 75,000 / $ 200,000 = .375. When compared to our equity resources, 37.5% of our resources are in the form of debt. 

KEY POINT — As a general rule, it is advantageous to increase our use of debt (trading on the equity) if earnings from borrowed funds exceeds the costs of borrowing. 

Debt Ratio

The Debt Ratio measures the level of debt in relation to our investment in assets. The Debt Ratio tells us the percent of funds provided by creditors and to what extent our assets protect us from creditors. A low Debt Ratio would indicate that we have sufficient assets to cover our debt load. Creditors and management favor a low Debt Ratio. The Debt Ratio is calculated as follows:

Total Liabilities / Total Assets

EXAMPLE  — Total Liabilities are $ 75,000 and Total Assets are $ 500,000. The Debt Ratio is 15%, $ 75,000 / $ 500,000 = .15. 15% of our funds for assets comes from debt. 

NOTE — We use Total Liabilities to be conservative in our assessment. 

Times Interest Earned

Times Interest Earned is the number of times our earnings (before interest and taxes) covers our interest expense. It represents our margin of safety in making fixed interest payments. A high ratio is desirable from both creditors and management. Times Interest Earned is calculated as follows:

Earnings Before Interest and Taxes / Interest Expense

EXAMPLE  — Earnings Before Interest Taxes is $ 100,000 and we have $ 10,000 in Interest Expense. Times Interest Earned is 10 times, $ 100,000 / $ 10,000. We are able to cover our interest expense 10 times with operating income. 
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Market Value Ratios 

One final group of detail ratios that warrants some attention is Market Value Ratios. These ratios attempt to measure the economic status of the organization within the marketplace. Investors use these ratios to evaluate and monitor the progress of their investments.

Earnings Per Share

Growth in earnings is often monitored with Earnings per Share (EPS). The EPS expresses the earnings of a company on a "per share" basis. A high EPS in comparison to other competing firms is desirable. The EPS is calculated as: 

Earnings Available to Common Shareholders  / Number of Common Shares Outstanding

EXAMPLE  — Earnings are $ 100,000 and preferred stock dividends of $ 20,000 need to be paid. There are a total of 80,000 common shares outstanding. Earnings per Share (EPS) is ($ 100,000 - $ 20,000) / 80,000 shares outstanding or $ 1.00 per share. 

P / E Ratio

The relationship of the price of the stock in relation to EPS is expressed as the Price to Earnings Ratio or P / E Ratio. Investors often refer to the P / E Ratio as a rough indicator of value for a company. A high P / E Ratio would imply that investors are very optimistic (bullish) about the future of the company since the price (which reflects market value) is selling for well above current earnings. A low P / E Ratio would imply that investors view the company's future as poor and thus, the price the company sells for is relatively low when compared to its earnings. The P / E Ratio is calculated as follows: 

Price of Stock  / Earnings per Share * 

* Earnings per Share are fully diluted to reflect the conversion of securities into common stock.

EXAMPLE  — Earnings per share is $ 3.00 and the stock is selling for $ 36.00 per share. The P / E Ratio is $ 36 / $ 3 or 12. The company is selling for 12 times earnings. 

Book Value per Share

Book Value per Share expresses the total net assets of a business on a per share basis. This allows us to compare the book values of a business to the stock price and gauge differences in valuations. Net Assets available to shareholders can be calculated as Total Equity less Preferred Equity. Book Value per Share is calculated as follows: 

Net Assets Available to Common Shareholders *  / Outstanding Common Shares 

* Calculated as Total Equity less Preferred Equity.

EXAMPLE  — Total Equity is $ 5,000,000 including $ 400,000 of preferred equity. The total number of common shares outstanding is 80,000 shares. Book Value per Share is ($ 5,000,000 - $ 400,000) / 80,000 or $ 57.50 

Dividend Yield

The percentage of dividends paid to shareholders in relation to the price of the stock is called the Dividend Yield. For investors interested in a source of income, the dividend yield is important since it gives the investor an indication of how much dividends are paid by the company. Dividend Yield is calculated as follows: 

Dividends per Share   / Price of Stock 

EXAMPLE  — Dividends per share are $ 2.10 and the price of the stock is $ 30.00 per share. The Dividend Yield is $ 2.10 / $ 30.00 or 7% 
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Comparing Financial Statements 

One final way of evaluating financial performance is to simply compare financial statements from period to period and to compare financial statements with other companies. This can be facilitated by vertical and horizontal analysis. 

Vertical Analysis

Vertical analysis compares line items on a financial statement over an extended period of time. This helps us spot trends and restate financial statements to a common size for quick analysis. For the Balance Sheet, we will use total assets as our base (100%) and for the Income Statement, we will use Sales as our base (100%). We will compare different line items on the financial statements to these bases and express the line items as a percentage of the base.

EXAMPLE  — Income Statements for the last three years are summarized below:




    
1990

    1991

    1992 


Sales 


$ 300,000
$ 310,000
$ 330,000 

Cost of Goods Sold
 (110,000)
  (105,000)
  (110,000)

G & A Expenses
 (  80,000)
  (100,000)
  (105,000)

Net Income

$ 110,000
$ 105,000
$ 115,000

                                         < - - - - - - -  Vertical Analysis - - - - - - - - - >

Sales


    100%
      100% 
      100%

Cost of Goods Sold
      37%
        34%
        33%

G & A Expenses
      27%
        32%
        32%

Net Income

      37%
        34%
        35%

By expressing balances as percentages, we can easily notice that G & A Expenses are trending up while Cost of Goods Sold is moving down. This may require further analysis to determine what is behind these trends.

Horizontal Analysis

Horizontal analysis looks at the percentage change in a line item from one period to the next. This helps us identify trends from the financial statements. Once we spot a trend, we can dig deeper and investigate why the change occurred. The percentage change is calculated as:

(Dollar Amount in Year 2 - Dollar Amount in Year 1) / Dollar Amount in Year 1

EXAMPLE  — Sales were $ 310,000 in 1991 and $ 330,000 in 1992. The percentage change in sales is:

($ 330,000 - $ 310,000) / $ 310,000 = 6.5%

We can apply this analysis "horizontally" down the financial statement for the year 1992:

Sales


6.5%

Cost of Goods Sold
4.8%

G & A Expenses
5.0%

 Net Income

9.5%

Summary 

We started our look at ratio analysis with Return on Equity since this one ratio is at the heart of financial management; namely we want to maximize returns for the shareholders of the company. Secondly, we have three ways of influencing Return on Equity. We can change our profit margins, we can change our turnover of assets, or we can change our use of financial leverage. Next, we looked at how we can influence the three components of Return on Equity. 

There are several detail ratios that we can monitor, such as acid test, inventory turnover, and debt to equity. Detail ratios help us monitor specific financial conditions, such as liquidity or profitability. 

Ratios are best used when compared or benchmarked against another reference, such as an industry standard or "best in class" within our industry. This type of comparison helps us establish financial goals and identify problem areas. 

We also can use vertical and horizontal analysis for easy identification of changes within financial balances. 

It should be noted that ratios do have limitations. After all, ratios are usually derived from financial statements and financial statements have serious limitations. Additionally, comparisons are usually difficult because of operating and financial differences between companies. None-the-less, if you want to analyze a set of financial statements, ratio analysis is probably one of the most popular approaches to understanding financial performance.

Final Exam 

Select the best answer for each question. Exams are graded and administered over the internet at www.exinfm.com/training. 

71. Which ratio is best used for measuring how well management did in managing the funds provided by shareholders?

ac. Profit Margin

ad. Debt to Equity

ae. Return on Equity

af. Inventory Turnover

72. If sales are $ 600,000 and assets are $ 400,000, then asset turnover is:

ac. .67

ad. 1.50

ae. 2.00

af. 3.50

73. An extremely high current ratio implies:

ac. Management is not investing idle assets productively.

ad. Current assets have been depleted and the company is insolvent.

ae. Total assets are earning a very low rate of return.

af. Current liabilities are higher than current assets.

74. If we have cash of $ 1,500, accounts receivables of $ 25,500 and current liabilities of $ 30,000, our quick or acid test ratio would be:

ac. 1.88

ad. 1.33

ae. 1.11

af. .90

75. The number of times we convert receivables into cash during the year is measured by:

ac. Capital Turnover

ad. Asset Turnover

ae. Accounts Receivable Turnover

af. Return on Assets

76. If our cost of sales are $ 120,000 and our average inventory balance is $ 90,000, then our inventory turnover rate is:

ac. .50

ad. .75

ae. 1.00

af. 1.33

77. We can estimate our Operating Cycle by taking the sum of:

ac. Receivable Turnover + Inventory Turnover

ad. Days in Receivables + Days in Inventory

ae. Asset Turnover + Return on Sales

af. Days in Sales + Days in Assets

78. If Operating Income (Earnings Before Interest Taxes) is $ 63,000 and Net Sales are $ 900,000, then Operating Income to Sales is:

y. 18%

z. 12%

aa. 7%

ab. 4%

79. If the price of the stock is $ 45.00 and the Earnings per Share is $ 9.00, then the P / E Ratio is: 

y. 2

z. 5

aa. 9

ab. 15

80. Net Income for 1996 was $ 400,000 and Net Income for 1997 was $ 420,000. The percentage change in Net Income is:

u. 1%

v. 3%

w. 5%

x. 10%

Excellence in Financial Management

Course 4: Managing Cash Flow

Prepared by: Matt H. Evans, CPA, CMA, CFM 

This course provides an introduction to cash flow management. This course is recommended for 2 hours of Continuing Professional Education. In order to receive credit, you will need to pass a multiple choice exam which is administered over the internet at www.exinfm.com/training  
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Cash Flow Cycles  

Introduction

Cash is the most liquid of assets and it represents the lifeblood for growth and investment. In order to generate cash, we must efficiently and effectively manage the activities that provide cash. These activities include billing customers as quickly as possible, disbursing payments only when they come due, collecting cash on overdue accounts, and investing idle cash. Therefore, managing cash flow involves several objectives:

· Accelerating cash inflows wherever possible.

· Delaying cash outflows until they come due.

· Investing surplus cash to earn a rate of return.

· Borrowing cash at the best possible terms.

· Maintaining an optimal level of cash that is neither excessive nor deficient.

This course will attempt to outline how these objectives can be met. We will try to answer the following questions:

· How much cash do we need to run our business?

· How much cash is locked-up in other current assets?

· How long does it take to collect our cash from customers?

· How much cash should we hold?

· How do we cover cash deficits?

· How do we identify problems with cash flow?

Two Cycles: Disbursements and Receipts

As we indicated, cash flow management consists of several activities: Collecting accounts receivable, processing vendor payments, etc. We need to understand the time involved with each of these activities before we can properly plan our cash flows. Since cash consists of disbursements and receipts, we can think of cash flow in terms of two cycles.

Disbursement Cycle: The total time between when an obligation occurs and when the payment clears the bank. 

Example 1 - Disbursement Cycle Time

Specific Activity



Day

Obligation to Supplier


  0

Process Invoice from Supplier

10

Run Payables and cut checks

25

Payment clears the bank

35

Total Cycle Time for Disbursement = 35 days  

The overall objective within the Disbursement Cycle is to increase the cycle time; i.e. delay making payments until they are due. We can delay payments by:

1. Mailing checks from locations not close to customers. This will increase the mail time or mail float within the disbursement cycle.

2. Disbursing checks from a remote bank. This will increase the time required for the payment to clear the bank; i.e. clearance float.

3. Purchasing with credit cards so that the time required for making payment is much longer. By using a credit card, you will receive a bill at the end of the month payable in 30 days. This creates more processing time or processing float.

Therefore, when we manage cash flow cycles, we try to control three types of float times:

1. Mail Float: Time spent in the mail.

2. Clearance Float: Time spent trying to clear the bank.

3. Processing Float: Time required to process cash flow transactions.

By increasing the float times within disbursements, we have the use of cash for several more days. This is a source of spontaneous financing and we can measure our cash savings. 

Example 2 - Calculate Savings from Remote Bank 

Total average payroll is $ 280,000 once every two weeks. By using a remote bank for payroll, you gain two more days of float. How much cash is saved by using a remote bank if cash earns 12%? 

$ 280,000 x (.12 / 360) x 2 days 

$   187 savings each payroll

52 weeks per year / 2 week payroll

x     26  payroll periods

Total Annual Savings



$ 4,862 

Receipt Cycle: The total time between when products or services are delivered and when payment from the customer clears the bank. 

Example 3 - Calculate Receipt Cycle Time

Specific Activity



Day

Begin Services to Customer

  0

Issue Invoice to Customer

30

Receive Payment


62

Payment clears the bank

66

Total Cycle Time for Receipts = 66 days  

The overall objective within the Receipts Cycle is to decrease the cycle; i.e. shorten the time necessary to collect and have use of cash. We can shorten the receipt cycle by:

· Invoicing customers as quickly as possible.

· Taking immediate action when a customer becomes delinquent.

· Rewarding customers for making early payment by offering a discount.

· Imposing a finance charge on customers that are seriously delinquent.

· Evaluating the financial soundness of customers before extending credit.

· Accepting credit cards for payment.

· Issuing monthly statements to remind customers of amounts owed.

· Placing collection centers near customers and/or having banks control deposits. 

A lockbox system is an example of placing control with the bank. Under a lockbox system, customers send payments to a lockbox which is cleared daily by the bank. This can reduce processing time for deposits and reduce clearance float. Before adopting a lockbox system, you should weigh the costs versus the benefits (see example 4).

Example 4 - Cost Benefit of Lockbox Service

It currently takes 6 days to receive and deposit payments from customers. A lockbox will cut this time down to 4 days. Average daily collections are estimated at $ 150,000. Idle funds earn 5% and the total annual costs for a lockbox will be $ 22,000. Should you adopt a lockbox?

Additional Cash Flows are $ 150,000 x 2 days

$ 300,000

Return on Cash 




x         .05

Total Annual Benefit of Lockbox



$    15,000

Total Annual Costs of Lockbox



$    22,000

Net Benefit (Costs)




$   (  7,000)

Based on costs vs. benefits, a lockbox service will not provide cash savings. However, you still may want to consider the internal control benefits of the lockbox. 

Measuring Cycle Times

In order to monitor progress in managing cash, it is useful to understand how much cash is locked-up; i.e. not available to us. We can get an idea of cycle times by looking at average days in inventory, average days in receivables, and average days in payables. These three components cover the two basic cash flow cycles, disbursements and receipts. 

a: Average Days in Inventory = Average Inventory Balance / Average Daily Cost of Goods Sold

b: Average Days in Receivables = Average Receivable Balance / Average Daily Credit Sales

c: Average Days in Payables = Average Payables Balance / Average Daily Purchases on Account 

The overall cash flow cycle time is calculated as: a + b - c; i.e. inventory and receivables tie up cash receipts less payables for disbursements. This calculation is illustrated in Example 5.

Example 5 - Calculate Cash Flow Cycle Time

Average Monthly Activity for selected financial accounts is as follows:

Credit Sales

$ 950,000
Accounts Receivable
$ 1,300,000

Purchases

$ 525,000
Inventory

$     550,000

Cost of Goods Sold
$ 700,000
Accounts Payable
$     200,000

Average Days in Accounts Receivable = 1,300,000 / (950,000 / 30) = 41

Average Days in Inventory = 550,000 / (700,000 / 30) = 24

Average Days in Accounts Payable = 200,000 / (525,000 / 30) = 11

Total Cash Flow Cycle Time = 41 + 24 - 11 or 54 days. 

You also can plot cash flow cycle times by looking at the activity times within each cycle.

Example 6: 

          Inventory
                      Accounts Receivable
  Accounts Payable

Activity

   Days
     Activity

Days
 Activity

     Days

Process Requisition      1
     Capture Sales Order
    2
Receive Invoice
         4

Process P. Order
       3
     Fill out customer order          6         Approve Invoice              4

Production Time
      12
     Deliver Order

    2
Process Invoice              3

Inspect / Move     
        1
     Invoice Customer                  2         Prepare & Mail Check    3




     Receive Payment
   36
Check Clears Bank        6




     Payment Clears Bank           5



 _____



_____


   ______

        Total Days
      17



    53


       20

Total Cash Flow Cycle Time = 17 + 53 - 20 = 50 days

Once we have determined cash flow cycle times, we can move to the next step in cash flow management, planning. 
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Cash Flow Planning  

One of the objectives of cash flow management is to hold the right amount of cash. If we hold too much cash, we lose the opportunity to earn a return on idle cash. If we hold too little cash, we run the risk of not making timely payments to suppliers, banks, and other parties. We want to have an optimal cash balance that is neither excessive nor deficient. The optimal cash balance is determined by looking at the four reasons for holding cash:

1. Transaction Amounts: We have to hold enough cash to cover our outstanding payments or transactions. In addition to transaction amounts, we should add any compensating balances required under loan agreements. Therefore, the amount of cash on hand must be transaction amounts + compensating balances.

2. Precautionary Amounts: We need to maintain cash for unexpected disbursements. This is the precautionary amount of cash.

3. Speculative Amounts: If we are anticipating making an investment, we will hold a speculative amount to take advantage of opportunities in the marketplace.

4. Financial Amounts: In order to acquire assets, retire debt, or meet some major event, we will accumulate and hold a financial amount of cash. 

Key Point ( The minimal cash balance is usually equal to the total transaction amount (includes compensating balances) + total precautionary amount. 

Cash Flow Forecasting

One of the best ways to determine the optimal cash balance is to fully understand cash flow patterns. This requires that we plot cash flows and prepare a forecast. A cash flow forecast gives us a detail projection of future cash inflows and outflows. This will help us avoid cash deficiencies as well as excessive cash balances. A cash flow forecast also answers several questions, such as how long can we invest idle cash, when will it be necessary to borrow cash, and when can we purchase new capital assets? A typical cash flow forecast will include: Cash on Hand, Expected Receipts, and Expected Disbursements. Each major receipt and disbursement should be listed as a separate line item. Example 7 illustrates a basic cash flow forecast.

Example 7 —  Monthly Cash Flow Forecast 







January

Beginning Cash on Hand

$      60

Operating Receipts:

                  

Accounts Receivable

                1,200

Other Receipts



      - 0 -

Operating Disbursements:


Payroll




   (  850)


Taxes




   (    35)


Utilities




   (    80)


Insurance



   (  110)


Supplies



   (    60)


Services



   (  350)

 Other




   (    40)

Net Operating Cash Flow

$ (  325)

Investment Receipts:


Investment Income


      - 0 -


Sale of Marketable Securities

      - 0 -


Sale of Assets



      - 0 -

Investment Disbursements:


Invest in Marketable Securities

      - 0 -


Invest in Capital Assets

      - 0 -

Financing Receipts:


Proceeds from Loans


      - 0 -


Proceeds from Asset Borrowings
      - 0 -

Financing Disbursements:


Repay Loans & Debt


      - 0 -

Net Change in Cash


$ ( 325)

Total Available Cash


   ( 265)

Minimum Cash Balance 

        40

Surplus (Deficit)



   ( 305)

Activate Line of Credit


      325

Ending Cash Balance


 $     60

The overall objective is to prepare a cash flow forecast that is accurate enough to determine cash sufficiency. As a general rule, it is more difficult to predict cash receipts than cash disbursements. When making estimates about receipts and disbursements, consider using expected values, especially if you are uncertain about final amounts.  Example 8 illustrates the calculation of expected values for cash receipts from three service contracts.

Example 8 --- Calculate the Expected Value of Receipts




Sales

Probability of

Expected

Customer
Contract
Getting Contract
   Value

Ashcroft

$ 10,000
        20%

$ 2,000

Carson

$ 15,000
        50%

$ 7,500

Franklin

$   8,000
        80%

$ 6,400


 


Total Expected Value

$15,900
One way to predict customer receipts is to simply plot your collection patterns. Example 9 summarizes collection patterns based on past sales collections. 

Example 9 --- Plot Historical Collection %'s




0 - 30
 31-60
  61-90
  91-120   Over 121

Sales Month
Days
  Days     Days      Days      Days
Total %

January

15%
   38%
    40%
       6%
         1%
100%

February
14%
   42%      39%         4%         1%
100%


March

14%
   41%
    39%         5%         1%
100%


April
 
12%        46%       36%
        5%         1%
100%


Finally, consider the following points when preparing cash flow forecasts:

· Prepare cash forecasts for shorter periods of time (weekly or daily) if cash flows are tight.

· Use available data as much as possible to prepare cash flow forecasts.

· If necessary, prepare two forecasts: Early Warning Forecast for longer periods of time (six months) and Targeted Forecast for shorter periods of time (weekly).

· Be advised that cash flow forecasting is extremely difficult in periods of rapid growth. 

Special Bank Accounts

One method for maintaining an optimal cash balance is to use Zero Balance Accounts,  Sweep Accounts, and Investment Accounts. These accounts will automatically invest surplus cash while still serving as your main transaction account. Disbursements are cleared through a special account which has just enough cash to cover all transactions. The Bank makes a "sweep" of the account and takes any surplus cash and places it into a money market account. Money market accounts are one of the most popular accounts for investing surplus cash. Brokerage houses also offer investment accounts which sometimes earn slightly higher rates than money market accounts. When deciding which types of accounts to use, consider the following guidelines:

· If your average daily surplus cash exceeds $ 500,000, setup a direct overnight investment program with a brokerage house.

· If your average daily surplus cash exceeds $ 50,000, but is well below $ 500,000, setup a sweep account with your bank.

· If your average daily surplus cash is below $ 50,000, consider using a regular investment account with a brokerage house.

Chapter

3

Short-Term Financing 

Part of managing cash flows is to understand how to finance operating cash flows. We previously discussed how to predict cash deficits with forecasting. We now have to understand how to finance our cash flow deficits. Whenever we use short-term financing to cover cash deficits, we must consider costs, risks, restrictions imposed upon the organization, financing flexibility, our current financial situation, and other factors. Some of the questions we need to ask include:

· How long will we need financing?

· How much cash do we need?

· How will we use the borrowed funds?

· When and how will we repay the borrowed funds?

The first and most practical source of financing is spontaneous financing or trade credit. By lengthening the disbursement cycle, we obtain additional cash. Once we have exhausted spontaneous sources of financing, we than use conventional sources of financing, such as bank loans, lines of credit, and asset based borrowing. 

Bank Financing

One of your key partners in business should be your bank. Therefore, it is essential that you establish a good working relationship with a bank officer. This relationship is the basis for how you will obtain bank financing. For example, a line of credit is one way to address recurring cash deficits. You can also arrange a revolving loan. Under these arrangements, you borrow as deficits occur up to a maximum amount. Unless you have excellent credit, you will be required to put up collateral (such as receivables, inventory, etc.). The bank may also require a commitment fee or compensating balance (percentage of loan). Some key points about bank financing are:

· Make arrangements to borrow when you least need it. This is the best way to obtain favorable terms and conditions for short-term financing. 

· Borrow more than you think you will need. Many organizations under-estimate the amount of borrowing required for short-term financing.

· The moment you think you will need short term financing, begin preparing immediately. Bank financing takes time to arrange and execute.

· Borrow to meet your strategic plans, not to avoid possible bankruptcy. Banks are much more receptive to financing when it fits with some type of long-term plan.

· Make sure you maintain the best possible relationship with the bank. Send regular reports and information to the bank officer.

Example 10 --- Calculate Effective Rate for Line of Credit

You have established a $ 250,000 line of credit. The bank requires a 5% compensating balance on outstanding borrowings and 3% on any unused balance. The bank will charge 16%. You recently borrowed $ 100,000. What is your effective interest rate?

Borrowed Funds $ 100,000 x .05 =
$ 5,000

Unused Funds $ 150,000 x .03 =
   4,500


Total Compensating Balance

$ 9,500

($ 100,000 x .16) / ($ 100,000 - $ 9,500) = 17.7% effective rate 

Receivable Financing

In addition to bank financing, you can borrow against your assets from a financing company. Accounts Receivable is a liquid asset that provides a form of financing. In order to borrow against your accounts receivable, you must meet the following criteria:

1. Receivables are related to the sale of merchandise and not services.

2. Receivable customers are financially sound and there is a high probability of payment.

3. Receivable customers obtain title to merchandise when it is shipped.

4. Your overall receivable balance is at least $ 50,000 with sales that are substantially higher than your receivable balance.

There are two forms of receivable financing, factoring and assignments. 

Factoring: Under this form of financing, you sell your receivables to the financing company. You receive the face value of the receivable less a commission charge. The financing company assumes responsibility for collecting the receivable. Factoring gives you immediate cash and freedom from collecting from customers. However, it is costly and it sometimes confuses customers since they now make payment to a financing company.

Assignment: Under this arrangement, you transfer or assign your receivables over to the financing company. However, you still retain ownership of the receivables. The financing company advances 60% to 80% of the receivable balance. You continue to collect the receivables and the financing company charges you interest and service fees on the borrowed funds.

Inventory Financing

Inventory financing is similar to receivable financing. Inventory financing has the following requirements:

1. Inventory must be highly marketable.

2. Inventory is non-perishable and not subject to obsolescence.

3. Inventory prices are relatively stable.

There are three forms of inventory financing: 

Floating or Blanket Liens: The financing company will place a lien on your inventory; i.e. they obtain a security interest in your inventory in exchange for lending you cash. You continue to manage and control the inventory.

Warehouse Receipts: The financing company obtains an interest in a certain segment or part of your inventory. You will have to separate the inventory that you use for financing from the inventory not used for financing. This may require physical separation as well as separate accounting. 

Trust Receipts: The financing company lends you money for a specific item in your inventory until you are able to sell it. When you receive cash for the inventory sale, you pay the financing company. For example, car dealerships often buy automobiles by financing the purchase. When the car is sold, they payoff the financing company.

Example 11 illustrates the costs of financing inventory under a warehouse receipt arrangement.

Example 11 --- Calculate Costs of Financing Inventory

You have arranged for financing against $ 200,000 of your inventory. You will need financing for four months. The warehouse receipt loan costs 18% with 80% advanced against the inventory value. Additionally, you will have to separate your inventory and maintain separate records. This will costs about $ 6,000 over the four-month period. 

Interest Costs = .18 x .80 x $ 200,000 x ( 4 / 12 ) =
$ 9,600

Internal Costs 





   6,000

Total Costs for 4 months



$15,600 

Unsecured Financing

For large corporations with financially sound operations, cash can be obtained on the credit worthiness of the corporation; i.e. unsecured financing. Smaller organizations can sometimes obtain unsecured financing, but costs are often much higher than secured financing. For large corporations in the United States, commercial paper is perhaps the most popular form of unsecured financing. Commercial paper is sold at a discount in the form of a promissory note. The promissory notes are short-term, usually less than 270 days. Example 12 illustrates the costs of commercial paper.

Example 12 --- Calculate Costs of Commercial Paper

Bowie Corporation will issue $ 500,000 of 90 day, 16% commercial paper. The funds will be used for 70 days. Unused funds can be invested at 12%. The broker will charge 1.5% for the issuance of commercial paper. What is the total costs of this financing arrangement?

Interest Expense = $ 500,000 x .16 x ( 90 / 360 ) =

$ 20,000

Brokers Fee = $ 500,000 x .015 =


     
     7,500

Less Return on Unused Funds = $ 500,000 x .12 x ( 20 / 360 )
    (3,333)



Total Costs of Commercial Paper


$ 24,167
This concludes the overall process of cash flow management: Cash Flow Cycles, Cash Flow Forecasting, and Short Term Financing. We will now finish-up by touching on some finer points in cash flow  management. 
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Some Finer Points in Cash Flow Management 

We will now focus on some specific practices that are part of cash flow management. For example, how do we manage the collection of cash and how can we reduce certain types of cash outflows? 

Collection Practices

As we previously discussed, the receipts cycle requires a diligent collection process. We need to balance this need for quick cash collections with the needs of our customers. For example, customers who are important to our business should be treated carefully as opposed to customers who mean little or nothing to our future. Therefore, collection efforts must be customer specific in order to be effective. 

Specific collection techniques include letters, telephone calls, faxes, emails, and legal action. Two examples of collection letters are illustrated below:

Example 13 - Collection Letter after 90 days

Our records indicate that a balance of $ 4,650.30 is over 90 days past due. We have sent monthly statements and reminders several times, but we have yet to receive payment or any explanation as to why payment should not be made.

Please review this matter immediately. I will call you in the next five days to arrange payment. 

Example 14 - Final Collection Letter (Certified Mail)

Despite numerous requests and phone calls, we have not received payment for the attached invoices totaling $ 4,650.30.

Unless we receive full payment on or before September 15th, we will take whatever action is necessary to collect the balance.

The overall collection process should be pro-active and preventative. For example, wherever possible try to collect payment immediately as products or services are delivered. This eliminates the need for invoicing and follow-up collection. Require deposits from customers that have a history of late payments. Use credit applications to weed-out bad customers. Include a clause in the credit application that states all collection costs are reimbursed by the customer on delinquent accounts. Finally, if you receive payment in the form of a bad check, retain the check as evidence that you have a valid claim. 

Disbursement Practices

How you manage various disbursements and current assets can have a big impact on cash flows. There are several problem areas to watch-out for, such as payroll, purchasing, inventories, and insurance.

Payroll: Payroll is a large cash outflow and requires special attention. One obvious trend in payroll is to implement a flexible workforce since the flow of work fluctuates. Outsourcing and temporary workers are often part of a flexible workforce. Retain a full-time workforce for core activities. You can also increase payroll float times by simply distributing payroll checks after 2:00 p.m. Banks will not clear payroll checks until the following week.

Purchasing: Flexible purchasing can help cash flow. Consider renting certain items as opposed to purchasing. Ask yourself do we really need this item and how often will we use it? If practical, order items out-of-season when prices are low. Finally, consider using credit cards to make purchases since this will give you more time for making payment.

Inventory: Inventories have several hidden costs that can drain cash flow. These costs include storage, insurance, spoilage, handling, taxes, and financing. Get rid of inventory that is not moving. Obsolete inventory should be removed immediately. Find new ways of disposing of inventory. For example, it is better to sell inventory at costs than not at all. Your overall objective is to maintain inventory levels at a profitable level.

Insurance: Make sure you do not over insure your business. Purchase insurance in group packages to obtain the lowest premiums. Start by covering your largest risks first. Structure as high a deductible as you can afford. Avoid duplication and excessive insurance. Shift certain costs, such as health insurance to the employee through higher payroll deductions. Insurance should be used to cover risks that are material, but occur infrequently.

Warning Signs

One important element in cash flow management is to fully understand the warning signs of cash flow distress. Some early warning signs include:

· Cash balances are low compared to historical balances.

· Inventory is not moving.

· Vendor payments are made late.

· Banks are requesting financial statements.

· Major purchases have to be postponed.

· Management has become very risk adverse; i.e. overly cautious about spending money.

One way to monitor cash flow is to track liquidity ratios and compare these ratios to historical ratios and/or industry averages. Some examples include:

Current Ratio = Current Assets / Current Liabilities

Acid Test = Cash + Accounts Receivable + Marketable Securities / Current Liabilities

Cash Flow to Debt Ratio = Cash Flow / Total Debt

Cash Flow to Income Ratio = Operating Cash Flow / Net Income

Another warning sign is an unfavorable Z Score. The Z Score is about 90% accurate in predicting bankruptcy in the first year and about 80% accurate the second year. The Z Score combines five ratios and compares the result to a scoring scale. A weight is assigned to each ratio. The Z Score is calculated as follows:

 Z = 1.2 (A) + 1.4 (B) + 3.3 (C) + .6 (D) + .999 (E)

A: working capital / total assets

B: retained earnings / total assets

C: earnings before interest taxes / total assets

D: market value of equities / book value of debt

E: sales / total assets

The scoring scale for the Z Score is: 

If the Z Score is 1.8 or less, there is a very high probability of bankruptcy.

If the Z Score is 1.81 to 2.99, we are not sure about bankruptcy.

If the Z Score is 3.0 or higher, bankruptcy is unlikely.

Example 15 - Calculate the Z Score

Assume we have account balances of:

Total Assets = $ 1,000, 
Retained Earnings = $ 400, Sales = $ 1,500,

Earnings Before Interest & Taxes (EBIT) = $ 50, Working Capital = $ 100,

Market Value of Stock = $ 600, Book Value of Debt = $ 700 

1.2 x ($100 / $1,000) = .120

1.4 x ($400 / $1,000) = .560

3.3 x ($ 50 / $ 1,000) = .165

.6 x ($600 / $700) = .514

.999 x ($1,500 / $1,000) = 1.499

Z Score = 2.86 (.120 + .560 + .165 + .514 + 1.499)

Summary 

Managing cash flow is a major balancing act between making sure all obligations are paid on time, doing everything you can to collect cash as quickly as possible, and not holding excessive cash balances. An understanding of cash flow cycles is an important first step in managing cash flows. Once you understand the cycles, you want to lengthen the disbursement cycle and shorten the receipt cycle. Controlling float times is a common way of adjusting cash flow cycle times. 

In order to understand the magnitude and timing of cash flows, you need to plot cash flows. This leads to the use of cash flow forecasts. Cash flow forecasts help optimize the amount of cash that should be held. Cash flow forecasts also help identify when short-term financing will be required.

Finally, be aware that cash flows are influenced by many factors, ranging from payroll to inventories. A static workforce and runaway inventories can be detrimental to cash flows. You need to be aware of the warning signs of cash flow distress, such as late vendor payments and delayed purchases.

Final Exam 

Select the best answer for each question. Exams are graded and administered over the internet at www.exinfm.com/training. 

81. When it comes to managing the disbursement cycle, the objective is to: 

ag. Shorten the disbursement cycle.

ah. Lengthen the disbursement cycle

ai. Equalize disbursements with receipts.

aj. Borrow for all disbursements.

82. One way of decreasing the collection time for cash receipts is to:  

ag. Accept cash payments only.

ah. Issue vendor payments immediately.

ai. Invoice customers quickly.

aj. Treat all customers the same.

83. We can estimate total cash flow cycle times by calculating three ratios: (a) Average Days in Accounts Receivable, (b) Average Days in Inventory and (c) Average Days in Accounts Payable. Using these three ratios, the formula for calculating the total cash flow cycle time would be:  

ag. (a) - (b) - (c)

ah. (a) + (b) + (c)

ai. (a) x (b) x (c)

aj. (a) + (b) - (c)

84. The amount of cash that should be held is a function of four amounts: Transaction Amount (includes compensating balances), Precautionary Amount, Speculative Amount, and Financial Amount. As a general rule, the minimal amount of cash that should be held is:

ag. Transaction Amount

ah. Speculative Amount

ai. Transaction Amount + Precautionary Amount

aj. Speculative Amount + Financial Amount

85. Assume the following: Beginning Cash on Hand is $ 4,000, projected cash inflows are $ 28,000 and projected cash outflows are $ 39,000. You want to have an ending cash balance of $ 2,000. What is your total projected cash deficit?

ag. $ 11,000

ah. $   4,000

ai. $   7,000

aj. $   9,000

86. Spontaneous financing or trade credit is simply a way of obtaining more cash by: 

ag. Establishing a Line of Credit

ah. Lengthening the Disbursement Cycle

ai. Borrowing against your assets

aj. Selling your receivables

87. Two common ways of borrowing against accounts receivable are: 

ag. Factoring and Assignment

ah. Trust Receipts and Blanket Liens

ai. Leasing and Buy Backs

aj. Warranties and Options

88. In order to arrange financing against your inventory, your inventory must be: 

ac. Slow moving

ad. Certified by the IRS

ae. Highly Marketable

af. Obsolete

89. Your company has two major customers, Ajax and Miller. Ajax owes you $ 10,000 and Miller owes you $ 20,000 for the current month. Collection probabilities show that Ajax pays 70% of the time in the current month and 30% of the time the following month. Collection probabilities show that Miller pays 40% of the time in the current month and 60% of the time in the following month. Using expected values, what is the total amount of cash receipts for the current month?  

ac. $ 10,000

ad. $ 15,000

ae. $   7,000

af. $   3,000

90. One of the early warning signs of cash flow distress is: 

y. High inventory turnover

z. Early distribution of payroll checks

aa. Late vendor payments

ab. Excessive cash balances
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Valuation Concepts & Standards  

As indicated in Part 1 of this Short Course, a major challenge within the merger and acquisition process is due diligence. One of the more critical elements within due diligence is valuation of the Target Company.

We need to assign a value or more specifically a range of values to the Target Company so that we can guide the merger and acquisition process. We need answers to several questions: How much should we pay for the target company, how much is the target worth, how does this compare to the current market value of the target company, etc.?

It should be noted that the valuation process is not intended to establish a selling price for the Target Company. In the end, the price paid is whatever the buyer and the seller agree to.

The valuation decision is treated as a capital budgeting decision using the Discounted Cash Flow (DCF) Model. The reason why we use the DCF Model for valuation is because:

· Discounted Cash Flow captures all of the elements important to valuation.

· Discounted Cash Flow is based on the concept that investments add value when returns exceed the cost of capital.

· Discounted Cash Flow has support from both research and within the marketplace.

The valuation computation includes the following steps:

1. Discounting the future expected cash flows over a forecast period.

2. Adding a terminal value to cover the period beyond the forecast period.

3. Adding investment income, excess cash, and other non-operating assets at their present values.

4. Subtracting out the fair market values of debt so that we can arrive at the value of equity.

Before we get into the valuation computation, we need to ask: What are we trying to value? Do we want to assign value to the equity of the target? Do we value the Target Company on a long-term basis or a short-term basis? For example, the valuation of a company expected to be liquidated is different from the valuation of a going concern.

Most mergers and acquisitions are directed at acquiring the equity of the Target Company. However, when you acquire ownership (equity) of the Target Company, you will assume the outstanding liabilities of the target. This will increase the purchase price of the Target Company.

Example 1 - Determine Purchase Price of Target Company

Ettco has agreed to acquire 100% ownership (equity) of Fulton for $ 100 million. Fulton has $ 35 million of liabilities outstanding. 

Amount Paid to Acquire Fulton

$ 100 million

Outstanding Liabilities Assumed
     35 million



Total Purchase Price

$ 135 million

Key Point ( Ettco has acquired Fulton based on the assumption that Fulton's business will generate a Net Present Value of $ 135 million.

For publicly traded companies, we can get some idea of the economic value of a company by looking at the stock market price. The value of the equity plus the value of the debt is the total market value of the Target Company.

Example 2 - Total Market Value of Target Company

Referring back to Example 1, assume Fulton has 2,500,000 shares of stock outstanding. Fulton's stock is selling for $ 60.00 per share and the fair market value of Fulton's debt is $ 40 million. 

Market Value of Stock  (2,500,000 x $ 60.00) 
$ 150 million

Market Value of Debt 



     40 million



Total Market Value of Fulton

$ 190 million

A word of caution about relying on market values within the stock market; stocks rarely trade in large blocks similar to merger and acquisition transactions. Consequently, if the publicly traded target has low trading volumes, then prevailing market prices are not a reliable indicator of value. 

Income Streams

One of the dilemmas within the merger and acquisition process is selection of income streams for discounting. Income streams include Earnings, Earnings Before Interest & Taxes (EBIT), Earnings Before Interest Taxes Depreciation & Amortization (EBITDA), Operating Cash Flow, Free Cash Flow, Economic Value Added (EVA), etc. 

In financial management, we recognize that value occurs when there is a positive gap between return on invested capital less cost of capital. Additionally, we recognize that earnings can be judgmental, subject to accounting rules and distortions. Valuations need to be rooted in "hard numbers." Therefore, valuations tend to focus on cash flows, such as operating cash flows and free cash flows over a projected forecast period.

Free Cash Flow

One of the more reliable cash flows for valuations is Free Cash Flow (FCF). FCF accounts for future investments that must be made to sustain cash flow. Compare this to EBITDA, which ignores any and all future required investments. Consequently, FCF is considerably more reliable than EBITDA and other earnings-based income streams. The basic formula for calculating Free Cash Flow (FCF) is:

FCF = EBIT (1 - t ) + Depreciation - Capital Expenditures + or - Net Working Capital

( 1 - t ) is the after tax percent, used to convert EBIT to after taxes.

Depreciation is added back since this is a non-cash flow item within EBIT

Capital Expenditures represent investments that must be made to replenish assets and generate future revenues and cash flows.

Net Working Capital requirements may be involved when we make capital investments. At the end of a capital project, the change to working capital may get reversed.

Example 3 - Calculation of Free Cash Flow

EBIT




$ 400

Less Cash Taxes

  
 (130)

Operating Profits after taxes
   
   270

Add Back Depreciation

     
     75

Gross Cash Flow

   
   345

Change in Working Capital
     
     42

Capital Expenditures

  
  (270)

Operating Free Cash Flow
    
   117

Cash from Non Operating Assets *
     10

Free Cash Flow



$ 127
* Investments in Marketable Securities


In addition to paying out cash for capital investments, we may find that we have some fixed obligations. A different approach to calculating Free Cash Flow is:

FCF = After Tax Operating Tax Cash Flow - Interest ( 1 - t ) - PD - RP - RD - E

PD: Preferred Stock Dividends

RP: Expected Redemption of Preferred Stock

RD: Expected Redemption of Debt

E: Expenditures required to sustain cash flows

Example 4 - Calculation of Free Cash Flow

The following projections have been made for the year 2005:

· Operating Cash Flow after taxes are estimated as $ 190,000

· Interest payments on debt are expected to be $ 10,000

· Redemption payments on debt are expected to be $ 40,000

· New investments are expected to be $ 20,000

· The marginal tax rate is expected to be 30%

After Tax Operating Cash Flow



$ 190,000

Less After Tax Depreciation ($10,000 x (1 - .30))
    (  7,000)

Debt Redemption Payment



    (40,000)

New Investments




    (20,000)



Free Cash Flow



$ 123,000

Discount Rate

Now that we have some idea of our income stream for valuing the Target Company, we need to determine the discount rate for calculating present values. The discount rate used should match the risk associated with the free cash flows. If the expected free cash flows are highly uncertain, this increases risk and increases the discount rate. The riskier the investment, the higher the discount rate and vice versa. Another way of looking at this is to ask yourself - What rate of return do investors require for a similar type of investment?

Since valuation of the target's equity is often the objective within the valuation process, it is useful to focus our attention on the "targeted" capital structure of the Target Company. A review of comparable firms in the marketplace can help ascertain targeted capital structures. Based on this capital structure, we can calculate an overall weighted average cost of capital (WACC). The WACC will serve as our base for discounting the free cash flows of the Target Company. 

Basic Applications

Valuing a target company is more or less an extension of what we know from capital budgeting. If the Net Present Value of the investment is positive, we add value through a merger and acquisition.

Example 5 - Calculate Net Present Value

Shannon Corporation is considering acquiring Dalton Company for $ 100,000 in cash. Dalton's cost of capital is 16%. Based on market analysis, a targeted cost of capital for Dalton is 12%. Shannon has estimated that Dalton can generate $ 9,000 of free cash flows over the next 12 years. Using Net Present Value, should Shannon acquire Dalton?

Initial Cash Outlay



$ (100,000)

FCF of $ 9,000 x 6.1944 * 


       55,750

Net Present Value 



$  ( 44,250)
* present value factor of annuity at 12%, 12 years.

Based on NPV, Shannon should not acquire Dalton since there is a negative NPV for this investment.
We also need to remember that some acquisitions are related to physical assets and some assets may be sold after the merger. 

Example 6 - Calculate Net Present Value

Bishop Company has decided to sell its business for a sales price of $ 50,000. Bishop's Balance Sheet discloses the following:

Cash


$     3,000

Accounts Receivable
       7,000

Inventory

     12,000

Equipment - Dye
   115,000

Equipment - Cutting
     35,000

Equipment - Packing
     30,000

   Total Assets

$ 202,000

Liabilities

     80,000

Equity


   122,000

    Total Liab & Equity
$ 202,000

Allman Company is interested in acquiring two assets - Dye and Cutting Equipment. Allman intends to sell all remaining assets for $ 35,000. Allman estimates that total future free cash flows from the dye and cutting equipment will be $ 26,000 per year over the next 8 years. The cost of capital is 10% for the associated free cash flows. Ignoring taxes, should Allman acquire Bishop for $ 50,000?

Amount Paid to Bishop


$ (50,000)

Amount Due Creditors


   (80,000)

Less Cash on Hand


       3,000

Less Cash from Sale of Assets

     35,000

    Total Initial Cash Outlay

$ (92,000)

Present Value of FCF's for 8 years

at 10% - $ 26,000 x 5.3349

   138,707
     Net Present Value (NPV)

$   46,707

Based on NPV, Allman should acquire Bishop for $ 50,000 since there is a positive NPV of $ 46,707.

A solid estimation of incremental changes to cash flow is critical to the valuation process. Because of the variability of what can happen in the future, it is useful to run cash flow estimates through sensitivity analysis, using different variables to assess "what if" type analysis. Probability distributions are used to assign values to various variables. Simulation analysis can be used to evaluate estimates that are more complicated.

Valuation Standards

Before we get into the valuation calculation, we should recognize valuation standards. Most of us are reasonably aware that Generally Accepted Accounting Principles (GAAP) are used as standards to guide the preparation of financial statements. When we calculate the value (appraisal) of a company, there is a set of standards known as "Uniform Standards of Professional Appraisal Practice" or USAAP. USAAP's are issued by the Appraisals Standards Board. Here are some examples:

To avoid misuse or misunderstanding when Discounted Cash Flow (DCF) analysis is used in an appraisal assignment to estimate market value, it is the responsibility of the appraiser to ensure that the controlling input is consistent with market evidence and prevailing attitudes. Market value DCF analysis should be supported by market derived data, and the assumptions should be both market and property specific. Market value DCF analysis is intended to reflect the expectations and perceptions of market participants along with available factual data.

In developing a real property appraisal, an appraiser must: (a) be aware of, understand, and correctly employ those recognized methods and techniques that are necessary to produce a creditable appraisal; (b) not commit a substantial error of omission or co-omission that significantly affects an appraisal; (c) not render appraisal services in a careless or negligent manner, such as a series of errors that considered individually may not significantly affect the result of an appraisal, but which when considered in aggregate would be misleading.

Another area that can create some confusion is the definition of market value. This is particularly important where the Target Company is private (no market exists). People involved in the valuation process sometimes refer to IRS Revenue Ruling 59-60 which defines market value as:

The price at which the property could change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant facts. 

A final point about valuation standards concerns professional certification. Two programs directly related to valuations are Certified Valuation Analyst (CVA) and Accredited in Business Valuations (ABV). The CVA is administered by the National Association of CVA's (www.nacva.com) and the ABV is administered by the American Institute of Certified Public Accountants (AICPA - www.aicpa.org). Enlisting people who carry these professional designations is highly recommended.
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The Valuation Process  

We have set the stage for valuing the Target Company. The overall process is centered around free cash flows and the Discounted Cash Flow (DCF) Model. We will now focus on the finer points in calculating the valuation. In the book Valuation: Measuring and Managing the Value of Companies, the authors Tom Copland, Tim Koller, and Jack Murrin outline five steps for valuing a company:

1. Historical Analysis: A detail analysis of past performance, including a determination of what drives performance. Several financial calculations need to be made, such as free cash flows, return on capital, etc. Ratio analysis and benchmarking are also used to identify trends that will carry forward into the future.

2. Performance Forecast: It will be necessary to estimate the future financial performance of the target company. This requires a clear understanding of what drives performance and what synergies are expected from the merger.

3. Estimate Cost of Capital: We need to determine a weighed average cost of capital for discounting the free cash flows.

4. Estimate Terminal Value: We will add a terminal value to our forecast period to account for the time beyond the forecast period.

5. Test & Interpret Results: Finally, once the valuation is calculated, the results should be tested against independent sources, revised, finalized, and presented to senior management.

Financial Analysis

We start the valuation process with a complete analysis of historical performance. The valuation process must be rooted in factual evidence. This historical evidence includes at least the last five years (preferably the last ten years) of financial statements for the Target Company. By analyzing past performance, we can develop a synopsis or conclusion about the Target Company's future expected performance. It is also important to gain an understanding of how the Target Company generates and invests its cash flows. 

One obvious place to start is to assess how the merger will affect earnings. P / E Ratios (price to earnings per share) can be used as a rough indicator for assessing the impact on earnings. The higher the P / E Ratio of the acquiring firm compared to the target company, the greater the increase in Earnings per Share (EPS) to the acquiring firm. Dilution of EPS occurs when the P / E Ratio Paid for the target exceeds the P / E Ratio of the acquiring company. The size of the target's earnings is also important; the larger the target's earnings are relative to the acquirer, the greater the increase to EPS for the combined company. The following examples will illustrate these points.

Example 7 - Calculate Combined EPS

Greer Company has plans to acquire Holt Company by exchanging stock. Greer will issue 1.5 shares of its stock for each share of Holt. Financial information for the two companies is as follows:

                                          Greer                 Holt
Net Income

$ 400,000    
$ 100,000

Shares Outstanding
   200,000
     25,000

Earnings per Share
$     2.00
$    4.00

Market Price of Stock
$   40.00
$  48.00

Greer expects the P / E Ratio for the combined company to be 15.

Combined EPS = ($ 400,000 + $ 100,000) / (200,000 shares + (25,000 x 1.5)) = $ 500,000 / 237,500 = 
$ 2.11

Expected P / E Ratio 

  x   15

Expected Price of Stock

$ 31.65

Before we move to our next example, we should explain exchange ratios. The exchange ratio is the number of shares offered by the acquiring company in relation to each share of the Target Company. We can calculate the exchange ratio as:

Price Offered by Acquiring Firm / Market Price of Acquiring Firm

Example 8 - Determine Dilution of EPS

Romer Company will acquire all of the outstanding stock of Dayton Company through an exchange of stock. Romer is offering $ 65.00 per share for Dayton. Financial information for the two companies is as follows:

                                          Romer               Dayton
Net Income

$ 50,000    
$ 10,000

Shares Outstanding
     5,000
     2,000

Earnings per Share
$   10.00
$    5.00

Market Price of Stock
$  150.00


P / E Ratio

       15

(1) Calculate shares to be issued by Romer: $ 65 / $ 150 x 2,000 shares = 867 shares to be issued. 

(2) Calculate Combined EPS: ($ 50,000 + $ 10,000) / (5,000 + 867) = $ 10.23

(3) Calculate P / E Ratio Paid: Price Offered / EPS of Target or $ 65.00 / $ 5.00 = 13

(4) Compare P / E Ratio Paid to current P / E Ratio: Since 13 is less than the current ratio of 15, there should be no dilution of EPS for the combined company.

(5) Calculate maximum price before dilution of EPS: 15 = price / $ 5.00 or $ 75.00 per share. $ 75.00 is the maximum price that Romer should pay before EPS are diluted.

It is important to note that we do not want to get overly pre-occupied with earnings when it comes to financial analysis. Most of our attention should be directed at drivers of value, such as return on capital. For example, free cash flow and economic value added are much more important drivers of value than EPS and P / E Ratios. Therefore, our financial analysis should determine how does the target company create value - does it come from equity, what capital structure is used, etc.? In order to answer these questions, we need to:

1. Calculate value drivers, such as free cash flow.

2. Analyze the results, looking for trends and comparing the results to other companies.

3. Looking back historically in order to ascertain a "normal" level of performance.

4. Analyzing the details to uncover how the Target Company creates value and noting what changes have taken place.

Value Drivers

Three core financial drivers of value are:

1. Return on Invested Capital (NOPAT / Invested Capital)

2. Free Cash Flows

3. Economic Value Added (NOPAT - Cost of Capital)

NOPAT: Net Operating Profits After Taxes

A value driver can represent any variable that affects the value of the company, ranging from great customer service to innovative products. Once we have identified these value drivers, we gain a solid understanding about how the company functions. The key is to have these value drivers fit between the Target Company and the Acquiring Company. When we have a good fit or alignment, management will have the ability to influence these drivers and generate higher values.

In the book Valuation: Measuring and Managing the Value of Companies, the authors break down value drivers into three categories:

Type of Value Driver

Management's Ability to Influence
Level 1 - Generic

Low 

Level 2 - Business Units
Moderate

Level 3 - Operating

High

For example, sales revenue is a generic value driver (level 1), customer mix would be a business unit value driver (level 2), and customers retained would be an operating value driver (level 3). Since value drivers are inter-related and since management will have more influence over level 3 drivers, the key is to ascertain if the merger will give management more or less influence over the operating value driver. If yes, then a merger and acquisition could lead to revenue or expense synergies. Be advised that you should not work in reverse order; i.e. from level 1 down to level 3. For example, an increase in sales pricing will add more value to level 1, but in the long-run you will hurt customers retained (level 3) and thus, you may end-up destroying value.

Once we have identified value drivers, we can develop a strategic view of the Target Company. This strategic view along with drivers of value must be considered in making a performance forecast of the Target Company. We want to know how will the Target Company perform in the future. In order to answer this question, we must have a clear understanding of the advantages that the Target Company has in relation to the competition. These competitive advantages can include things like customer mix, brand names, market share, business processes, barriers to competition, etc. An understanding of competitive advantages will give us insights into future expected growth for the Target Company.

Forecasting Performance

Now that we have some insights into future growth, we can develop a set of performance scenarios. Since no-one can accurately predict the future, we should develop at least three performance scenarios:

1. Conservative Scenario: Future growth will be slow and decline over time.

2. General Industry Scenario: Continued moderate growth similar to the overall industry.

3. Improved Growth Scenario: Management has the ability to influence level 1 value drivers and we can expect above average growth.

Keep in mind that performance scenarios have a lot of assumptions and many of these assumptions are based on things like future competition, new technologies, changes in the economy, changes in consumer behavior, etc. The end-result is to arrive at a "most likely" value between the different scenarios. 

Example 9 - Overall Value per Three Scenarios

You have calculated three Net Present Value's (NPV) over a 12 year forecast period. Based on your analysis of value drivers, strategies, competition, and other variables, you have assigned the following values to each scenario: 

Scenario
Probability   x
Net Present Value  =
Expected Value

Conservative
    20%

   $ 180,000

$     36,000 

Normal

    65%

      460,000

     299,000

M & A Growth
    15%

      590,000

       88,500


Overall Value of Target Company

$  423,500

The Valuation Model should include a complete set of forecasted financial statements. Usually a set of forecasted financial statements will start with the Sales Forecast since sales is a driver behind many account balances. A good sales forecast will reflect future expected changes in sales prices, volumes, and other variables. 

NOTE: For more information about preparing forecasted financial statements, refer to Short Course 2 - Financial Planning & Forecasting.

Two important points when preparing your forecast are:

Historical Perspective: Make sure the pieces of your forecast fit together and flow from historical performance. Historical values are very important for predicting the future. You can gain an historical perspective by simply plotting financial trends (see Example 10).

Forecast Period: Your forecast period should cover a long enough period for the target company to reach a stable and consistent performance level. For example, a company has reached a stable point when it can earn a constant rate of return on capital for an indefinite period and the company has the ability to reinvest a constant proportion of earnings back into the business. 


Rarely is the forecast period less than seven years. When in doubt, use a longer forecast than a shorter forecast.

The final step in forecasting the financials is to estimate the value drivers and verify the value drivers against historical facts. As we indicated, three core drivers are return on capital, free cash flow, and economic value added. Make sure you test your results; are key drivers consistent with what has happened in the past, what are the trends for future growth, what are the competitive trends, how will this impact performance, etc.?

Example 10 - Plotting Historical Trends to help with preparing forecasted financial statements


                                         1990     1991    1992    1993    1994

Operations:

  Growth in Revenues
    14%     12%      11%     11%     10%

  Growth in Margins
      7%       7%        6%       5%       5%

Working Capital:

  Cash

     
     2%
     2%        2%       3%       3%

  Accts Rec

   12%      13%     13%      13%     14%

  Accts Payable

    4%         4%       5%        5%       5%

Investments:

  Assets to Sales
   30%
    31%      28%     29%      28%

  Return on Capital
   14%      12%      13%     13%      12%

When we have completed the Valuation Model, we will have a set of forecasted financial statements supporting each of our scenarios:

· Forecasted Income Statement - 3 Scenarios

· Forecasted Balance Sheet - 3 Scenarios

· Forecasted Free Cash Flows - 3 Scenarios

· Forecasted Return on Capital - 3 Scenarios

· Forecasted Performance Ratios - 3 Scenarios

Example 11 - Forecasted Income Statement for Scenario 2 - Moderate

($ million)


                                         2001     2002    2003   2004    2005   2006    2007

Revenues
 
$ 6.50
$  6.70
 $ 6.85  $6.95 $7.05   $7.09   $7.12       

Less Operating 
     
   3.20
    3.30      3.41   3.53    3.65     3.72    3.78

Less Depreciation
    .56
      .54        .52     .85      .80       .77      .72

EBIT


   2.74      2.86      2.92   2.57     2.60    2.60     2.62

Less Interest

    .405      .380      .365   .450    .440     .410     .390

Earnings Before Tax
   2.335    2.480   2.555  2.12     2.16    2.19     2.23

Less Taxes

    .780      .810      .870   .650     .660     .71       .73

Net Income

   1.555
   1.670   1.685  1.470   1.500  1.48     1.50

Terminal Values

It is quite possible that free cash flows will be generated well beyond our forecast period. Therefore, many valuations will add a terminal value to the valuation forecast. The terminal value represents the total present value that we will receive after the forecast period.

Example 12 - Adding Terminal Value to Valuation Forecast

Net Present Value for forecast period (Example 9) 
$ 423,500

Terminal Value for beyond forecast period

   183,600



Total NPV of Target Company


$ 607,100
There are several approaches to calculating the terminal value:

Dividend Growth: Simply take the free cash flow in the final year of the forecast, add a nominal growth rate to this flow and discount the free cash flow as a perpetuity. Terminal value is calculated as:

Terminal Value = FCF ( t + 1 ) / wacc - g

( t + 1 ) refers to the first year beyond the forecast period

wacc: weighted average cost of capital

g: growth rate, usually a very nominal rate similar to the overall economy



It should be noted that FCF used for calculating terminal values is a normalized free cash flow (FCF) representative of the forecast period.

Example 13 - Calculate Terminal Value Using Dividend Growth

You have prepared a forecast for ten years and the normalized free cash flow is $ 45,000. The growth rate expected after the forecast period is 3%. The wacc for the Target Company is 12%. 

($ 45,000 x 1.03) / (.12 - .03) = $ 46,350 / .09 = $ 515,000

If we wanted to exclude the growth rate in Example 13, we would calculate terminal value as $ 46,350 / .12 = $ 386,250. This gives us a much more conservative estimate.

Adjusted Growth: Growth is included to the extent that we can generate returns higher than our cost of capital. As a company grows, you must reinvest back into the business and thus free cash flows will fall. Therefore, the Adjusted Growth approach is one of the more appropriate models for calculating terminal values. 

Terminal Value = EBIT ( 1 - tr) ( 1 - g / r ) / wacc - g

tr: tax rate
g: growth rate

r: rate of return on new investments

Example 14 - Calculate Terminal Value Using Adjusted Growth

Normalized EBIT is $ 60,000 and the expected normal tax rate is 30%. The overall long-term growth rate is 3% and the weighted average cost of capital is 12%. We expect to obtain a rate of return on new investments of 15%.

$ 61,800 ( 1 - .30 ) ( 1 - .03 / .15 ) / (.12 - .03) =

$ 43,260 ( .80 ) / .09 = $ 384,533

If we use Free Cash Flows, we would have the following type of calculation:

Earnings Before Interest Taxes (EBIT)
$ 60,000

Remove taxes (1 - tr ) 


   x    .70

Operating Income After Taxes

   42,000

Depreciation (non cash item)

   12,000

Less Capital Expenditures

  (  9,000)

Less Changes to Working Capital
   ( 1,000)

Free Cash Flow



   44,000

Growth Rate @ 3%


  x   1.03

Free Cash Flow ( t + 1 )


   45,320

Adjust Growth > Return on Capital
  x    .80

Adjusted FCF ( t  + 1 )


   36,256

Divided by wacc - g or .12 - .03

      .09

Terminal Value



$ 402,844


EVA Approach: If your valuation is based on economic value added (EVA), then you should extend this concept to your terminal value calculation:

Terminal Value = NOPAT ( t + 1 ) x ( 1 - g / rc ) / wacc - g

NOPAT: Net Operating Profits After Taxes
rc: return on invested capital

Terminal values should be calculated using the same basic model you used within the forecast period. You should not use P / E multiples to calculate terminal values since the price paid for a target company is not derived from earnings, but from free cash flows or EVA. Finally, terminal values are appropriate when two conditions exist:

1. The Target Company has consistent profitability and turnover of capital for generating a constant return on capital.

2. The Target Company is able to reinvest a constant level of cash flow because of consistency in growth.

If these two criteria do not exist, you may need to consider a more conservative approach to calculating terminal value or simply exclude the terminal value altogether.

Example 15 - Summarize Valuation Calculation Based on Expected Values under Three Scenarios

Present Value of FCF's for 10 year forecast period
$ 62,500

Terminal Value based on Perpetuity 


   87,200

Present Value of Non Operating Assets
  

     8,600
Total Value of Target Company



 158,300

Less Outstanding Debt at Fair Market Value:

Short-Term Notes Payable



 (   6,850)

Long-Term Bonds (25 year Grade BB)


 ( 26,450)

Long-Term Bonds (10 year Grade AAA)

 ( 31,900)

Long-Term Bonds ( 5 year Grade BBB)


 ( 22,700)

Present Value of Lease Obligations


 ( 17,880)

Total Value Assigned to Equity



   52,520

Outstanding Shares of Stock



     7,000

Value per Share ($ 52,520 / 7,000)


$     7.50
Example 16 - Calculate Value per Share

You have completed the following forecast of free cash flows for an eight year period, capturing the normal business cycle of Arbor Company:

Year

     FCF
2001

$ 1,550

2002

   1,573

2003 1,598

2004 1,626

2005 1,656

2006 1,680

2007 1,703

2008 1,725

Arbor has non-operating assets of $ 150. These assets have an estimated present value of $ 500. Based on the present value of future payments, the present value of debt is $ 2,800. Terminal value is calculated using the dividend growth model. A nominal growth rate of 2% will be used. Arbor's targeted cost of capital is 14%. Arbor has 3,000 shares of stock outstanding. What is Arbor's Value per Share?

Year
     FCF
      x     P.V. @ 14%
Present Value
2001
$ 1,550

.8772

$ 1,360

2002
   1,573

.7695

   1,210

2003 1,598
.6750

   1,079

2004 1,626
.5921

      963

2005 1,656
.5194

      860

2006 1,680
.4556

      765

2007 1,703
.3996

      681

2008 1,725
.3506

      605

Total Present Value for Forecast Period
   

$  7,523


Terminal Value = ($ 1,725 x 1.02) / (.14 - .02) =

  14,663

Value of Non Operating Assets



       500

Total Value of Arbor




  22,686

Less Value of Debt




(  2,800)

Value of Equity





 19,886

Shares Outstanding




   3,000

Value per Share




$   6.63
Special Problems 

Before we leave valuations, we should note some special problems that can influence the valuation calculation. 

Private Companies: When valuing a private company, there is no marketplace for the private company. This can make comparisons and other analysis very difficult. Additionally, complete historical information may not be available. Consequently, it is common practice to add to the discount rate when valuing a private company since there is much more uncertainty and risk.

Foreign Companies: If the target company is a foreign company, you will need to consider several additional variables, including translation of foreign currencies, differences in regulations and taxes, lack of good information, and political risk. Your forecast should be consistent with the inflation rates in the foreign country. Also, look for hidden assets since foreign assets can have significant differences between book values and market values.

Complete Control: If the target company agrees to relinquish complete and total control over to the acquiring firm, this can increase the value of the target. The value assigned to control is expressed as: 

CV = C + M 

CV: Controlling Value

C: Maximum price the buyer is willing to pay for control of the target company

M: Minority Value or the present value of cash flows to minority shareholders.

If the merger is not expected to result in enhanced values (synergies), then the acquiring firm cannot justify paying a price above the minority value. Minority value is sometimes referred to as stand-alone value.
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Post Merger Integration  

We have now reached the fifth and final phase within the merger and acquisition process, integration of the two companies. Up to this point, the process has focused on putting a deal together. Now comes the hard part, making the merger and acquisition work. If we did a good job with due diligence, we should have the foundation for post merger integration. However, despite due diligence, we will need to address a multitude of issues, such as:

· Finalizing a common strategy for the new organization. We need to be careful not to impose one strategy onto the other company since it may not fit.

· Consolidating duplicative services, such as human resources, finance, legal, etc.

· Consolidating compensation plans, corporate policies, and other operating procedures.

· Deciding on what level of integration should take place.

· Deciding on who will govern the new organization, what authority people will have, etc.

It is ironic that in many cases, senior management is actively involved in putting the merger together, but once everything has been finalized, the job of integrating the two companies is dumped on middle level management. Therefore, one of the first things that should happen within post merger integration is for senior management to:

· Develop an overall plan for integrating the two companies, including a time frame since synergy values need to be recovered quickly. If synergy values are dependent upon the target's customers, markets, assets, etc., then a fast integration process should be planned. If expected synergies come from strategies and intellectual capital of the target, a more cautious approach to integration may be appropriate.

· Directing and guiding the integration process, establishing governance, and assigning project managers to integration projects.

· Leading change through great communication, bringing people together, resolving issues before they magnify, establishing expectations, etc.

Once the two companies announce their merger, an entire set of dynamics goes into motion. Uncertainty and change suddenly impact both companies. Several issues need to be managed to prevent the escape of synergy values. 

Managing the Process

The integration of two companies is managed within a single, centralized structure in order to reduce duplication and minimize confusion. A centralized structure is also needed to pull everything together since the integration process tends to create a lot of divergent forces. A Senior Project Team will be responsible for managing post merger integration (PMI). This includes things like coordination of projects, assigning task, providing support, etc. As previously indicated, it is important for both senior management and middle management to share in the integration process:

Senior Management



Senior Project Team

Cultural & Social Integration


Functional Integration

Strategic Fit between the Companies

Selection of Best Practices

Communication



Set up Task Forces







Identify Critical Issues







Problem Solving

The Senior Project Team will consist of representatives from both companies, covering several functional areas (human resources, marketing, operations, finance, etc.). Team members should have a very strong understanding of the business since they are trying to capture synergy values throughout PMI. 

Special task forces will be established by the Senior Project Team to integrate various functions (finance, information technology, human resources, etc.). Task forces are also used to address specific issues, such as customer retention, non-disruption of operations, retention of key personnel, etc. Task forces can create sub-teams to split an issue by geographic area, product line, etc.

All of these teams must have a clear understanding of the reasons behind the merger since it is everybody's job to capture synergies. There is no way senior management can fully identify all of the expected synergies from a merger and acquisition.

It is not unusual for some task forces to begin meeting before the merger is announced. If integration begins before announcement of the merger, team members will have to act in a confidential manner, exercising care on who they share information with. The best approach is to act as though a merger will not take place.

Example 17 - Timeline leading up to Post Merger Integration (PMI)

June 21, 1998: Officers from both companies plan post merger integration.

July 17, 1998: Orientation meeting for key management personnel from both companies.

July 30, 1998: Project Managers are assigned to Task Forces.

August 16, 1998: Launch Task Forces.

August 27, 1998: Critical Issues are identified by Task Forces. Set goals and time frames.

October 26, 1998: Task Force develops detail plan for PMI.

October 30, 1998: Reach consensus on final plan.

November 6, 1998: Officers from both companies approve detail integration plans. 

November 11, 1998: Operating (action steps) are outlined for implementing the PMI Plan.

January 17, 1999: Begin Post Merger Integration

Example 18 - Outline for Post Merger Integration (PMI) by Senior Task Force or Senior Project Team

1. Assess current situation - where do we stand?

2. Collect information and identify critical issues for integration.

3. Develop plans to resolve critical issues.

4. Obtain consensus and agree on PMI Plan.

5. Train personnel, prepare for integration, work out logistics, map out the process, etc.

6. Implement PMI Plan - conduct meetings, setup teams, provide direction, make key decisions, etc.

7. Revise the PMI Plan - measure and monitor progress, make adjustments, issue progress reports to executive management, etc.

8. Delegate - Move the integration process down into lower levels of the organization, allow staff personnel to control certain integration decisions, etc.

9. Complete - Move aggressively into full integration, coordinate and communicate progress until integration is complete.

Decision Making

Post merger integration (PMI) will require very quick decision-making. This is due in part to the fact that fast integration's work better than slow integration's. The new organization has to be established quickly so people can get back to servicing customers, designing products, etc. The more time people spend thinking about the merger, the less likely they will perform at high levels.

Many decisions within PMI will be difficult, such as establishing the new organizational structure, re-assigning personnel, selling-off assets, etc. However, it is necessary to get these decisions behind you as quickly as possible since the synergy meter is running. In addition, failure to act will leave the impression of indecisiveness and inability to manage PMI.

In order to make decisions, it is necessary to define roles; people need to know who is in charge. People who are responsible for integration should be highly skilled in coordinating projects, leading people, and thinking on their feet while staying focused on the strategies behind the merger and acquisition.

People Issues

Productivity and performance will usually drop once a merger is announced. The reason is simple; people are concerned about what will happen. In the book The Complete Guide to Mergers and Acquisitions, the authors note that "at least 360,000 hours of lost productivity can be lost during an acquisition of just a thousand person operation." 

Quick and open communication is essential for managing people issues. Constant communication is required for addressing the rumors and questions that arise within PMI. People must know what is going on if they are expected to remain focused on their jobs. Communication should be deep and broad, reaching out to as many people as possible. Face to face communication works best since there is an opportunity for feedback. Even cursory communication is better than no communication at all.

"Get all the facts out. Give people the rationale for change, laying it out in the clearest, most dramatic terms. When everybody gets the same facts, they'll generally come to the same conclusion. Only after everyone agrees on the reality and resistance is lowered can you get buy-in to the needed changes." - Jack Welch, CEO, General Electric

It is also a good idea to train people in change management. Most people will lack the knowledge and skills required for PMI. Immediately after the merger is announced, key personnel should receive training in how to manage change and make quick decisions. People must feel competent about their abilities to pull off the integration.

Managing Resistance

The failure to manage resistance is a major reason for failed mergers. Resistance is natural and not necessarily indicative of something wrong. However, it cannot be ignored. Four important tools for managing resistance are:

Communicate: As we just indicated, you have to make sure people know what is going on if you expect to minimize resistance. Rumors should not be the main form of communication. The following quote from a middle level manager at a meeting with executive management says it all:

"How can I tell my people what needs to be done to integrate the two companies, when I have heard nothing about what is going on."

Training: As we just noted, people must possess the necessary skills to manage PMI. Investing in people through training can help achieve "buy-in" and thus, lower resistance.

Involvement: Resistance can be reduced by including people in the decision making process. Active engagement can also help identify problem areas.

Alignment: One way to buffer against resistance is to align yourself with those people who have accepted the merger. Ultimately, it will be the non-resistors who bring about the integration. Do not waste excessive resources on detractors; they will never come around.

Closing the Cultural Gap

One of the biggest challenges within PMI is to close the cultural divide between the two companies. Cultural differences should have been identified within Phase II Due Diligence. One way of closing the cultural gap is to invent a third, new corporate culture as opposed to forcing one culture onto another company. A re-design approach can include:

· Reducing the number of rules and policies that control people. In today's empowered world, it has become important to unleash the human capacities within the organization.

· Create a set of corporate policies centered around the strategic goals and objectives of the new organization.

· Implement new innovative approaches to human resource management, such as the 360-degree evaluation.

· Eliminate various forms of communication that continue with the "old way" of doing things.

· Re-enforce the new ways with incentive programs, rewards, recognition, special events, etc.

Specific Areas of Integration

As we move forward with the integration process, a new organizational structure will unfold. There will be new reporting structures based on the needs of the new company. Structures are built around workflows. For best results, collaboration should take place between the two companies; mixing people, combining offices, sharing facilities, etc. This collaboration helps pull the new organization together. As noted earlier, a centralized organization will experience less difficulty with PMI than a decentralized organization. Collaboration is also enhanced when there are: 

· Shared Goals - The more common the goals and objectives of the two companies, the easier it is to integrate the two companies.

· Shared Cultures - The more common the cultures of the two companies, the easier the integration.

· Shared Services - The closer both company's can come to developing a set of shared services (human resource management, finance, etc.), the more likely synergies can be realized through elimination of duplicative services.

Many functional areas will have to be integrated. Each will have its own integration plan, led by a Task Force. Two areas of concern are compensation and technologies. 

Compensation Plans: It is important to make compensation plans between the two companies as uniform as possible. Failure to close the compensation gap can lead to division within the workforce.  Compensation plans should be designed based on a balance between past practices and future needs of the company. Since lost productivity is a major issue, compensation based on performance should be a major focus.

Technologies: When deciding which information system to keep between the two companies, make sure you ask yourself the following questions:

· Do we really need this information?

· Is the information timely?

· Is the information accurate?

· Is the information accessible?

One of the misconceptions that may emerge is to retain the most current, leading-edge technology. This may be a mistake since older legacy systems may be well tested and reliable for future needs of the organization. If both systems between the two companies are outdated, a whole new system may be required. 

Retaining Key Personnel

Mergers often result in the loss of key (essential) personnel. Since synergies are highly dependent upon quality personnel, it will be important to take steps for retaining the high performers of the Target Company.

The first step is to identify key personnel. Ask yourself, if these people were to leave, what impact would it have on the company? For example, suppose a Marketing Manager decided to resign, resulting in the loss of critical customers. Other people may be critical to strategic thinking and innovation. 

Once you have a list of key personnel, the next step is to determine what motivates essential personnel. Some people are motivated by their work while others are interested in climbing the corporate ladder. Retention programs are designed around these motivating factors. 

The third step is to implement your retention programs. Personally communicate with key personnel; let them know what their position will be in the new company. If compensation is a motivating factor, offer key personnel a "stay" bonus. If people are motivated by career advancement, invite them to important management meetings and have them participate in decision making. Don't forget to reinforce retention by recognizing the contributions made by key personnel. It is also a good idea to recruit key personnel just as if you would recruit any other key management position. This solidifies the retention process.

Finally, you will need to evaluate and modify retention programs. For example, if key people continue to resign, then conduct an exit interview and find out why they are leaving. Use this information to change your retention programs; otherwise, more people will be defecting.

Retaining Customers

Mergers will obviously create some disruptions. One area where disruptions must be minimized is customer service. Once a merger is announced, communicate to your customers, informing them that products and services will not deteriorate due to the merger. Additionally, employees directly involved with customer service cannot be distracted by the merger.

If customers are expected to defect, consider offering special deals and programs to reinforce customer retention. As a minimum, consider setting up a customer hotline to answer questions. Finally, do not forget to communicate with vendors, suppliers, and others involved in the value chain. They too are your customers. 

Measuring PMI

The last area we want to touch on is measurement of post merger integration (PMI). Results of the integration process need to be captured and measured so that you can identify problem areas and make corrections. For example, are we able to retain key personnel? How effective is our communication? We need answers to these types of questions if we expect success in PMI.  

One way of ensuring feedback is to retain the current measurement systems that are in place; especially those involved with critical areas like customer service and financial reporting. Day to day operations will need to be monitored for sudden changes in customer complaints, return merchandise, cancelled orders, production stoppages, etc. New measurements for PMI will have to be simple and easy to deploy since there is little time for formal design. For example, in one case the PMI relied on a web site log to capture critical data, identify synergy projects, and report PMI progress. On-line survey forms were used to solicit input and identify problem areas. A clean and simple approach works best. 

A measurement system starts with a list of critical success factors (CSF) related to PMI. These CSF's will reflect the strategic outcomes associated with the merger. For example, combining two overlapping business units might represent a CSF for a merger. From these CSF's, we can develop key performance indicators. Collectively, a complete system known as the Balanced Scorecard can be used to monitor PMI. Process leaders are assigned to each perspective within the scorecard, collecting the necessary data for measurement.

Example 19 - Balanced Scorecard for Post Merger Integration (PMI)

Perspective


Key Performance Indicator

Customers

- Retention of Existing Customers


     "


- Efficiency in Delivering Services

Financial

- Synergy Components Captured to Date

       "


- Timely Financial Reporting

       "


- Timely Cash Flow Management

Operational

- Completion of Systems Analysis

       "


- Reassignments to all Operating Units

       "


- Resources Allocated for Workloads

Human Resource
- Percentage of Personnel Defections

       "


- Change Management Training

       "


- Communication Feedbacks

Organizational

- Cultural Gaps between company's

       "


- Number of Critical Processes Defined

       "


- Lower level involvement in integration
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Anti-Takeover Defenses  

Throughout this entire short course (parts 1 & 2), we have focused our attention on making the merger and acquisition process work. In this final chapter, we will do just the opposite; we will look at ways of discouraging the merger and acquisition process. If a company is concerned about being acquired by another company, several anti-takeover defenses can be implemented. As a minimum, most companies concerned about takeovers will closely monitor the trading of their stock for large volume changes. 

Poison Pills

One of the most popular anti-takeover defenses is the poison pill. Poison pills represent rights or options issued to shareholders and bondholders. These rights trade in conjunction with other securities and they usually have an expiration date. When a merger occurs, the rights are detached from the security and exercised, giving the holder an opportunity to buy more securities at a deep discount. For example, stock rights are issued to shareholders, giving them an opportunity to buy stock in the acquiring company at an extremely low price. The rights cannot be exercised unless a tender offer of 20% or more is made by another company. This type of issue is designed to reduce the value of the Target Company. Flip-over rights provide for purchase of the Acquiring Company while flip-in rights give the shareholder the right to acquire more stock in the Target Company. Put options are used with bondholders, allowing them to sell-off bonds in the event that an unfriendly takeover occurs. By selling off the bonds, large principal payments come due and this lowers the value of the Target Company.

Golden Parachutes

Another popular anti-takeover defense is the Golden Parachute. Golden parachutes are large compensation payments to executive management, payable if they depart unexpectedly. Lump sum payments are made upon termination of employment. The amount of compensation is usually based on annual compensation and years of service. Golden parachutes are narrowly applied to only the most elite executives and thus, they are sometimes viewed negatively by shareholders and others. In relation to other types of takeover defenses, golden parachutes are not very effective.

Changes to the Corporate Charter

If management can obtain shareholder approval, several changes can be made to the Corporate Charter for discouraging mergers. These changes include:

Staggered Terms for Board Members: Only a few board members are elected each year. When an acquiring firm gains control of the Target Company, important decisions are more difficult since the acquirer lacks full board membership. A staggered board usually provides that one-third are elected each year for a 3 year term. Since acquiring firms often gain control directly from shareholders, staggered boards are not a major anti-takeover defense. 

Super-majority Requirement: Typically, simple majorities of shareholders are required for various actions. However, the corporate charter can be amended, requiring that a super-majority (such as 80%) is required for approval of a merger. Usually an "escape clause" is added to the charter, not requiring a super-majority for mergers that have been approved by the Board of Directors. In cases where a partial tender offer has been made, the super-majority requirement can discourage the merger.

Fair Pricing Provision: In the event that a partial tender offer is made, the charter can require that minority shareholders receive a fair price for their stock.  Since many states have adopted fair pricing laws, inclusion of a fair pricing provision in the corporate charter may be a moot point. However, in the case of a two-tiered offer where there is no fair pricing law, the acquiring firm will be forced to pay a "blended" price for the stock.

Dual Capitalization: Instead of having one class of equity stock, the company has a dual equity structure. One class of stock, held by management, will have much stronger voting rights than the other publicly traded stock. Since management holds superior voting power, management has increased control over the company. A word of caution: The SEC no longer allows dual capitalization's; although existing plans can remain in effect. 

Recapitalizations

One way for a company to avoid a merger is to make a major change in its capital structure. For example, the company can issue large volumes of debt and initiate a self-offer or buy back of its own stock. If the company seeks to buy-back all of its stock, it can go private through a leveraged buy out (LBO). However, leveraged recapitalizations require stable earnings and cash flows for servicing the high debt loads. And the company should not have plans for major capital investments in the near future. Therefore, leveraged recaps should stand on their own merits and offer additional values to shareholders. Maintaining high debt levels can make it more difficult for the acquiring company since a low debt level allows the acquiring company to borrow easily against the assets of the Target Company. 

Instead of issuing more debt, the Target Company can issue more stock. In many cases, the Target Company will have a friendly investor known as a "white squire" which seeks a quality investment and does not seek control of the Target Company. Once the additional shares have been issued to the white squire, it now takes more shares to obtain control over the Target Company.

Finally, the Target Company can do things to boost valuations, such as stock buy-backs and spinning off parts of the company. In some cases, the target company may want to consider liquidation, selling-off assets and paying out a liquidating dividend to shareholders. It is important to emphasize that all restructurings should be directed at increasing shareholder value and not at trying to stop a merger. 

Other Anti Takeover Defenses

Finally, if an unfriendly takeover does occur, the company does have some defenses to discourage the proposed merger:

1. Stand Still Agreement: The acquiring company and the target company can reach agreement whereby the acquiring company ceases to acquire stock in the target for a specified period of time. This stand still period gives the Target Company time to explore its options. However, most stand still agreements will require compensation to the acquiring firm since the acquirer is running the risk of losing synergy values.

2. Green Mail: If the acquirer is an investor or group of investors, it might be possible to buy back their stock at a special offering price. The two parties hold private negotiations and settle for a price. However, this type of targeted repurchase of stock runs contrary to fair and equal treatment for all shareholders. Therefore, green mail is not a widely accepted anti-takeover defense.

3. White Knight: If the target company wants to avoid a hostile merger, one option is to seek out another company for a more suitable merger. Usually, the Target Company will enlist the services of an investment banker to locate a "white knight." The White Knight Company comes in and rescues the Target Company from the hostile takeover attempt.  In order to stop the hostile merger, the White Knight will pay a price more favorable than the price offered by the hostile bidder. 

4. Litigation: One of the more common approaches to stopping a merger is to legally challenge the merger. The Target Company will seek an injunction to stop the takeover from proceeding. This gives the target company time to mount a defense. For example, the Target Company will routinely challenge the acquiring company as failing to give proper notice of the merger and failing to disclose all relevant information to shareholders.

5. Pac Man Defense: As a last resort, the target company can make a tender offer to acquire the stock of the hostile bidder. This is a very extreme type of anti-takeover defense and usually signals desperation. 

One very important issue about anti-takeover defenses is valuations. Many anti-takeover defenses (such as poison pills, golden parachutes, etc.) have a tendency to protect management as opposed to the shareholder. Consequently, companies with anti-takeover defenses usually have less upside potential with valuations as opposed to companies that lack anti-takeover defenses. Additionally, most studies show that anti-takeover defenses are not successful in preventing mergers. They simply add to the premiums that acquiring companies must pay for target companies. 

Proxy Fights

One last point to make about changes in ownership concerns the fact that shareholders can sometimes initiate a takeover attempt. Since shareholders have voting rights, they can attempt to make changes within a company. Proxy fights usually attempt to remove management by filling new positions within the Board of Directors. The insurgent shareholder(s) will cast votes to replace the current board. 

Proxy fights begin when shareholders request a change in the board. The next step is to solicit all shareholders and allow them to vote by "proxy." Shareholders will send in a card to a designated collector (usually a broker) where votes are tallied. Some important factors that will influence the success of a proxy fight are:

1. The degree of support for management from shareholders not directly involved in the proxy fight. If other shareholders are satisfied with management, then a proxy fight will be difficult.

2. The historical performance of the company. If the company is starting to fail, then shareholders will be much more receptive to a change in management.

3. A specific plan to turn the company around. If the shareholders who are leading the proxy fight have a plan for improving performance and increasing shareholder value, then other shareholders will probably support the proxy fight.

Proxy fights are less costly than tender offers in changing control within a company. However, most proxy fights fail to remove management. The upside of a proxy fight is that it usually brings about a boost in shareholder value since management is forced to act on poor performance. It is worth noting that proxy fights are sometimes led by former managers with the Target Company who recognize what needs to be done to turn the company around. In any event, studies clearly show that changes in management are much more likely to occur externally (tender offers) as opposed to internally (proxy fights).

Course Summary 

A merger is like a marriage; the two partners must be compatible. Each side should add value so that together the two are much stronger. Unfortunately, many mergers fail to work. Overpaying for the acquisition is a common mistake because of an incomplete valuation model. Therefore, it is essential to develop a complete valuation model, including analysis under different scenarios with recognition of value drivers. A good starting point for determining value is to extend the Discounted Cash Flow Model since it corresponds well to market values. Core value drivers (such as free cash flows) should be emphasized over traditional type earnings (such as EBITDA).

Some key points to remember in the valuation process include:

1. Most valuations will focus on valuing the equity of the Target Company.

2. The discount rate used should match-up with the associated risk of cash flows.

3. The forecast should focus on long-term cash flows over a period of time that captures a normal operating cycle for the company.

4. The forecast should be realistic by fitting with historical facts.

5. A comprehensive model is required based on an understanding of what drives value for the company.

6. The final forecast should be tested against independent sources.

If pre merger phases are complete, we can move forward to integrate the two companies. This will require the conversion of information systems, combining of workforces, and other projects. Many failures can be traced to people problems, such as cultural differences between the companies, which can lead to resistance. Additionally, if you fail to retain key personnel, the integration process will be much more difficult. The best defense against personnel defections is to have a great place to work. If the company has a bad reputation as an employer, then defections will surely occur.

Some of the risk factors associated with post merger integration are:

1. What level of integration do we implement?

2. What can we do to retain key personnel?

3. How serious are the cultural differences between the companies?

4. What kinds of conflicts and competition can we expect during integration?

5. To what extent do the people of both company's understand the merger?

6. Who will govern and control the new company?

Success with post merger integration is improved when:

1. The two companies have a history of effective planning and strategizing.

2. The two companies have a history of successful change management.

3. The merger will improve the strategies of both companies.

4. Sufficient resources are allocated for integrating the two companies.

5. Integration takes place by design and not by chance.

6. Both company's have prepared for integration in advance through due diligence.

7. Human and cultural issues are directly addressed as part of integration.

8. The integration process is viewed as evolutionary with several concurrent projects going on, trying to integrate the two companies as quickly as possible. 

Finally, not all companies will openly embrace mergers; substituting internal investment for external investment. Some companies are very successful with their internal investment programs and a sudden shift to external investments (mergers) may not fit with the company. A number of measures can be employed for preventing a merger, including:

· Poison Pills - Issuing rights to shareholders, exercised when a takeover attempt occurs.

· Golden Parachutes - Special compensation paid to executives should they depart within one year of a merger.

· Changes to the Corporate Charter - Staggering the terms of board members and requiring a super-majority approval for a merger.

· Recapitalizations - Making major changes to the capital structure, such as large issues of debt to buy back the stock.

However, despite all of these anti-takeover defenses, most acquiring companies are successful in taking control of the Target Company. Additionally, the stock prices for companies with anti-takeover defenses are discounted for the obstacles encountered in trying to remove management.  

Final Exam 

Select the best answer for each question. Exams are graded and administered by installing the exe file version of this course. The exe file can be downloaded over the internet at www.exinfm.com/training.

91. Assuming we are valuing a going concern, which of the following types of income streams would be most appropriate for valuing the company?  

ak. Earnings Before Interest and Taxes

al. Free Cash Flows

am. Operating Income After Taxes

an. Price to Earnings Ratio

92. The following estimates have been made for the year 2006: 

Operating Income (EBIT) 

$ 6,000

Depreciation


      500

Cash Taxes to be paid

      950

Income from non operating assets         60

No capital investments or changes to working capital are expected. Based on this information, the projected free cash flows for 2006 are:

ak. $ 5,610.

al. $ 4,550.

am. $ 4,490

an. $ 6,550

93. Marshall Company is considering acquiring Lincoln Associates for $ 600,000. Lincoln has total outstanding liabilities valued at $ 200,000. The total purchase price for Marshall to acquire Lincoln is: 

ak. $ 200,000

al. $ 400,000

am. $ 600,000

an. $ 800,000

94. The Valuation Process will often analyze several value drivers in order to understand where value comes from. Which of the following value drivers would be least important to the valuation?

ak. Return on Invested Capital

al. Earnings per Share 

am. Cash Flow Return on Investment

an. Economic Value Added

95. You have been asked to calculate a terminal value for a valuation forecast. The normalized free cash flow within the forecast is $ 11,400. A nominal growth rate of 3% will be applied along with a weighted average cost of capital of 15%. Using the dividend growth model, the terminal value that should be added to the forecast is: 

ak. $ 78,280

al. $ 86,200

am. $ 95,000

an. $ 97,850

96. Information from a valuation model for Gemini Corporation is summarized below:

Total present value of forecasted free cash flows

$ 150,000

Terminal value added





   450,000

Total present value of non-operating assets


     20,000

Total present value of outstanding debts


   120,000

If Gemini has 20,000 shares of outstanding stock, the value per share of Gemini is:

ak. $ 15.00

al. $ 25.00

am. $ 30.00

an. $ 35.00

97. Once a merger has been finalized, one of the primary responsibilities of senior executive management as it relates to post merger integration is to: 

ak. Facilitate functional integration

al. Develop personnel retention programs

am. Lead change through communication

an. Manage all of the integration projects

98. One of the challenges within post merger integration is to retain key (essential) personnel. Which of the following might help retain key personnel? 

ag. Assign personnel to new locations

ah. Invite personnel to management meetings

ai. Offer personnel severance packages

aj. Recruit personnel differently than normal

99. Which of the following can be used as a poison pill for preventing a merger and acquisition?   

ag. Issuing special rights to shareholders

ah. Offering golden parachutes to executives

ai. Buying back all of the outstanding stock

aj. Adopting a super-majority for mergers

100. Which of the following represents a change to the corporate charter, designed to discourage a change in management? 

ac. Offering greenmail to selected shareholders

ad. Entering into a standstill agreement

ae. Going private through a leveraged buyout

af. Staggering the terms of board members
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“Knowledge is what you are after. Information is the raw material you use. Intelligence is what finds and processes information.”





- The Intelligence Edge by George Friedman, Meredith Friedman, Colin Chapman and John S. Baker, Jr.      





Key Point ( Intelligence should be Actionable 





Unless someone can take some form of action from knowledge, then your really do not have intelligence. 





The Evolution of Competitive Intelligence








“Regardless of the tools you use, the single indispensable element to CI is the human factor: the smarts, experience, and instinct that can turn huge collections of dead facts into live intelligence that plays a central part in making business decisions. The best competitive intelligence team, experts agree, is one that is distributed, involving the company’s entire workforce.” 





- Special Report: Competitive Intelligence Smart Business Magazine, March 2001      





The Importance of Competitive Intelligence








“Competitive analysis is critical for managers formulating corporate or divisional strategies. Executives and planners must be aware of the levels and trends in performance of their competitors to determine the best direction for their divisions and parent corporations. They also must be capable of critically assessing their own organization’s performance, over time, relative to its competitive peers.” 





–  Corporate Strategy by John L. Colley Jr., Jacqueline L. Doyle and Robert D. Hardie





Key Point ( Fundamental Intelligence





Competitive intelligence should be in hot pursuit of certain fundamental information:


Information about your industry (such as monitoring trade journals)


Financial transactions (such as credit ratings)


Publicly released information (such as regulatory filings by a competitor)


Non Confidential Information between buyers and sellers to identify who the competition is 


 











The 80 / 20 Rule – Primary vs. Secondary








Key Point ( Most Valuable Sources





Secondary research consists mainly of printed type sources of information. The most valuable sources of information are not published at all; but reside in those people who created the published materials.   


 











“Success for every business, whether it’s a one-person operation or a Fortune 500 corporation, increasingly depends on a timely awareness by key executives of the rapidly changing events impacting their organizations. Yet in most corporate settings, executives consistently work with massive amounts of raw data, small amounts of value-added information derived from analysis, and very little intelligence. Competitive intelligence reverses this traditional trend toward data and information and redirects it toward actionable intelligence.”


–  The War Room Guide to Competitive Intelligence by Steven M. Shaker and Mark P. Gembicki





The CI Hypothesis











“Data, when organized, becomes information; information, when analyzed, becomes intelligence. Based on this model, intelligence professionals usually execute on a four-phased process, or cycle: 1) they identify the intelligence needs of key decision makers across the firm; 2) they collect information about events in a firm’s external business environment from print, electronic, and oral sources; 3) they analyze and synthesize the information; and 4) they disseminate the resulting intelligence to decision makers.”  





–  Millennium Intelligence: Understanding and Conducting Competitive Intelligence in the Digital Age by Jerry Miller





“Some people use information like a drunk uses a lamppost . . more for support than illumination. By using a variety of analytical tools, CI analysts must leverage the collected data – the information – and create the requisite illumination. Analytical tools provide a means to create intelligence.”


 


–  Creating a Successful CI Operation in Today’s Corporate Environment by Tim Kindler, Competitive Intelligence Magazine, Vol. 6, No. 5





Environmental Mapping Defines the CI Universe








Key Point ( Reduce Bias thru Broad Assessment





One reason why competitive intelligence professionals use tools such as the Five Forces Model is to reduce bias in their analysis. There is sometimes a tendency to over-analyze the competition, forgetting about the other forces impacting your organization. Competitive intelligence should cast a wide net when assessing impact.  


 











Know Thy Self








“We observed that organizations that were better at learning and translating knowledge into action understand the virtue of simple language, simple structures, simple concepts, and the power of common sense, which is remarkably uncommon in its application.”  





–  The Knowing-Doing Gap: How Smart Companies Turn Knowledge into Action by Jeffrey Pfeffer and Robert I. Sutton





War Games








Scenario Analysis








Key Point ( More Competition More Possible Outcomes





The strategic choices you have depends to a great extent on the level of competition. The more competition, the more possible outcomes. 


 











Growth Share Matrix








The Art of Primary Research








“Studies have shown that managers get two-thirds of their information and knowledge from face-to-face meetings or phone conversations. Only one-third comes from documents.”  





–  Working Knowledge: How Organizations Manage What They Know by Thomas H. Davenport and Laurence Prusak





Filtering Information








“It is impossible to comprehend just how much information is actually floating around the globe, but it makes the odds of information you need existing very reasonable. Finding it is the real task. You need to know where to look and how to sift through the information, recognizing what you need and discarding that which lacks value to you.”  





–  Competitive Intelligence: Create an Intelligent Organization and Compete to Win by Michelle and Curtis Cook





Up Close Analysis of Non Competing Companies








Two Important Windows – Job Ads and Trade Shows








Tracking Behavior 








Key Point ( The Best Intelligence





Intelligence that is collected around the future is the best form of intelligence. When you can anticipate something, you will have the ability to protect and build on your competitive advantages. This will enable you to become a leader in the competitive market place. This is one of the primary goals behind any competitive intelligence effort.  





Tasks to be performed by CI Professionals:





Go beyond internet searches: collect from human resources.


Go beyond public databases: collect hard-to-get information (e.g. private firms) from less obvious sources.


Go beyond competitors: analyze whole markets and industries.


Go beyond static analysis and current market statistics: predict change.


Go beyond marketing intelligence: understand finance and cost accounting.


Go beyond marketing, finance, and cost: understand strategy.


Go beyond strategy: understand risk.





–  CI Education Harvard Style? by Ben Gilad, Competitive Intelligence Magazine, Volume 6, Number 4





Time is Critical








Universal Sweep








“A well-organized competitor-monitoring program can significantly increase your company’s profits and protect your firm from losing business to its competition. The keys to a successful monitoring program are the same whether your company is a bank, a software designer, or a soap manufacturer. For a monitoring program to succeed it needs to have three overriding traits: constancy, longevity, and involvement.” 


–  Monitoring the Competition: Find out What’s Really Going on There by Leonard M. Fuld





Remain Neutral








Key Point ( Big Egos kills CI





One reason competitive intelligence is not widely used is simple – it can be very unpopular. Competitive intelligence can contradict what management has been advocating. And if management is not willing to listen to competitive intelligence, then it will have little value.  





Go Where the Information Is








Challenge Conventional Thinking








Key Point ( The Learning Organization





Competitive Intelligence becomes invaluable when it changes the behavior of an organization. This is best accomplished when the organization becomes a learning organization.   





Act Ethically








Key Point ( CI is not spying





Some people equate competitive intelligence with spying. Competitive Intelligence is not about spying, it’s about knowledge.   





Partner with Risk Management 








Human Intelligence 








Infrastructure before Software








Key Point ( World Class CI takes time





The usual time required to build a world-class competitive intelligence program is between 5 and 7 years. 





Key Point ( Counter CI improves CI





When you understand what the competition knows about your company through Counter Competitive Intelligence, it helps you understand what the competition will do based on what they know. This in turn helps you think like your competitor, improving your own competitive intelligence. 





Don’t Over Disclose








Contain the Information Flow








Sending False Signals








Don’t be Predictable








Recognize Intelligence Attacks








Key Point ( Wide Range of Intelligence Consumers





Intelligence attacks can come from a wide range of people – Lobbyists, Researchers, Suppliers, Customers, Former Employees, Government Regulators, etc. Each has its own agenda.  





Don’t be afraid to Counter Attack








“Think of the fake that is a fundamental – and legal – tactic in any number of sports: the head fake in basketball, the fake handoff in football, a pitcher’s fake pickoff throw in baseball. The aim of all these feints is the same: getting your rival to setup or move in a way that puts him off balance and reduces his ability to meet your attack.”


 


–  Hard Ball: Five Killer Strategies for Trouncing the Competition by George Stalk, Jr. and Rob Lachenauer, Harvard Business Review, April 2004





“As professionals, we believe that the success formula for any organization is: 





CI (Competitive Intelligence) + SI (Strategic Implementation) = CA (Competitive Advantage)





Proving CI’s worth to your executives is necessary, but may not be sufficient to help executives understand the considerable contribution CI can make to a firm. What is essential is establishing the direct relationship of CI to the creation of competitive advantage of your firm or division. To do this, we need to focus on the right side of the equation and always relate our CI efforts to how they contribute to the formation of Competitive Advantage.


  


–  Paul Dishman, President, Society of Competitive Intelligence Professionals





“Many business owners view the possibility of an Initial Public Offering (IPO) of their company’s stock as the ultimate dream – the fulfillment of years of hard work, expressed in terms of wealth, prestige, recognition, and power. To others, that dream represents a nightmare – something to be feared and avoided at all costs, even at the expense of restricting the growth and potential of their company.  In reality, the successful public sale of a part of the equity of your company is neither a fantasy nor a nightmare, but rather the objective of a strategic business decision made after detailed consideration of all the pros and cons. Like most business decisions, the earlier you plan and more prepared you are, the better the results.” 





- Going Public: How to Make Your Initial Stock Offering Successful  by Martin Weiss 





“An Initial Public Offering is a legal process in which a company registers its securities with the Securities and Exchange Commission (SEC) for sale to the general investing public. Many entrepreneurs view the process of going public as the epitome of financial success and reward; however the decision to go public requires considerable strategic planning and analysis from both legal and business perspectives. The planning and analysis process involves: weighing the costs and benefits; understanding the obligations of the company, its advisors and its shareholders once the company has successfully completed its public offering.” 





- Raising Capital: Get the Money You Need to Grow Your Business by Andrew J. Sherman 





“To go public, you have to have a successful business model that’s going to survive over the long pull. Strong brands generally have that. Normally, a strong consumer brand or a strong business brand has value under any circumstance. So we look hard in the branded area.





You also must have people with business sense. It’s the vision of management, more than anything else, that determines how a company is going to do. Good management comes in very different packages, and what you have to do, of course, is to look at the key players’ record, their background. Are they people who know how to run businesses? And if they’re real young, it can be a real problem – the way it was in the Internet space. Many of the really good ideas were generated by the young technology people. But they just didn’t know how to run a business ” 





- An IPO for Everyone by Udayan Gupta, Inc Magazine, September 2001 





“Going public today is a process I wouldn’t wish upon my worst enemy. It has become too difficult for companies to go public. While there was probably too much trust three to four years ago, now the pendulum has swung too far in the opposite direction. I think that as a result, we’re going to see significantly fewer private firms issuing IPOs.” 





- Peter Thiel, former CEO of PayPal, The Risky Business of Going Public by Helen K. Chang 





“Motivation is everything in building a company. A few founders are motivated purely by the goal of creating wealth. This can be an excellent incentive, but if it is the sole reason the founder creates the company, it does not usually produce the best results. In general, founders who are motivated purely by wealth often have a short-term view, leading them to make tactical rather than strategic decisions. Their companies may succeed in producing substantial short-term paycheck, but they generally do not develop into the kind of large and successful companies that create the greatest value for founders and investors over time.” 





- Confessions of a Venture Capitalist  by Ruthan Quidlen 





 Factors Triggering the Timing of Going Public





Capital Needed – Startup company needs large sums of capital, beyond the reach of a private placement.


Cheaper Cost – IPO will costs less than another round of venture capital.


Cash in Chips – Everyone wants to get liquid.


Large Enough – Startup company is large enough and profitable enough to go public.


Hot Stock Market – Stock market is hot and hungry for IPO’s.


Prestige – Management, employees, investors, and others want the fame and glory of being associated with a highly successful company.


Number of Stockholders – Securities Exchange Commission (SEC) requires the shares of a private company to be registered when the number of shareholders reaches five hundred.





- Saratoga Venture Finance








Failure to Meet Preliminary Requirements for an IPO 





53% failed to properly value recent stock options


31% did not have a formal Board that met regularly


23% lacked a business plan


20% had inadequate accounting systems and controls


16% lacked a history of audited financial statements


12% failed to produce regular quarterly financial statements





- 1998 Survey by Coopers & Lybrand of Fastest Growing Companies that declared they were “very likely” to go public. 





“What we learn from all of the data is that respondents who reported highly successful IPOs also ranked their firms substantially ahead of their competitors along non-financial and financial criteria, far out-performing those who ranked themselves as equal to or less competitive than their peers. Not only, then, must the successful firm be competitive, it must be far more competitive than its peers if it is to withstand the acceleration period launched by the IPO.” 





- Managing the Success of the IPO Transformation Process by Sarah C. Mavrinac and Amy Blitz, Ernst & Young, 1998 





“When meeting portfolio managers and investors, for example, you have to be able to justify reasons for them to invest in your company. This is done by noting the current market conditions (which hopefully will be better than they are now), showing how and where your company’s product or service fits into a particular industry in the market, and describing past, present and future anticipated successes.”


 


- 10 Points on How to Go Public CFO Magazine, April 2001 





“When the SEC staff issues its comment letter, a flurry of rewriting results in an amended registration statement, which is combined with updated financial statements and re-filed with the SEC as promptly as possible. Typically, this version of the prospectus is then printed in large numbers and distributed by the underwriters to the investment community. This distributed prospectus is typically referred to as the ‘red herring.’ Until 1996, the SEC required that the cover of a preliminary prospectus, which was being distributed, bear in red ink a legend, which advised that the prospectus was subject to change and that the SEC had not finally approved the offering. Under current practice, language to similar effect is required on the front cover and on occasion may be printed in red ink, but it not be.”


 


- Going Public by Stephen M. Honig, The Portable MBA in Finance & Accounting 





“Companies can continue promoting their products and services during a quiet period, but as soon as they slip into the realm of promoting the company itself, trouble is likely to follow. ‘It’s OK if you’re promoting the product,” says Justin Bastian, a securities lawyer with Morrison & Foerster in Palo Alto, California. “But companies should be careful because it’s a very thin line which separates that from promoting a company and its prospects.’





- Blinded by Silence by Todd Lappin, Business 2.0 Magazine, August 1999 





“Frankly, the fact that underwriters have favored good customers is about as shocking as discovering that professional wrestling is scripted. One could even argue that institutional investors deserve shares in hot IPOs in exchange for buying shares in tepid ones. But it is illegal for underwriters to collude with investors to ensure that a stock that goes public goes up in its debut and then keeps rising. ” 





- Fixing the IPO Game by Loren Fox, Business 2.0 Magazine, May 2001 





“Firms that go the IPO route typically do so through an investment bank. Here again, there’s a definite pecking order. Prestigious banks like Morgan Goldman Sachs compete to bring public the most promising companies. The more impressive the roster of investment bankers, the more positive buzz the IPO will generate. Like a good auditor, quality investment banks perform their own due diligence before taking a company public and providing it with a de facto seal of approval.” 





- Why Companies Fail by Mark Ingebretsen  





“An investment banker’s ability to sell a company’s stock to a targeted group of investors can affect the initial success of the IPO, its subsequent market performance, and even long-range corporate control. An investment banker should be able to place a stock among a desired mix of both individual and institutional investors, target a particular region of the country if necessary, and even attract international ownership.” 





- Going Public (White Paper) - NASDAQ 





“A going-public road show is one part traveling circus, one part brothel. Seven or eight times a day, the executive team of the would-be public company visits high-powered bankers and investors to perform a highly choreographed routine. The preparatory work is enormous – SEC filings, multimedia presentations, logistics – but in the end it’s all about the meetings. A road-show team wants every target investor to feel they are the single most important potential investor the team has ever met. And they want to be able to get through the pleasuring and the pillow talk in less than an hour so they can get up to do it all over again with the next most important investor.” 





- dot.bomb: My Days and Nights at an Internet Goliath by J. David Kuo 





“To do a successful IPO, you need a very strong story that can be communicated quickly to potential investors. When you are on the road shows, you must differentiate yourself and have a strong plan you can execute. The pitch also has to have a certain pizzazz. A company making auto supply products or HVAC equipment probably isn’t sexy enough unless there is some unique angle. You need a strong story of growth and a lot of differentiation in the marketplace. Management also gets extra points for having strong communication skills. A CEO with some punch can drive the story home.” 





- Buyout: The Insider’s Guide to Buying Your Own Company by Rick Rickersten with Robert E. Gunther 





“Do you want to know what an IPO feels like? Honestly? You feel like you’re about to die. You’re standing at heaven’s gate, your whole life is flashing before you, and there’s a judgment coming.  We’d never done this before. We weren’t bankers. We didn’t know what it all meant. In my head, I’d worked out all those grossly exaggerated animated scenes, but then I’m standing there actually mumbling stupid things like a Warner Brothers cartoon character.





Then it hits. Three, two, one . . . . Boom. The main trader yells out, ’87!’. He was frenetically writing down numbers on some papers, and the whole room – bankers and everybody – was yelling and screaming. The whole room was one giant ‘Waaaaaa!’ Everyone started howling; a few guys threw their phones down. All these heads popped up like prairie dogs; everyone was looking. It was total primal chaos.”





- A Very Public Offering: A Rebel’s Story of Business Excess, Success and Reckoning   by Stephan Paternot, Co-Founder of theglobe.com 





“People often ask me if I regretted actually going public or if there could have been another way to do it. The answer, of course, is yes and no. With hindsight, I would have much preferred staying private because life then doesn’t become determined by a stock price or the valuation of the company. Anyone who wants to get into it does so because of a belief in the business, not necessarily to make a quick buck.





I’m glad for the experience, and I’m glad because back then it was a necessity, a rite of passage. After all, going public gives you creditability and lets you grow your business faster; it attracts the advertisers and the investors. And you get cheap capital..





In the final analysis, it was a necessity. It had to be done. From a personal stance, I sometimes wish I could take it back. But .. whatever. No matter what happens, all I know is that we had a great idea.” 





- A Very Public Offering: A Rebel’s Story of Business Excess, Success and Reckoning   by Stephan Paternot, Co-Founder of theglobe.com 





The basis for a Fortune 500 organization is ‘Managing by Value.’ It is an accepted business practice for motivating customers to keep coming back, inspiring employees to be their best every day, enabling owners to be both profitable and proud, and encouraging significant others to support their business commitments with you.  





– Managing by Value by Ken Blanchard and Michael O’Connor





The Case for Value Based Management
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Over the last three decades a variety of social, economic, and technological changes have rendered obsolete a significant stock of America’s social capital. Television, two-career families, suburban sprawl, generational changes in values – these and other changes in American society have meant that fewer and fewer of us find that the League of Women Voters, or the United Way, or the Shriners, or the monthly bridge club, or even a Sunday picnic with friends fits the way we have come to live. Our growing social-capital deficit threatens educational performance, safe neighborhoods, equitable tax collection, democratic responsiveness, everyday honesty, and even our health and happiness. 





– Bowling Alone: The Collapse and Revival of American Community by Robert D. Putnam





The Logic Model








If Peter Drucker were to sit down with your nonprofit organization, he would ask, ‘What is our mission? Who is our customer? What does the customer value? What are the results? And What is our plan?’ He would ask these five questions because they go to the very heart of an organization, why it exists, and how it will make a difference. They are the five most important questions because they are the essential questions. 





–  The Drucker Foundation Self Assessment Tool by The Drucker Foundation





Overall Process








The most effective way to set the future direction is to develop a shared vision of what the organization will be in the future, contrast it to the way the organization is now, and then create a plan for bridging the gap, or the Strategic Plan.  





–   Beyond Strategic Vision by Michael Cowley and Ellen Domb





Mission and Vision                                  








Your mission statement should have two elements and only two elements:


What you are going to do and


For whom


That’s all. Save the poetry for another document – like the annual report or that big fund raising proposal. 





–   Effective Nonprofit Management: Essential Lessons for Executive Directors by     Robert L. Lewis





Example of a Strategic Plan








Human Resources








The most important determinant of the success of the leading nonprofits is their human resources – their volunteer leaders and professional staffs. Their quality and commitment, more than anything else, determines the strength and effectiveness of the organization. No nonprofit can be better than the people who comprise it and lead it. Their quality affects every element of the nonprofit.   





- Best Practices of Effective Nonprofit Organizations by Philip Bernstein





Managerial Resources








Financial Resources








Charitable Contributions in the United States – Year 2001


Total Contributions $ 212 Billion





38.2% Religious Causes


18.5% Health and Social Services


15.0 % Education


12.1 % Gifts and Foundations


  5.7 % Arts


10.5 % Other


     


 - American Association of Fundraising Council Trust of Philanthropy





Social Entrepreneurship








The business ventures being started by nonprofits today are therefore emerging directly from their core competencies and basic strengths – from their missions, the programs they have already perfected, and the assets they have developed in the process. 





 - Eight Basic Principles for Nonprofit Entrepreneurs by Jerr Boschee, Nonprofit  World, Volume 10, No. 4





Social entrepreneurs are different from business entrepreneurs in many ways. The key difference is that social entrepreneurs set out with an explicit social mission in mind. Their main objective is to make the world a better place. This vision affects how they measure their success and how they structure their enterprises. 





 - Enterprising Nonprofits: A Toolkit for Social Entrepreneurs by J. Gregory Dees, Jed Emerson and Peter Economy





Leadership ability is the lid that determines a person’s level of effectiveness. The lower an individual’s ability to lead, the lower the lid on his potential. The higher the leadership, the greater the effectiveness. Your leadership ability – for better or worse – always determines your effectiveness and potential impact of your organization.    





The 21 Irrefutable Laws of Leadership by John C. Maxwell 





Character is the key to leadership – an observation confirmed by most people’s experience, as it is in my 15 years of work with more than 15 leaders and in the other studies I’ve encountered. Research at Harvard University indicates that 85% of a leader’s performance depends on personal character. Likewise, the work of Daniel Goleman makes clear that leadership success or failure is usually due to ‘qualities of the heart.’    





The Leadership Advantage by Warren Bennis





Personal Characteristics








You don’t inspire and energize people with memos, mission statements, data and analysis, Pereto charts, goals and objectives, measurements, systems, or processes. These are important factors in improving performance. But that’s management, not leadership. People are inspired and aroused by exciting images of a preferred future, principles or values that ring true, and being part of a higher cause or purpose that helps them feel they’re making a difference.     





Pathways to Performance: A Guide to Transforming Yourself, Your Team, and Your Organization by Jim Clemmer





Emotional Intelligence








Emotional intelligence often predicts success better than any other performance measure. Despite its enormous potential, it has been largely ignored by the nonprofit sector. When hiring staff, nonprofit managers would do well to pay at least as much attention to attributes like trustworthiness as they do to competencies like conflict management. They should be aware of the importance of emotional intelligence – which stresses the need for both attributes and competencies in the workplace. They should also consider such factors when creating job descriptions and holding performance reviews.     





Study Shows Gaps in Nonprofit Management and Ways to Improve by Lisa Wyatt Knowlton, Nonprofit World, Volume 19, No. 3





The Role of Leadership








Comprehensive Performance Measurement








Performance in the non-profit institution must be planned. And this starts out with mission. Non-profits fail to perform unless they start out with their mission. For the mission defines what results are in this particular non-profit institution.      





Managing the Non-Profit Organization by Peter F. Drucker





Performance measurements are one area in which not-for-profit organizations are particularly weak. Just as the corporate world needed to change how it measured and reported its activities, change was becoming increasingly important for not-for-profits. Stakeholders were asking questions such as: What does the charity really do? What is the cost of their activities? What value do their activities give to individuals and their communities, and what are the outcomes of these activities?     





Making Measurement Work, Using the Balanced Scorecard in Nonprofit Organizations by Stephen Murgatroyd and Don Simpson





Measurement Data








While it may not be necessary to have a vision of success in order to improve organizational effectiveness, it is hard to imagine a truly high performing organization that does not have at least an implicit and widely shared conception of what success looks like and how it might be achieved.      





Strategic Planning for Public and Nonprofit Organizations by John B. Bryson





Financial Management








Drivers of Performance








The nonprofit of the future needs to create a balanced report card that focuses on five categories of performance:





Mission


Finances


User / Constituent Satisfaction


Administrative Processes (Programs and Organization)


Learning – Continuous improvement through innovation    





- Reengineering Your Nonprofit Organization: A Guide to Strategic Transformation by Alceste T. Pappas





Customer Segmentation








Marketing








Knowledge Management








Competitive Intelligence








The basis for a Fortune 500 organization is ‘Managing by Value.’ It is an accepted business practice for motivating customers to keep coming back, inspiring employees to be their best every day, enabling owners to be both profitable and proud, and encouraging significant others to support their business commitments with you.  
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