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What people are saying about Steve Kursh's
Minding the Corporate Checkbook

"I agree strongly with the author that Return on Investment (ROI) is not by itself a sufficient justification for most of today's business investments, particularly those that involve a large amount of 'gut-based' emotional decisions. This book provides a defensible, repeatable, and transferable decision-making process that will help the reader become more effective when spending his company's money."

—Michael Hoch, Research Director, Aberdeen Group

"This book does a great job laying out the importance of considering more than just the pure 'ROI numbers' of an investment, and forces you to think about the implementation and follow-up needed. It should be read by anyone who has the opportunity or ability to change the way capital is invested."
—Jim Connelly, Regional Vice President of Finance, Mariott International, Inc.

"Minding the Corporate Checkbook reaffirms the notion that business value is brought about by successful execution and continued supervision, and not solely determined by preliminary due diligence. The scope of this book is applicable to internal corporate endeavors, as well as a variety of other investments. After reading this book, I find myself applying these execution and post-investment management techniques to a variety of my venture capital deals, as well as better assessing new investment opportunities through more pragmatic exit strategy evaluations."

—Rudolph J. Morando Jr., Associate, Rex Capital Advisors, LLC

"This is a very lucidly written book that provides a new qualitative framework for business decision-making. The primary contribution is to provide a decision-maker with a process that can be used to complement existing (and often abused) financial-number-driven analysis. The author has provided a very helpful and effective resource for practitioners—both managers and consultants—and people who are regularly inundated by numbers but may not have the time to put these numbers in the context of a particular capital decision-making process."

—Dr. Atreya Chakraborty, Senior Consultant, The Brattle Group

"Through consulting, I have witnessed far too many failed investments—and even worse, failing companies!—that could have been avoided by applying the lessons contained in this book. Anyone can read this book and apply the tools his type of investment analysis."

—Jack Mazur, Senior Financial Consultant, Parson Consulting

"Projects too often fail not because the financial calculations were wrong, but because the execution and subsequent management were not considered carefully enough. Steve Kursh's new book makes a unique contribution by providing a framework that helps us better deal with both the execution phase of a project and its ongoing management."

—Lal C. Chugh, Ph.D., Professor of Finance, University of Massachusetts
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Preface

I have followed a long, circuitous route to this book, but the value of the journey has far exceeded the sum of the steps. Many years ago, as a founder of a software company, I faced the same challenge of most managers: Strategies seem so wonderful in theory, but how do you execute them in real time to grow corporate value? Concepts that I learned in graduate school and from best-selling business books seemed to make good sense, but rarely, if ever, could I implement them at my company.

After successfully exiting the company and returning to academia, I had time to reevaluate my own experience as a manager. I realized the sway given to an idea or set of strategies because of its apparent success at another company or companies. All too often, unfortunately, these "solutions of the day" take an enormous amount of resources and effort, but usually produce minimal growth in corporate value. It took me a while to realize it, but strategies are like shoes—few of us easily fill another person's shoes, regardless of the cliché to the contrary. Companies, like people, are unique, and there is no one right way or set of ways of doing business that always work, even within the same industry.

Business is not brain surgery. Most of what we need to do to succeed and to grow value at our companies is not fancy or special. Yet, the key to success in business is in identifying the obvious and in executing it well. Too many companies and their people, however, devote resources to grand strategies and ideas, instead of focusing on the boring basics of getting the job done. Clearly, the bubble years of the late nineties were an exemplification of too much talk by management and not enough action to grow revenue and profits.

It's my hope that you will find this book to be different from other books that you've consulted. My focus is on the processes that you follow to evaluate business investments, rather than on your specific strategies. In the pages that follow, you'll find tools, what I broadly label "The Business Investment Roadmap™," that enable you to execute your strategies to grow corporate value by making successful investments. Indeed, I believe firmly that most companies already have in place the resources and people to grow value without the necessity of major transformation efforts or the implementation of complicated new systems for measuring performance.

In business, there's a tremendous amount of "low-hanging fruit" that's ripe for the picking; before we worry about making strategic changes or getting involved with what some might call broad-based "happy talk of simple solutions," we can grow corporate value by improving our processes to "pick that fruit." It's not hard; the difficult part is having the discipline to implement better processes to make the strategies work to grow corporate value.

At varying times, I have worked as a college professor, a businessman, and a consultant. Much of what follows reflects what I have learned in my career. I owe a tremendous debt of gratitude to many people who have helped me in my career and provided me insights through their writings and in discussions. With the rare exception of geniuses who truly make the world a better place through original work, most of us can hope only to contribute by extrapolating from the work of others and our own experiences.

Several people had an instrumental role in making this book possible. The team at Financial Times, Prentice Hall has provided insight, support, and perspective throughout the entire process. Executive Editor Jim Boyd has constantly amazed me with the quality and timing of his responses. On many occasions, I sent him an email very late in the evening or during a weekend day and was surprised to find a return email from him shortly thereafter that was written even later that evening. Wil Mara, the Production Editor, was very helpful and responsive. Leah Johnson, the Field Editor, played an important role in getting me to consider writing a book with her company.

My colleagues at Northeastern University have helped me in many ways. I owe special thanks to Joe Meador, Coleen Pantalone, Harlan Platt, Jon Welch, Ira Weiss, and Roger Atherton who, along with other colleagues, enabled me to return to my true calling as a professor after I exited the software business. Several of my colleagues in the College of Engineering and the College of Business, including Paul Bolster and Jeff Born, have given me the opportunity to be an active member of the faculty in areas of interest to me. I still cannot believe that I get paid to work with such wonderful people, teach and learn from such delightful students, and spend time researching and learning about such interesting issues.

I've also benefited from discussions with and ideas from friends and family. Joel Shulman, a Professor at Babson College, took the time to read early drafts, and he provided innumerable contributions. Jon Buxton shared many ideas and discussions with me as the book proceeded. Saul Pannell was a sounding board for many of my ideas. Stew DeBruicker, formerly a Wharton School professor, inspired me to pursue a career in academia. My brother, Sam Kursh, a Director at LECG, has been a constant source of encouragement and knowledge throughout my career.

Many former students, clients, and colleagues also helped make this book possible. Lal Chugh from the University of Massachusetts, Jim Connelly from Marriott, Elizabeth Coveney from Coke, Chris Higgins from Booz, Allen & Hamilton, Michael Hoch from Aberdeen, Jack Mazur from Parsons Consulting, Anurag Mehndiratta from Siemens, Rudy Morando from Rex Capital, and Dennis Shaughnessy from Charles River Laboratories devoted the time and energy to review drafts of the book, providing great suggestions for improvements. James Donovan, a former graduate student, worked closely with me. I found his help invaluable, particularly with the execution of the Fresh Breeze company example, the appendix, and the chapter on risk. Speaking professionally, I know that I can trust him to get the job done within the iron triangle of budget, scope, and time. To all of these former students, clients and colleagues, I offer my gratitude; however, any faults within the material that follows are my own.

Finally and most importantly, I offer my heartfelt thanks to my wife and my children. Nan provided constant encouragement and support throughout the process of writing this book. She edited text, usually late at night, and she rarely complained about my absence from family life. My daughters, Eliza, Logan, and Hayden, visited me frequently at my office and entertained me with stories from their school days. Thank you all for your patience and your generous goodwill.




1. Investing Successfully for Your Future

"At the end of the day you get nothing for nothing."

Foreman in Les Misérables, musical by Alain Boublil, Claud-Michel Schönberg, lyrics by Herbert Kretzner, original novel by Victor Hugo



The Challenge We Face

It is the day after the day after. The party was great while it lasted, the hangover was painful and miserable, and the cleanup of the mess that companies made is nearly finished. Outrageous ideas for businesses no longer receive funding, and the previous decade's unfortunate combination of arrogance and youth in the business world is long gone. The basics are back in style, and talk of revolution is now a subject for history classes, not corporations.

Even the stock market has recovered. Although we are still far from the heights reached in early 2000, as early 2004, the NASDAQ was up over 85 percent from its lows in October 2002. The Dow Jones Industrial Average hit a five-year low in October 2002, but since then it has risen by more than a third. Unemployment is also falling, and there is at least limited optimism about the future for many companies.

The challenge now is investing a company's resources successfully for the future while remembering some of the financial hurt from the past. A quick survey of the business press finds stories detailing failed IT investments, failed mergers and acquisitions, failed human resource management initiatives, failed products and service offerings, and failed research and development efforts from the late 1990s to today. A consistent theme for all of these failures is loss: loss of shareholders' money; loss of time, energy, career growth opportunities, confidence, and even jobs for employees and managers; and loss of management will and desire to invest resources in their corporations' futures. Today, it seems that managers don't just keep an eye on expenses; they have glued their checkbooks shut.

At the same time, companies must grow revenues and profits to survive, let alone prosper. Growth in revenue and profits starts with investments in capital goods (e.g., machinery, equipment, and computers) and people (new employee hires and training for existing employees that increases their productivity). Avoiding investments in capital goods and human capital entirely and indefinitely might be an extremely short-sighted way to manage a company.

The advances in the values of many publicly traded stocks in 2003 and early 2004 indicated that the stock market expects future growth and profitability from such investments, which is reflected in rising stock prices. The key to meeting these expectations is growth in revenue and earnings, but without investments in capital goods and people this growth is not likely. Little will be gained without the critical ingredients of more equipment and people.

Data from the U.S. Department of Commerce indicates that many companies, both publicly traded and closely held, are not making investments for the future, or even attempting to improve efficiency today. Business capital spending fell from 11.8 percent in 2001 to 10.6 percent in 2002. Although data on spending for the last part of 2002 was very encouraging, anecdotal information, including surveys of executives, indicated that overall investment activity is likely to be sporadic and volatile, particularly when interest rates rise. Anecdotal evidence, including statements by business leaders that they are "still waiting" for capital spending to pick up and "don't see" the need to hire more employees, indicates that investment activity is likely to remain relatively low, particularly when compared to the late 1990s.

Yes, some companies, as reflected in recent government statistics, are beginning to invest, but these companies are the exception, not the rule. With the exception of a selected set of companies in a few economic sectors, companies are not investing in capital equipment and goods to enable greater efficiencies and growth. The decline involves much more than just technology-related investments; it is pervasive across nearly all types of capital goods and equipment.

Employment growth is similarly dismal. Whereas many of us once felt that we could leave our jobs and find something better relatively quickly, today most people are content to just have a job. Layoffs continue to loom, and even profitable companies are cutting back on employees. Indeed, many observers have taken to calling the current upswing in the economy a "jobless recovery."

You probably know someone (or are such a person yourself) who continues to get his or her old car fixed again and again rather than purchase a new one, no matter how cheap the financing terms offered by the automakers (zero-percent financing is about as cheap as you can get). Why does George Foreman, former heavy weight boxing champion and current spokesman for Meineke mufflers, tell us that he won't pay a lot for that muffler?

The reasons people offer for replacing exhaust systems and making other repairs to their old autos rather than letting the old cars die and buying new ones vary, but a key consideration for many people is a concern about the future, particularly after suffering the pain of a downturn in the economy. No one wants to waste their money while difficult economic times are still fresh in their minds. Nothing focuses the mind like fear, and the reminder of pain from recessions past is present in our thoughts.

Corporate decision makers apply the same logic to business investments—the hangover, long and painful, is still with us; it just seems to make sense to delay or avoid investments for growth and efficiency right now. The concern is survival, not growth. Finance departments at many companies seem to know only one word—no—in response to funding requests.



Return on Investment and Finance Metrics Are Not Enough

The hesitancy at corporations to invest in growth or greater efficien-cies is particularly curious given that many of these prospective investments pass the traditional finance metrics of return on investment (ROI) with flying colors. Put simply, following traditional finance metrics, a company should invest when the expected return from an investment is greater than the costs incurred to make that investment. From a strictly theoretical perspective, it makes sense to invest when your returns are greater than the costs of the investment. Obviously, companies should select investments that both fit within strategic objectives and provide the greatest return relative to costs, but even with these caveats, the data on capital spending and human capital clearly indicate that companies are not doing much investment of any kind, even in investments with high ROIs.

Like a child who shouts louder in response to an initial "no" answer, many vendors have raised their voices regarding ROI and other finance metrics to support the purchase of their products and services. Some companies even have ROI calculators on their Web sites. Try one—it can be fun to pretend that you are making an investment. Plug in different numbers and—surprise!—the calculator will likely give you a high ROI value. Check out sales literature, too; many companies in a wide range of industries—human resources management services, credit cards, technology products and services—claim high ROIs and short payback periods (how quickly you will get the money you invest back in returns). Several companies claim almost immediate financial returns, implying that an investment in their product or service is nearly equivalent to free cash pouring into your business. Unfortunately for vendors and people looking for work, the shouts of "high ROI" still do not work; companies just are not investing or hiring. There is an economic recession in spending for capital goods, and an economic depression in the labor market.



The Paradox

There is a paradox here. Senior managers know that they must grow revenues and profits. They recognize that low revenue and profit growth could mean the loss of their own jobs. Mid-level managers are hesitant to propose new investment opportunities, and finance departments are applying greater levels of rigor to every corporate funding proposal. The exception is when senior management wants specific investments to be made. In these instances, no matter what the financial analysis shows, managers go along for political reasons and survival. Apart from these "pet" investments, it seems increasingly difficult to get resources for new investments that could result in greater revenue growth, efficiencies, and higher profits. A common maxim, "Nothing ventured, nothing gained," describes the situation well; in this case, very little is being ventured, so it should not be surprising when little is gained.



Visions and Strategies, Finance Metrics, and the Execution Gap

Broad visions and grand strategies are a wonder to behold. Who hasn't felt like they were making a difference in their company by helping to develop a "strategic plan"? You might have felt the excitement after participating in the presentation or viewing a PowerPoint presentation that outlines your company's strategy, often by providing examples of what "worked" for a different company at a different time. It seems so simple: All you need to do is adopt those best practices or the strategies identified at the winning companies, and your company, too, can achieve sustainable growth in revenues and profits that will create value for your shareholders. What's not to like?

The problem is that vision statements and strategies are broad, sweeping generalizations. They are important, but at best they provide only a framework and the starting point for creating shareholder value. At worst, they become the standard reference point that people in a company use to support and justify almost anything. In fact, sometimes it seems that vision statements and strategies are like horoscopes, always offering advice that is general enough to apply to everyone, but not specific enough for anyone to really act on the advice.

At the other extreme from vision statements and strategies, finance-based metrics, like ROI, provide a proven methodology for allocating scarce corporate resources. The methodologies of finance are straightforward and logical: gather the data, do the analysis, get the answers, and make the decision. The analysis and results can be easily replicated, and the facts are on paper. The facts resulting from financial analysis appear to be black and white, and, therefore, some people argue that financial analysis and ROI are the way to allocate corporate resources.

If you have sought corporate resources for an investment in new plant and equipment or personnel, you probably have experienced the process, sometimes painful and always time consuming, of building the business case for the investment. (A business case is essentially a financial model showing that the financial returns to the company will exceed the cost of the investment.) Outside of a general reference, broad strategies and visions have no standing in the development of a business case: it is numbers pure and simple. Still, the finance department can, and usually does, say no.

Unfortunately, finance metrics, the key variables in business cases, often do not mean much once the investment is made. Consider the Quaker acquisition of Snapple. The deal was easily justified by financial projections. Unfortunately for Quaker share-holders, the projections did not take into account the fact that Snapple did not fit into Quaker's business model, which was focused on the supermarket distribution channel, rather than Snapple's target channels of small retail stores, restaurants, and delica tessens. In less than two years, the value of Snapple declined by more than 75 percent, based on the price paid by buyout firm Thomas Lee & Partners. A short time later, after rebuilding the value Quaker had inadvertently destroyed, Thomas Lee & Partners sold Snapple to Pepsi for a sizable profit. From the perspective of Thomas Lee & Partners, it was a tremendous deal. Needless to say, for Quaker shareholders it was anything but a good deal, and many senior managers left Quaker. Quaker is now a division of Pepsi, largely as a consequence of the failed Snapple deal.

More recently, AOL Time-Warner decided to drop AOL from its name. This decision was obviously more than a name change; it acknowledged the failure of the merger between two very different companies that was supported by extensive financial analysis. The stock price of AOL Time-Warner has fallen more than 70 percent from the time of the merger and, as of late 2003, was not worth much compared with the value of Time-Warner itself prior to the merger. These numbers are particularly astonishing when you consider the accolades that AOL and Time Warner managers received from institutional investors (the people who manage pension fund money) and the business press at the time of the deal. Statements like "deal of the century" and "merger of the new economy and the old economy" were bandied about, and Ted Turner, the largest single shareholder in Time-Warner, compared his enthusiasm for the transaction to his anticipation of losing his virginity in his youth. The failure of this deal has already been and will continue to be fodder for numerous business books and business magazine articles.[1]


A tremendous number of acquisitions fail to achieve their expected financial returns because management does not execute the investments within the overall context of their organizations, people, and strategies. They seem to ignore that the real issue is making the acquisitions work. The critical execution issues are related to the who, what, when, where, why, and how of the deal, particularly in relation to bridging the gap between the financial analysis and the grand statements made at the time of the deal.

The limits of financial metrics as decision tools are not just apparent with mergers and acquisitions. More often than not, information technology investments are supported by financial analysis framed in the context of the technology, rather than the more important and critical issues of how the investment will leverage the existing strengths and competitive advantages of the company. Consider the investments that many companies have made in customer relationship management (CRM) systems. Many of these CRM systems were implemented without sufficient input and participation by the primary users (the sales forces), a critical execution-related factor. Monster.com, for example, spent more than $1 million to acquire and implement CRM software. The resulting system was so slow and difficult to use that the Monster.com sales force simply stopped using it. Monster's experience is not a rarity. Many large banks have invested in CRM systems and received zero or only minimal returns, even excluding training time and costs for their staffs.

Even research and development (R&D) investments that are justified financially might not provide the expected returns to shareholders. Several researchers have found no relationship between a company's investment in R&D and positive returns to investors. Look at the returns to the respective shareholders of Dell Computer and Sun Microsystems as an example. As Figure 1.1 indicates, Dell spends much less on R&D as a percentage of revenues than Sun Microsystems. In the past 10 years, however, Dell shareholders have received more than 10 times the financial returns of Sun's shareholders, reflected in the market capitalization of the two companies, shown in Figure 1.2. A dollar invested in Dell in the early 1990s would have returned to its investor more than 10 times the amount of a dollar invested in Sun. As of late fall 2003, Sun was trading at less than $4.00 a share, significantly less than its highs of a few years ago. One indicator of the company's difficult position is that it has reported a tenth consecutive quarter in which revenues were lower than the comparable quarter for the previous year. The stock market has apparently decided that Sun has too far to go from its visions to the reality of growing revenue and profits.



Figure 1.1. R&D Investment for Dell and Sun Corporations (as a Percentage of Revenues)

[image: image]



Figure 1.2. Market Capitalization for Dell and Sun Corporations
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Dell spends significantly less on R&D as a percentage of revenue compared to Sun, but Dell has a much higher market capitalization. Although spending on R&D tells only part of the story of the differences between Dell and Sun, there are many other examples that reinforce the point that investments in R&D do not necessarily result in increased company value. Consider IBM, which in the late 1980s was investing more in R&D than the rest of the computer industry combined. In fact, IBM's R&D spending was eclipsed only by that of the federal government. At the same time, the flow of products through IBM's pipeline was barely a trickle, compared to other technology sector companies, and the company's market capitalization suffered as a consequence. By the late 1990s, IBM had cut its investment in R&D as a percentage of revenue by more than a third; at the same time, it substantially increased its flow of new products, and returns to shareholders increased dramatically.

The limitations of financial analysis have been well documented by others. You might be familiar with the Balanced Scorecard, an analytical framework developed by Robert Kaplan and David Norton that provides an alternative approach to what they label the "traditional financial accounting model" for measuring and managing corporate performance.[2] Kaplan and Norton advocate that financial measures are important, but that other factors drive corporate success as well. As evidenced by the great success of the Balanced Scorecard in the marketplace, they are absolutely correct and, indeed, financial analysis is necessary but not sufficient for achieving corporate strategies.




The Execution Gap

There is a major gap between visionary strategies and financial analysis. At one extreme are the bold strategies of where we would like to be, and at the other extreme are finance-based analytical tools for evaluating investment opportunities that need to be made as an important step in reaching those strategic objectives. Unfortunately, neither the grand visionary strategies nor financial tools are enough on their own. There is a huge gap between strategy and financial analysis, what we call the execution gap. As shown in Figure 1.3, the execution gap is where managers create value for their companies by building a bridge between the financial analysis and corporate strategies. This step is the essential task and responsibility of management.

In one of his earliest meetings with security analysts after becoming IBM's CEO, Lou Gerstner, who recently retired from IBM, said that "the last thing IBM needs right now is a vision." Gerstner and his management team then committed their company to the business basics of execution. The company's subsequent success is well documented, and although Gerstner was obviously referring specifically to IBM when he made that statement more than 10 years ago, his words were prescient for all of us today.

Note the key word of execution as compared with the word vision. Gerstner clearly recognized the importance of getting the job done versus merely talking about it, and he focused the company's efforts accordingly. He was emphasizing the importance of moving away from management theories and talk to reality and results.

Gerstner's comments are not an isolated thought by an individual manager. The new CEO at General Electric, Jeff Immelt, was recently quoted in the Wall Street Journal. When discussing two major acquisitions by his company he said, "Most companies ultimately get judged on their ability to take a good strategy and execute it." Note again the key word execution.

In fact, the word execution is in the title of a recent best-selling business book, Execution: The Discipline of Getting Things Done.[3] The authors of that book, Larry Bossidy, the former CEO of Allied Signal (now Honeywell), and Ram Charan, a consultant with McKinsey, write, "Execution is the great unaddressed issue in the business world today. Its absence is the single biggest obstacle to success and the cause of most of the disappointments that are mistakenly attributed to other causes."


The fact that Lou Gerstner, the CEO of IBM, Jeff Immelt, the CEO of General Electric, and Larry Bossidy, the CEO of Honey well, are focused on execution indicates its importance in the executive suite and for senior-level managers. Execution is just as important for midlevel managers, those charged with the day-to-day task of getting the job done. Many midlevel managers are often caught between the extremes of expectations of achievement of strategic visions and the constraints of financial tools. You want to get the job done well, but the execution gap holds you and your company back.

Although measurement and management systems like the Balanced Scorecard can provide an alternative to bridging the execution gap, most companies and most managers within them do not have the time or resources to devote to the development or implementation of broad-based management initiatives. These initiatives can often be very useful, but those managers on the firing line every day frequently find that what works in the corporate classroom is often just too complicated or difficult to remember or keep track of in the battlefield of day-to-day business. It is hard enough just to catch up with the work that piled up while you were away at a corporate seminar and training program, let alone put what you have learned into practice. Besides, you might have had the experience of being burned by your manager, who simply ignores you when you try to implement what you have learned, often with a comment along the lines of, "That's nice, but we have got to get the job done now."

You might be familiar with Good to Great by Jim Collins, which is one of the most successful business books of the past decade.[4] Collins and his team studied companies in the Fortune 500 from 1965 through 1995 to determine which companies made, using their words, "the leap" from good to great. Their findings and suggestions for senior management are excellent, but, unfortunately, they are simply not enough in terms of the execution that is needed on a day-to-day basis by all levels of management to make the "leap." After reading books like Good to Great, you feel excited and enthusiastic about what should or could be done in your company, but ultimately you are left without a clear roadmap for implementing such fundamental changes.


This book provides you with a fabric that meshes the energy and the transformative capabilities of strategy together with the basic blocking and tackling of business basics, including basic and essential financial performance metrics. This approach does not require you or your company to go through extensive and expensive corporate transformation efforts. Read on, and you will see how you can build your existing methodologies and approaches to become significantly better and more effective at evaluating and executing the investments your company needs to gain efficiencies, grow your business, and increase your profits.

This approach enables you to move from theory and talk to reality and results, because it puts everyone in your company on the same page, allows them to see an investment through from the beginning to the end, helps to ensure that precious resources are not squandered, and provides opportunities to increase value for all stakeholders in your company. You will be able to leverage your existing knowledge and resources and get an immediate benefit in the work that you and your team are involved with every single day.

The key theme throughout the pages that follow is that success comes not from the choice of a specific investment, but from developing the competencies to assess and to manage the investments your company does choose with a clearly defined, disciplined approach, an approach called the Business Investment RoadmapTM. Fundamentally, the Business Investment Roadmap is built on the concept that successful investments require a mastery of the business basics. If you are used to analyzing opportunities primarily with financial metrics, you will see that the Business Investment Roadmap uses financial analysis as only one (albeit important) aspect of the investment process, and, therefore, it complements and enhances traditional finance-based analytics, rather than substitutes for them.

The Business Investment Roadmap connects strategies to financial analysis; it gives you the framework to bridge the execution gap. In fact, although ROI and other finance-driven analytical tools will certainly remain important in evaluating investment opportunities, the most crucial metrics are those that will enable you to achieve and deliver the promised returns to your company's shareholders. These are execution-driven metrics, and they directly relate to the who, what, when, where, why, and how of investments.



The Business Investment Roadmap

This book focuses on what really matters: making and executing investments that grow the value of your company. Traditional approaches to investment analysis typically involve performing complex financial analysis primarily before an investment decision is made, rather than throughout the investment process. In addition, these approaches tend to be focused on execution only after the investment decision has already been made. One of the most important ways that the Business Investment Roadmap is different is that both execution and evaluation are important before, during, and after making an investment. With the Business Investment Roadmap, your assessment of investment opportunities begins by considering execution-related issues even before the detailed financial analyses. You will see that financial metrics are still quite relevant in your analysis of investments, but you must also think of returns in terms of risks and execution.

You will also be asked to evaluate investments that your company has already made. Historically, companies have devoted too much time and energy to analysis prior to making investments. Once investments have been started, however, they are often treated as if they are irrevocable. It is rare that companies devote sufficient resources to looking back and learning from past investments to improve the success of future investments. Some failures are much more dramatic than others, and some of the worst failures are investments that could have been stopped earlier, if someone had just taken the time and effort to reassess the investment after the initial decision was made and as conditions changed. For example, think about the investment of more than $1 billion made (and lost) by IBM in OS/2, an operating system that was supposed to compete with Microsoft Windows. At some point along the way, once Windows was clearly established in the marketplace, IBM should have pulled the plug. Most investments are not the equivalent of jumping off a cliff with no returns, but, rather, journeys that can be stopped along the way or changed when you run into detours along the road.

Using the Business Investment Roadmap, you will be able to develop and use methodologies that do the following:


	Link your evaluation of investments directly to your company's strategies to grow value.

	Improve your investment management competencies to minimize the risk of failures.

	Enable you to evaluate past investments and determine the key factors for success in the future.





A Note of Caution

The Business Investment Roadmap, and the analytical framework behind the methodologies, will help you and your company make investments more effectively and efficiently, but they are not the single solution or set of strategies that will guarantee high returns to your stakeholders. Unfortunately, there is no miracle business solution or strategy that can substitute for disciplined, active management. Even so, senior managers and the business press too often get caught up with new-and-improved solutions and strategies, supposedly proven at some Fortune 500/Global 2000 companies. This is great public relations, but it ignores the realities that managers face on a day-to-day basis, which are critical factors in the success needed to grow corporate value. Far too many of the new-and-improved solutions are based primarily on the experiences of particular companies at particular times. At best, adopting these solutions might enable your company to be a follower; at worst, you might put your company at risk by assuming that what worked elsewhere will necessarily be as or more successful for you. It is rare that you can easily exchange and wear someone else's clothes, yet it seems that companies are willing to assume that what fits at another company will work with minimum customization for them.

Keep in mind that just as insufficient or improper analysis can lead to poor investment decision making, too much analysis can also be detrimental to the investment process. Managers made many poor investments in search of revenue growth in the 1990s, especially IT investments that were insufficiently analyzed and vetted. At the other end of the spectrum, however, overanalyzing investments can lead to what some people call "analysis paralysis," with the result that a company makes minimal investments for the future and will invariably decline. There is also the simple fact, as noted earlier, of politics. Many of us have had the experience of seeing an investment made because a senior manager wanted it done, even if the facts available did not support it.



Who Should Read This Book

This book has important implications for any manager responsible for making investment decisions, executing investments or for proposing investments within his or her company. Using the Business Investment Road-map will help:


	CEOs and CFOs lead organizations to more productive and effective investments that increase returns to stakeholders.

	CIOs, CTOs, and senior members of their staffs establish priorities, support organizational strategies, and prepare business cases for review by senior-level finance staff and executives.

	R&D managers develop objectives and agendas, track and manage R&D investment opportunities, and prepare business cases for finance staff and executives.

	Marketing and HRM managers develop the business case for your initiatives.

	Project managers achieve the holy grail of investments completed on time, on budget, and at the quality and scope levels required by your organization.

	Product and service vendors provide empirically positive returns to your customers, beyond just financial benefits.





What Follows

Chapter 2 provides a formal introduction to the five steps in the Business Investment RoadmapTM. The chapters that follow discuss each of the five elements in detail. Chapter 3 provides a detailed discussion of preliminary analysis, and is premised on the critical question of whether or not the investment will provide long-term growth and value to your company. Chapter 4 is devoted to the analysis of business impact analysis, where you determine the primary drivers of value in your company. Chapter 5 focuses on risk analysis and stresses the importance of identifying the major risks your investment faces and the development of a risk mitigation plan. Chapter 6 discusses execution analysis, where you determine the who, what, why, where, how, and when needed for an investment, as well as other critical factors that will make the investment successful. Chapter 7 is devoted to ongoing manage-ment, where you monitor progress and take corrective action when, and if needed, to ensure that your investments will result in growing corporate value. Chapter 8 pulls together the discussion in the earlier chapters.

You will find at the end of several of the chapters a section called "Following the Roadmap" that gives more detailed examples of how to apply the Business Investment Roadmap using a sample company. Depending on your specific interests and needs, as well as the time you have available, the sections at the end of the chapters will provide you working examples of the Business Investment Roadmap to use as a template in your company. The sample company in these sections is called Fresh Breeze, a manufacturer and distributor of personal care and household cleaning products. It is a composite based on financial data from similar companies in the industry. The Appendix reviews some elements of accounting and finance that might be of help to you when you apply the Business Investment Roadmap at your company.

Thank you for taking the time to read this book. We know that what follows will be of value to you and your company, and we appreciate any comments and suggestions you can offer as you put the Business Investment Roadmap to work in your company.




2. Growing Value with the Business Investment Roadmap

"You have chosen wisely."

Holy Grail Knight to Indiana Jones, Indiana Jones and The Last Crusade

If you set out to build a better mousetrap, you wouldn't start in a vacuum. Instead, you would deconstruct and examine prior models to see which components worked successfully and which needed improvement. Likewise, to improve your company's performance in choosing and executing investments, you must analyze the company's history. Ask yourself these questions:


	Does my company make consistently good investment decisions?

	Whether or not investments turn out well overall, are the original objectives achieved?

	Are we frequently forced to lower our expectations once investments are in progress?

	Do unforeseen events or underlying factors frequently reduce the ultimate value of investments from our original projections?

	Are there triggers or factors that seem to be associated with successful investments that grow shareholder value? Are there triggers or factors that seem to lead to investments that fail? You should be looking for patterns and trends here.



In the popular adventure movie Indiana Jones and the Last Crusade, Indiana (played by Harrison Ford) must choose the Holy Grail from among a table full of chalices. If he picks the Holy Grail, both he and his father (played by Sean Connery) will live; if he takes the wrong cup, they both will die. Through a combination of insight, skill, and luck, he chooses the correct cup. Choosing investments also requires insight, skill, and luck, but fortunately the stakes involved in making investment choices are not usually quite as high!

Peter Drucker, perhaps the preeminent business management consultant, once wrote, "There is no better way to improve an organization's performance than to measure the results of capital appropriations against the promises and expectations that led to their authorization." In his book On Measuring Corporate Performance, Drucker is clearly right: The investment and spending decisions managers make can have a profound effect on overall corporate performance. This book builds on Drucker's advice by providing a framework for evaluating the financial impact of previous investment decisions and for improving the decision-making process and, therefore, the success rate of future investments.

Companies must constantly make decisions about investments. They are limited by budgets, time, and other resource constraints that force them to choose certain investments from a field of many different possibilities. A badly chosen investment that ends in failure hurts a company in two ways. First, there are the direct losses associated with the resources and time directly spent on the investment. Second, there is the opportunity cost the company suffers by devoting resources to an investment that fails and diverting those resources away from other, potentially more productive investments. Bad investment decisions come with both direct and opportunity costs.

As discussed in Chapter 1, choosing good investments is not enough; they only create value if you execute them properly. Your business mission is twofold: first, you must choose investments that provide you with the best potential returns. Second, you must execute those investments well to achieve the expected returns. Recognizing that no amount of planning can foresee every nuance and turn of events, you must put in place mechanisms to evaluate the performance of the investment, and you must have the flexibility to alter the execution plans to adjust to a constantly changing reality. In other words, for knockout investments, you must deliver the one–two punch of financial analysis and strong execution skills to bridge the execution gap.



Using the Business Investment Roadmap

The Business Investment Roadmap will help you bridge the execution gap. The Roadmap gives you a formal, step-by-step framework for evaluating and executing new investment opportunities. You can apply the Roadmap consistently to investment management across your company, and you will create shareholder value and improve the financial performance of your company. Although the Business Investment Roadmap is not a one-size-fits-all approach, it is extremely flexible. Today's world is rapidly changing; the assumptions you start with when you decide to proceed with an investment can, and usually do, change during the course of its execution. The Business Investment Roadmap allows you the flexibility to anticipate changes and respond appropriately to them.

You might already use some of the analytical tools that make up the Business Investment Roadmap, whereas others will be less familiar. Together, these tools are integrated into a formalized, disciplined, and consistent approach geared specifically to analyzing investments.

The Business Investment Roadmap has five sequential elements, summarized in Figure 2.1, each with its own set of analytical tools. Each element asks you to dig progressively deeper into the investments you are considering. As you proceed through the elements, therefore, you are applying increasingly stringent filters to the investment. This approach has two benefits. First, you can eliminate the obviously bad investments at once. Thus, you can focus your efforts better as you analyze the remaining investment options with increasing scrutiny. Second, the Business Investment Roadmap might highlight ways to change or improve an investment to increase its potential returns and the likelihood that you will achieve those returns. Your company will be investing in a series of steps or options, rather than an all-or-nothing investment. This is analogous to the difference between climbing down the stairs and jumping off a cliff. Finally, the Roadmap follows investments from beginning to end, because some investments will make it through the vetting process but will require alteration or termination after they are underway. The sequential nature of the Business Investment Roadmap analysis helps you to screen out unwise investments as early as possible and to avoid wasted time, effort, and resources.



Figure 2.1. Decision Route: The Business Investment Roadmap
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The five elements of the Business Investment Roadmap are like successive layers of an onion. Each layer gets you deeper into the onion, as each step gets you deeper into the investment. The investment may no longer look promising when under closer scrutiny; in the onion analogy, your eyes might water too much to continue. At that point, it does not make sense to peel off additional layers; it is time to move on to other ingredients (investments) to achieve your goals.

Each element includes a series of analytical questions and issues to consider. Focus on the elements most relevant to your objectives and goals. For example, if your team is responsible for evaluating business cases, you should focus mainly on the first three elements. If your team is asked to implement an investment after the decision to go ahead, then you should focus on the last two elements. If your team is involved in the entire investment process, from evaluation and promotion to execution, you should follow the entire Business Investment Roadmap.



Preliminary Analysis

The preliminary analysis is the first layer of the onion. It is meant to quickly screen out obviously bad or inappropriate investments. It takes you through some basic questions and issues to determine whether the investment is likely to have a positive effect on incremental cash flows. The preliminary analysis helps you to examine these questions:


	How does the investment impact cash flow? It is critical to predict quantitatively the costs of an investment and the benefits the investment is expected to provide for the company in terms of incremental cash flows.

	How does the investment leverage existing competencies at your company? All other things being equal, an investment that builds on the competencies already present at your company has a better chance of success and of better returns, than an investment that requires your company to develop entirely new competencies.

	How does the investment increase your company's competitive advantage? To create long-term or sustainable value, an investment must increase the competitive advantages your company enjoys; otherwise, the benefits of the investment will be rather short-lived.

	How do other organizations benefit from your investment and by how much? Investments can have unintended effects that must be examined; if an investment benefits your competitors more than it benefits your own company, you should not pursue it!

	What are the operating costs associated with the investment once it is completed? These long-term operating costs must be considered when you project the benefits and net incremental cash flows of an investment.

	How does this investment compare to other investment alternatives? Because your company has limited resources, it is forced to choose constantly between competing investments. Any investment decision must take into consideration the other investment opportunities that your company is choosing not to pursue by devoting resources to this particular investment.

	What are the lessons learned from past experiences at your company and in your industry? These lessons can both point out the pitfalls of the investment and provide a reality check on the assumptions underlying the cash flow projections for this investment.



The investment's proponents or champions should know the answers to these questions. With their help, you can proceed relatively quickly through the preliminary analysis and decide whether to explore the investment in more detail or rule it out as unproductive.

The preliminary analysis also helps you to consider the investment in the context of the company's overall portfolio of investments. With the exception of startup ventures, most companies have numerous ongoing investments simultaneously. Some of these investments will inevitably fail to perform up to expectations; some will exceed expectations. Because of the critical nature of overall balance among your investments, as part of the preliminary analysis you need to assess each investment opportunity to ensure that you have appropriate balance. You don't want to put all of your eggs in one basket, so you should avoid investments with identical or simultaneous success and risk factors. Consider Lucent Technologies, a former high-flyer in the stock market. During the telecom boom in the late 1990s, Lucent acquired Kenan Systems, a telecommunications industry billing software supplier, for approximately $1.3 billion. Two years later, Lucent sold Kenan to CSG Systems for less than $275 million, a loss of more than $1 billion to the company. The factors driving the success and business at Kenan were primarily the same as those for other Lucent businesses, and when the "perfect storm" came, Lucent stakeholders took a major hit. Although Lucent recently announced its first profitable quarter in more than three years, its stock still trades at less than 10 percent of its value during the boom.

There are innumerable examples of companies that could have avoided major investment failures simply by going through this simple preliminary analysis. Take Priceline.com, for instance. The company's major core business was, and continues to be, "name your own price" airline tickets and, to a lesser extent, hotel reservations. Priceline's ads, featuring William Shatner, the "name your own price" concept, and the myriad of problems the company has endured with this business model are legendary, but the travel business does provide the company with the bulk of its operating revenues. At the height of the Internet bubble, Priceline founder Jay Walker created an affiliate company called Webclub House to sell consumer products such as groceries and gasoline with a similar "name your own price" approach. Through this company, customers placed bids on product categories, and Webclub House would get back to them to tell them whether their price had been accepted and for which brand at which store chain. The customer would then pick up the items at the retailer that had accepted the bid. The company planned to rely on manufacturers to absorb the cost of the discounts required to attract and keep customers on the site. Manufacturers, it argued, would get brand loyalty and customer shopping data in return.

Unfortunately, many of the larger manufacturers did not sign up for the business, and Webclub was forced to subsidize the cost of the groceries. Although a large number of people used the service, nearly every sale was made at a loss, and there was no short-term or even medium-term way out of the loss column in sight. Priceline eventually pulled the plug on this affiliate business, but not before the company burned through $360 million in venture capital in less than a year.

There were too many problems with the Webclub House approach and its subsequent execution to name a single showstopper. Customers were extremely expensive to acquire, and yet, there was a high churn rate. The technology architecture the company used in its rush to get the service out was not easy to scale in response to customer demand. The value proposition for customers was difficult to understand. The process of using the Webclub House service was complicated and cumbersome. It offered little to customers but the prospect of a better price. The value proposition for retailers and manufacturers alike was not attractive enough to get them signed up, particularly for manufacturers, who were supposed to provide the bulk of the discount on the groceries. The data model used by the company made it difficult to segregate prices by geographic region. After a year in business, the company was no closer to achieving operational break-even; thus, additional cash infusions were constantly necessary to compensate for the bleeding from operations. Finally, all of this complexity was piled on top of a business (grocery distribution and retail) that has notoriously thin margins.

Webclub House as a business had many holes. A preliminary analysis like the one suggested in this book would have uncovered many of these problems on the drawing board. It could have saved investors many millions of dollars lost in a business that had no legitimate chance of success.

Priceline escaped from its grocery fiasco with only $360 million in losses. Although dwarfed by the miserable telecommunications investments of the 1990s, the investments that were poured into variations of grocery delivery services are astounding. WebVan alone burned through about $1 billion, and at the time there were several other companies making similar large-scale investments: Kozmo, HomeGrocer, and Streamline to name a few. Applying the preliminary analysis would have saved investors the hundreds of millions of dollars lost.



Assessment of Business Impact

If your investment makes the preliminary analysis cut, that means it will provide a positive impact on cash flows, it passes muster relative to past investments at the company and within your industry, and it does not have the same risk and return profile as other ongoing investments. The next step requires you to peel back another layer of the onion, to determine specifically the major value drivers of your company and the degree to which the investment will provide those positive cash flows through those value drivers. The Business Investment Roadmap calls these major value drivers golden nuggets. These golden nuggets are the areas where your company is going to create most of its future value and generate most of its future profits; thus, it is important that the investments you choose focus on these areas, rather than areas that are not critical value drivers. Determining your company's value drivers at such a level of granularity allows you to determine what Jim Collins describes as the "key insight" for reaching your company's "economic denominator," in his book Good to Great. This granularity is also critical to establishing what Robert Kaplan and David Norton refer to as "strategic financial themes," in The Balanced Scorecard.

Assessing the business impact for a specific investment is extremely important because the value of an investment varies by industry, by company within an industry, and with the overall business environment. What works for one or more of your competitors might not be of much value to you, depending on the macro economy, your position in the market, and the key factors driving your business.

Here is a quick example to consider: Gillette is in the business of selling razor blades, not razors; in other words, the golden nugget for the company is from sales of replacement razor blades. A customer buys the razor only once, but Gillette gets the vast majority of its profits as recurring revenues, as the customer replaces razor blades when they wear out. A few years ago, the prior management team at Gillette diversified the company into other businesses that, in retrospect, were not as profitable as razor blades. The new management team has since made major changes, including divesting the company of a number of noncore businesses. Current management is more likely to devote time and effort to investments that make the production and sales of razor blades more efficient and profitable rather than other opportunities.

Printer cartridges play a similar role at Hewlett Packard (HP). Although HP is a technology leader and one of the top PC manufacturers, its primary source of profits is the printer business. Within the printer division, the ink cartridges provide most of HP's profits. As most of us well know, ink cartridges empty quickly (particularly when you don't have time to get another one) and customers replacing cartridges provides a source of recurring revenue and profits for HP. The ink cartridge business figured prominently in HP's merger with Compaq. There was an acrimonious fight between senior HP managers, who openly supported the merger with Compaq, and the children of HP's founders, who opposed the deal. One of the issues raised by opponents of the merger was that the acquisition of Compaq would take resources and management attention away from the company's primary golden nuggets, printers and printer cartridges. Whether this merger ultimately creates or erodes value at HP remains to be seen, but the company definitely has taken a risk by diverting resources away from its golden nuggets.



Risk Analysis

After you have determined the critical value drivers of your company and ensured that the investment you are considering is in line with those value drivers, you need to peel down even further by focusing attention on the critical trade-off between risk and return. From your personal investments, you are probably familiar with the idea that with greater returns come greater risks. If you are risk-averse in your selection of investments, the returns on your investments will be more predictable, but they will have less potential upside. Savings accounts are safe and insured by the Federal Deposit Insurance Corporation (FDIC), an arm of the federal government, but the returns are very low. Investments in equities offer the potential of much higher returns, but you face the risk that you will lose your entire investment. You can reduce some of this risk by diversifying your equity investments through mutual funds or other means. By creating a portfolio of investments, you are more likely to counterbalance a complete loss in one investment with gains in others.

Corporate investments are like personal ones; very few provide high returns with low risk. Such low-risk, high-return investments are usually too good to be true. From statistics, you might remember means (the average) and standard deviations (the range from the average, like the sides of a bell curve). Another way to think about the trade-off between risk and return is that you trade a higher mean (return) for a much smaller standard deviation (the range of what you can lose or gain), as shown in Figure 2.2, which compares a high-risk, high-return investment and a low-risk, low-return investment.



Figure 2.2. The Trade-Off Between Risk and Return
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This risk and return assessment also applies in business; it is the third step in the Business Investment Roadmap. You cannot afford to wait around for the rare investment with low risks and high returns. What you do need is a set of analytical tools that you can apply consistently to different kinds of investments. At the level of your overall corporate growth and value creation strategy, you can treat investments like a portfolio, such that the failure of one investment will hopefully be outweighed by gains in others. Obviously, in the context of a single investment, such as a software system, you cannot mitigate the risk by investing redundantly in several systems; resources are too limited. Nevertheless, you can try to make sure that your company has several options overall for growth and value creation.

The Business Investment Roadmap gives you a consistent risk analysis methodology that you can apply to every investment opportunity you consider. This methodology rates risks on several different criteria: source, level of uncertainty, likelihood of occurrence, and the impact on the investment if a particular risk does occur. Using these criteria, you can determine the most important risks involved in the investment and develop mitigation or contingency plans to deal with those risks. Collecting this information for each important risk facing an investment also allows you to develop a risk profile for that investment. By comparing this risk profile to the expected returns of the investment, you can decide whether the returns of the investment are sufficient to assume its risks.

Iridium provides a textbook example of ignoring business risks. The company started with an interesting, but as it turned out, uneconomical, implausible, and completely unnecessary idea that ended in one of the biggest business fiascoes ever. Iridium had its origins in the 1980s; it was originally proposed by engineers at Motorola as a global satellite wireless phone network. The system, which was to have a total of 66 satellites, promised to connect subscribers anywhere in the world. Ten years and $7 billion after it was formally announced, Iridium fell apart. Among its many problems, Iridium ignored a great many risks in pursuing this global telecommunications network so ambitiously. The idea was based on a technology that became largely obsolete over the course of a 10-year period due to advances in cellular telecommunications technology. These advances obviated many of Iridium's benefits.

The Iridium technology also did not work exactly as promised; the phone had to be used in the open air because it did not work well inside buildings. The company did not properly gauge or approach the risk that its potential customers would not adopt the technology. The cost of its service exceeded alternative technologies by a significant margin. Finally, to succeed, the company needed 500,000 subscribers. At the time it shut down, it had only 55,000 customers. A proper risk analysis and risk mitigation plan might not have saved Iridium, but it could have stemmed some of the losses if the company had focused on a more stepwise approach to the investment.



Execution Analysis

The fourth element of the Business Investment Roadmap is execution analysis. You need to determine the who, what, when, where, why, and how of an investment so that it will produce the promised returns in revenue, growth, and corporate value. This process is critical to success because it is where you bridge the gap between strategy and financial metrics. Execution issues are, by definition, the "devil in the details" that we often hear about. This is where you have peeled very deeply into the onion. You might inevitably cause lots of tears among the proponents of the investment by forcing them to provide the details of the investment, rather than letting them simply pass them off until later on, after the investment has been approved. Explanations such as "we will figure that out later" or "that's simple, you need to focus on the big picture" are not acceptable.

Imagine you are about to travel by car from Los Angeles to Boston. Prior to setting out, you would likely go through a checklist of items, including confirming that the car is ready for the trip, making hotel reservations, acquiring maps, obtaining sufficient cash, and attending to other details to ensure a safe and relatively risk-free journey. If you are especially detail-oriented, you might go even further, stocking up on food and entertainment for passengers (especially if you are bringing children). These actions would help ensure the success of your journey as well as minimize downtime at rest stops and restaurants.

Evaluating an investment at your company requires you to prepare the same type of detailed analysis and review as you would for your car trip from Los Angeles to Boston. You need to think about and work closely with the proponents of the investment to determine and to define operationally your milestones and required resources. Unlike the car trip, however, you must go much deeper into your review to develop detailed operational and work plans. These plans can both confirm the viability of the investment and provide a baseline against which you can track performance as the investment proceeds. You must consider complexity issues, capital intensity, and the lessons learned from past experience at a more detailed level than before. There are always new mistakes to be made, but "lessons learned" files can at least help you avoid repeating mistakes.

Keep in mind that determining the who, what, when, where, why, and how of an investment does not lock you into a single, inflexible path. Plans are meant to change in response to circumstances. In the road trip analogy, there is no reason you could not change the route you take from Los Angeles to Boston in response to a new opportunity, to visit a special place, or to avoid major road construction.

Determining the who, what, when, where, why, and how of an investment in the beginning is just that, a start that will probably require changes as the investment plays out. Head coaches in the National Football League typically script the first 15 or 20 plays for their team prior to the game, which helps the team to prepare, execute well, and get into the groove of the game. Coaches have a set plan for the beginning of the game, but as it unfolds, they adjust to what is happening on the field. This approach gives them the flexibility to make changes that fit the changing circumstances of the game. Ideally, an investment plan will follow a similar pattern. The investment is analyzed and the game plan is set up at the beginning, but the execution plan needs to be flexible enough to adjust to changing conditions and to the new realities that emerge as the investment plays out.

Finally, execution analysis requires you to examine the effect of an investment on your customer base. Any benefits projected to result from an investment are premised on your ability to retain your customers; thus, it is critical to look at both the direct and indirect effects a given investment might have on customers. Similarly, it is important to understand the value of your customers, to determine both the impact of losing certain customers and what your company should be willing to pay to acquire new customers.



Ongoing Management

Once your investment has successfully passed the first four analysis hurdles and you have decided to proceed with it, ongoing management is the next and final step. Ongoing management helps to ensure that your investment provides the promised returns. You must develop and apply metrics to evaluate investment performance quickly. Developing the proper metrics to measure investment performance is often difficult. Everyone knows that it is important to have metrics for time and budgets, but it is just as important to have metrics that track what is being delivered (or performed) and those that measure factors unique to the investment. Imagine you are planning a home renovation project. Once you and the contractor agree to work together, the contractor will expect payments for work that is completed. Although the contractor might disagree, you would not want to base those payments on a percentage of the total project costs and time alone but on the work that is actually done. For example, you would not pay the contractor 50 percent of the total project cost for a six-month project at the three-month point, unless she or he has accomplished what you both had agreed to be the marker or milestones at three months.

Corporate investments need to be treated the same way as the home renovation project. Unfortunately, managers often measure progress primarily by time and budgets and do not consider sufficiently what has been accomplished. By evaluating the investment on the basis of schedule, cost, and performance, you ensure that your company gets what it expected.

Ongoing management also involves periodic reviews of the investment from the perspective of the assumptions and reasons underlying your original assessment. As the investment progresses, you will gain more knowledge and have a better sense of its ultimate likelihood of success. Business conditions change, and the assumptions in your original evaluation should change in response. This is when changes can and should be made to the expected deliverables (i.e., performance), time, and budget. If appropriate, you must be prepared to take corrective actions, including ending the investment entirely.

Imagine that your company has embarked on an R&D effort for a new product. The investment takes two years, and, at about month 20, when the viability of the product has been proven in market tests and you are preparing for a major launch, a competitor enters the marketplace with a product that has attributes that are superior to those of your product. This new information would clearly alter your original assumptions and analysis; it might cause you to decide to stop work and write off the investment made over the past 20 months, even if the team at your company has met their milestones on time, on budget, and in terms of expected performance.



Will the Business Investment Roadmap Guarantee Success?

You will find the Business Investment Roadmap to be a valuable resource when you evaluate and execute business investments. You will not need to go through every step in equal detail for every investment, but the Business Investment Roadmap will allow you and your company to make smarter and more profitable decisions. Your investment decisions will be wisely chosen and based on a disciplined and consistent methodology built on a mastery of business basics. Keep in mind that although the Business Investment Roadmap can help you to grow corporate value, use of it does not guarantee success. Unlike Indiana Jones, you and your company might not always choose wisely, even using the Roadmap.

The Business Investment Roadmap is a complement to, but not a substitute for, traditional, finance-driven, analytical techniques. You still need to be comfortable with some accounting and finance, as well as general business principles, to make sound investments that will grow corporate value. You do not need to be an accountant or someone with formal training in finance to use the Roadmap. You will still be able use the strategies described in this book. To help you put the Business Investment Roadmap to work immediately, you will find "Following the Roadmap" sections in Chapters 3 through 7 and in the Appendix. These sections review some basic accounting and finance concepts, explain the fundamental analysis involved in the Business Investment Roadmap in more detail, and apply the Roadmap to a composite consumer products company, Fresh Breeze, a manufacturer of detergents, personal cleaning products, and air fresheners. The company is based in Chicago and has manufacturing plants throughout the United States.




3. Preliminary Analysis

The White Rabbit put on his spectacles. "Where shall I begin, please your Majesty?" he asked.
"Begin at the beginning," the King said gravely, and "go on till you come to the end: then stop."

Lewis Carroll, Alice in Wonderland

The first element in the Business Investment Roadmap is the preliminary analysis, as shown in Figure 3.1. The preliminary examination offers six questions to frame your analysis of an investment. A good first step is to ask the proponents of an investment to answer these six questions. Keep in mind that proponents, by nature, tend to be enthusiastic about an investment; they might not be objective enough to see anything that does not support the investment, even if such weaknesses are obvious to an outside reviewer. Also be sure to check the information that they use to answer the questions. As always, be mindful of situations where the proponents are in a position politically where they can drive the decision to make the investment, no matter what the merits of the investment are.



Figure 3.1. Decision Route: The Business Investment Roadmap Preliminary Analysis
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Let's proceed through the six questions for the analysis as listed in Figure 3.2.



Figure 3.2. Six Questions to Ask Investment Proponents

[image: image]

1. Assume That We Make This investment and It Is Successful. What Will Be the Impact on the Company's Cash Flow?

This question seems so simple and obvious that you might wonder why it is here, let alone as the first question. It is first because it is the most important question; it is the fundamental basis of analyzing investments. For example, imagine that you are considering an investment in equipment that will enable you to reduce your costs of providing customer support by 10 percent through improvements in support staff efficiency and productivity. The vendor shows you that this equipment has yielded an ROI in excess of 200 percent at other companies. This investment appears to be a certain winner, so why not proceed with it right away to ensure that your company can start enjoying the benefits as soon as possible?

Here's why. A quick review of your company's income statement indicates that customer support costs represent about 5 percent of total expenses. Even if this investment works and provides the high ROI exactly as promised, it will, at best, reduce total expenses by about 0.5 percent (customer support costs of 5 percent are reduced by 10 percent; 10 percent of 5 percent is 0.5 percent). The 0.5 percent reduction assumes the very best scenario; the investment is implemented without any hitches and it performs precisely as represented by the vendor; even though we all know that the execution of investments seldom goes exactly as planned. Also, you have not even considered whether the returns to the company are easily and objectively measured or more subjective (e.g., increased morale). In addition, the vendor's claim assumes that the benefits in savings will be in cash outlays, which will have to come from a reduction in the salaries paid to customer service representatives through layoffs, lower wages, or reduced hours for each representative. The vendor's analysis conveniently excludes critical questions related to what happens to the service representatives who cannot find another position in the company. For example what about the costs of the layoffs and decreased morale?

Even putting aside these issues that the vendor doesn't talk about, the bottom line impact to the company is relatively minimal. With this kind of relatively low bang for the buck, why bother? Keep the checkbook closed; your company's valuable resources would be better spent elsewhere. Your analysis is complete; it is time to move on to activities that will provide a better return to your company in higher profits and growing corporate value.

This simple focus on the impact on company cash flows for every type of investment opportunity might be a major reason decision makers at many companies are simply saying no to investments. Their view might be that even if the investments are successful and the vendors' products do provide a high return on the dollars invested, the impact on incremental cash flows just is not enough to make the effort.

Alternatively, assume that the impact on incremental cash flows will be significant. Going back to the example of an investment in equipment that reduces customer support expenses, let's assume that customer support costs represent 30 percent of your expenses and the savings from the investment will reduce spending for salaries and, thus, increase bottom line cash flows. The investment now would result in cutting your total expenses by about 1.5 percent. In today's increasingly competitive marketplace, this investment might be worth making, particularly in industries in which profit margins are low. In contrast, if profit margins are relatively high in your industry and company, then 1.5 percent might not be sufficient to justify pursuing the investment.

The Incremental Cash Flows Are What Matter: The preceding example focuses on the importance of evaluating investments in terms of incremental cash flows. It is the cash flows that will sustain growth in corporate value, and all investments need to be tracked in terms of the impact on incremental cash flows. This focus applies even for the relatively rare investments that have potentially high returns with low risk "on paper," when the investments are being proposed. When considering these types of investments, you need to determine whether the projected revenue gains are realistic and whether those gains will actually produce incremental cash flows. You also need to determine if the investment returns really are low risk. Consider, for example, Johnson & Johnson, a global company that provides products ranging from Band-Aids and Tylenol to very sophisticated medical instruments used in noninvasive surgery. The investment would be for the development of a new type of bandage that can be used in the home, one that helps to seal minor cuts while providing protection against infection. In this case, they would need to drill down on the assumptions regarding the revenue opportunity (size of the market and its growth rate) and confirm by looking at the income statements of other companies offering similar products that the projected cash flows are realistic. In this example, Johnson & Johnson would have the benefit of using data on sales from its regular Band-Aid products as a reference point when projecting incremental cash flows.

2. Will This Investment Leverage Our Existing Competencies and Help to Create a Competitive Advantage?

Many of us are familiar with the saying that you need to walk before you can run, and crawl before you can walk. The same logic applies when we evaluate investment opportunities. Companies often make investments before their people and processes are capable of assimilating them, and, as a result, they are unable to attain the promised benefits. As an example, think about the massive investments many companies have made in enterprise resource planning (ERP) software without appropriate investments to change their processes and prepare their staffs for organizational changes. Many ERP projects failed, primarily because of the lack of sufficient investments in infrastructure, process change, and lack of staff support for organizational change. (Many companies offering enterprise-level software, including sales force automation software, now provide their products via the Web, significantly reducing the up-front investment in time and resources needed when companies had to load and configure software on their own systems, or else simply would not make the investment in hardware. Seibel, for example, has now begun offering its software as an applications services provider [ASP].)

Most of us are creatures of habit, and it is difficult to get us to change. Changing the procedures and processes in a business is even more complex and difficult, especially because the company has to continue with normal business activities during the transition. Some people describe this challenge as akin to changing the transmission in a car while it is going 60 miles per hour. It is not an easy task, and often is more likely to fail than succeed.

As a manager, you cannot count on the fact that an investment will achieve the returns you expect unless your organization is fully prepared to accept and grow from those changes. You need to have the infrastructure in place—at a minimum the people and physical assets—to gain the benefits from an investment. For example, many HRM-driven efforts to improve morale and performance of sales staff fail because compensation systems are not realigned to reinforce the messages and reward people for the adoption of the new ways of doing business.

This process is, of course, much easier said than done. Often changes in compensation plans spur many people who were comfortable under the old structure to leave. Recently, for example, one of the nation's leading retailers of electronics products, Circuit City, decided to change the ways that it sold products in response to continued declines in the price and profit margins of electronics products. Rather than having commissioned salespeople work closely with prospective customers, the company decided to move to more of a self-service system. In response to this change, the company altered the compensation structure for its sales representatives from commissions to straight salary. Many of the more successful salespeople under the old system have since left the company.

Similarly, many management and IT consultants seek to have their clients recognize the importance of making investments that fit within the overall corporate strategy or what is often called "business model" or "business design." Adrian Slywotzky and David Morrison with Karl Weber, in their book How Digital Is Your Business? focus on this issue.[1] They show that it is not technology that drives higher growth and returns, but business models and the use of technology to support those business models. Other researchers have found no positive relationship between investments in technology and increased returns to shareholders (unless you count the shareholders of the companies making the sales).


Think again about the Los Angeles-to-Boston road trip introduced in the last chapter. You are driving on the highway and making great time to your destination. Now, you leave the highway in favor of more scenic, local roads, and quickly fall behind schedule; the local roads simply are not sufficient to handle the traffic. The bottleneck is not the highway, but the local roads. Business works in much the same way. Your company should not make investments if it does not have the infrastructure or corporate capabilities and business model that can benefit fully from those investments.

Wal-Mart provides a great example of matching investments with corporate capabilities. Wal-Mart is the global leader in the use of technology (in fact, a recent study found that a significant portion of the total gains in productivity in the U.S. economy during the 1990s was due to Wal-Mart), but the company will only invest when it can easily integrate the new technologies into its existing infrastructure. Disruptions are minimal, and the new technology acts like a turbocharger, rather than as a replacement for existing business processes.

Obviously, it is difficult to answer directly the question of whether your company has the infrastructure and competencies to support an investment. On one hand, it is easy to say "yes," and assume that your company can leverage the investment into a competitive advantage. That is the answer you will get from the proponents of the investment who will sing its praises to you. Accordingly, you must ask them to define as clearly and succinctly as possible the unique capabilities of your organization compared to your competitors and exactly how this investment will create a competitive advantage within your business model.

Consider Apple Computer's recent investment in an online distribution system for music. Steve Jobs, one of the founders of Apple and once again the CEO, leveraged his relationships in the music industry to enable Apple to establish distribution relationships with several major music labels. In the meantime, the company created an online distribution system for music that provides a way to source and download music at a cost of 99 cents per song. Apple's system is, of course, legitimate and legal as compared with the free services that have been subject to lawsuits and other actions by the music industry seeking to close them down.

Although it is still early in the life cycle of the business, Apple's investment has, by most accounts, been a success. More than a million songs were downloaded during the first week that the Apple system was available to the public. Apple's investment clearly leveraged its competencies, and it has given the company at least a temporary competitive advantage that will add revenue and profits to the bottom line. More important, however, the online music business will likely drive sales of the Apple iPod, which is where the company will gain substantially more revenues and profits in comparison to its online music sales.

On the other hand, Microsoft and the major hardware providers like IBM, Dell, and HP are not likely to go into the online music distribution business on their own. The business of selling music over the Internet is simply too small of an opportunity at this time in terms of potential revenue dollars without having the revenue streams and profits from hardware like the Apple iPod. They might, however, get into the business of selling hardware like Apple's iPod.

If your competitors can easily match the investment you are considering, the investment might not provide competitive advantage. Instead, it might simply be part of the ante required to compete. This fact is particularly relevant in industries with commodity or near-commodity products and services. This leads you to the next question.

3. Assume That We Make This Investment and It Is Successful. Who Else Benefits, and How Much of the Benefits from the Investment Do They Get?

This question prompts you to think about whether the benefits from the investment will really result in an increase in revenues, profits, cash flow, and corporate value. Recall the prior example of the company that invested in a customer support system, and the importance of confirming that savings would result in higher incremental cash flows. If the investment in customer support makes your customer support staff more efficient, what does this mean in terms of tangible expense reductions to the company? Will the customer support staff work at the higher productivity level for the same pay? Can the company assume a reduction in the number of staff personnel through attrition? If so, when will the people leave, and how do you consider those cost reductions in your analysis? Is the market so competitive that your investment in providing more efficient customer support results in your staff devoting more time and resources on average to customer inquiries? This could render the investment worthwhile for corporate goodwill but not create a positive bottom line impact. In other words, would the company attract users that require more service and are, thus, likely to be less profitable customers?

Consider the investment that your neighborhood bank made for automated teller machines (ATMs). A transaction handled by an ATM is significantly less expensive than a transaction handled by a teller, and ATMs are available 24/7. These are direct benefits to customers. Nevertheless, ATMs cannot and will not replace tellers; instead, ATMs are simply expected by customers in addition to fast and efficient service by tellers. Several years ago many people associated with the banking industry assumed that ATMs and electronic banking would make branches, those high-cost vestiges of past banking practices, obsolete. Some banks went so far as to close branches and replace them with a wall of ATMs. More recently, banks recognized that ATMs were not a substitute for branches, but simply another way of doing business. The recent decision by Bank of America to acquire Fleet Bank, the leading commercial and consumer bank in New England, was motivated by Bank of America's desire to gain access to Fleet's branch network. Like branches and electronic banking, ATMs are simply another cost of doing business for commercial banks. Customers have clearly gained from financial institution investments in ATMs, but for the banks, it is an additional investment and ongoing expense.

We see a similar situation with retailers' e-commerce sites. At one time, retailers needed to worry only about the challenges of building and maintaining physical stores. The Internet raised the ante by creating pressure on retailers to establish e-commerce sites. Many retailers invested relatively enormous sums of money and devoted significant amounts of management time to the creation of e-commerce divisions. The threat of being "Amazoned" by retailers that did not have to make investments in physical assets like retail stores added to management pressures. Numerous press reports lavishing praise on Internet pioneers and leaders like Jeff Bezos, the founder of Amazon and Time Magazine Man of the Year, likely added fuel to the fire of fear at many retailers.

Today, it is accepted wisdom in retailing that you need both "bricks" (physical stores) and "clicks" (a Web presence), even if your Web site is solely for promotions and background information such as store locations and phone numbers. The e-commerce divisions of some retailers have become profitable, but the vast majority of retailers now see their e-commerce efforts as a cost center that is complementary to and supportive of their physical stores or catalog operations, rather than as a profit center. E-commerce has clearly been a factor to increase customer service and satisfaction. Like ATMs for banks, however, the impact on the bottom line has not been positive for many retailers.

The hotel industry has had similar experiences. Today, a hotel seeking a three-star ranking from either the Mobile Travel Guide or the Automobile Association of America (AAA) must provide services and amenities that were considered necessary only for five-star hotels a few years ago. For example, a fluffy bathrobe and comfortable slippers was once standard only at leading hotel chains like Four Seasons or Ritz-Carlton. Today, it is a requirement for earning just a three-star ranking. All of these investments by the lodging chains have made our travel experience better and more comfortable, but the returns to the shareholders of the lodging chain stocks have been minimal.

These are only illustrative examples; the key issue is that you need to determine who else benefits from your investments. As with the investments made by banks in ATMs, investments have to be made for competitive reasons, even with minimal incremental positive impact on the bottom line. It might be, however, that the investments you are evaluating do not provide a direct economic benefit to the company and are not necessarily a requirement to compete.

4. Assume That We Make This Investment and It Is Successful. What Is the Long-Term Commitment? Will We Need to Devote Cash to the Investment on an Operating Basis After the Initial Investment Is Made?

Most investments represent just the down payment on what turns out to be a long-term corporate initiative. Consider General Motors' (GM) investment in Saturn. General Motors decided to create an entirely new car brand in the 1980s. The advertising pitch, both for internal and external purposes, was "a different kind of car company." GM invested more than $1 billion in Saturn and successfully created a new brand, a major accomplishment for any company, but particularly so for GM.

Unfortunately for GM shareholders, Saturn's success has required more investment from GM, not less. GM still has to subsidize Saturn on an operating basis. In an attempt to try and make Saturn more self-sufficient, GM has extended the line of Saturn cars in hopes of growing total volume. Where once Saturn's offerings were primarily sedans, the company now has a full line of cars, including a sport utility vehicle (SUV).

GM's investment in Saturn and the need for ongoing investment is similar to what Ford faces with Jaguar. After investing approximately $500 million to acquire Jaguar, Ford has subsequently had to invest at least that amount to get the company competitive in terms of technology, styling, and reliability of its cars. Although Jaguars are attractive and fun to drive for many people, Ford is now stuck with a major drain on its capital for the foreseeable future, and the marketplace for vehicles in that class is becoming increasingly competitive. Ford also faces a major dilemma in making sure that the use of Ford components in Jaguar is limited, thus limiting opportunities to gain economies of scale in parts. Who wants to open the hood of their brand new Jaguar and see the same parts that are in a Ford Taurus?

There are many other examples where managers have not sufficiently differentiated between initial cash needs to fund an investment and ongoing cash needs. Consider the now outrageous financial projections for the dot-com companies during the late 1990s. Several analysts argued that one of the ways that the high values of some of the dot-com companies on NASDAQ could be justified was that these companies would not require as much capital (cash) for operations once they had built their infrastructure and acquired customers (their initial capital investment needs). In contrast to traditional companies, Internet-based companies were expected to acquire positive cash flow very quickly. This was due to the reduced need for capital on an ongoing basis for operations and would thus provide greater returns to their shareholders than comparable traditional "old economy" companies.

The reality, of course, was just the opposite. Among the surviving dot-coms, most have found that there is a need for additional capital in both fixed assets, such as plant, equipment, and warehouses, and to support inventory and accounts receivable, or what finance and accounting people call working capital. Amazon, for example, soon found out that it needed significantly more capital than expected when the company began to open warehouses around the country to reduce shipping times and also expanded beyond books to other products. More recently, Netflix, the first company to rent DVDs via the Internet, had to invest in inventory and warehouses throughout the country to reduce shipping times and improve customer service. Without this investment, the company could not effectively compete with neighborhood Blockbuster video stores.

This question is not just applicable to major industrial companies or the dot-coms. Many of us have had the experience of owning a car, home, or other asset that seems to own us because of the need for additional spending and resource allocation. For most businesses, an initial investment will inevitably result in the need to devote additional resources. Investments are rarely one-time events.

5. Assume We Want to Make This Investment, but Cannot. What Is the Next Best Alternative? Is There Anything We Can Do Differently That Gets Us Nearly the Same Benefits in Cash Flow Returns to the Company?

This question forces the champions of investments to rethink and justify their proposals. It helps you to cut to the chase because it requires a thorough analysis of an investment in the context of other investments that might provide similar benefits. It changes the discussion from a yes or no for a particular investment to a review of alternatives. It will often result in your making a better choice.

The question is applicable for all types of investments. Consider R&D. One of the common refrains in research and development is that "the enemy of good enough is perfect." By investing in the "good enough," you can mitigate some of the risks, such as time to market and development (you will see more about risks in a later chapter), trading off a relatively small part of the financial returns. At General Electric, for example, the new CEO, Jeffrey Immelt, has sought to have the company's research facilities focus on getting products to market faster in lieu of doing too much theoretical research.

Consider this question in the context of mergers and acquisitions. All too often, companies jump into acquisitions when other types of relationships can provide the same benefits without the hassles and costs of putting two companies together. In the AOL Time-Warner deal, both companies should have considered next best alternatives. At the time of the merger, management of the companies stated that a key driver behind the merger was a desire to put Time-Warner media properties on the Web. In retrospect, it is obvious that Time-Warner could have accomplished this objective much more easily and at significantly lower costs to its shareholders (even though its past efforts at putting its media on the Web had been expensive failures) by means other than merging with AOL. The results of the AOL Time-Warner deal are not an exception; studies have shown that most acquisitions are financial failures measured by the returns to shareholders of the acquiring company.

The shareholders of Daimler-Benz should have asked this question when asked to approve the company's merger with Chrysler. Because of the size of the two companies and their different products, cultures, and business models, shareholders should have asked whether there was a better way for Daimler-Benz to achieve the benefits it hoped to get from the merger with Chrysler. As of the fall of 2003, many of the benefits had yet to result in financial returns to the company's shareholders. The Chrysler senior management team has since left, and Daimler-Benz managers run the operations. Only now, several years after the acquisition, are people from the two predecessor companies beginning to work well together. The stock price for the company tells the story of this deal: The market capitalization for the entire Daimler-Benz Corporation as of late 2003 was much lower than the combined value of the companies at the time of the merger.

IBM provides an example of how asking this question can yield positive results. Several years ago IBM embarked on a program to provide project management training for a large number of its employees. The cost of the program, when travel and time out of the office were included, was significant. Although on the surface it seemed that the company had to either reduce the number of employees that would get the training or cut back on the scope of the training, a third option, the next best alternative, was found. This alternative was distance learning, and the company then made an investment to put many of the project management courses online. The effort has been largely successful both in training and in savings. Even more important, IBM has seen the benefits of the training in employee productivity.

Do not be surprised if the answer you get to the question–"Is there another way?" is no. The answer might even include an element of derision from the proponents for the investment. Keep in mind that managers who questioned investments in e-commerce during the dot-com days were told that they just didn't "get it." This might or might not have been true, but whatever the situation, it is your job to question the proponents and seek alternatives. Accept the statement that you "don't get it" and ask the proponents to explain how you should "get it." The discussion will, hopefully, lead to better alternatives for the company's resources.

6. Assume That We Decide to Make This Investment. What Have We Learned from the Past? What Is in Our Lessons Learned Files?

All of us learn from our experiences, and it is always worthwhile to inquire what, if any, investments your organization has made in the past. Situations change, and you need to be especially careful to take what you hear with a grain of salt, because each person has his or her own perspective and memory of the event. You also need to be wary of people who suggest that the investment you are assessing won't work because "we tried it before and it didn't work." The worst thing that can happen after a company makes a bad investment is for it to become so conservative that investments for future growth are never made or made and then starved. The second worst thing that can happen after a failed investment is that people feel so risk averse that the company suffers from analysis paralysis, the desire to analyze investments to the degree where all uncertainty is eliminated, which is, of course, impossible.

Nevertheless, search for information on past investments. What worked, what did not, what happened, and why? Dig as deeply as you can, not just in your company, but throughout your industry. It might also be helpful to learn from the experiences of companies in other industries that embarked on similar investments. Evaluate the proposed investment against what you learn. For example, the experiences with ERP systems of similar size and complexity in other industries could be of value when you are evaluating a proposal to invest in one at your company.



Summary

The preliminary analysis will help you to eliminate quickly investments that are unlikely to be successful before you have devoted a great deal of resources and time to losing efforts. As many managers will tell you, success often results from the investments that you don't make, rather than the ones you do, because you don't have to waste time and resources on losing causes. You might also find it helpful to provide the preliminary analysis to the managers who develop proposals for your company's investments. Working through the preliminary analysis will allow proponents to develop better business cases for their investments, even before going into the detailed financial analyses. Think back to the trip you would be taking from Los Angeles to Boston; like a global positioning satellite (GPS) navigation system, the preliminary analysis will lead you to investments that will help you reach your destination.



Following the Roadmap

This section, which will appear through Chapter 7 illustrates how the Business Investment Roadmap can be used to help your company make successful business investment decisions that grow revenue, profits, and, ultimately, corporate value. Here's where you will get an opportunity to see the Business Investment Roadmap in action with a fictional company, Fresh Breeze, a composite of several consumer products companies that was introduced in the last chapter. You might want to skip these sections for now, and come back later to dig into the details. You can use the "Following the Roadmap" sections as templates when you are evaluating and executing investments at your company.



Introducing Fresh Breeze Corporation

Fresh Breeze is a Chicago-based manufacturer of detergents, personal cleaning products, and air fresheners. It has a number of manufacturing plants throughout the United States. It manufactures essentially all of its own products from commonly available raw materials. Fresh Breeze had approximately $1.1 billion in revenues in 2002, and it has been growing at about 5 percent per year in recent years, as shown in Table 3.1. The company's competitors include several multinational corporations and regional companies that produce house-brand products for supermarket chains and distributors. Fresh Breeze is slightly smaller in revenues than Dial Corp. (2002 revenues of $1.28 billion), significantly smaller than Colgate Palmolive (2002 revenues of $9.29 billion), and much smaller than Procter and Gamble (2003 revenues of $43.77 billion).

The company has three divisions: Personal Cleaning, Laundry Care, and Air Fresheners. About a third of its revenues come from each division. It sells its products throughout the United States through supermarkets, mass merchandisers, drug stores, and other outlets. The company's largest customer is Wal-Mart, which accounts for more than 20 percent of the company's sales, and its top 10 customers together make up approximately 50 percent of its business. Other major customers include IGA, a national distributor for independent supermarkets such as Costco, Target, CVS, Walgreens, and regional discount stores.



Table 3.1. Fresh Breeze Corporation, Net Sales and Sales Growth Percentages, 1999–2003
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Preliminary Analysis of an Investment: Would You Like That Super-Sized?

Let's begin putting the Business Investment Roadmap into action with a hypothetical proposal from a marketing team. You'll quickly see that the proposal is not completely realistic, but it is excellent for providing a quick and simple example of using preliminary analysis.

Assume that a group of managers in the Laundry Care division at Fresh Breeze are considering a proposal, introduced by one of the marketing teams, to change the packaging size, presentation, and price points for its Summer Breeze line of laundry detergent. Under this proposal, the company would sell Summer Breeze in much larger, double-sized containers at about the same price as the regular Summer Breeze detergent bottles, a marketing position targeted at value-oriented shoppers. The regular-sized bottles would be phased out, which would leave the super-sized containers as well as smaller, convenience-sized packages.

Summer Breeze is currently priced to be competitive with other midtier major brands. The company realized many years ago that it could not compete for brand-oriented shoppers who almost automatically picked up their bottles of Tide or Wisk. Instead, the company sought customers who are value-oriented, those people who want a bargain, but are hesitant to try a completely unknown brand or label.

The marketing team backing the investment believes that offering customers more detergent at the same price as competitors' products will result in Fresh Breeze gaining market share from its competitors and, thus, increase revenues and profits. The larger containers will be particularly attractive at the discount stores and warehouse clubs.

Summer Breeze detergent currently claims 5 percent of the U.S. market for laundry detergent sold, and the analysis by the marketing team proposing the investment indicates that the new product size could double market share to 10 percent. According to the initial analysis, the super-sized detergent bottle will nearly double revenues by gaining market share from competitors.

How does this investment stack up in terms of the six preliminary analysis questions? Are the prospects as rosy as the proponents suggest? Let's apply the preliminary analysis, recognizing that some of the six questions might be more critical than others in the evaluation of this proposed investment.

1. What Will Be The Impact on the Company's Cash Flow If We Make This Investment and It Is Successful?

For the moment, assume that the marketing team is correct in that if the investment is successful it will increase market share of Summer Breeze detergent from 5 percent to perhaps, 10 percent. What would such a gain mean to cash flows?

First, this product extension is meant to take market share away from competitors, rather than to stimulate demand for additional product. Demand for laundry detergent is expected to continue its historical stable growth rate of about 2 percent, so the result of the increase in market share will be a larger piece of essentially the same pie. People don't wash clothes more often as the price of laundry detergent drops.

This is important because if the volume of detergent in a sales unit is doubled, consumers will need to make only half as many detergent purchases to meet their detergent needs, which remain relatively constant. (You can assume in this case that the larger bottle size will not cause consumers to use significantly more detergent per load, but consumer demand and behavior is an important consideration in any investment.) A consumer who purchased laundry detergent every two weeks would, with the new size, now purchase detergent about once a month.

At the same time, the new double-sized detergent bottles will be sold at about the same price as the original containers, so with the new packaging consumers will pay only half as much to meet their full detergent needs. If Fresh Breeze doubled its market share in this category, twice the number of customers would purchase Summer Breeze detergent, but revenues would remain the same, because Fresh Breeze would have cut its revenue per ounce by about half.

Finally, look at the effect of the new detergent bottle size on the cost of producing and selling (see Table 3.2). Assume that for the current product line, the detergent accounts for 20 percent (80 cents) of the total cost of the product, the packaging adds another 10 percent (40 cents), and distribution accounts for 10 percent (40 cents) of the costs for a unit, which averages a $4.00 wholesale price. Together these costs account for 40 percent of the wholesale selling price. Doubling the amount of detergent would increase the cost of the detergent by slightly less than two times, to $1.50 or 37.5 percent. Packaging costs would increase to 65 cents or 16.25 percent. Distribution costs would increase to 70 cents, or 17.5 percent. All told, this investment would increase these costs from 40 percent to 71.25 percent of sales. For a product with a low profit margin to begin with, this would be a disastrous move for the bottom line.



Table 3.2. Gross Margin Comparison of Regular-Sized Summer Breeze Detergent Bottle and Proposed Larger-Sized Summer Breeze Bottle
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Finally, if Fresh Breeze pursues this investment, it might force its competitors to reduce their prices to adopt Fresh Breeze's strategy. The result of such a reaction would likely be that for all of its efforts, Fresh Breeze's increased market share would be short-lived. This is the bottom line: From the perspective of the effects on cash flow, this investment appears to be an unmitigated disaster.

2. Will This Investment Leverage Our Existing Competencies and Help to Create a Competitive Advantage?

The proposed investment would indeed leverage Fresh Breeze's existing competencies; the larger detergent bottles contain a detergent formula that has already stood the test of consumer acceptance in the market, it would be sold predominantly to the same types of consumers it already targets, and it would be sold through the same distribution channels. This is outweighed by other factors, however. Although on its face, this proposed investment would create a competitive advantage for Fresh Breeze, a closer examination shows that this is not the case. The company would potentially increase its market share solely on the basis of cutting its price. Fresh Breeze does not have any real competitive advantage that would allow it to lower its cost structure, especially relative to much larger competitors that obviously have lower production costs and a much larger volume over which to amortize R&D, marketing, and other general costs. The answer to this question, therefore, is "no."

3. Who Else Benefits, and How Much of the Benefits from the Investment Do They Get If We Make This Investment and It Is Successful?

Under the structure of this particular proposal, the only direct beneficiaries of this investment are likely to be consumers, who would not only benefit from the much lower price of Summer Breeze detergent, but from the general downward price pressure on competitive products that Fresh Breeze's actions would likely cause. (This assumes that the retailers do not raise the price on the larger bottles to gain higher margins.) Fresh Breeze, accordingly, does not stand to gain anything from the investment outlined in this proposal other than profitless gains in market share. Competitors are unlikely to profit from Fresh Breeze's actions in the near term; in the long term, it might weaken Fresh Breeze, which could indirectly benefit its competitors. The investment does not pass muster in this segment of the preliminary analysis, either.

4. What Is the Long-Term Commitment, If We Make This Investment and It Is Successful? Will We Need to Devote Cash to the Investment on an Operating Basis After the Initial Investment Is Made?

The up-front development costs for this investment are fairly minimal and mostly involve developing new packaging, adjusting the manufacturing equipment and costs associated with the fairly minor but notable differences in distribution and shelf space for the larger product. There would be some additional investment and long-term commitment in terms of shipping costs and infrastructure changes to handle the larger containers. Once the new product size is launched, it will require the same sort of operating support as other products. The company already has vast experience supporting laundry products, so the incremental operating costs, if any, associated with this investment would be unlikely to cause many surprises. What should be a concern, however, is that the analysis in question 1 showed that the costs associated with this investment will likely outweigh any benefits received from it indefinitely.

5. Assume We Want to Make This Investment, But Cannot. What Is the Next Best Alternative? Is There Anything We Can Do Differently That Gets Us Nearly the Same Benefits in Cash Flow Returns to the Company?

Especially given the distinctly negative impact this investment is expected to have on cash flows, there are likely to be innumerable other investments that are superior to the proposal currently being scrutinized across many different areas of operation and functions of the company. Even restricting the alternatives to investments in product extensions with the intent to increase market share profitably, the choices are still quite varied, considering the size of the company and the variety of products it manufactures. If the general idea of selling more Summer Breeze detergent has appeal to the managers, they should examine other ways to invest to grow corporate value.

Alternatively, the marketing team might consider placing a series of small "bets" (i.e., small investments) by offering a variety of new products and sizes to gauge interest (assuming that their retailers would support these efforts) and, then, invest more resources in the products that have the greatest initial success. More broadly, Fresh Breeze should consider this and similar proposals in the context of its overall investments and prioritize investments according to their potential and likely impact on incremental cash flows.

6. Assume That We Decide to Make This Investment. What Have We Learned from the Past? What Is in Our Lessons Learned Files?

Given its long operating history and the array of products it offers, Fresh Breeze has a large store of experience in launching product extensions on which it should draw. Managers should look for similar investments the company has made in the past, evaluate their relative success or failure, and try to determine what caused each success or failure. The managers should also draw on the experiences of other companies that sell cleaning products in the same and similar distribution channels. By incorporating these lessons learned, the company's managers might be able to restructure the investment to provide more attractive returns and, ultimately, grow corporate value.



Preliminary Analysis Results

Taking the time to apply the first element of the Roadmap, preliminary analysis, should indicate to Fresh Breeze management in no uncertain terms that they should not make this investment, at least not in its current form. The first question, about the cash flows the investment is likely to generate, was both the critical question and the showstopper. Decisions on other investments with cash flow prospects that look better might hinge on the answers to the other questions in the preliminary analysis. Thus, you need to repeat the process for every investment you consider.




4. Business Impact Analysis

"First Things First"

Steven Covey, Roger Merrill, and Rebecca Merrill



Silver Bullets and Golden Nuggets

Andy Grove, a founder and the former CEO of Intel, one of the world's most successful companies, wrote a business best-seller several years ago entitled Only the Paranoid Survive.[1] In his book, Grove asks managers this question: "If you could aim a 'silver bullet' at a single company and eliminate that company as a competitor, who would that company be?" This question helps managers identify their key competitors, which is an important step in developing corporate strategies. Obviously, the silver bullet question is theoretical, but it can help you determine who your primary competitors are and develop action plans to help your company increase its value. Try it among your colleagues, and one of the more surprising findings might be the lack of consensus among the group in determining who your company's primary competitor is.


Think about growth opportunities in your business in the same way that Andy Grove defined competitors. Instead of silver bullets, growth opportunities are built on your golden nuggets, the areas of your business that provide the greatest return for your incremental investments. Identifying your golden nuggets is the first step in determining where your company will get the greatest bang for its buck when you make investment decisions. In the same way that you posed the silver bullet question, ask your colleagues what they consider to be the golden nuggets in your company.

Determining your golden nuggets and developing strategies to exploit them is usually much easier said than done. In his best-selling book, Good to Great, Jim Collins describes leading companies as gaining insight into what he calls their "economic engine." He notes that, "The central point is that each good-to-great company attained a deep understanding of the key drivers of its economic engine and built its system in accordance with this understanding."[2] Collins then goes on to describe how companies adopt a single key ratio, what he calls a denominator, to gain an understanding of their economic models.


Collins is absolutely correct, but the key is in determining what he labels the denominator, or golden nugget. There might be several golden nuggets at your company. They usually are obvious in hindsight, but often difficult to determine without a thorough analysis. This chapter shows you how to find the golden nuggets in your company. Once you have identified them, you can use them to evaluate potential investment opportunities.

Figure 4.1 provides an overview of this step within the Business Investment Roadmap. As shown in the illustration, after you have completed the preliminary analysis, you assess the investment in the context of total returns. In this way you can determine whether the investment is more likely to enhance and grow corporate value by building and expanding your golden nuggets, or reduce the potential for growing value. This process covers two steps that:




	Identify the ways in which you can grow value in your company through an assessment of how to increase incremental cash flows.

	Determine which factors or "value drivers" are the golden nuggets—the value drivers from which your company will get the biggest bang for its buck through increased incremental cash flows. If you know what they are, you can turn your golden nuggets into full-fledged treasures.





Figure 4.1. Decision Route: Business Impact
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Before getting into the details, please note that once you identify your golden nuggets, you will need to revisit your analysis periodically to make sure that they have not changed. What worked in the past or what looks like it will work in the future, from today's viewpoint will probably not remain static because of constantly changing macroeconomics and industry dynamics. This can turn your golden nuggets into fool's gold.

There are many companies who have fallen victim to this fool's gold. One dramatic example is Digital Equipment Corporation (DEC). At one time, DEC was the second largest computer company in the world, setting the standards for a quality-of-life working environment. The founder, Ken Olsen, was a brilliant scientist with a vision to create midrange computers to compete with IBM's mainframe computers. Unfortunately for its employees and shareholders, DEC stumbled badly in the 1980s, and it eventually was acquired by Compaq (which has itself since been acquired by HP).

One of the major factors behind DEC's fall from grace was management's decision that the company's golden nugget in the future would be the mainframe business. DEC had experienced a great deal of erosion in its customer base as companies grew from DEC computers to IBM mainframes. As a response, the company reportedly devoted more than $1 billion to developing its own mainframe. In the meantime, however, the industry experienced a great deal of change and upheaval, brought about in part by the emergence of microprocessors, distributed computing, and the downward price pressures on computing power. The DEC mainframe was never successful—it was fool's gold—and the company missed out on the PC opportunity. This cautionary tale should keep you mining for your golden nuggets and watching out for fool's gold.



Cash Flow: The Critical Value Driver

Cash is king, and there is no one else in the royal court. The only ultimate return from any investment must be cash, and cash flow is an excellent proxy for creating value because cash is how you get your returns. Nearly every investment should be evaluated in terms of its impact on incremental cash flows. Even human-resource-related investments, in training and development for example, need to be assessed in terms of the cash flows from the improved worker productivity the training and development is expected to produce. If you cannot determine the impact on incremental cash flows from an investment, you really shouldn't go any further with the investment.

Warren Buffet, one of the world's wealthiest men and considered by many to be its most astute investor, considers free cash flow to be a key element when valuing a company. Under Buffet's analysis, the best companies in which to invest are those with significant free cash flows relative to investments. For Buffet, the ideal business might be one where the only investment is a mailbox to collect checks and a bank account for electronic transfers and depositing checks. (You, of course, need the golden nuggets to generate the cash.)

Companies have three primary ways of generating cash flow:


	grow revenue

	cut costs

	improve productivity





Grow Revenue

One of the best ways to increase cash flows is to grow revenue. This assumes, of course, that costs remain at the same level relative to sales or decrease. There are four ways to grow revenue, and some companies use combinations of all four:


	raise prices

	sell new products and services

	change your product mix

	exploit existing assets



Raise Prices: Companies often grow revenue by simply raising their prices. For example, the Boston Red Sox, perennial heartbreakers for their fans, play in Fenway Park, the oldest and smallest baseball stadium in the major leagues. Although the team already has the highest average ticket prices in professional baseball, fans in New England have come to expect an increase in Red Sox ticket prices every year with the same dependability as the annual fall foliage season and the collapse of the Sox.

Raising prices to grow revenue can be a dangerous tactic for many companies. Unlike the Boston Red Sox, most companies do have a lot of competition, and an increase in prices can result in customer defections and fewer purchases by the customers that remain. At some point, an increase in prices will lead to a decline in revenue, as the revenues lost from customers that desert the company for less expensive alternatives outweigh the revenue gains from price increases. Consider the U.S. Postal Service, an organization that faces tremendous challenges as it appears stuck in the cycle of increasing prices and losing customers. Due to regular postage increases, particularly for business and "junk mail," the Postal Service has been losing customers. The combination of losing customers and the dampening impact of technology on mail volume (because of e-mails, greeting cards via e-mail, contracts with digital signatures, and other innovations) has resulted in declining revenues. In reaction, the Postal Service management raises prices to increase revenues, but the net effect is the loss of even more customers and lower mail volumes. The only business that the Postal Service is sure to keep, rural mail delivery, is a business that most of its competitors don't want.

Consider the nation's airlines, which at times seem to do their best to alienate their best and most profitable customers, business travelers. Many of the major carriers take advantage of business travelers by charging extraordinarily high fares as compared with the fares charged to leisure travelers. The pricing strategy of the major carriers has caused many business travelers to find alternatives, including teleconferencing and driving to cities serviced by discount carriers like Southwest ATA and Jet Blue to take advantage of the lower fares. The net effect is that the airlines are stuck with excess seats and have to reduce capacity, as most of the carriers have done during the recession.

Sell New Products and Services: There are other ways that companies can grow revenue. Continuing with the Red Sox example, the team could add seats to Fenway Park (which they have done, even putting seats in above the Green Monster, the wall in left field) or increase attendance at games by fielding a better team. The Red Sox have less maneuverability on the second option because they already sell out most of their games, but most businesses with a fixed number of seats do not enjoy such consistent sellouts. Similarly, if you follow the automobile industry, you might be familiar with BMW's strategy of adding a starter line of cars, the 1 Series, to grow revenue and increase customer loyalty. Both the Red Sox and BMW are growing revenue by adding new products. Consider the cookie section in the supermarket aisle, where Nabisco has added a wide range of Oreo cookies in different sizes and with different fillings and coatings.

Unfortunately, selling new products and services is usually easier said than done. Most businesses are extremely competitive, and the challenge of meeting competition on a day-to-day basis often outweighs the need to work on the development of new products and services. In effect, you need to sell new products and services just to stay even as your existing products and services are subjected to shortening market cycles and competitive threats. Consider again your local supermarket shelves; thousands of new products are introduced every year, but there is only limited shelf space. The result is a constant battle among manufacturers, with new products introduced practically every day to compete with existing products. From the manufacturers' perspective, they are on a treadmill that requires them to go at ever-increasing speeds simply to stay in position, let alone get ahead. In this environment, it is no wonder that many consumer products companies introduce primarily product line extensions like Oreos in different sizes, rather than entirely new products.

The treadmill runs even faster in many other industries, for example, telecommunications. The life cycle of a cell phone used to be about two years; today companies like Motorola, Nokia, Sony, Samsung, and others now work in approximately six-month cycles. Formerly "hip" products rapidly age and become albatrosses sitting on shelves and in warehouses.

This treadmill phenomenon is not limited to the fashion or high-tech industries. In the automobile industry, a "hot car" might be sold by dealers at a premium; just a few months later they can only be sold through incentives like cash-back offers or reduced lease rates. The latest version of the Ford Thunderbird was extremely popular when it was released a couple of years ago. The car was very hard to get, and some dealers understandably got full list price plus more. As of fall 2003, however, the car was readily available at most Ford dealerships. Those that were sold have depreciated relatively quickly, and Ford has announced plans to "retire" the model.

Change Your Product Mix: It truly is a battle to sell new products and services. Facing this challenge, many managers seek to change their product mix, accepting the fact that cycle times are decreasing. Instead, they focus on those products and services that can produce higher revenues to replace products and services that produce lower revenues. Let's return to the Red Sox and Fenway Park. Facing the challenge of growing revenue with a relatively fixed number of seats (even after raising prices and expanding the total number of seats), the team could add special concierge services for people sitting in seats located in the lower deck, close to the field. The services could include fetching snacks and beverages so that fans do not have to leave their seats during the game, and section-specific restrooms so that certain customers do not have to wait in long lines. They would then raise the price of those seats, and the end result would be growth in the team's revenue through changes in the product mix (higher priced seats).

Open your wallet and take a look at your credit cards. At one time, most of us had just a few credit cards; today, we have many options with different prices and services. American Express has been particularly astute in changing its product mix in response to the changing credit card market. Where there was once the standard green American Express card, consumers can now get a Gold, Platinum, or even a Black card. The annual fee for the Black card is $2,500, a substantially higher fee than the $50 or so that the company charges for its standard card. The net effect is a change in the company's product mix, and higher revenue derived from certain customers. (American Express has also been able to grow its customer base in several card categories.) This is an example of how companies seek to change their product mix in response to the challenge of growing revenue in a mature market. In the household appliance business, manufacturers have bifurcated the market by developing high-end, expensive appliances (e.g., the Neptune washers and dryers from Maytag). Manufacturers for other products such as clothing, food, and automobiles are following a similar strategy.

Exploit Existing Assets: The fourth way to grow revenue is by exploiting your existing tangible and intangible assets. Your company might have assets (e.g., intellectual property) that can be licensed to other firms on a royalty basis that will yield more revenue to you. Texas Instruments, for example, derives a sizable portion of its revenue stream from licensing fees based on its patents. Many other companies have been successful in leveraging their brand names or reputation for quality in partnerships that produce revenue with minimal incremental investments. Visit a local toy store to see all of the products that have some association with Disney, and you might be prompted to think about ways that your company could grow revenue by exploiting existing assets.

There is also the potential for exploiting existing assets by selling additional services and products that build on what you have already sold to your customer base. This can include what is commonly called vertical integration; your company selling products and services that were, or could be provided by others to your customers. For example, many companies that provide first mortgages, including Countrywide Mortgage and Washington Mutual, have now entered the home equity, second mortgage, and debt consolidation businesses.

Alternatively, companies can exploit the asset of their customer base by obtaining products from others, rebranding the products, and selling the products to their customers. Dell Computer, for example, resells computer peripherals made by other companies. IBM sold a personal digital assistant that was developed by Palm. HP has a product like the Apple iPod. The classic case of this approach for revenue growth and profits, however, is the fashion industry, where companies commonly put their label on and sell products that are designed and manufactured by others.

Table 4.1 gives a simple example of the four ways to increase revenues just discussed. Scenario A serves as the baseline for revenues, where the company sells 100 units each of two products, A and B. Product A sells for $10, Product B sells for $9, and both cost $5 per unit to produce. In the baseline scenario, total gross margin for both products combined is $900. Because this is the baseline for the analysis, the incremental value created is zero. For simplicity, the model assumes that gross margins become cash flows in their entirety. Scenario B shows the effect of raising the price of Product A by $1. Assuming costs remain the same, the new total gross margin for both products combined will be $1,000, or $4,100 in incremental value created. In Scenario C, the company adds a third product, Product C, and sells 100 units for $8 per unit, at a cost of $4 per unit. In this case, the total gross margin increases to $1,300, with $400 of incremental value created from this investment. In Scenario D, the company changes its product mix from 50:50 between Products A and B to 75:25 in favor of Product A. Total gross margin under this scenario is $1,100; the investment has created $200 in incremental revenue. Finally, in Scenario E, the company licenses the rights to produce and sell Product C to another company, in exchange for 10 percent of revenues. The business that is licensing Product C sells 1,000 units, which in turn provides the company with $800 in revenues. Gross margins in this scenario are $1,800, an incremental value increase of $900.



Table 4.1. Four Ways to Increase Revenues
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The example in Table 4.1 is just that, an example, to show you how the four types of investments in growth work; you will need to consider every investment on its own merits.



Cut Costs

Another way for a company to achieve increased profits and resulting cash flows is to cut costs. If you have revenues of $1,000 and costs of $900, you get a pretax income of $100. If revenues are not growing, the only way that you can increase income is to reduce costs. If you lower costs to $850 in this example, you will generate pretax income of $150.

The primary cost for most manufacturing, distribution, and retail companies is the cost of goods sold (COGS). This is the cost incurred by the company to acquire the products or raw materials that are used to make the products. Going back to basic financial accounting (there is a review of accounting and finance in the Appendix), the top line on a company's income statement (see Table 4.2) is revenue. The second line is COGS. COGS is subtracted from revenue and the resulting number is called gross margin. You then subtract out expenses to determine income before taxes.



Table 4.2. Income Statement
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COGS relative to revenue and the resulting gross margin can tell us a lot about a company and its industry. Microsoft, one of the world's most profitable companies, typically has gross margins that exceed 80 percent. This was one of the issues raised by some members of the U.S. Congress, whose argument was that such high gross margins indicated that the company must have a monopoly. At the other extreme, companies in the wholesale distribution business are fortunate if their gross margins exceed 25 percent; the costs of the products they sell account for about 70 to 85 percent of their revenues. For supermarkets, the gross profit margins are generally even smaller. Of course, there are exceptions like Wegman's Food Markets, an industry leader, based in upstate New York, with stores in New York, Pennsylvania, New Jersey, and Virginia.

It is important to keep your COGS as low as possible, particularly in relation to your competitors. A company with lower COGS can pass those savings on to consumers in the form of lower prices or other benefits and gain a competitive advantage. Wal-Mart is a company known to be ruthless in managing all costs, particularly inventory costs. It has much lower COGS than most of its competitors. The company exploits this advantage by offering lower prices than department stores and, now that it is a major player in the grocery business, grocery stores. Wal-Mart achieves higher profits and cash flows than the industry, even with its lower prices for customers. The retail landscape is littered with companies that tried to compete with Wal-Mart but failed because of their higher operating costs.

Cutting COGS does not guarantee success, and it might not be a primary driver for increasing value at your company. Consider the restaurant business: If reducing COGS means a decrease in the quality of the ingredients purchased by a restaurant, the end result could be dissatisfied customers, loss of business, and a decline in value. Who would want to patronize a restaurant that promotes itself as buying the lowest priced ingredients? Similarly, you need to wonder how some restaurants, even fast-food establishments, can charge so little, given what it costs to buy the ingredients for their meals.

Operating Costs: Many companies seek to reduce operating costs in difficult economic periods to maintain profits or, in severe situations, simply to survive. Many of us are all too familiar with the refrains that we must "tighten our belts," "get lean and mean," or "get more efficient." It is true that like many of us who party and gain weight during the holiday season and then need to go on diets in the spring months, nearly all companies become inefficient during boom times. A changing economy forces rethinking and cutting back on costs. The downside to using primarily cost cutting to increase or even stabilize cash flows when revenues are declining or flat is that it becomes difficult to make investments for growth opportunities in the future.

Nevertheless, managers faced with difficult economic conditions must and do make cuts in operating costs so that cash flows can remain relatively stable. It is important to keep in mind that operating costs should and must be minimized whenever possible. Every missed opportunity to reduce operating costs is a missed chance for the company to increase cash flows available for new investments and to shareholders; it is an opportunity for the competition. In many industries, this means a race for efficiency, as companies seek to emulate best practices in their industry to reduce operating costs. Recently, this has meant a tremendous push for outsourcing on a global basis. Today, your call for satellite television service is likely to be answered by a representative in the Philippines. A call for technical support for an electronics product is likely to be answered by a representative in India or somewhere else in the world.

Other companies have sought to cut costs by having the customer do more of the work. When was the last time that you called FedEx versus using the Web to arrange a shipment? Consider, as well, how most of the airlines provide incentives to people who book flights online versus on the phone. The cost of handling the reservation online is significantly less than if an agent handles your call and books the flight for you. Similarly, if you have not traveled recently, try calling one of the major airlines. You likely will be greeted by a voice response system that will seek information from you so that the agent who eventually answers your call already has your information on the screen and can handle the call more quickly and efficiently. Southwest Airlines, the most consistently profitable airline, has the highest Web usage, as measured by the number of tickets booked over the Web, of any airline. Southwest is clearly efficient and good at cutting operating costs so that there is more money available to shareholders.

Although cutting operating costs is critical to competing successfully, the broader question is whether the investment needed to reduce operating costs is the best way to spend the company's money. The Southwest Airlines example shows that there can be a good bang for the buck, but in other industries the returns might not be so positive, or might, in fact, result in the loss of corporate value. Buying an airline ticket from Southwest when you know what you are getting is quite different than buying clothing online, as many clothing retailers discovered after spending enormous sums to create Web sites for selling their products online. Product returns from customers were much higher than returns from sales made via catalogs or at retail stores.



Improve Productivity

Another way that companies can increase incremental cash flows is to become more productive. Although productivity gains are often linked with cuts in operating costs, the reality is companies create productivity gains by using their existing resources more efficiently. Consider a company's assets as they appear on the balance sheet, as shown in Table 4.3.

Think about inventory—the products available for sale—and assume that this company is able to "turn" its inventory four times a year. In other words, on average, inventory is sold to customers, replaced, and sold again four times a year. Let's assume that after an investment in inventory management software, the company is able to increase its inventory turnover to six times a year by carrying products that are more popular and eliminating products that just sit on the shelves. The company becomes more efficient at managing its inventory, and will create value from this new efficiency.

One of the most frequently cited examples of a company that is extraordinary at managing its inventory is Dell Computer. Dell buys inventory for making computers on a seven-day cycle. The company rarely gets stuck with obsolete inventory, and it does not have to spend much on warehousing raw materials. Compared with its competitors, a major portion of Dell's profits come not from selling computers, but from the company's ability to manage its inventory and its resultant reduction in inventory investment.



Table 4.3. Assets on the Balance Sheet
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The same logic applies for the management of accounts receivable, the money owed to a company by customers who made prior purchases on credit. A company that collects money from its customers faster is using its accounts receivable assets more efficiently. Collecting accounts receivable sooner is so important that many companies have invested in collections systems. All of these systems provide the basic and simple functionality of contacting and dunning customers for money. The advanced systems provide the functionality that enables companies to learn about and remedy the reasons behind the slow payments, for example, overpromises by the sales staff.

Efficient management of inventory and accounts receivable is critical to many companies. In fact, one of the ways that companies (and managers) are evaluated is on how fast they turn inventory and accounts receivable compared to other companies in their industries. Investments that enable companies to increase inventory and accounts receivable turnover can often provide good bang for the buck.

Fixed Assets: Most companies also have significant investments in fixed assets—buildings, plant, and equipment—the infrastructure needed to conduct business. Here again, as with inventory and accounts receivable, there are opportunities for productivity gains that will increase profits. For example, a company that uses its space more efficiently will have a lower cost of doing business compared to its competitors. Similarly, a company that is able to operate its facilities on a 24/7 basis is likely to be more efficient than one that is on a five-day per week, 8 to 6 schedule.

Although it does not appear on the balance sheet, you need to think about more efficient utilization of your intangible assets, particularly human capital. Using the simple metric of revenue per employee or profits per employee, it is immediately obvious in most industries that some companies are more efficient in their use of people. Obviously, there are a variety of factors behind differences in employee effectiveness; the key issue here is determining if opening the corporate checkbook for HRM activities is the best way to invest compared to the alternatives.



Operational Levers

It is useful to think of increasing sales, reducing costs, and increasing efficiency as operational levers with which you can create value. Investments in these three areas flow through your company's operations differently; you can see the effects cascade through your financial statements over time. All of these types of investments only create value when certain conditions and requirements are met. For example, in an investment to increase revenue, the value of the incremental sales gained must be greater than the incremental costs incurred. In addition, just as "pushing" the sales lever toward increased sales can create cash flow, "pulling" it the other way can erode cash position. The cost and efficiency levers can also work in both directions, so you must be careful to make sure you move them in the right direction. You must also compare the benefits of an investment with its costs. In your analysis of value drivers, the golden nuggets, you are first concerned with the areas of investments where you can potentially create the most value, assuming that the other factors are consistent with a successful investment.

Table 4.4 shows the cascading effect of an investment to increase sales, moving from sales through costs, gross margin, net income, and incremental cash flows. Whether an increase in sales produces incremental cash flows depends on the relationship of incremental sales to incremental costs. Scenarios A through D illustrate this point. In Scenario A, the incremental sales come at a loss, because incremental costs are greater than the incremental revenues gained by the investment. Cost of sales as a percentage of sales increases, which drives down gross margin percentage and net income percentage. It has the ultimate effect of reducing operating cash flows, as the company incurs a loss with each new sale.

In Scenario B, the increased sales are at diminishing returns because the costs of the incremental sales are greater than the original costs of sales. As a result, cost as a percentage of sales increases, and gross margin percentage and net income percentage decrease. In this case, however, the cash flow effect is positive because the additional sales do provide a positive, although diminishing return.



Table 4.4. Investment to Increase Revenues
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Scenario C assumes that sales increase with no change in the underlying cost, gross margin, or net income percentages. In other words, the company does not achieve lower operating costs through increased sales volumes. In this case, each incremental sale increases incremental cash flows by the same margin amount.

Finally, Scenario D illustrates the effect of increasing sales where the increase in sales also reduces costs through operational efficiency; in this case, incremental cash flows increase at an increasing rate as sales increase. It should be clear that Scenario D provides the greatest potential return, followed by Scenarios C and B. Scenario A would erode the company's value.

Table 4.5 illustrates the effect of an investment to decrease costs on costs, gross margin and net income percentages, and incremental cash flows. The benefits of a cost reduction investment depend on whether sales decrease, remain constant, or increase in conjunction with the reduction in costs.

Scenario A depicts an investment in reducing costs that results in a decrease in sales. The effect on the cost percentage of sales, the gross margin percentage of sales, and the net income percentage of sales depends on the degree to which sales are decreased. If the decrease in sales interferes with operating efficiency (because fixed costs are distributed over fewer units sold), the effect of the cost reduction might be negated to the extent of the interference. Therefore, Scenario A might or might not produce positive incremental cash flows, depending on the relationship of the cost savings to the reduction in sales.



Table 4.5. Investment to Decrease Costs
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In Scenario B, sales remain constant, such that the cost savings and resultant improvements in gross margin and net income amount to the percentage of sales that are saved through the investment in cost savings. Everything else being equal, Scenario B produces positive incremental cash flows, depending on the percentage of cost savings and the total sales.

Scenario C involves a reduction in costs and a concurrent increase in sales. Obviously, this is the type of cost reduction investment that produces the highest returns; the investment creates savings from existing sales levels, and, in addition, applies those savings to the incremental sales.

The third type of investment, in increased productivity, is a combination of an increase in revenues and a reduction in costs. It allows a company either to produce more at a given level of input (costs), or to produce the same amount at a lower cost. Table 4.6 illustrates the effect of an investment in increased productivity, assuming an increase in sales. Costs remain constant; thus, for a given level of costs, the company enjoys an increase in sales. The cost percentage of sales declines, along with the concurrent increase in gross margin percentage and net income percentage. These investments produce positive incremental cash flows.



Table 4.6. Investment in Increased Productivity
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Determining the Best Bang for the Buck

To determine which value drivers are your golden nuggets, you should think about what would happen if sales, gross margins, and operating margins changed. An increase in sales should increase value, whereas a decrease in costs or expenses should also increase value. However, you must go further than this in your analysis. In reality, the increase in sales would most likely result in creating more value than is shown. The increased sales volume would decrease COGS percentage, because your fixed costs (the costs of keeping the business operating no matter what your level of sales) would be spread over the additional sales.

There are two other important factors to keep in mind: First, you must evaluate changes in sales growth rate and COGS percentage in the context of what is realistic for your company, given its own unique situation. If your company already enjoys low COGS due to some comparative advantage relative to your competitors, it will be harder to institute a further reduction in COGS than if your company has high costs of sales. If you are in the oil exploration and recovery business, your cost of sales would be much lower in some areas, say, the Middle East where the cost is less than $2 per barrel, versus the North Sea where it is much greater. Second, the interactions among sales growth, COGS, and value creation are all interrelated and should be considered as such. This caveat is important to keep in mind in your own analysis.



Listen to Your Financial Statements and the Business Climate

Generally speaking, you will achieve a greater bang for the buck with investments that grow sales versus investments to reduce costs and increase productivity. This assumes, however, that the investments are successful, a key issue throughout this book. This does not mean that you should ignore the expense side of the income statement. Rather, you should "listen" to what your income statement and the overall business climate in your industry are telling you. If you recognize and focus on the key value drivers for incremental cash flows in your company, you are less likely to get caught up on efforts that promise high financial returns but end up creating only minimal returns to your shareholders.

It is not enough simply to say that you are going to increase sales or reduce costs. You must think about the exact mechanism you plan to use. For example, you can increase sales by introducing new products, increasing your prices, lowering your prices, or changing your product mix. Although each approach can increase revenues, they all have different effects on cash flow and value creation for your company. Some sales increases might affect costs as well, which could give you less bang for the buck.

Similarly, you can reduce costs in a number of different ways: improving efficiency, utilizing capacity more efficiently, or using less expensive raw materials. Each of these strategies will have a different effect on cash flow and value creation. You must drill down into your investment plan to determine the value that your investment is likely to create.

To illustrate how to determine the best bang for the buck, let's think in more detail about sales growth. Increases in sales can create value for your company in two ways. First, the increased sales themselves create value. Second, they create value through improved operating margins. Whether or not sales growth improves operating margins depends on the nature of the sales increase and on the effects of those increased sales on your cost structure. For example, if you increase sales by $1 million, but spend $1.1 million to do so, you have eroded the value of your company, rather than increased it.

Sales are equal to units sold at particular unit prices, totaled across each product type and price point. Increased sales can result from increases in units sold or unit price, a change in the product mix (a change in volume of different products relative to each other), or a combination of these changes. It is not hard to see how increasing sales volume increases sales growth rate. If the cost structure remains the same or improves, you can increase value by selling more units. By the same token, if you increase prices while maintaining the same cost structure, you can increase profitability. These factors can influence both the sales growth rate and COGS.



Product Mix

The effect of changes in the product mix (i.e., selling different products) is a little more complex. Consider the automobile business for a moment and, specifically, the Daimler-Benz acquisition of Chrysler, an example discussed earlier. One of the justifications for the deal according to stories in the popular press was that the combined companies would have higher sales volumes, greater economies of scale, and, accordingly, lower COGS. After the deal closed, Daimler-Chrysler clearly had much greater sales volume, given the combination of Daimler-Benz and Chrysler. This increased volume, however, came with a major shift in the company's product mix. The average sales price per car was lower, not unexpected given that the product line now included midmarket cars like Chrysler minivans and entry-market cars like the Chrysler Neon with a suggested retail price of less than $12,000. The company has also found that there have not been very many opportunities to leverage the higher sales volumes into reduced COGS. Who wants to be reminded that their new Mercedes-Benz has Chrysler parts and engineering?

In contrast, the product mix became richer for Metropolitan Insurance when the company acquired The New England, a well-known insurance company based in Boston. The New England's product mix and customer base were much "richer" than Metropolitan's, although Metropolitan was a bigger and more profitable company overall. Consider, as well, the acquisition of US Trust by Charles Schwab. The US Trust customers tended to have much larger portfolios and were "richer" as compared with the Schwab customers.

Although these product mix changes in the automobile and financial services industries were from acquisitions, many companies change their product mix by changing their own products, rather than by acquiring another company. DuPont, for example, has been able to change its product mix dramatically from feedstock chemicals to higher-value products and related services.



The Impact of Sales Changes on Capacity Utilization

Increases in sales can sometimes lower operating costs per unit produced. For example, businesses must invest in plant, equipment, and land, or product development to generate sales later on. These investments end up on the income statement either as depreciation or expenses. Depending on how they are classified, these investments can temporarily lower operating margins. The sales growth that occurs later as a result of these investments increases operating margins because the investments in plant and equipment or product development are not constant expenditures. This margin boost is referred to as operating leverage, and it leads to lower operating costs per unit produced. Simply assuming that efficiencies resulting from increased volumes will fall to the bottom line is incorrect; there must be sufficient demand in the marketplace for your products and services so that you will not suffer any price erosion or reduction in the perceived value of your products and services.

For sales to produce value, they must not only produce revenues, but net income and cash flows as well. In the extreme case, if the cost of the additional sales is more than the benefit you receive from those sales, you have a situation where your company loses value with each sale. This extreme case illustrates the importance of looking at all value drivers to see where you can make the most difference to the value of your company, rather than automatically focusing on increasing sales. Your industry and the specifics of your company's position in the market might also help dictate the best path to value.



Summary

The second element in the Business Investment Roadmap is designed to assess an investment's impact on creating value for your business by determining the golden nuggets—the areas of your business that can provide the greatest bang for the buck—and investing to make these golden nuggets even more valuable. Companies can generate incremental cash flow by increasing revenue, reducing operating costs, particularly the COGS, and by becoming more efficient in utilizing their assets. Increased revenue is usually the most fruitful way to grow value, followed by reducing costs through greater efficiencies. Simply cutting operational costs does not usually have a positive long-run impact on value creation.

The first step in assessing the business impact of an investment is to determine the baseline values for the value drivers of your business. You can use this baseline to identify the golden nuggets as well as to estimate the impact of an investment on value by comparing it to the baseline. Once you understand the important value drivers for your business, you have a number of different alternatives for driving these values to increase these incremental cash flows.



Following the Roadmap

Let's apply the business impact element of the Business Investment Roadmap by walking through the financial statements for Fresh Breeze. This process will provide some perspective on what you need to do to determine your company's best investment opportunities, or the golden nuggets.

From Table 4.7, you can see that sales at Fresh Breeze have been growing at 5 percent per year, and that COGS and Sales General and Administrative expenses have remained steady as a percentage of sales. Fresh Breeze has several investment alternatives for creating incremental cash flows; it can invest to increase sales, reduce costs, or improve productivity.

To determine the effect of an increase in sales on value at the company, consider the 5 percent sales growth rate. If you think of the 5 percent increase in sales from 2002 to 2003 as an investment that increases sales by 5 percent, you can see that gross margin would increase by $652 – $621, or $31 million, for a growth rate of 5 percent that matches the sales growth rate, because costs remain at a constant percentage. Similarly, if Fresh Breeze reduced COGS by 5 percent from 2002 levels, while keeping sales constant, it would increase gross margin to $1,103 billion x 44% x 105% = $509 million, an increase of $17 million. The result would be identical if Fresh Breeze improved its production efficiency by 5 percent.



Table 4.7. Fresh Breeze Corporation Sales, COGS, Gross Margin, and SG&A, 2002 and 2003
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From this general analysis, it is clear that Fresh Breeze could create significant value by increasing sales, by decreasing costs, or by improving productivity. The question of which investment option the company should pursue depends on a number of factors, including the specific targets of the investments under consideration, and how realistic its assumptions are about moving its value drivers. Let's take a look at several investment alternatives Fresh Breeze is considering.



Increases in Revenues

The cash flow effect of increased revenues depends on the method used to increase sales and the costs related to those incremental sales, as discussed earlier in the chapter. The effectiveness of each method of increasing revenues depends largely on company and industry factors, in addition to execution-related issues.

For example, if Fresh Breeze increases the prices it charges wholesalers and retailers for its products, it could increase revenues. Nearly all of this additional revenue would filter down to income and cash flow. This assumes, of course, that costs remain constant. It also assumes that increasing price does not have a negative impact on sales levels. Unfortunately for Fresh Breeze, its industry is so competitive that any significant increase in prices would likely result in a significant decline in sales. Although the company could try and find an optimal price increase where the increased price would compensate for the loss in sales volume, this is not likely to be a particularly effective investment strategy for Fresh Breeze because of its fluid markets.

Fresh Breeze could also increase sales of its existing products. To do so, it would ultimately have to produce more products. If its manufacturing facilities have extra, currently unused capacity, it could ramp up production quite economically. On the other hand, assume that to enable the production increase, the company must build a new manufacturing facility. The factory would cost $80 million to build, which the company would pay for out of its cash reserves. After the plant goes online, the products manufactured there are expected to generate $40 million in revenues in Year 1, $60 million in Year 2, and $80 million in Years 3 and 4. Although net income in 2003 will be reduced because of the investment in a new manufacturing plant, in subsequent years, gross margins and net income will be higher if the plant is built and the products manufactured are sold without major discounts. Note the requirement that products manufactured are sold without major discounts.

Fresh Breeze has to also consider this investment in the context of whether it is feasible that it could sell the volume of products that are implicit in the benefit projections. If it has to cut its prices significantly, it would lose much of the projected benefits of this investment. In fact, this is a problem that many companies, including Proctor & Gamble and Campbell's (the soup company), have faced and sought to correct. Both of these companies had too much capacity and overproduced their products. Typically, the sales and marketing teams would provide "specials" in selected geographic areas or to customer groups. Unfortunately, for both companies, middlemen often diverted the products to other areas of the country, causing confusion in the retail channels. Additionally, both companies created situations in which it was difficult to maintain price points, because many buyers came to expect such "specials" regularly and planned their purchasing accordingly.

Fresh Breeze could also introduce new products to increase revenue. The feasibility of this approach depends on the cost to develop new products and bring them to market. If producing them involved an investment in a manufacturing facility similar to the one described in the example of increasing sales of existing products, the analysis would proceed similarly, with the added risk that it is an untested product.

Another alternative is for Fresh Breeze to change its product sales mix to create incremental cash flows. For example, in 2002 Fresh Breeze's sales were evenly split in terms of revenue among its personal cleaning, laundry care, and air freshener product lines, as shown in Table 4.8. Note that even though revenue is the same for all three product lines, unit volume varies considerably among the categories, as each has a different average unit price and cost. COGS percentage of sales for the company's air freshener products is 47.1 percent, which is lower than either personal cleaning at 58.4 percent or laundry care at 50.2 percent. This means, as shown in Table 4.8, that Fresh Breeze's air freshener segment is its most profitable product line in terms of percentage profit, followed by personal cleaning, and then laundry care products. Overall, Fresh Breeze has a COGS percentage of 51.9 percent.



Table 4.8. Fresh Breeze Corporation Sales Mix
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Fresh Breeze's laundry care products have the highest per unit price ($2.56). The company generates more revenues per unit sale of products in this segment than with products in either of its other segments. Assuming that it is equally easy for the company to sell additional units of any of its products, efforts to increase sales of laundry care products would have a bigger impact on revenues than equivalent efforts in its other business segments. This would increase sales of laundry care products relative to the other segments, changing the product mix, and creating additional value. Given this data, if you were a senior member of the management team at Freeze Breeze, what would you initially focus on if given the mandate to create value? The obvious answer is to grow sales of laundry care products.

Now let's consider the effect of product mix on operating costs. Consider what would happen if Fresh Breeze's product mix was different, for example 40 percent for personal cleaning, 20 percent for laundry care, and 40 percent for air fresheners. Keeping total sales, unit price, and unit cost the same, Table 4.9 shows that gross margin increases by about $12 million for the same total sales, and, consequently, COGS percentage decreases to 43.4 percent.



Table 4.9. Fresh Breeze Corporation Sales Mix at 20:40:40 for Personal Cleaning, Laundry Care, and Air Fresheners
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In reality, a company like Fresh Breeze probably could not change its product mix in the short run as significantly as shown in this example because of demand for certain products or access to markets large enough to support the increase in laundry care and air freshener sales. It would be easier for it to change its mix of products within its major product lines. The company also would be unlikely to change its product mix while maintaining constant sales. Instead, Fresh Breeze would try to increase sales of its more profitable product lines, not necessarily at the expense of existing sales of other products. It should be clear, however, that you can increase sales and profits by paying attention to and manipulating your product mix, focusing on your most profitable products. It sounds so simple, but as we will see in a later chapter, in reality, it can be a difficult task.



Investment to Reduce Costs

Senior management at Fresh Breeze is considering a proposal that will reduce the company's real estate costs by 10 percent by consolidating its office and distribution facilities. Although this management savings decision would result in incremental cash flows, the effect is slight because real estate does not account for a major portion of overall costs. The company likely should consider other investment areas first.

Fresh Breeze is also considering ways to reduce its purchasing costs, which currently are higher than the industry average. The company's actual pricing and ordering system is outdated. Pricing and ordering of raw materials is minimally automated, requiring a complicated series of phone calls and faxes with a large number of suppliers. This process, moreover, must continually be repeated because the company makes only short-term orders, rather than signing longer term contracts. These procedures were implemented initially because management believed that by shopping around for discrete orders among a large number of suppliers, it could ensure the best possible price for raw materials.

To address these problems, Fresh Breeze has decided to reduce its number of suppliers. Much like the major automobile manufacturers, instead of negotiating with many suppliers, the company plans to develop relationships with a smaller number of suppliers. It will purchase materials almost exclusively through these preferred relationships. The concentration of buying power enables Fresh Breeze to negotiate better prices from these suppliers, who, for obvious reasons, want to retain the business. In addition, it has contracts with these suppliers that ensure that it is receiving the lowest prices (often called most-favored nation status) for materials. This approach, the company determines, can save a net of 4 to 6 percent on its materials costs, which translates to approximately 2 percent of COGS. This represents a $10 million savings per year. Depending on the costs associated with this proposal, it appears that it might be worth management's attention to pursue. We'll return to Fresh Breeze and its investment opportunities in the next chapter.




5. Risk Analysis

The revolutionary idea that defines the boundary between modern times and the past is the mastery of risk: the notion that the future is more than a whim of the gods and that men and women are not passive before nature.

Peter Bernstein, Against the Gods: The Remarkable Story of Risk

Although even the most well-planned and well-placed investments involve risk, managers often do not devote the time and attention needed to understand and mitigate the risks of their investments. ROI or payback analysis might promise tremendous returns, but risks that are overlooked or ignored can create problems or even cause the investment to fail. You can improve the success rate of your company's investments if you can identify, manage, and minimize the risks they face. Risk analysis is critical throughout the entire investment process, not just when you are evaluating whether to proceed with an investment.

To properly assess an investment, you need to be aware of all of its associated risks, and develop appropriate strategies for dealing with the most important risks. The most important risks do not mean all risks. In an ideal world, you would prepare for everything. In the real world of business, however, risk mitigation is costly and reduces the potential returns of an investment. If you try to prepare for every contingency, the added costs will quickly make the investment worth much less. This is why you focus on only the most important risks.

The Business Investment Roadmap lets you determine the important risks of every investment you undertake (see Figure 5.1). The approach to managing risk is intuitive: identify the risks you face, decide which of those risks are the most important, plan how to mitigate those selected risks, and incorporate these plans in your overall investment plans.



Figure 5.1. Business Investment Roadmap: Risk Analysis
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You don't need precise probabilities to figure out the most serious risks. At the end of the day, what matters the most is how well you execute your plans, not the probability your investment will go over budget by 5 percent is 20 or 21 percent. The four Business Investment Roadmap risk management steps as shown in Figure 5.1 are:




	Identify and categorize the risks according to source, degree of uncertainty, likelihood of occurrence, and potential impact.

	Prioritize the risks according to the profile you developed.

	Map the risks relative to the returns, and classify the investment based on this relationship.

	Develop risk mitigation plans to minimize each important risk, with more attention paid to the highest priority risks.





What Is Risk?

The term risk has a wide range of meanings, depending on how it is being used. For people, risky behavior means engaging in activities likely to harm them. For corporate investments, risk is the likelihood that an investment will not achieve the expected result or return. The higher the risk, the greater the chance of failure. You need to strike a balance between risk and reward, because high-risk investments also usually have the potential for greater returns. In this way, you weigh potential risks against potential rewards to decide whether or not to pursue a given investment. Understanding risk is critical from the time you begin to evaluate an investment through its execution.



Investments Are Inherently Risky

Innumerable books, formulas, models, and experts try to quantify risk. If you knew the exact outcome ahead of time, your investments would succeed every time. You would have to be able to see into the future, or at least be extremely insightful, like Indiana Jones, because the very nature of risk makes it impossible to predict. The assumptions and estimates you use to calculate risks might not hold true. Investments carry risk because they use resources in the hopes of receiving benefits in the future. Although you can estimate the likelihood that something will happen, you cannot determine in advance whether it will happen or not.

Investments promise rewards precisely because they are risky. In the investing world, U.S. government securities are considered to be risk-free, but they really are not; there is no reward without risk. They carry the low, but possible risk that the government will default on them, and, appropriately, the offer of a low return or reward. As economists like to say, there is no free lunch.

Some industries treat risks differently than others; insurance companies, for example, focus on the probability of adverse events and the impact those events have. Using statistical models, insurance companies can predict, to a reasonable level of certainty, the number of claims they will have and can price their policies accordingly. This approach works best with yes or no questions, and it is of little use in evaluating most of the investment opportunities at most companies because of the large amount of empirical data required.

Investor Risk and the Limits of Portfolio Theory When Analyzing Business Investments: The investment community is interested in both the returns of investment and the predictability of those returns. For investors, low-risk investments have a known, stable, and likely return, whereas there is more uncertainty about the returns for high-risk investments. To reduce investment risk, most investors use portfolio theory to diversify their investments. The idea is that a diverse portfolio of investments limits the risk of the overall investment while maintaining the same expected returns. If you have your investments in different portfolios, the loss of one or two investments won't be significant in the entire portfolio.

The key to diversification is to choose investments with risks that vary independently of each other. There are three ways to do this: choose different kinds of securities (e.g., stocks and bonds) that have different risk characteristics and market drivers; choose securities in disparate industries where the risks and factors driving these industries are different; or choose securities with market drivers that work in opposite directions, called hedging. If the risks are independent of each other, the total risk of the portfolio will be less than the sum of its component risks. At the same time, the total expected return on the portfolio will be the same as the sum of each individual investment's return. Therefore, a properly diversified portfolio reduces risk for the same level of expected rewards. From the securities markets, portfolio theory has found its way into corporate management with some important differences. Diversification can indeed help your company reduce risk; diversifying your customer base, supplier base, or product offerings reduces the impact of losing a customer, losing a single supplier, or the disappointing sales of a particular product. No one wants to bet it all on one roll of the dice.

There are many risks you cannot diversify away when making corporate investments, in part because you usually face a wide array of interrelated risks. More important, investments within your company have profound implications on resource allocation, company operations, and strategic direction that make it impossible to treat them as part of an investment portfolio. Limits on budgets, time, and financial, physical, and human resources force you to narrow your focus and eliminate redundant efforts. Portfolio theory, premised on having multiple investments, is antithetical to this approach.

Another key difference between internal company investments and building a security portfolio is in the units of investment involved. If you had $1 million to invest in a portfolio of securities, you could diversify your investment over dozens or even hundreds of different securities because the unit of investment is the price of a share of stock. You can't diversify this way when making most investments at your company. If your company decided to invest in a major upgrade of its IT systems, you would not try to manage the risk of the investment through diversification. It would be absurd to make many small investments in multiple IT systems, with the expectation that some would ultimately work and others would fail. Instead, you need to choose a single system carefully and then focus attention on configuring and running it successfully.

Portfolio theory is directly applicable to other types of corporate investments as well. Consider, for example, R&D and new product development. Many companies have learned that it is better to have a series of relatively small ongoing efforts in R&D, rather than fewer efforts with large budgets. This approach enables companies to consider R&D efforts as options. Those efforts that make their milestones receive additional funding; those that do not are eliminated and new efforts are funded. This approach is particularly popular among pharmaceutical and high-technology companies. For example, pharmaceutical giant Merck has pioneered the use of options to fund and evaluate their R&D efforts. Genzyme, a leading biotech pharmaceutical company, reportedly uses a similar approach.



Four Ways to Evaluate Risks

There is no way to completely eliminate risk, but you can manage and reduce it if you understand and focus on the factors that contribute the most to the overall risk of your investment. The ability to identify and prioritize risk factors is a crucial skill in risk management. The Business Investment Roadmap makes this task easier because it provides a systematic way to evaluate risk factors using four criteria:


	source

	degree of uncertainty

	probability

	impact



By identifying and evaluating risks using these four classification schemes, you will create a risk factor profile for the investment under consideration. The risk profile of every investment opportunity is unique; thus, you need to go through this process each time you evaluate a new investment. The uniqueness of every investment means that you should also look for risk factors novel to a particular investment.



Sources of Risk

The first place to look for and categorize risks is by their source. A convenient way to look at the source of risks is whether they come from outside the company (external macro), come from within the company (business designs), or are specific to the investment under consideration (execution). Examining risk factors by their originating source is useful, not only in identifying all of the risks that an investment faces. Knowing the source also helps to determine how a given risk should be treated in the overall process. For example, because external macro risk factors are largely outside your company's control, they should be treated more like constraints on your investment strategy. Although your company has more control over business design risk factors, you need to make a decision whether to treat these as constraints or as risk factors. If you treat them as constraints, you are, in effect, investing based on your company's corporate strategy. If you treat them as risk factors, you change company strategy to meet a desired investment; this is possible, but it can be extremely dangerous.

Your company has the most flexibility in dealing with execution-related risk factors. Although you cannot eliminate these risks, you can change the plans and parameters of a particular investment so that its risk profile changes without attempting to change either wider economic forces or company strategy.

External Macro: Each investment your company makes is subject to the conditions and constraints of macroeconomic factors. These are defined by the market structure of your industry as well as the wider economy. These conditions and constraints are the same for every investment made by your company or any other company in your industry; they create the playing field on which you and your competitors all operate. Although the playing field in this sense is the same for all companies, the effects of these factors on investments vary by your company's position in that industry, and on the specific investment in question. Macro external risk factors include the following:


	State of the overall economy, and the relationship of the industry to the overall economy. Although this is an important factor, in most cases, it should be considered on an industry-wide rather than economy-wide basis. Different industries track against economic cycles differently, and business-focused versus consumer-focused industries also are affected differently. For example, McDonald's is affected differently by economic downturns than the Cheesecake Factory, although both companies are in the restaurant business. During a downturn, consumers might increase their purchases at inexpensive, fast-food restaurants and midprice restaurants could suffer accordingly.

	Number of competitors in the industry. The competitive environment for microprocessors, which has two main competitors, Intel and AMD, is much different than, say, that for the dry cleaning business, which consists mainly of thousands of small businesses. There is intense competition between Intel and AMD for their primary customers, which themselves are a small group of companies (e.g., Dell, IBM, HP, and Gateway).

	Concentration of market share in the industry. In the 12-volt automotive electronics industry, a niche industry, a few companies hold virtually the entire market share for car stereo head units. There are dozens of car speaker manufacturers, however, and the leading companies in this sector have much less dominance.

	Degree of government regulation. The profound effect government regulation can have on an industry is apparent in the example of the deregulation of airlines during the 1970s, and in the telecommunications industry from the 1990s to the present. In fact, the collapse of the telecom sector caused even greater losses for investors than the collapse of the dot-coms. For example, consider the impact of the Federal Communications Commission (FCC) rulings on the telecom industry and competitors to the regional Bell operating companies. In the late 1990s, there were literally hundreds of companies vying to provide local phone service in areas around the country. Most of these companies, called Competitive Local Exchange Carriers (CLEC), have since gone bankrupt, in part because of mismanagement, but also due to FCC policy changes that effectively changed the playing field.

	Rate of industry growth and the growth rate of sectors within the industry. Industries, and sectors within industries, behave differently depending on where they are in their industry life cycles. Consider, for example, the rapid growth in the past few years in the SUV model segment versus the sedan market in the auto industry. Manufacturers with product lines focused on sedans, like Saturn, have had to scramble to come out with an SUV model to compete.

	Role of suppliers. The role and relative power of suppliers in the overall value chain of an industry can have a strong effect on it. The next time you pull up at your local service station, think about the power and leverage the Organization of Petroleum Exporting Countries has in the marketplace for gasoline as well as in plastics and other petroleum-based industries.

	Degree of capital intensity. The degree of capital intensity influences a range of factors in an industry and, in effect, dictates how easily a new company can enter an industry, and how expensive it is to remain there. We might, at times, curse the airline industry for poor service and unreasonable pricing, but the significant capital intensity of the industry limits new competition.

	Switching costs among products and services offered. Transaction-based industries have very different risk characteristics than industries dominated by relationships with customers. Consider the risk profile for investments in building and maintaining relationships with customers using a cell phone versus selling people phone cards.

	Life cycle and life span of products. The life cycle and life span of products can have mendous effect on the economics and business model of an industry. Compare the fashion apparel industry, where products have very short life cycles and life spans, to the major appliance industry, where buying cycles and life cycles are much longer. Senior-level managers at the Gap have to think and act differently than senior-level managers at Maytag.

	Substitutes available. The availability and acceptability of substitutes affects the economics and business model of an industry; the fewer or less acceptable the substitutes available, the more customers are tied to the product. The risk profile for a company that has minimal leverage with customers because of easy customer exit options is quite different than one where customers have few alternatives. Consider the switch to cellular phone number portability in November 2003. Your cell phone number, which was a primary reason for staying with your vendor, no matter how bad the service, is no longer vendor-dependent. You can shop around to select the best vendor and keep your number. Churn rates, the percentage of the customer base that leaves, for the wireless companies will be much higher with number portability.

	Complements available. Compare the likely fate of software bolt-ons that work with SAP and Oracle versus bolt-ons for smaller players in the ERP space. As a customer, you have more risk with a smaller player because you have fewer options for bolt-ons that can leverage your investment in an ERP system.



These external macro risk factors apply consistently to all of the investments made by all of the companies in an industry. The success or failure of particular investments by companies within an industry depends mainly on the business design and execution of particular companies (the execution and mitigation of risk) as they apply within the framework of the overall business environment.

Execution Risk: The next chapter covers execution in more detail, but it is useful to consider some of the primary execution-related risks here as well. Execution-related risk factors commonly fall into the categories of duration, personnel experience, buy-in and corporate culture, research and data collection, documentation, alignment and benefits, and technology.

Duration: How long an investment takes can significantly impact risk. The general rule is the longer the time period, the greater the risk involved. Duration estimates are only as good as the assumptions you use in your calculations. Duration risk is so important that many companies deliberately cut investments into small chunks with relatively short duration periods, sometimes fewer than six months. For example, several studies have found that the probability of achieving success with an IT investment is inversely related to the time. Consider, for example, the problems Hershey had implementing SAP. Delays in that effort along with other ongoing issues helped to create a situation that cost the company well over nine figures in losses.

With a short duration and, accordingly, smaller deliverables and expectations, people are generally more focused, and there is less likelihood that a major risk will impact the investment. Put somewhat differently, longer is not better.

From the perspective of day-to-day activities, you are better off using more conservative (longer) estimates; if the investment works, given your worst-case scenario, it certainly will be a success if performance beats worst-case assumptions! Duration can be a big factor throughout the investment process, for example:


	The more time that passes between collecting the data and information with which you evaluate an investment and actually executing the investment, the greater the possibility that conditions will change such that they invalidate your analysis.

	Length of execution is often a good proxy for the complexity of an investment, especially in technology investments.

	Length of execution creates opportunities for proponents to make changes in scope and expectations.

	Payback time, or how long it takes to receive the benefits from an investment, is another critical risk factor. Shorter payback times mean less risk for the investment.

	Delay between decision and execution can be another factor. The more time that passes between the decision to make an investment and the start of its execution, the less you can rely on the analysis that prompted your decision in the first place.



Personnel Experience: The experience of the individuals and companies involved in an investment play a critical role in its risk. The more times you do something, the better you get at it. Consider, for example, the experiences with hernia repairs at Shouldice Hospital in Canada. Unlike most hospitals in North America, the primary focus at Shouldice is performing hernia repairs. The surgeons each perform between 600 and 800 hernia operations a year, more than most surgeons do in their professional lifetime. They not only perform more hernia operations a year, but they are able to do the operations in a shorter period of time on average and, even more important, their success rate is much higher than anywhere else in the world.[1]


Obviously, you can't expect the people involved with your investments to have the freedom to specialize and focus like the surgeons at Shouldice, but you do need to evaluate the experience of everyone involved in the investment—the overall company, the investment champions, the key decision makers, the team, the user base, and the shareholders—in terms of their experience with similar investments. The more experience on which you can draw, the more the investment's chances of success improve. There are several things you should examine in the context of identifying and mitigating personnel experience risk:


	Compare the skills and knowledge of your team with the skills and knowledge needed to plan and execute the investment. If there are major gaps, you might need to bring in additional personnel, either from within or from outside of the company.

	The people in charge of executing an investment should have input into its design and planning to take advantage of their experience and insights, and to foster buy-in.

	Involve the investment's proponents in the execution of the investment, and involve team members in the planning stages of the investment. This reduces the risk of many potential problems, from communication breakdowns to misunderstanding goals, plans, and contingencies.

	Lack of familiarity or prior experience with your team or your vendor is an additional risk factor.

	It is dangerous to rely too much on a single individual, because there is no guarantee that individual will be around for the duration. Contingency plans to replace individuals and transfer knowledge among team members can reduce this risk factor considerably.

	Should the scope, schedule, or other factors and priorities in your company change suddenly, whether your team remains intact depends on the commitment of the company to your investment. Formal evaluations of availability and utilization efficiency can help ensure that you have the personnel resources that you need; these evaluations offer the additional benefit of reducing costs.



Buy-In and Corporate Culture: Getting buy-in from the major stakeholders is often overlooked in the evaluation and execution of investments, but it is absolutely critical to investment success. You need the consistent backing of investment champions and key decision makers to ensure that you will have the resources you need. Lack of commitment from your vendors or suppliers can have a similar effect. If end users resist, a perfectly executed investment from a technical perspective will still be a business failure. For investments that mostly affect employees, it's important to gain their support. Although this sounds obvious, many of us know from personal experience that some companies embark on investments, for example, in IT without taking the time or making sufficient efforts to get the people at the company to see the benefits and, accordingly, buy in. For investments that mostly affect customers, getting support means testing out concepts and prototypes with actual customers. Consider, for example, how Intuit has been able to develop products that are consistently easy to learn and easy to use. This success is not magic; it comes from an obsession at the company for making products that are easy to learn and easy to use. One of Intuit's ways of ensuring that its products are successful is by having labs where the company watches people use its software.

In both cases, this improves the chances that your investment will create value because people will actually use it. Other factors to consider include the following:


	The more stakeholders want your investment or believe they need it, the more cooperation and support you can expect to receive. This works both for key decision makers, who are much more likely to throw their support and resources behind an investment that they want or need, and for end users, who want their lives made simpler and will judge your investment accordingly. The less interest stakeholders have in your investment, the greater the risk it will fail.

	A formal approval process makes it much easier to determine the "end" of an investment. This reduces the risk of continuously changing demands and makes stakeholders more likely to be satisfied and cooperative.

	A final approval process sets clear criteria by which you can deem an investment finished. No matter how diligent you are in collecting requirements for an investment, stakeholders and end users will probably think of new requirements once they are exposed to your near-finished investment. Although occasionally these newfound "requirements" are indeed critical to the investment and require major changes, often they are not necessary for the investment to create value.

	Every investment needs a champion, a manager who has adopted the cause of the investment as his or her own and has the authority to ensure that sufficient personnel and resources are directed to it.

	Having specific procedures in place for resolving conflicts, making decisions, and communicating information can reduce the risk that your investment will run into difficulties from a conflict among stakeholders, a decision-making impasse, or the lack of some closely held and unshared key piece of information.

	A training program for end users can boost their understanding and acceptance of the investment; this helps reduce the risk that no one will use your investment, effectively making it a failure.

	No matter how well you define the requirements for a new investment, how long you labor over the execution plan, or how seamlessly you execute your plans, your investment might not work exactly as planned. Giving end users a mechanism with which to report problems and have questions answered can help improve the returns from your investment.



Research and Data Collection: Research and data collection are important components in the evaluation and execution of an investment. Using inaccurate data increases the risk that your analysis of an investment is wrong. Consider, for example, the assumptions that Disney made regarding guests length of stay at the hotels near Euro Disney. Drawing from its experiences at Disney World in Florida, the company made assumptions about how long visitors would stay at hotels near Euro Disney. Those estimates were factors in determining the number of hotel rooms the company built. Unfortunately, the company found in the early years of Euro Disney that its assumptions for the number of visitors overall to the park, and among those visitors the demand for hotel rooms, were too optimistic. (According to press reports, Euro Disney is now doing well.)

You can reduce the risk of ending up with wildly inaccurate cost and benefit estimates by carefully examining the underlying assumptions:


	Recognize the important assumptions and constraints that drive your cost and benefit analysis. Conduct a reality check on those values to see if they make common sense. For example, if the average COGS for your industry is 40 percent, you should be suspicious of an estimate that assumes 30 or even 35 percent COGS.

	Wherever possible, you should try and verify that your assumptions are appropriate for use with your particular investment. Although no amount of analysis can give you 100 percent confidence in your assumptions, you can significantly reduce your risk exposure through careful consideration of the assumptions you use.



Documentation: Your instinct might be to skimp on documentation and concentrate on just implementing your investment. After all, who likes paperwork and documentation plans? Fight this impulse, and make an effort to document fully the entire investment process. Proper documentation can be extremely helpful in eliminating many kinds of risk, and the information you record can also be helpful in future investments when you are seeking "lessons learned." Consider the following:


	Your plans require more than just detail. The risk-reducing effect of documentation depends on the quality of the execution plan and on your team's ability to follow the plan while retaining enough flexibility to adjust to any unexpected outcomes.

	A disciplined reporting process can help you spot problems early during the execution phase of your investment. Early detection often means the difference between a small, inexpensive adjustment at first or a major reengineering effort later on.

	By combining a formal, written process for instituting and tracking changes with an evaluation of the effect of changes on the overall investment, you can reduce the risk that changes will have an adverse impact on your investment.



Alignment and Benefits: To create value, your investment must be in line with the needs of your company, and it must deliver benefits that meet your company's needs when it is implemented. If not, you might be working at cross-purposes against the rest of the company; in the ensuing conflict, your investment is likely to fail. If your company is not able to use or incorporate the benefits your investment provides, that investment also is a failure. If your company doesn't need the benefits of your investment, you should not pursue it.

You should also be certain that the investment fits into, rather than works against, the corporate strategy of your company. This might seem like a small point, but it can have serious implications. For example, if your company is the acknowledged leader in premium quality for a product, your investment in an inexpensive line of similar goods could dilute the value of the brand. The earlier discussion regarding the Daimler-Benz acquisition of Chrysler is applicable here. Similarly, consider the reactions of some analysts to Cisco's acquisition of Linksys. Several analysts have suggested that Linksys, a manufacturer of near-commodity-priced home networking gear with relatively low margins, was not a good acquisition for Cisco, a company used to developing and selling higher end networking equipment used by corporations. The acquisition, unlike most of the others made by Cisco in the past, simply did not appear to be in alignment with Cisco's business.

Think about what would happen to the value of your investment if the benefits it creates are fewer than expected. Your investment should be able to absorb at least some under performance, as investments should not be justified by razor-thin margins. Consider the percentage of the total functionality (benefits) you would need to receive from the investment for it to create value. Depending on the type of investment, you might not need to achieve all of the benefits for it to create value. This type of an investment is less risky than all-or-nothing investments. Thorough requirements gathering at the outset of the investment can limit benefits risk exposure.

Technology: Newer technologies generally carry greater risk than older, better established ones, because there is a greater chance that they won't work as expected. At the same time, older technology solutions usually do not offer the competitive advantages of more innovative solutions. If most of your competitors are already using a technology, the best you can hope for is to play catch-up, unless you take the risk and invest in newer, less proven technologies. You need to strike a balance between technological innovation and predictability.

Look at the specific circumstances that surround your choice of investment. Technology should not be an end unto itself, as evidenced by the failure of many investments made by businesses during the Internet bubble of the late 1990s. Technological investment alone is unlikely to create value; it must be combined with innovation in business processes to create sustainable value. You should try to focus on finding leading-edge technology investments that offer the greatest opportunity for creating competitive, sustainable differentiation. If your competitors are able to imitate your efforts quickly, the value you create by being the first to use a technology is minimal. In this case, you are probably better off waiting to invest until a technology becomes better established, less costly, and less risky. Let your competitors take on the risks of a cutting-edge technology, if you can catch up easily later on. You should invest in innovative technology, if, in doing so, you can create sustainable value.

The more established the technology, the lesser the potential for something to go wrong, but the smaller the opportunity to create significant value from the investment. You need to find a balance between pushing the technological envelope and minimizing the risk involved. Some investments, such as ERP software, might be well established but still require a great deal of customization to be useful to your company's unique business systems and processes. In this type of investment, the amount of customization required can have a great impact on risk; increased customization means resorting to less established procedures and structures, even if the underlying technology is well established.



Degree of Uncertainty

One way to categorize risk factors is by the degree of uncertainty inherent in them. As Donald Rumsfeld, Secretary of Defense, famously noted, there are "unknowns" and "unknown unknowns" when you consider risks. Although all risks represent uncertainty, some are clearly more uncertain than others. In a software investment, you should plan for the possibility that software bugs could delay the investment. This might or might not happen, but it is a distinct enough possibility that you should be prepared for it. On the other hand, unless your facility is near a fault line, you should probably not spend long hours planning for an earthquake. To formalize this process, use the following five categories: noise, minor events, known unknowns, unknown unknowns, and messes. Depending on the particulars of the investment itself, the risk factors involved in an investment will be a combination of some or all of these categories. Let's take a closer look at each category.

Noise: Inevitably, you will discover a range of issues that at first appear to warrant concern and planning, but are not significant to the overall success of your investment. Make sure that you take the time to differentiate what is actionable and what should be ignored. Be careful, however, to make sure that what you think is "noise" is, indeed, noise from the perspective of your stakeholders. For example, several years ago, the domestic manufacturers of cars, the so-called Big Three of General Motors, Ford, and Chrysler, thought that minor variations in the "fit and finish" of cars simply were not important enough to justify the time and effort required to build systems to eliminate these variations. The quality levels of their cars were "good enough." These companies found, however, that minor variations in fit and finish were not noise to many consumers once they saw and experienced cars made abroad that had superior quality.

Minor Events: Minor events can be caused by many subtle factors and influences that together can cause a range of effects on an investment, but are difficult to measure individually. It is seldom worth your while to attempt to track down the specific causes of minor events. To see how minor events can affect an investment, think about an investment that spans several months and involves the work of several different people. You would break this investment up into hundreds of small tasks that are scheduled to take one person one hour, for example. It is easy to imagine with the investment broken up into such small, discrete pieces, that a specific task could get delayed by unexpected meetings, a doctor's appointment, or just slightly misjudging the time it takes to complete the task.

The effect of a delay on one task is tiny in the context of the overall investment, and you would not want to devote any time to planning specifically for something this insignificant. If you multiply these same effects over the hundreds of tasks included in an investment, the overall effect is much more noticeable. If every task takes an hour longer than scheduled, and there are 100 tasks, the overall effect is 100 hours! In an investment dominated by minor events, the objectives and the sequences and details of the activities are well defined and stable, but a number of factors can cause the budgets and schedules to shift. To deal with these minor events, therefore, focus on the cumulative impact from changes in budgets and schedules that result from the minor events, rather than on the events themselves. Think of a snowball rolling downhill, picking up additional incremental amounts of snow, and constantly gaining momentum as it goes along. If snow conditions are right, and the hill is long enough, the snowball will have tremendous size and impact when it reaches the bottom.

Known Unknowns: Known unknowns are risk factors with effects that are distinct, identifiable, and likely enough that you should have a contingency plan if they do occur. Unlike minor events, where contingency plans should focus on the combined results of events, your contingency plans should deal directly with known unknown risk factors. For example, in software investments, the amount of customization required to get a software system to meet its particular needs is a critical driver of cost and schedule. The exact amount of customization required is often difficult or impossible to determine beforehand because users inevitably learn more about what they want and need as part of the execution process. Think about when you are decorating a new room or moving furniture. The process involves constant changes and, often, a recognition that you need to go out and get another piece of furniture or decorative item. Careful requirements gathering and planning will go a long way toward defining the amount of customization needed, but even with careful planning, there is still a distinct possibility that additional unplanned customization work might still be required.

Unknown Unknowns (Unforeseen Certainty): Like a known unknown, unknown unknowns have identifiable and distinct effects. However, the difference between them is that unknown unknowns cannot be identified or predicted during the planning phase of an investment, either because you are unaware of them, or you consider them too unlikely to worry about. Unknown unknowns can result from totally unexpected events or they might arise from the interaction of many different events that were individually foreseen, but the interactions of which caused unexpected results. Investments focused on new technologies or new markets are particularly susceptible to unknown unknowns, which is not surprising, because both types of investments are in uncharted territory. For example, the development of Ivory soap by Proctor & Gamble was accidental. Reportedly, the person responsible for watching the vat accidentally discovered a soap product that could float. Unlike the result of many unknown unknowns, Ivory soap was a positive outcome, but it was an unexpected event.

There are two keys to managing unknown unknowns. The first is to recognize them as early as possible. Second, you need to combine flexibility in addressing problems with an established change management methodology to deal with them quickly and efficiently as soon as they arise.

Messes: Messes happen when objectives, assumptions, and execution plans are unstable, unpredictable, or fluid throughout the duration of the investment. Messes dominate investments when technology is in complete upheaval or when R&D is focused on research rather than development. Research investments typically have a defined goal, but there is no specific end product in mind. This type of investment is typical in the pharmaceutical industry, where new products often emerge from basic scientific research. Consider, for example, Merck's experience with the drug Aprepitant, which the company hoped would be a major player in the antidepressant market. After spending more than 10 years and untold millions of dollars, the company recently decided to end research on the drug as a treatment for depression. Yet, in the late 1990s the company considered the drug to have tremendous potential.

The key to managing risks in investments, characterized by messes, is to maintain flexibility and focus on iteration (incremental improvements) as the major underlying investment management structure.

Table 5.1 shows the major differences among noise, minor events, known unknown, unknown unknowns, and mess risk factors. Dealing with these risk factors requires different types of planning, infrastructure, and chaos. Managing minor events requires monitoring and planning for the changes in budget and schedule that result from those events, but not the events themselves. Known unknown risk factors are predictable and distinguishable enough that they might merit their own contingency plans in preparation for the possible occurrence of each risk. Unknown unknowns are not predictable, so you cannot plan for specific risk factors. Instead, you should focus on putting systematic change management procedures in place to minimize the damage to your investment when they do occur. Finally, mess risk factors require an iterative, flexible approach to investments that minimize and delay commitment to a particular path while allowing the uncertainties to play themselves out.



Table 5.1. Characteristics of Risk Factors by Degree of Uncertainty
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Probability

To repeat a point from the beginning of the chapter, it makes common sense to prepare for the things that are the most likely to occur. If the weather report calls for a 90 percent chance of rain, you probably should carry an umbrella. If the chance of rain is negligible, carrying an umbrella around is probably a waste of effort, and you might feel silly doing it. You can apply this same common sense approach to business investments—it is usually a waste of resources to plan for remote possibilities.

How do you determine whether a risk is likely enough that you should include it in your contingency plans? There are a number of different ways to measure probability, depending on the time and information available to you. Possible measurement scales include the following:


	Probability: Quantify the chance of each risk happening using a number between 0 and 1 or 0 percent and 100 percent (0 means it will never occur, and 100 means the event will always occur).

	Low–Medium–High: Assign risks to one of three categories of occurrence: low probability, medium probability, or high probability of occurrence.

	Rank in order of likelihood of occurrence: Put your risks in order, from most likely to occur to least likely to occur, without assigning numeric probabilities to each risk.



As you can see, these scales vary considerably in their precision. Remember, it does you no good to estimate risk probabilities precisely if you cannot estimate them accurately. In many cases, it might not be worth the time and effort to assign precise probabilities. Even if you did, your estimates would still depend on untested assumptions. The primary purpose of using this technique is to find and limit the major sources of risk to an investment, not to develop a minutely detailed reckoning of risk priorities.

How do you assign probabilities or probability categories to risks in the first place? The answer depends on the nature of the investment you are considering, the amount of information you have available, and your experience with similar investments. If you have enough experience, you can look at how many times each risk actually has occurred in the past in your lessons learned files or records, but you would need a sufficiently robust set of lessons learned files or records of previous investments. You would also need to use prior investments that are as similar as possible to the one you are currently considering. The larger the number of investments and the more similar they are to the current investment, the better your estimates are likely to be.

For many investments, this approach is simply not possible or practical. If this is a new type of investment for you or your company, you will need to make estimates based in part on your prior experiences and your associates', even if they are not exactly the same as the investment you are considering. One way is to ask a number of experienced people how they rate various risks and look at the aggregate results using a formal survey methodology. Ask respondents to answer individually and then discuss in a group. The potential pitfalls of arriving at a group consensus can, therefore be avoided, and it uses standard rating scales so that responses can be properly compared. If the most knowledgeable people believe a risk is highly likely to occur, you probably should pay close attention to it. The point is to hone in on the important risks, not to pin down the exact probability that a given event will occur.



Impact of Risks

Fundamentally, there are only three possible ways risks can impact your investment; risks can have an impact on the following:


	Functionality: The investment does not provide the expected features, functionalities, or benefits.

	Schedule: The investment takes longer than expected to implement.

	Cost: The investment costs more than expected.



These three effects are themselves interrelated because they all boil down to a single, crucial figure, the value of your investment. If an investment falls behind schedule, it is either going to cost more in time and resources to get caught up, or the scope of the investment will have to be cut to make the deadline. As we will see in the next chapter, scope (functionality), schedule, and budget (cost) are key metrics. Because some risk factors could have an impact in two or even all three areas, you should evaluate the potential impact of each risk factor for its effect on functionality, schedule, and cost. In effect, you need to create a series of scenarios that enable the development of contingency plans that adjust time, scope, and budget.



Creating a Risk Profile

Now that you have an idea of the source, the degree of uncertainty, the probability, and the potential impact on functionality, schedule and budget, you can use this information to develop a risk profile for your investment. The examination of risk sources helped you to identify the risk factors your investment faces, and the level of uncertainty is most usefully applied to the risks of your investment in the aggregate, to see what types of risk dominate in your investment. You can then look at each of the risks you have identified in terms of their probability and their impact on budget, schedule, and functionality, in conjunction with each other. Using this analysis, any risk factor that ranks as high–high (as in high probability, high impact) should be of special concern.

A useful way to get a sense of the overall risk of your investment is to plot the probability and impact of each risk factor in a 3-by-3 matrix of high, medium, and low probability and high, medium, and low impact, as shown in Figure 5.2. You can either do this separately for functionality, schedule, and budget, or you can plot all three on top of each other. You can get an idea of the overall risk profile of your investment depending on where your risk factors map to the grid. If most of the risk factors cluster in the top right quadrant, you have a lot of potential problems to worry about, because they have a high probability of occurrence and will have a major impact if they do occur. On the other hand, if they cluster to the lower left quadrant, your investment appears to be relatively low risk. These risk factors are unlikely to occur, and, if they do, they will not have a major impact.



Figure 5.2. 3 x 3 Probability/Impact Matrix
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Pulling Risk and Return Together

Once you have a good sense of the magnitude of risks and the impacts, you can map those risks relative to returns as shown in Figure 5.3. The return (ROI) and the risk of an investment are mapped together.



Figure 5.3. The Risk/Return Matrix
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Incremental Revenue: The top left quadrant, with a high ROI and low risk, is called incremental revenue and encompasses investments such as product or service line extensions. Think of the impact on revenues, profits, and cash flow of a new product or service that is very similar to what your company already offers. The investment required for a product or service line extension is much less than that for a completely new product or service because your company already has experience making and selling similar offerings, a likely customer base is already in place, and the "retooling" necessary to produce the new offering is minimal.

In this case, the relatively high ROI is driven more by the low investment costs for the incremental revenue than by a major increase in revenues. The risks involved in line extension are much less than for a new line of products or services because your company already knows what is required to execute such an investment successfully.

Consider Nabisco's experience with Oreo cookies. A few years ago, Nabisco began to introduce Oreo cookies in different sizes and flavors. The investment in these product line extensions was not significant compared to an investment in an unrelated new product. Nabisco faced relatively little risk with these variations on Oreos. The Oreo brand was successful, and the company knew its customers. The success of the new products (Oreos with orange filling at Halloween, Oreos with red filling in December, fudge-covered or white chocolate-dipped Oreos for the holidays, and Oreos with blue filling in the spring for Easter) has brought incremental revenue and profits to Nabisco. In this case, execution required that Nabisco make minor modifications to its strategy with Oreo, and management had nearly complete control over this execution process.

World Change: Investments in the top right quadrant have high risks and high potential returns, and are called world change investments. This category includes investments such as major acquisitions, new products, or investments in major software systems like ERP or CRM. A successful world change investment will have a major impact on revenue, profits, and cash flows. It can potentially transform a business. There are major risks associated with these investments, particularly because so many factors are not directly within management's control. Control over execution is limited; even if management does its best work, the investment can still fail. How successfully you can navigate the risks involved in executing a world change investment is the most critical determinant of the investment's success.

Examples of successful world change investments include the following:


	Cemex, a cement distributor, used its investment in IT to change the cement distribution business in Mexico and parts of the United States by more efficient use of its delivery trucks and better service to time-sensitive contractors. Cemex changed the ground rules in its industry through its savvy implementation of IT systems.

	Eli Lilly was a middle-of-the-pack pharmaceutical company until it made a major bet on Prozac. The success of that single drug helped make the company an industry leader.



Sure Shots: Investments with low returns and low risks, in the bottom left quadrant, are called sure shot investments. They typically focus on reducing the costs of doing business, and they are sometimes referred to as optimization. Sure shot investments dominate corporate capital spending today, as companies focus almost exclusively on ways to reduce expenses.

For sure shot investments, the execution process is relatively easy because it generally follows a proven strategy. Additionally, management knows that once the investment is up and running, it is nearly certain to provide cost savings. The benefits with sure shots generally fall below the revenue line on the income statement. Management controls expenses and knows that if it can reduce expenses there will be a positive impact on the bottom line. Relative to incremental revenue investment opportunities, the return on sure shot investments is usually lower, and the execution focus is on expense and cost reduction as opposed to revenue growth.

Two recent examples of successful sure shot investments are as follows:


	Mercedes-Benz USA recently invested in an e-learning system. The company decided to make the investment based on two factors: First, the ROI was positive, and, second, once operational, the system would provide significant savings in travel costs and lost time for personnel away from the office. The investment has proven to be very successful in reducing costs, but it has not had a direct impact on revenue.

	Amtrak invested in a voice recognition system that substitutes for live operators in assisting customers with schedules and fares. This investment has resulted in tremendous cost savings in personnel time, but it has not increased revenue.



You should be concerned with two major issues when considering sure shot investments. From an internal perspective, you should ask yourself and the members of your team, "What risks and risk mitigation strategies should we adopt to improve the odds that we will execute the investment successfully?" You should also ask "Who benefits from the returns?"

You have many investment opportunities with the potential of increasing your bottom-line profits by reducing your costs and expenses. If your competition, however, undertakes the same types of investments, it will lead to a lower cost structure across the industry, as discussed earlier. Many of us have experienced this with an ATM at virtually of our neighborhood banks. In effect, you and your competitors will have pounded each other with two by fours; the end result is that some companies are forced to leave the industry, and the survivors have lower overall profitability and returns to their shareholders.

You can usually analyze and justify sure shot investments with classical finance tools such as ROI. The costs of the investment are easy to identify, as are the returns from the investment. Management needs only to execute them internally to achieve the promised results.

Wish and Hope: The bottom right quadrant is for investments with low returns and high risk, called wish and hope investments. Wish and hope investments represent the worst of both worlds: Execution cannot effectively mitigate the risks for relatively low returns. Many of the "if you build it they will come" investments in e-commerce and telecommunications discussed in an earlier chapter fall within this category. Some managers make these investments, even when the evidence of failure is obvious. The common maxim, "sometimes the easiest person to fool is yourself" comes to mind.

Consider, for example, the investments made by telecoms in infrastructure to carry Internet traffic. During the late 1990s, well over $500 billion was spent building capacity to handle the seemingly unlimited growth in Internet traffic. Many of these telecommunications investments were made, believe it or not, primarily on the single presumption that Internet traffic was growing at a rate of over 100 percent per month. Given the fact that executives were betting hundreds of millions of dollars of their shareholders' money, you would think that they would investigate and confirm this assumed growth number. As strange as it might sound today, the so-called experts making these investment decisions did less research than many of us do when buying furniture, cars, or durable goods. More specifically, they didn't confirm the validity of the 100 percent per month growth assumption. In fact, anyone who would have taken the time to investigate the projected Internet growth would have quickly learned that it was wrong. Wishing and hoping ruled the day.

Just as surprisingly, the telecommunications infrastructure investments were made without much thought about how the growth would be achieved. Even if we give them the benefit of the doubt that the projected 100 percent per month growth in Internet traffic was a reasonable assumption, few executives put much thought into how their companies would be able to capture this growth profitably beyond just laying cable and waiting for customers. Many people talked about the "last mile" of copper wire between households and the fiber, but there is still no economically viable solution for getting to household end users except by linking to them directly. Growth in this sector has been much slower than anticipated, and as of mid-2003, less than 15 percent of the fiber installed was in use.

Wish and hope investments are not limited to technology. For example, think about Quality Dining's acquisition of Bruegger's Bagels. Less than one year after paying about $100 million for Bruegger's Bagels, Quality's management realized that the retail bagel business had minimal barriers to entry. It also found that running bagel shops was more difficult and obviously less profitable then they thought, and the company sold Bruegger's back to many of the original owners at a substantial loss.



What to Do With the Risk–Return Matrix

You can use the risk–return matrix in several ways. You can use it as a stepping-off point in looking for investments for your company that fit into the results that you want to achieve. If you want incremental revenue, but inadvertently pursue a world change investment, you are likely to be in for an unpleasant surprise. You should also use the matrix as a screening tool to weed out unwise or inappropriate investments. Under no circumstances should you pursue an investment that offers low returns in exchange for high risk. You might not be able to identify an investment as such unless you study it carefully. Finally, knowing where your investment is located on this matrix can help put you in the proper mindset to address the risks you are likely to face.



Risk Mitigation Plans

Once you have a clear idea of the risks you need to worry about and plan for, you can develop mitigation plans to minimize any adverse effects on your investment. Thus, mitigation plans will increase the likelihood of success for your investment. There are a number of ways you can address a given risk factor (some clearly better than others), so many that we will not go into a long laundry list of different plans here. An important component of risk mitigation is ongoing management, the topic of a later chapter. As part of ongoing management, you'll need to reassess risks constantly and take actions when needed.

There are certain procedures, such as measuring and monitoring methodologies, that you can apply to nearly any investment to reduce risk markedly. Other mitigation plans will be specific to your investment and the risk factor you are trying to address. The key is to be prepared. For example, in your car trip from Los Angeles to Boston, one risk mitigation plan is to make sure that the car has a spare tire. If, however, you plan to fly to Boston, the tire in the trunk of your car doesn't mitigate any risk.

You should evaluate closely a complicated or expensive risk mitigation plan like any other investment. Each plan has its own risks and rewards. The cost of mitigation needs to be weighted against the impact on your investment should the risks occur. You cannot consider risk mitigation plans either in a vacuum or as a way to reduce risk for its own sake. Your sole objective in reducing risk is to improve the chances that your investment will be successful; as a result, you need to evaluate a risk mitigation plan in the context of your entire investment plan. Consider the effects it will have on cost, scheduling, and functionality to make sure that your efforts are adding, rather than subtracting, value from your investment.



Summary

This chapter gave you a framework for identifying risk factors by their source, degree of uncertainty, probability, and impact. Not all of these factors will apply to each investment that you consider, but you should take the time to review potential risk factors for every investment proposal. From the information you collect, you can develop a risk profile to help you identify the most significant risks, those risks that are the most likely to occur, and those that will have the greatest impact on schedule, budget, or functionality. These risks should be the focus of your risk mitigation plans, as you do not have the time or the resources to worry about every risk.

The risk profile also enables you to map the risks of your investment against the potential returns to classify it as an incremental revenue, world change, sure shot, or wish and hope investment. Each of these categories requires different risk management and investment management techniques. Wish and hope investments, which provide low returns at a high risk, should generally be avoided. Finally, it is critical that you develop risk mitigation plans for the most important risks your investment faces. These mitigation plans should add value to, rather than drain value from your investment by improving the likelihood of success that will grow corporate value.



Following the Roadmap

Fresh Breeze is considering investing in an ERP software system that would integrate the company's distribution, procurement, and financial systems. These functions are currently handled by several legacy software systems. The company has vetted the investment proposal through a preliminary analysis, where it was found to provide substantial benefits. The business impact analysis showed that the investment would be consistent with the company's value drivers.

The next step is to perform a comprehensive risk analysis on the investment. Using the Business Investment Roadmap, the external macro and other risks were identified. Although some risk factors were discovered in the external macro portion of the analysis, these were not major contributors to the risk of the overall investment. More specifically, Fresh Breeze's risk analysis found the following significant risk factors:


	Duration and timing: Due to the nature of ERP software and Fresh Breeze's size and organizational complexity, this investment will be a major undertaking. In all likelihood, it will take months to plan and to implement the system across all of its business units.

	Personnel experience, availability, and buying: Beyond the investment's champion, Fresh Breeze has few personnel resources experienced in large-scale software implementations; thus, it must rely to a large extent on outside resources to implement the system.

	Research and data collection: Fresh Breeze must clearly identify and perform checks on the assumptions and constraints that will drive the value of its software investment. This vetting process ultimately involves incorporating risk and risk management into the cost–benefit analysis for the investment.

	Planning: Fresh Breeze must build a schedule and budget from the ground up, starting from the required features and functions, and then establishing the time and resources required to meet each of those objectives.

	Documentation and performance measurement: Fresh Breeze must closely and carefully document all aspects of an investment of this complexity, including detailed requirements, execution plans, budget, and user and training documentation. It also needs to develop performance targets and measures, which it can use to gauge performance quickly, and make decisions on how and whether to continue throughout the duration of the investment.

	Alignment and benefits: Fresh Breeze's needs are well defined for this investment, and it is in line with overall company strategy. The company estimates that it would still create value with this investment if the system achieves only 70 percent of the expected functionality. The detailed requirements of the system remain a major concern and risk factor, but this risk will hopefully be mitigated as the requirements are collected and analyzed.



Of the factors just considered, personnel experience and implementation have the greatest probability of affecting the investment, although planning and operating risk factors also are likely to affect the investment. Finally, the company must consider how different risk factors have different effects on budget, schedule, and functionality if they occur. For example, if timing and duration issues, occur, thye are likely to have a major impact on the budget and schedule but not much of an impact on the functionality or scope. Unless schedule and budget problems are so tremendous that scope cuts need to be made, delays are unlikely to affect the functionality of the software. On the other hand, if the investment experiences documentation-related issues, the impact on functionality is likely to be very high, whereas the effect on schedule and budget will be much less significant. Some risk factors, such as implementation, could have a serious impact on budget, schedule, and functionality.

Figure 5.4 maps the probability and impact data from Fresh Breeze into the 3 x 3 probability and impact matrix discussed earlier. As you can see, budget and schedule are more likely to be strongly impacted by risk than schedule, because more of the risk factors cluster on the right and upper right side of the matrix for budget and schedule. Taken together, the investment has medium to medium-high overall risk.



Figure 5.4. Fresh Breeze Software Implementation 3 x 3 Risk Factor Probability Versus Impact on Cost, Schedule, Functionality, and Overall Impact
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From this analysis, Fresh Breeze will be able to determine the important risks it faces with this investment, and it will be able to include contingency plans for these risks. In comparing the risks of the investment with potential returns, Fresh Breeze finds that the ERP is likely to be a world change investment, because it is likely to transform the company. Also, an investment of such complexity has high risks. This analysis allows the company to develop mitigation plans. Some particularly important features of this mitigation plan include the following:


	Choosing a reliable and easily customizable ERP system and a competent systems integrator.

	Employing standard project management methodologies throughout the process, including tracking progress.






6. Execution Analysis

Execution is the great unaddressed issue in the business world today. Its absence is the single biggest obstacle to success and the cause of most of the disappointments that are mistakenly attributed to other causes.

Larry Bossidy and Ram Charan in Execution: The Discipline of Getting Things Done

The importance of execution to creating corporate value through investments is a primary focus in this book. Execution is what bridges the gap between strategies and financial metrics. An investment can pass the strategy review and financial analysis, but, it will fail by definition if it is not executed well. Howard Geneen, the leader of what was once one of the world's largest conglomerates, ITT, noted, "I think it is an immutable law in business that words are words, explanations are explanations, promises are promises—but only performance is reality." Execution is performance.

Execution analysis involves developing a fundamental understanding of the who, what, when, where, why, and how of your investment, and the impact your investment will have on your customers. The answers to these questions will provide you with the details that you must use to evaluate your investment thoroughly and minimize the risk of failure. There is nothing special or unique about these questions, but if you cover these details before your company makes a decision to invest, you won't have to scramble when problems occur later on.

This process is analogous to creating and evaluating the working drawings for a construction project. The working drawings, and the details underlying them, allow a contractor to estimate the cost and the time needed to build a structure. With the "working drawings" of your investment in hand, you can more accurately forecast the resources you need and the trade-offs that might be necessary to make your investment a success. It is always easier to make those trade-offs early in the process, before you have lost significant time and money and an internal bias and constituency for the investment. Just as importantly, with a detailed execution plan in place, you can more easily assess the impact of changes due to market conditions, internal corporate issues, or other factors. By doing so, you will be able to develop alternatives that enable the investment to be successful, and ultimately grow corporate value.

Your execution analysis also must consider the availability of resources, especially capital, needed to ensure the success of your investment. In addition, it is critical that you determine the impact your investment will have on your customers and prospects, because customers are the lifeblood of any business.

Fortunately, you already have begun the execution analysis element of the Business Investment Roadmap as part of the preliminary analysis. In the preliminary analysis that you began to consider ways that your company can grow revenue and reduce costs. You also considered capital intensity and the impact on your customers. Now, your analysis goes into more depth; you are really peeling deeply into that onion that had only the first-level cuts in the preliminary analysis.

This chapter explains how to:


	Determine the who, what, when, where, why, and how needed to execute your investment successfully.

	Determine the capital intensity of your investment.

	Determine the impact of the investment on customers and prospects.



Each of these issues is critical to making a investment that grows corporate value. As shown in Figure 6.1, execution analysis is the fourth element of the Business Investment Roadmap.



Figure 6.1. Decision Route: The Business Investment Roadmap: Execution Analysis
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Determining the Who, What, When, Where, Why, and How

The old saying, "the devil is in the details" applies perfectly to business investments. Pay insufficient attention to the details of your investment and, you put it at a heightened risk of failure. Embark on an investment without answering the who, what, when, where, why, and how, you might get lucky and avoid major problems, but you are much more likely to be sidelined by unforeseen problems. If you do not work through these critical questions, trouble will eventually catch up with you. How do you confront the details of your investment? Figure 6.2 outlines an approach.



Figure 6.2. Four Steps to Confronting the Details of Your Investment

[image: image]



Review the Details

Review the who, what, when, where, why, and how of an investment with its major backers and proponents. You need more than a laundry list here; draw up a complete map of the investment that tracks it from start to finish. Be as detailed as possible. For example, determine the amount of effort and what each individual involved needs to devote to the investment, and list in detail and confirm the availability of all of the resources you need.

Do not cut slack to your investment's proponents in this phase of your execution analysis, especially if you are its major champion. Missing information and guesstimates based on little more than hope are likely to result in major problems. When in doubt, drill down further for more detail. For example, many software companies have found that the best way to ensure the success of their investments in the development of new products is to track the daily work efforts of their programmers.



Timing and Sequence

If you are baking a cake, you can't put the cake in the oven before you mix the ingredients together. Although the mixing order does not matter for some recipes, you wouldn't add frosting to the cake batter before putting it in the oven or bake the cake and then mix it. Your cake will be a disaster if you don't mix the ingredients together at all, or if you do not combine them in the proper sequence, even if you use the exact amount of each ingredient specified.

Timing and sequence is just as important in your business investments. Consider investments by retailers in software to maximize the profitability of in-store promotions. This type of software has been proven to be effective in raising margins at chains like Long's Drugs, a major retailer in the western United States. Even with the promise of high ROIs and the proof of success, many retailers have not yet invested in this software, in large part because of a more pressing need to invest first in more essential systems for distribution and logistics.



Trade-Offs

At a basic level, the success of your investment depends on how well you manage your resources, time, and scope. Changes in any of these three critical inputs necessitate changes in the others. The relationship of resources, time, and scope is often referred to by project managers and engineers as the iron triangle because the three factors cannot be changed independently (see Figure 6.3).



Figure 6.3. The Iron Triangle of Investment Scope, Budget, and Schedule
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It is often difficult to accept the iron triangle's immutable relationships. It would be great if you could cut resources without a negative impact on time and scope. With rare exceptions, this is impossible; if you cut resources, you must either reduce scope or expand time. There are no other alternatives. Keep the iron triangle in mind as you review the working drawings of your investment. If your investment requires more financial and personnel resources than you originally thought, accept a time delay or a reduction in scope sooner rather than later. Consider, for example, the Big Dig, Boston's massive construction project and the nation's largest public works investment. The Big Dig is substantially over budget and behind schedule, not an unusual situation for a public works project. One of the causes of the delays and cost overruns, however, was a decision to cut corners regarding one component of the project, a tunnel from the Massachusetts Turnpike. The tunnel ended up with major leaks, and the problem required a significant investment in time and resources to remedy.



How Many Yeses

You can use a reality check for your answers to who, what, when, where, why, and how, called "How many yeses?" Always ask the investment's proponents, "How many people must be involved along the way, and how many of those people must approve (say 'yes') to make the investment successful?" To illustrate the importance of asking how many yeses, consider Keurig, a company with a patent on a coffee dispenser and brewing system that eliminates the need for packaged coffee and traditional office brewing methods.

The Keurig system is simple, easy to use, and eliminates messy cleanups and moldy coffee pots. It also allows you to brew individual servings of coffee rather than a whole pot, which has obvious benefits in the office kitchen. Who wants coffee out of a pot that looks like a science experiment?

Keurig has not achieved the success that its founders and financial backers anticipated. There are several reasons why Keurig has not met expectations, but one of them is the six levels of approval it needs to secure to get end users for its system. Working backwards, these are:


	The coffee drinker who decides to use the Keurig system in his or her office.

	The office manager who decides to have the machine installed.

	The coffee distributor salesperson who decides to promote Keurig to his or her customers (the office managers).

	The coffee distributor who decides to carry the Keurig brewers and creates incentives for the sales force to promote Keurig.

	The manufacturer that decides to make the brewing systems.

	The coffee company that agrees to package its products in the Keurig patented dispensers.



Keurig faces the difficult challenge of getting six different levels of yes to deliver its products to end users, which has dampened the company's success. In the face of these challenges, the company has recently sought to sell its brewing systems directly to consumers, thus reducing the number of yeses needed to achieve success.



Determining Capital Intensity

The second step in execution analysis examines the capital intensity of investments. An ideal investment would increase sales without requiring any investments in additional fixed or working capital (i.e., the proverbial mailbox that collects checks from customers). In the real world, nearly all increases in sales require investments in fixed capital, working capital (inventory, accounts receivable), additional personnel, and other sales-related expenses. You must subtract these increases in working capital and cash investments in fixed assets from accounting profits to calculate cash flows. The cash flow benefit of an investment decreases with increases in fixed and working capital. In comparing two investments with the same expected increase in sales, the investment with lower capital requirements is usually a better opportunity. Similarly, investments that promote greater increases in sales for a given level of capital requirements are usually better.

How should you think about execution in the context of capital intensity? The answer is twofold; you must measure the capital intensity, and you must confirm that your company is willing and able to commit the capital necessary for the investment itself as well as on an ongoing basis. For example, the development of a new product line typically requires a major capital investment, but you also must continue to provide the product line with additional capital until it becomes cash-flow positive. Think of the General Motors investment in Saturn discussed in an earlier chapter.

Determining the capital intensity is actually pretty simple: add fixed assets and net working capital together, and divide the result by sales. The resulting figure, the capital intensity ratio, describes the capital investment needed to generate a dollar of sales. Although you can apply this ratio to your company's sales and assets as a whole, it is often more useful to consider the capital intensity of your investment separately, using the ratio of the incremental capital increases and incremental sales increases. Investments with high capital intensities create less value in the form of free cash flows. They are riskier because they require a larger asset investment. Capital-intense investments are not inherently bad; often they are necessary or even desirable given the nature of an industry. You should use this ratio as a way to compare investment options and in your overall evaluation of an investment.

The second element of the capital intensity evaluation is a bit more difficult. You must consider the length and the scope of the capital commitment required to finish and maintain your investment on an ongoing basis. As part of these projections, you must anticipate surprises that will inevitably arise and require you to invest more capital. Is your company prepared to continue the investment, or will the continual need for capital force you to ask whether you are throwing away good money after bad?



The Impact of an Investment on Customers

The final step of execution analysis involves understanding how an investment is likely to affect your customers. Customers are at the root of virtually everything your company does; they are your reason for existing as an enterprise. You have already seen how to evaluate a potential investment by its impact on revenues and costs. Customers are the source of your revenue, and revenue projections depend entirely on new and continued sales to these customers. Customers are probably the most important assets your company has!

Your customer base does not show up directly on your balance sheet, in spite of its importance of an asset, but many transactions are based on acquiring customers. Making an informed decision on an acquisition method requires you to know the value of those customers. You must also consider the impact of any investment on your existing customers, whether the aim of the investment is to increase sales or to decrease costs.



Linking Investments to Your Customers

As discussed earlier in the chapters on preliminary analysis and bang for the buck, companies make two types of investments: revenue growth investments (the top of the income statement) or cost reduction and productivity investments (the bottom of the income statement). You must consider the impact of both types of investments on your customers because any effect on your customers ultimately impacts your revenues and profits.



Cost Reduction and Productivity Investments

The goal of a cost reduction or productivity investment is to reduce your direct or indirect expenses, by producing the same amount of goods or services at a lower cost. Many investments designed to lower operating costs do not have an immediately obvious, direct effect on customers. It is still important, however, to look at the investment in the context of how it changes the customer experience. You should examine in detail all of the points at which the customer will have contact with the new investment, either directly, as in an automated phone directory, or indirectly, as in whether your employees will be equipped and willing to help customers who call. The cost savings you assumed in your analysis ultimately depend on maintaining or increasing your sales. If you lose more customers than you expected, the bottom line cost savings benefits you assumed might evaporate.

Consider a shoe manufacturer that invests in a new device that enables it to manufacture the same number of shoes at a lower cost. The company becomes more productive, and its profits increase compared to its profitability prior to the investment. However, if the new production process negatively impacts the quality of the shoes, the company will lose customers. The cost reduction investment, therefore, will not work, because success is predicated on sustaining sales levels.

Companies tend to emphasize cost reduction investments during uncertain or difficult economic environments, and often they do have an immediate impact on the bottom line. Cost reduction investments can lead a company to a business model that is superior to those of its competitors. Southwest Airlines, for example, has a much lower seat cost per mile (a common metric used by airline companies) than most other airlines. One of the ways that Southwest Airlines has lowered its costs relative to its competitors is that it has only one type of plane in its fleet, the Boeing 737. The cost savings are significant, both in the reduced training for pilots and staff and in lower maintenance costs. Pilots and staff must learn only one type of aircraft. Southwest needs to stock spare parts for only one type of airplane type versus many types of planes.



Revenue Growth Investments

The objective of a revenue growth investment is to increase the top line of the income statement (sales). In terms of products you sell and the customers you sell them to, there are four ways to increase revenues, as illustrated in Figure 6.4, commonly called the Ansoff matrix. Increasing revenues might involve selling more existing products to existing customers, selling existing products to new customers, selling new products to existing customers, or selling new products to new customers.



Figure 6.4. Customer–Product Matrix for Revenue Growth Investments (Ansoff's Matrix)
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Sell Existing Products to Existing Customers (Market Penetration): By selling more of your existing products and services to existing customers, you grow the value of the customer relationship. You can accomplish this either by better understanding your customers' needs or becoming more aggressive in terms of taking the customers' "share of wallet" through better pricing or service. For example, General Motors has successfully developed and sold to car buyers the OnStar system that provides GM with a recurring revenue stream and the car buyer with the knowledge and security that he or she can have immediate contact with the appropriate personnel in case of an emergency. The advantage of increasing revenues in this way is that you do not need to make extensive investments in product development or customer acquisition; your company is leveraging your existing tangible and intangible assets.

Sell Existing Products to New Customers (Market Development): By selling your existing products and services to new customers, you expand your market opportunities in a growth strategy also known as market development. This approach gives you the benefits of entering a new market without extensive and expensive product development costs, because you already have the product ready to sell. The Gap, for example, has had great success in selling its products to new customers by expanding its retail channels to include a value outlet, Old Navy.

Sell New Products to Existing Customers (Cross-Selling, Product Development): Another revenue growth approach is to cross-sell new products and services to your existing customers. The advantage to this approach is that you already have a relationship with the customers; thus, it should be easier to get them to purchase additional products from you than it was to acquire the customer in the first place. For example, Citibank trains its branch office personnel and supports them with systems to assist in the cross-selling of products and related services.

Sell New Products to New Customers (Starting From Scratch, Diversification): When you sell new products to new customers, you are starting from scratch; you do not have an established customer base or an established product. As we have seen, either factor would make your job easier. This is the most risky type of investment for growing revenue because of the tremendous risks associated with trying to reach new customers while introducing new products. Few companies have been successful at selling new products to new customers. One exception is Circuit City, a major electronics retailer that has successfully built a used-car sales business.



Cable TV and the Value of Customers

Let's take a look at the cable television industry as an example of the value and importance of customers to any business. Cable companies typically own broadcast systems and the cable wiring networks that carry the content, but the value of these systems is inextricably linked to the customers to whom these systems connect. Although competition is increasing with DirecTV and overlapping cable companies in some large metropolitan areas, cable companies mostly act as local monopolies; a company's pool of prospects is limited to households connected to the company's network. At the same time, those customers have few alternatives to the local monopoly cable company.

By the end of 2001, more than 96 percent[1] of U.S. homes had cable service available in their locations. There is no longer much room to grow customers by adding wire to the network, except in the few cases where there are competing cable networks in the same area. At the same time, 70 percent of cable-ready homes had at least basic cable, so there is limited growth potential through new customers. Cable companies have instead focused a great deal of attention on acquiring other companies as a way to increase their customer base. As Table 6.1 shows, cable customers are valued at thousands of dollars each.




Table 6.1. Selected Customer Acquisition Transactions in the Cable Industry
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Although these acquisitions often involve equipment, cable networks, and personnel, the major value driver is the value of the customers. And, to a lesser extent, the value of prospective customers to which the company gets access (noncustomer households along the routes serviced by the company) through the acquisition. At first glance, this seems to be an outrageous amount for a single customer, even if you take the equipment, network, and personnel into consideration. When you look closely at the nature of the customer relationship in the cable industry, it is more reasonable. Because of the local monopolies cable companies typically enjoy, subscribers generally are locked into their cable provider for a long time; thus, the cable company is virtually assured of receiving a long stream of recurring revenues. In addition, cable companies offer a wide range of services, from premium cable channels to high-speed Internet access and phone service, such that annual revenue from some customers can be more than $1,000.

If you were managing a cable company, one of your objectives first would be how to grow revenue per customer. Industry data indicates that the primary revenue and profit driver for the industry is now broadband access. Adding broadband access to a household has a major impact on the value of that customer to the cable company.

The same is true for your company, even though you likely are not in the cable TV business. It is easy enough to see the relationship of a sales-related investment to your customers; if your sales increase, you either have grown your customer base or increased the amount that your customers spend on your products and services. It is not enough to assign a growth rate percentage to sales and multiply it out year by year when you evaluate your investment. You must drill down into your sales projections for more information on your customers. Let's go through the analysis. First, think about which customers you expect to account for the increased sales. To answer this question, think about where the customers to whom you are hoping to sell fit into the customer life cycle in Figure 6.5.



Figure 6.5. Customer Life Cycle
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Each of these customer groups has a different set of needs, different purchasing habits, and different revenue value associated with them. When most people think of increasing sales, they think first of sales to new customers (i.e., converting prospects to first-time buyers). As you saw with the Ansoff matrix, new customers do not tell the whole story of revenue growth. Additional sales to additional customers is often an easier way to grow sales. In any case, your customers are not all created equal; some are much more profitable than others, and they should be treated that way.



What Is a Customer Worth?

Let's assume that your company is considering an investment in acquiring new customers. As shown in Table 6.2, there are four questions to consider.



Table 6.2. Four Drill-Down Questions for Determining Customer Value


1. How much do you currently spend on acquiring new customers?

2. How does your overall customer acquisition cost compare to the current proposal?

3. How much does the average customer spend on your products and services?

4. How many customers do you lose every year?



You must answer these questions to determine the value of your customers. Why is this so important? If you don't know what new customers are worth, you have no way to determine how much you should be willing to spend to acquire them and still profit from the investment. Think about all of the Internet companies that went bust pursuing customer acquisition strategies without considering that they were spending much more to acquire those customers than the customers could ever spend on purchases. With this information, you can analyze the impact of customer acquisition investments on value creation—increasing either the number of customers or the average revenue and profitability of a customer to create value. As such, customer value is an important part of the investment process.



Step 1: Determine the Four Determinants of Customer Value

To calculate the value of a customer, you must determine the value of four variables. These are acquisition cost, average annual revenue per customer, average annual attrition rate, and discount rate.

Acquisition Cost: Acquisition cost is how much a company spends to acquire a new customer. To calculate acquisition cost, total all of the money you spend on marketing, advertising, sales calls, and everything else related to getting a new customer. Next, divide this sum by the number of first-time customers you brought in as a result of all of these efforts. This is your average cost of getting a new customer. You can do this across your entire business, or you can use acquisition cost to evaluate the effectiveness of a particular sales effort by using only its associated costs and new customers. Figure 6.6 illustrates the customer acquisition cost calculation.



Figure 6.6. Customer Acquisition Cost
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Average Annual Revenue Per Customer: Average annual revenue per customer is the annual sales you make to an average customer. There are a few different ways to get this number. If you do not have detailed customer sales information on hand, you can divide your annual sales by the number of customers to get average revenue per customer. If you do have more information available, you should use it to get a better idea of what your typical customers really purchase in a year. With this additional information, you might also be able to look at the buying patterns of different customer groups. If you have a sales database, you can easily get the total purchases of each customer, and you can take the average of those total purchases. The first method is sufficient if you do not have time to look or the right information available. Figure 6.7 illustrates the basic average annual revenue per customer calculation.



Figure 6.7. Average Annual Revenue Per Customer
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Attrition Rate: Attrition rate is the rate at which you lose customers over the course of a year. To calculate attrition rate for a given year, take the number of customers you had at the beginning of the year, subtract the number of customers you had at the end of the year, and then add the number of new customers you acquired during the year. Divide the result by the number of customers at the beginning of the year to get the attrition rate. This process is shown in Figure 6.8.



Figure 6.8. Customer Attrition Rate
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Calculating attrition rate is easier in some industries than in others, depending largely on the buying habits of your customers and your relationship with them. The effects of attrition are most obvious in cases where your customers make frequent purchases. If your product is something that your customers purchase infrequently, either from you or from a competitor, annual attrition rate isn't a very good way to evaluate your customers. If this is the case, most or all of the value of your customer comes in the initial purchase. To value a customer in this situation, just compare the acquisition cost to the purchase price.

Discount Rate: The discount rate allows you to take into account the time value of money, the fact that a dollar today is worth more than a dollar in the future. The argument over which discount rate to use in a given situation is likely to go on as long as cash flows are discounted, but, as we discussed in an earlier chapter, don't waste too much time worrying about the discount rate. Use your company's cost of capital or pick something conservative, but whatever you do, do not get embroiled with some complicated and ultimately futile exercise in determining cost of capital.



Step 2: Format of Attrition Rate and Discount Rate

The second step is to put the attrition rate and discount rate into a usable form. Attrition rate and discount rate work the same way; their effect is cumulative. An easy way to use these rates is to multiply them out ahead of time and then apply the resulting attrition factors and discount factors to your revenue numbers. In each case, it is easier to use the retention rate and the inverse of the discount rate, rather than the raw attrition and discount rates.



Step 3: Calculate Customer Value

You now have everything you need to calculate customer value:


	Customer acquisition cost

	Revenue with attrition: Multiply each year's expected revenue by the attrition factor for each year

	Discounted revenue with attrition: Multiply revenue with attrition by the discount factor for each year

	Discounted revenue with attrition to date

	Net present value to date: Add acquisition cost to the discounted revenue with attrition to date.



Table 6.3 is a spreadsheet template for the process of calculating the value of a customer as just described. By modeling and calculating customer value, you get several important insights. Revenue to date is the maximum amount you should be willing to spend on a new customer to achieve break-even in the time horizon you specify. You can easily look at the effect of changes in the customer value drivers. You can use this model to see what happens to customer value as customer acquisition cost, revenue per customer, and attrition rate change. Look at scenarios where one or more of the customer acquisition drivers are not as good as you expect to see and determine whether you can get a return on this investment, even if things don't go perfectly.



Table 6.3. Template for Calculating Customer Value
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Summary

Your company will have more successful investments that grow corporate value if it focuses on the execution of those investments prior to making the decision to invest rather than depending primarily on financial analyses and strategic plans. This chapter reviewed execution analysis and discussed the need to drill down in your analysis of prospective investments to confirm that the details (the who, what, when, where, why, and how) are sufficiently covered. By doing so, you can develop a valid road map to follow when executing the investment and ensure a much greater likelihood of success. Another factor to consider is the capital intensity of the investment under consideration. All else being equal, less capital-intense investments provide a greater return at a lower risk. As part of the execution analysis, you must also consider the sequencing of the resources and the trade-offs that your company must make with changes in resources, time, and scope. Finally, you must assess the impact any investment will have on your customers, and know the value of your customers to make decisions on customer acquisition investments. This chapter gave you the tools to analyze execution, capital intensity, and customer value, factors that together can greatly improve the chances that your investment will be a success.



Following the Roadmap

Let's consider Fresh Breeze and walk through an example using the Roadmap. The R&D laboratory at Fresh Breeze has developed a new detergent that, in the view of its marketing people, has supreme cleaning power. Managers at the company now must decide how to "productize" and launch the product. Although the product has been developed in the laboratory, managers must answer the who, what, when, where, why, and how questions, the details of the investment that will allow them to execute the investment successfully.

Fresh Breeze must run a sales and marketing campaign that not only drives demand from consumers, but also gets retailers to carry the product. Depending on Fresh Breeze's manufacturing capacity, it might also need to temporarily outsource the manufacturing of the new product to ensure that it is on shelves in time for the start of the consumer promotional campaign. Fresh Breeze should ask these questions through every stage of the investment, from the laboratory to store shelves, and, more importantly, into homes. Even though the product has already been developed in the laboratory, there are significant challenges ahead and many questions that need an answer before the investment should proceed.

The timing and sequence of the investment must be carefully coordinated. It could prove to be a real disaster if the marketing and sales campaign went into full swing before the product was actually available to consumers, or if promotions were launched before any retailers agreed to carry the new product. In addition, the company would be well advised to test the product in a few selected markets before it commits all of its resources to a full-fledged product launch. Timing and sequence are obviously critical.

When Fresh Breeze applies the "How many yeses?" question to the new detergent, it finds that there are several levels (the channels of distribution) that must be convinced before the consumer even has a chance to buy the product. In contrast, think of how much simpler this particular challenge would be if Fresh Breeze promoted and sold products directly to end users, such as through direct mail.

Fresh Breeze also must determine the capital intensity of this investment. This means projecting the working capital that will be necessary to launch and grow the new product successfully. The company's working capital analysis must take the competitive environment into consideration; for example, it must compete effectively with the promotions and pricing of other, better established brands.

In addition, Fresh Breeze must consider the capital asset requirements of the investment. These might have an even more significant effect on capital intensity than working capital. If Fresh Breeze has limited capacity to make new products because its current production facilities are running near capacity utilization, it must invest in new factories and equipment. If the product is a success, what had been a relatively low-intensity capital investment will soon require a great deal of capital investment.

Finally, Fresh Breeze must consider the effect that the new detergent product will have on its customers. Will the new detergent cannibalize Fresh Breeze's other detergent brands, or will it convince customers of its competitors to defect to the new brand? How does the quality and marketing image of the new product line up with Fresh Breeze's overall market image and the image consumers have about the company and its products?

Although Fresh Breeze faces tremendous challenges, a detailed analysis of its execution plans will make its investment road smoother and will greatly increase its chances of success.



Value of a Fresh Breeze Customer

Fresh Breeze's direct customers are the wholesalers and retailers who distribute and sell its products to other businesses and consumers. It is easy enough for Fresh Breeze to determine which of these accounts provide it with the most revenues and profits. The company must not focus solely on its direct customers, the wholesalers and distributors; these customers act only as middle men between Fresh Breeze and its ultimate customers, other businesses and individual consumers who purchase Fresh Breeze products in retail stores. When these customers shop, they have a wide variety of competitors from which to choose; Fresh Breeze does not enjoy the same captive audience as cable TV companies. To encourage customers to try and then stick with its products, Fresh Breeze employs a combination of coupons, promotions, and other incentives; product displays; careful product placement in specific retail channels; and marketing and advertising efforts. This creates a complex situation for analysis, but Fresh Breeze managers must nonetheless understand the average revenues each new and existing customer generates and the cost of the sales, marketing, and advertising efforts relative to the sales they generate.

Average Annual Revenues Per Customer: Because it works closely with its retail and wholesale customers, Fresh Breeze was able to get data on customer purchases. From this data, Fresh Breeze estimates that about 25 million consumer customers purchased its products in 2002. This includes everyone from one-time buyers (who purchased a single Fresh Breeze product on a single occasion due to a promotion, convenience, or some other trial and will likely never purchase another product) to loyal, core customers (who make frequent purchases of many Fresh Breeze products each year). It does not make sense to treat these disparate customer types the same for anything but the most basic analysis, so Fresh Breeze divided its customers into four tiers.

Tier 1 is the core customer group. Tier 2 consists of regular customers who only purchase a fraction of the Fresh Breeze products that Tier 1 customers do. Tier 3 consists of irregular customers who occasionally purchase Fresh Breeze products out of convenience or because of particular promotions. Tier 4 customers are one-time purchasers. In addition to its tiering system, Fresh Breeze divides its customers by the combinations of products they buy. For example, some customers buy only Fresh Breeze personal cleaning products, whereas others buy personal cleaning products and laundry care products. Still others buy personal cleaning, laundry care, and air freshener products. Customers who purchase more than one Fresh Breeze product line tend to be more loyal customers. Therefore, more of these multiproduct customers tend to fall into Tier 1. At Fresh Breeze, just like at your company, all customers are not equal. It is important to be able to classify your customers according to their value.

Average customers, across all tiers and product types, spend an average of $44.13 per year. Because Fresh Breeze tracks revenue per customer by a four-tiered grouping system and by the product segments from which customers purchase, it should use this more detailed data to target its customer acquisition strategies to the most profitable customers, Tier 1 customers who buy more than one Fresh Breeze product line.

Acquisition Cost: Fresh Breeze spent a total of $193 million on sales activities in 2002, and the net customer base increased to 25 million from 23.8 million during the year. During 2002, the company also lost an estimated 3.7 million customers (15.5 percent of its 2001 customer base; see the discussion of attrition rate later). Thus, the total increase in customers was 4.9 million (25 million customers at the end of the year less 23.8 million customers at the beginning of the year less 3.7 million customers lost equals 4.9 million new customers). Dividing $193 million by 4.9 million, you can see that Fresh Breeze spends an average of $39.40 to acquire a new customer. This figure is useful in calculating the average net present value of a Fresh Breeze customer, as well as to provide a baseline comparison to proposed investments.

Attrition Rate: Fresh Breeze experiences different attrition rates for its different customer groups. Not surprisingly, customers who purchase more of Fresh Breeze's products tend to be more loyal to Fresh Breeze products. In addition, customers who purchase several types of Fresh Breeze products also have more of an affinity for the brand. The average overall attrition rate is 15.5 percent.

Discount Rate: Fresh Breeze has an average cost of capital of 10 percent; this is the discount rate it will use in its customer value calculation.



Calculating the Value of a Customer

Applying these estimates to the template in Table 6.3, the five-year net present value of a customer is $73.76, given the current average customer acquisition cost of $39.40. The present value of the five-year revenue stream from a customer is $123.24 as shown in Table 6.4.



Table 6.4. Fresh Breeze Five-Year Net Present Value of a Customer

[image: image]

What do these numbers mean? First, Fresh Breeze's current customer acquisition practices overall are profitable. In theory, the company should be willing to spend as much as $123.24 to acquire a customer, which would yield a five-year net present value of $0. In practice, Fresh Breeze would target less expensive customer acquisition investments. The time horizon is extremely important in this analysis. Note that after two years, a customer's discounted revenue stream is worth only $62.92, which under the current customer acquisition conditions has a net present value of $12.44.

Because Fresh Breeze has detailed, segmented data available, it would be well-served to calculate customer value for each customer group it was interested in, and match customer acquisition investments with the most appropriate customer target segments as efficiently as possible.




7. Ongoing Management

Plan the work and work the plan.

A maxim at IBM

You have taken your investment all the way from an idea or concept to the cusp of reality following the Business Investment Roadmap. You began with the preliminary analysis, made the decision to proceed, assessed the impact of the investment on your company, considered risk factors and developed a risk mitigation plan, and thoroughly considered the execution of your investment. You have peeled the onion back further and further and have reached the point where the investment has received the green light. Figure 7.1 illustrates how far you have come.



Figure 7.1. Decision Route: The Business Investment Roadmap: Ongoing Management
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Is it time to declare victory? Take a much-needed vacation? Move onto something else? Absolutely not! You still have a long way to go to ensure that the investment is successful in growing corporate value. Like the captain of the ship that has left its port, you need to navigate the investment through the inevitable troubled waters until it has reached its ultimate destination of creating value for your company. Like the captain of the ship at sea, you need to be on the lookout for changes in the weather patterns and other conditions that require a shift in your original course (the execution), as well as closely monitor the ship's internal gauges to ensure that everything is functioning properly and according to expectations. You need to monitor the progress of your investment closely throughout its implementation, take decisive action when problems occur, and reevaluate or even kill your investment if its performance is irreparably compromised, or the assumptions underlying your projections of how it will create corporate value change significantly.

This chapter provides an overview of the last element of the Business Investment Roadmap, ongoing management. The objective is to provide you with a set of tools that will help you keep your investment on course so that you can create corporate value. Starting with a cross-country road trip as an analogy for the ongoing management of an investment, this chapter describes how to choose and use schedule, budget, and performance metrics to monitor your investment's progress and to detect problems as early as possible.

The chapter also discusses the importance of developing your own internal gauges for tracking progress. One approach that has been particularly successful is earned value analysis (EVA), a tool originally developed by the U.S. Department of Defense that allows you to simultaneously track schedule, budget, and performance. EVA is only one of many tools you can use to track performance. The key is that your company needs a disciplined and consistent approach that it can use when monitoring investments and for taking actions when and if necessary. There is an example of earned value analysis in the "Following the Roadmap" section at the end of the chapter.



Cross-Country Road Trip

Imagine that you are about to drive from Los Angeles to Boston to take a new position in the company's Boston office. You have mapped out in detail the costs, the resources needed, the time, the roads, and even some of the places you want to visit along the way: Las Vegas, Mount Rushmore and the Badlands, Nashville, and Chicago. You expect the trip to take 10 days and cost $1,500. You leave Los Angeles and head east, with a plan to be in South Dakota by Day 4. When Day 4 arrives, however, you are only in Denver. You made much slower progress than you had expected. Car trouble requiring expensive repairs contributed to the delay. The bigger reason you are behind, however, was a longer-than-anticipated stop in Las Vegas, during which you managed to gamble away a significant portion of your trip money.

After the first four days, here is where you stand: You are in Denver rather than South Dakota. Given your initial 10-day, $1,500 trip budget, you should have spent $600 through the first four days of your trip ($150 per day). Instead, you have spent $900. You have a problem: You are behind in time and over budget, and you have not met your performance milestones.

Your original travel plan needs some major revisions. The new plan must take into account your current situation and your final objectives. You do have a number of alternatives in how you can correct the course of your trip and acknowledge the reality of your new situation. You have been driving at the speed limit so far, but you could drive faster, especially on some of the wide-open western highways. However, if you drive faster, you will spend more money on gas. You have been driving 8 hours per day; you could increase your daily driving time to 10 hours. This will also increase your daily cost of gasoline, but it might not affect your total budget overall, because you would have to cover those miles anyway. Alternatively, you could extend the total time of your trip from 10 to 12 days, and you could continue driving at the same speed and for the same amount of time per day as before. This would also increase the cost of your trip, due to additional meals and nights in motels. These three alternatives all amount to changing the schedule of your trip.

Another option is to cut some of the sightseeing stops out of your trip. In doing so, you save time because you avoid stops and detours from the main route. You also save money because you are not paying for admission to Mt. Rushmore or the Grand Old Opry, and you save on gas money because you have cut some detours out of the trip. In other words, you can cut scope from your trip plan.

You could adjust your budget for the remainder of the trip. You could save money by cutting scope as just discussed. You could also increase the amount you plan to spend on the trip. For example, you could maintain your $150 daily allowance for the rest of the trip, which would mean that at the end, you would have spent more than the original $1,500. You could also cut down your daily budget so that your total budget remains the same. All of these actions involve changing your budget.

The interrelatedness of schedule, scope, and budget is now obvious, and it is likely familiar to you from your experiences at work and at home. In facing the dilemma of revising your travel plan in this example, you are dealing with the iron triangle of schedule, scope, and budget discussed earlier in this book. You have to make a choice sooner or later, because you know that going forward with the initial execution plan will no longer work. It is time to rethink the investment and the execution plan. This is part of ongoing management.

One of the questions you should ask is how you deviated from your travel plan. When did the trip get off track? Your extended stay cost you an additional $100 over your daily budget, and the stopover put you behind by at least 20 percent (2 days on a 10-day trip). Similarly, the car repairs cost you $200 and some additional delay. Each of these events effectively required a change in the execution plan in regard to schedule, scope, or budget. Simply ignoring them when they happened or assuming that you would make up the difference later on does not work in this situation, and will not work with most investments.

Another question you might have is what you can do about the cost and time overruns. You could cut your daily budget for food, hotels, and so on from the planned $150 to $100 per day to maintain the original total budget for the trip ($900 already spent, plus $100 per day for the six remaining days). To catch up on time, you would need to cut out some sightseeing and drive through the night for two nights to compensate for the lost time in Las Vegas.

It is much better that you realized you were over budget and behind schedule on the fourth day of the trip rather than near the end of the journey. Although none of your options are great, you can still take action to get your trip back on track. If you didn't realize you were off schedule and over budget until the eighth day, when you ran out of cash in Cleveland, it would be too late to take corrective action. No matter how fast you drove or how conservative you were with your spending, you could not get there in 10 days and for $1,500. Again, it is always better to recognize problems early and take corrective action when you still have time and resource options you can reconfigure.

Now assume that you must be in Boston within 10 days or the new job will be given to someone else. Because of this tight schedule, you develop some milestones. Although the original plan called for you to be in Denver by the end of Day 2, you have to be there by Day 4 to have any chance at arriving in Boston within the 10-day limit. Similarly, although you originally planned to be in Chicago in six days, you must now be there by the end of Day 7, or you will not be able to complete your trip in time. Given this scenario, you made it to Denver in four days, so you are behind schedule, but you still made the performance milestone that allows you to continue. If you are in St. Louis and not Chicago at the end of Day 8, you might as well turn around and head back to California, because you cannot make up enough time to get to Boston by the deadline.

In a third case, assume that you made even better progress than you planned. After four days, you have crossed the border into Minnesota. You are ahead of schedule, and you have spent less money than you had budgeted. At this rate, you might make it to Boston in eight days, with a couple hundred dollars to spare! Things appear to be going splendidly, until you check your voice mail when you stop for coffee and find out that your position has been eliminated. You are no longer needed in Boston. You have no choice but to turn around and head back to Los Angeles.



Lessons From the Trip

These travel scenarios provide some important lessons to keep in mind in the ongoing management of your company's investments:


	Monitor your progress using several metrics, including time, budget, and performance.

	Take rapid action when you discover a problem, and the sooner you discover and react to a problem, the better.

	Set performance milestones that give you periodic opportunities to reevaluate an investment.

	You must be prepared to kill your investment entirely if the investment is no longer valuable.





Monitor Progress Using Time, Cost, and Performance Metrics

An important part of the investment evaluation process is the development of metrics you can use to assess its progress, specifically time, cost, and performance metrics. Together, these metrics can give you a pretty good idea of how well your investment is doing, but you cannot get an accurate picture without measuring all three. Any one of these metrics, however carefully and accurately measured, is not of much use in evaluating the progress of an investment.

Let's go back to the driving example for a moment. What if you tracked only the time it took you to drive across the country (schedule), without regard either to how much money you were spending (budget) or to any of the sightseeing stops you planned to make (performance milestones)? You could very well end your trip thousands of dollars over budget, without stopping at any of the places you wanted to see along the way. Similarly, if you only paid attention to your budget, with no attention to schedule or landmarks, you would be unlikely either to make it to Boston in the requisite 10 days or to see any of the sights. Finally, if you were only focused on your sightseeing visits, your trip could take weeks and cost thousands of dollars. You should note that by choosing only two of these three parameters to measure, you still have great potential for trouble in the one you ignore. So carefully track all three, or ignore them at your peril.

Time and cost are pretty straightforward metrics; you probably track schedules and budgets already. Most companies do. Performance measurement—what the investment has accomplished for the amount of time and money that has been expended on it—is a bit trickier. At a minimum, you should judge performance by the milestones you set, but you also need a way to measure quality and other parameters directly related to the investment. Think of industrial manufacturing in East Germany before the reunification of Germany. The managers at the plants usually met their production unit quotas, but the quality and reliability of the products they produced were generally poor.

Closer to home, consider some of the failures in ERP software implementations that have been noted in the popular press and business books. In many of these implementations the systems integration firms bill more on the basis of time and percentage of budget (often called time and materials billing, or T&M) rather than on what has been accomplished. Inevitably, many of these investments ultimately cost much more than expected, finish late, and require a reduction in scope. What's particularly astonishing is that companies often wake up to discover, for example, that they have spent 75 percent of the budget in the allotted time (the ERP system should have been implemented by that date) with much less of the needed work completed.

Obviously, these situations are often due to more than just actions or lack of actions by the systems integration firms; companies often change what they want as they learn more about what the software can do. Similarly, companies—particularly large, complex organizations—often underfund organizational change that enables the ERP systems to work effectively (a risk discussed in an earlier chapter). The important point is that if performance had been measured along the way, then the systems integration firms and the companies could have made changes in budget, schedule, or scope much earlier and mitigated the risk of major contentious problems later.

Kaplan and Norton begin their book The Balanced Scorecard by asking the reader to imagine a conversation with an airline pilot who uses just one gauge to guide the plane.[1] Obviously, you, as the passenger, would not feel comfortable with the pilot using just a single gauge; flying a plane requires a lot of data of different types. Their point is that companies need a comprehensive set of performance measures that provide a framework for a strategic measurement and management system.[2] There are also several other general management-level approaches for measuring performance of companies, such as the performance pyramid.



The key issue in developing useful metrics is to make certain that they have a direct impact on growing corporate value. Macro or general-level performance metrics clearly add value, but from the perspective of day-to-day execution (i.e., moving from strategy to financial returns), it is critical to measure cost, budget, and performance.

At General Electric, one of the world's largest and most highly valued companies, some managers use a "digital dashboard" that reports the status of several important company operations in green, yellow, and red on their desktops. The colors indicate the level of concern for potential problems, and the specific metrics on each manager's desktop are tailored to his or her individual needs and job responsibilities. One manager's desktop might include, for example, daily order rates and inventory levels.

Although you probably do not have your own "digital dashboard," you do need to develop clear, unambiguous performance metrics for tracking investments. Do not be content with simply having to wait for the "completed" product or service. Instead, work with investment team proponents to determine specific milestones that are linked with value creation. Tie the allocation of company resources to the investment according to those milestones. If milestones are not met, it might be best to exit that investment option and devote the company's limited resources to other investments that have been more successful in reaching their milestones.

Unfortunately, unlike your road trip from Los Angeles to Boston, where the milestones are clearly marked along the highway, defining clear and precise milestones with most of your company's investments will be a more difficult process. You can make your job much easier if you work directly with the investment's major proponents and team members. Allow the closest people to the investment (and consequently the ones who understand it best) to develop the milestones and link them to the resources they need.



Earned Value Analysis: Measuring Performance and Taking Action

More than 40 years ago, the U.S. Department of Defense developed a formal methodology to help evaluate its investment in the Minuteman missile program. The methodology, called earned value analysis (EVA), was based on 35 factors that formed the basis for assessing progress; the resulting calculation was called earned value. The process of tracking and evaluating these factors, particularly in the days before the use of real-time desktop computing, was extremely tedious. For a long time, EVA was confined primarily to investments made by the military, public works, and some large-scale private investments. Nevertheless, the process has endured and is now a critical part of the professional practice of project management.

Tracking performance in a disciplined and consistent way has moved beyond the necessity of monitoring the Department of Defense's 35 factors, the tedium of manual calculations, and the application of earned value primarily to military or large-scale investments. Fueled primarily by computing power, today nearly every project management software package, including Microsoft Project, can calculate earned value. In addition, the EVA methodology has been refined and simplified, so there are fewer variables to track. In its current state, EVA, or even more simplified approaches based on EVA that are tailored to your company, can be a valuable tool in the ongoing management of your investments.

Earned value or other more simplified approaches tailored to your company will enable you to track schedule, cost, and performance simultaneously. You can and should use earned value or your customized approach to measure earned value before, during, and, in certain situations, even after investments are completed. In this way, you will be able to link performance with time and expenditures, starting in the early stages of the investment. You will also be able to discover problems and take rapid action before small problems grow larger. EVA and similar approaches are tools for assessing the efficiency and effectiveness of your investment along the way as well as after the fact. In the process, you earn value by completing a portion of the total work needed for a successful investment.



Alternatives to Earned Value

EVA is by no means the only tool available to you for tracking and managing investments. As noted earlier, your company might want to develop an alternative that is simpler to use and apply because it is customized specifically to your needs. The methodology you use is not as important as the fact that it will enable you regularly to track the progress of your investments relative to expected milestones, costs, schedule, and other critical metrics.

The critical benefit of being able to access the information to assess performance in meeting objectives is the ability to act quickly and, thereby, gain a strategic advantage. You might wonder what is meant by "regularly." Here is the bottom line: If more granular (increasingly lower levels of detail) tracking improves the likelihood that your investments succeed, then that is your answer. Keep in mind that although General Electric's "digital dashboard" deals primarily with real-time data, this is usually unnecessary for most companies. In most situations you will do just fine with weekly, semimonthly, or even monthly data. The granularity required will depend on the nature of your investment; daily performance tracking is much more important with an investment that lasts a year in duration than one that lasts a week.



Killing Investments: Be Prepared to Stop

Another advantage of having an ongoing management system is that it gives you the knowledge and insight to decide that enough is enough. Many investments should be stopped partway through for a variety of reasons, even if they have succeeded in achieving schedule and cost milestones. Every investment is part of your company's portfolio of investments; not all investments will be successful and create value. Instead, as noted in an earlier chapter, consider each investment as an option and the major milestones as decision stages to proceed (i.e., devote additional resources) or end (i.e., devote resources to other investments that have more promising returns). Going back to your cross-country trip, the elimination of the position in Boston meant the end of the trip, even though it was ahead of schedule. It no longer made sense, given the new information that the job was no longer available. You will most likely face situations with some frequency in which you need to terminate investments.

There will be times when you need to evaluate an investment when it reaches a milestone on time and on budget, and you still have to decide not to exercise your option by devoting more resources to it. Changes in technology, approvals by regulatory authorities, and price wars from competitors are examples of factors that require you to reassess and, if appropriate, kill an investment and move on with other investment opportunities.



Stop if the Value Is Not There

You also need to be prepared to stop investing if milestones are not reached within the expected schedule and budget. Deciding to kill an investment is often a difficult, or even an emotional decision. Sometimes it means walking away and acknowledging failure. No one wants to be associated with failure. You might be familiar with the statement, "Success has many fathers, failure has none", which some have attributed to President John F. Kennedy. Typically, the proponents of the investment and others involved will seek to reverse the decision because of their own attachment to it and personal interests. However, if an investment is not meeting the agreed-on milestones and there is not sufficient justification for changing the milestones and redoing the execution plan, you are obligated to kill it to meet your responsibilities as a manager. As part of the death notice, you should ask proponents of the investment to salvage value from what has been invested so far; there might be assets that can be reused elsewhere in the company or sold for something more than "fire sale" prices.



Summary

Ongoing management is a critical part of ensuring that your company's investments help to grow corporate value. The effort of ongoing management includes a prior and ex post facto evaluation and taking appropriate action to ensure success. An important part of ongoing management is developing and applying a set of consistent metrics for evaluating progress. These metrics should, at a minimum, cover time, budget, and performance. The hard part, of course, is developing and using an operational definition of performance; you need to work closely with the proponents of the investments to define performance and other metrics. Make sure that the metrics you use are directly linked to the key value drivers of your business and your customers.

One methodology for linking performance with time and budgets is EVA. This methodology can help you to recognize issues as early as possible, before they turn into major problems. The key is to use EVA or other methodologies customized to fit your company's specific needs as tools to assess how your investment is doing. If necessary, take corrective actions, up to and including terminating the investment entirely to free up resources for other investments with a greater chance of success.



Following the Roadmap

Fresh Breeze has decided to invest in a major software upgrade. It is specifically interested in reducing inventory levels, filling orders more quickly, and streamlining its procurement process. The investment in the software and the configuration is expected to cost $6 million and take one year to complete. For simplicity's sake, assume that Fresh Breeze's investment calls for an equal amount of the total work to be completed each month (8.3 percent of the total budget) and that costs will be equal each month ($500,000 per month for 12 months for a total budget of $6 million). If the investment proceeds according to plan, Fresh Breeze will complete 8.3 percent in Month 1 (8.3 percent of the duration) at a cost of $500,000 (8.3 percent of the total investment). Let's apply these baseline numbers with the EVA terminology, specifically, the following terms:


	Budgeted cost of work scheduled (BCWS) is the portion of the budget that corresponds to the work that has been scheduled to be completed so far. In the baseline Fresh Breeze scenario, BCWS through Month 1 is $500,000, through Month 2, $1,000,000, and so on.

	Budgeted cost of work performed (BCWP) is the portion of the investment that corresponds to the work that has been scheduled to have been done so far. In the baseline case, the BCWP is also $500,000 in Month 1, $1,000,000 in Month 2, and so on.

	Actual cost of work performed (ACWP) is the amount of money that has been spent so far in performing the work. For the baseline of Fresh Breeze's investment, ACWP is $500,000 in Month 1, $1,000,000 in Month 2, and so on.

	Cost variance (CV) = BCWP – ACWP is the overall difference between the budgeted cost and the actual cost of the work performed. Negative values indicate that the company is over budget; in the baseline Fresh Breeze case, there is no CV.

	Schedule variance (SV) = BCWP – BCWS is the difference between the budgeted cost of the work performed and the budgeted cost of the work scheduled. In the Fresh Breeze baseline case, there is no SV.

	Cost performance index (CPI) = BCWP/ACWP is the ratio of the budgeted cost to the actual cost of the work performed. Values less than one indicate that the company is over budget, values over one indicate that the company is under its budget, and a value of one, as in the Fresh Breeze baseline case, means that the company is on budget.

	Schedule performance index (SPI) = BCWP/BCWS is the ratio of the budgeted cost of work performed and the budgeted cost of work scheduled. If the SPI is greater than one, the company is ahead of schedule; when the SPI is less than one it means that the company is behind schedule; and a value of one, as in the Fresh Breeze baseline case, means that the company is on schedule.



Very few investments go exactly according to the original execution plan, and this one is no exception. In Month 1, Fresh Breeze keeps on schedule, so that BCWP is $500,000. The work performed was $100,000 more than the budget specified, however, so that ACWP is $600,000. As a result, there is a CV of $100,000, and a CPI of 0.833, meaning that the company is over budget. The SV, however, is 0, and the SPI is 1; the company is on schedule (see Table 7.1).



Table 7.1. Fresh Breeze Software Implementation, Earned Value Analysis Month 1
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Fresh Breeze should be concerned about the fact that it is already over budget by 20 percent ($600,000/$500,000), depending on the reasons for the higher-than-expected costs. If this trend were to continue, the company would be done in the same 12 months as the original plan, but it would cost $7.2 million, rather than the original $6 million budget. The CPI and SPI ratios provide an easy way to rapidly determine what is happening. Because CPI is less than 1, the BCWP is less than its actual cost, and, therefore, the company is over budget. The smaller the CPI ratio, the bigger the problem of cost overruns. SPI works the same way. An SPI of less than one means that the work performed is less than the work scheduled, and, again, the smaller the number, the further behind is the work.

If the company had not been tracking schedule, budget, and performance together, it might not have realized that it was over budget until much later. Because only 10 percent of the budget has been committed so far, Fresh Breeze has ample opportunity to take steps to get back on track. If, on the other hand, this trend had continued but had not been picked up on until Month 6, the company would be $600,000 over budget. In this case, with 60 percent of the budget already spent and 50 percent of the work completed, there is much less opportunity for the company to make adjustments and get back on track.

The company ran into some additional problems in Month 2, as shown in Table 7.2. Not only did it fall behind schedule (by 20 percent for Month 2, 10 percent overall), but the original investment is continuing to cost more ($600,000 in Month 2, $1,200,000 overall). As the EVA indicates, the company is now slightly behind schedule but, in addition, it is significantly over budget. If the company continues with the same efficiency as it has had so far, this aspect of the investment will take 13 months but cost $8 million, rather than the original $6 million budgeted.



Table 7.2. Fresh Breeze Software Implementation, Earned Value Analysis, Months 1–2

[image: image]

The company's investment is now in significant danger, mainly due to cost overruns. Luckily, it is early enough that Fresh Breeze can do something about it, such as increase the budget, increase the time needed to complete the investment, or cut scope. If it does any of these things, however, it then needs to reevaluate the entire investment. For example, if it decides to increase the budget, it needs to determine what the value of the investment is if it costs $8 million, instead of $6 million. Lengthening the schedule might also affect the value of the overall investment. If Fresh Breeze decides to cut scope to reduce the budget and time required to complete the investment, it needs to reevaluate the value of the reduced functionality relative to the new expected costs. The company might even choose to abandon the investment if it appears that there is no way to get it back on track and create future value.

Whatever Fresh Breeze decides to do, the critical point is that its use of earned value gives it a way to find out about problems early on in the process, when they could still be fixed. Otherwise, it might have been some time before the company realized its investment was in trouble, which might have come too late for it to do anything about it.




8. Now Is the Time

The longest journey begins with the first step.

Chairman Mao quoting Lao Tzu

Walk into any bookstore, open any magazine, scan any directory, and you'll find a plethora of books, articles, or consultants that offer "solutions" for making your company better. You are near the end of this book, and you might still wonder, "How is the Business Investment Roadmap different, and how can it be effective in helping my company make better investments?" We offer three important justifications for adoption of the Business Investment Roadmap. First, you should use the Business Investment Roadmap to adjust your thinking to move on and move out of the recession mindset. It is time to open the corporate checkbook and make investments to grow the value of your company. Every company needs to grow to survive, and every manager needs to think beyond the next quarter or next year. The investments you choose or pass over now will be a major factor in the success or failure of your company in the future. Minding the checkbook is good, but keeping the checkbook glued shut while you and other managers are fighting the war of the last recession is bad for both your company and your own career. As we have described throughout this book, many companies made and continue to make horrendous investment decisions. Although there will always be mistakes and misguided investment efforts, you cannot afford to let the mistakes of the past define your company's future.

Second, the Business Investment Roadmap gives you a bridge across the execution gap between grand strategies and visions and the metrics associated with financial analysis. Too many companies have made investment decisions based primarily on "strategic visions" and financial analysis with questionable assumptions and numbers. The inevitable result has been tremendous losses in shareholder value and finger pointing as everyone seek to place blame on everyone else. The Roadmap is the bridge you can use to cross the gap and achieve successful investments.

Third, the Business Investment Roadmap does not require a significant investment in organizational change. Much of the Roadmap simply makes intuitive sense; it is not particularly complex, difficult, or expensive to implement. Instead, your call to action is to apply the Roadmap incrementally to what you are already doing. Most managers already have enough difficulty getting through their day-to-day responsibilities without adding to them by trying to implement a complex new methodology for making and managing investments. There is no complex new methodology here; rather, this book offers the starting point for your own interesting and exciting journey. Now is the time to start on your way!

Boiled down to its essentials, the Business Investment Roadmap is an organized methodology that supports and enhances the idea that what matters in business investments is a mastery of business basics, as Noria, Joyce, and Roberson wrote in a Harvard Business Review article entitled, "What Really Works." They wrote that "New management techniques heat up and fizzle out—seemingly overnight. Most techniques have no direct impact on superior business performance. What does? Mastery of business basics."[1]




The Business Investment Roadmap

This book laid out the Business Investment Roadmap for you as a step-by-step approach for evaluating and executing investments, called the Decision Route. The Decision Route and the Roadmap it creates is a guide to help you to develop and apply a mastery of business basics to corporate investments. The Roadmap as it is described here will get you started on the road to smarter, more successful, and more profitable business investments, but it is not a standard, off-the-rack approach. Every company has its own particular needs and objectives. You should use the material from the book, but use it as a beginning, not an end. Get others involved and customize the Roadmap for your company's unique needs, constraints, and opportunities.

The foundation for the Roadmap is grounded in many of the same tools that you already use in your day-to-day work. The key is in how they are combined with other tools and structured into a consistent but flexible methodology. Consider the Business Investment Roadmap Decision Route and how it applies to your company. Figure 8.1 summarizes the Decision Route.



Figure 8.1. Decision Route: The Business Investment Roadmap
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Preliminary Analysis

The preliminary analysis is the starting point when evaluating investments using the Business Investment Roadmap. The key objective of the preliminary analysis is to get you to approach each potential investment from a broader perspective than the pure financial analysis that is normally used. How many dollars and how much time could your company have saved if it had followed these steps? The early part of the book asked you questions about how your company evaluates and executes investments. Think about how that discussion might be different if someone at your company had been asking the six key questions in the preliminary analysis.

The preliminary analysis asks you about cash flows, the competencies of your company and its capability to leverage these competencies in the investment, the investment's ability to help your company build a competitive advantage, other beneficiaries of the investment outside your company, the long-term commitment required by your company, the next best alternatives you have to the investment, and the lessons you and your company have learned from the past. If you force the proponents of the investment to answer these questions, it will enable you to determine the viability of the investment quickly. These questions also provide a useful reality check that can often help you minimize investments that reduce corporate value and waste valuable management time.



Business Impact

Think back to the relationship of razor blades to profitability at Gillette and printer cartridges to the profitability of HP. Razor blades and printer cartridges, respectively, are the golden nuggets at these companies, the primary drivers of profits. What are the golden nuggets at your company? What about the golden nuggets of your competitors or your industry overall? You need to know what your golden nuggets are to choose investments that will provide your stakeholders with the highest possible returns. You should concentrate your investments in areas that will drive your golden nuggets to create value.

The Roadmap's assessment of business impact in Chapter 4 provides the tools to determine your company's golden nuggets now and in the future. It's critical that you take the time to determine the key operational levers that drive revenue, margins, and ultimately higher cash flows for your company. You must know your company's golden nuggets to use the Roadmap today and to create strategies for future growth.



Risk Analysis

Risk is pervasive and underlies the entire process of evaluating and executing investments. You should think about risk from start to finish every time you undertake or even consider making an investment. Does your company consider risk using a disciplined approach like the one the Roadmap describes in Chapter 5? What risk mitigation strategies do you use in the investment process?

Risk and how you deal with it can mean the difference between bridging the execution gap and falling into the valley of failure. The Roadmap helps you develop methodologies you can use to assess and mitigate risk for your investments. Some investments might promise high returns but be too risky to warrant corporate resources. On the other hand, too many companies seek to minimize all risk in all situations, and, as a result, they do not make the investments they need to provide high returns to shareholders.

As you evaluate investments, remember that one of the most important components of risk analysis is to consider individual investments as options within portfolios of investments whenever possible. A one-shot investment such as a computer software package cannot be treated like a portfolio option; you can only invest in one system, and the system you install has to work. Instead of having a relatively small number of investments that require a significant commitment of resources, many companies have found that it is better to have a large number of investments that require a lower commitment of resources. As progress is made, uncertainty is resolved, and you can then decide which investments to continue and which to terminate.



Execution

The foundation of the Business Investment Roadmap is execution. Recalling some of the examples cited in Chapter 6 of investments that failed because of execution problems, can some of the difficulties your company has experienced be explained by problems in execution? Execution analysis is determining the who, what, when, where, why, and how of an investment. For your future investments, you must drill down as deeply as possible to obtain the details of the who, what, when, where, why, and how in order to feel confident that your investment will succeed. This process is the essence of the Business Investment Roadmap.

Execution is the critical switching point from ideas and talk to reality and results. Make sure that the proponents of an investment recognize that the "devil is in the details" and provide you with the information that you need to evaluate their proposed investment thoroughly. It is lack of attention to those details that often cause the failure of investments.

The Roadmap includes tools to evaluate the impact of investments on customers and prospects. Customers are the reason why companies exist, and you must consider the impact on your customers and your prospects when evaluating investments. Similarly, execution requires you to consider the capital intensity of investments. The Roadmap also includes a tool called "How many Yeses?" for assessing the complexity of an investment and the difficulty of making an investment successful. This simple question can guide your company toward successful investments and away from failures, across a whole spectrum of investments–new products or services, acquisitions, R&D, and HRM initiatives.



Ongoing Management

Do you remember the Fleetwood Mac song "Don't Stop Thinking About Tomorrow?" That phrase applies to ongoing management, but it only tells part of the story. You can't just think about tomorrow, you need to anticipate situations and take action depending on what happens tomorrow with your investments.

Ongoing management is extremely important to the success of your investment, but strangely it is often ignored. Somehow, managers forget to think about tomorrow after their investments are made today. Don't let this happen to you. Think about investments you have been involved with in the past. Did your team pay sufficient attention to ongoing management issues?

It is usually a very long and arduous journey from the time that a resource commitment is made to success and growth in corporate value. An important part of your job in applying the Roadmap is to develop and apply metrics to evaluate performance of your investments from start to finish. Unfortunately, developing the proper metrics to measure investment performance can be difficult. Everyone knows that it is important to have metrics for time and budgets, but it is just as critical, and often overlooked, to have metrics that track what is being delivered.

The Roadmap tools in Chapter 7 will help you to stay on course with your investments. One approach, EVA, has been used successfully by a wide range of organizations, including the U.S. Department of Defense, major corporations, and startup ventures. Although it can be an effective approach, you do not have to adopt EVA to stay on course; what is important is that you have a disciplined and consistent approach for monitoring the status of your investments. The information you get from an approach customized to your needs will enable you to make the inevitable changes in your execution plans as circumstances change. At times, these changes will lead you to the conclusion that your company should not continue to provide resources to specific investments and, instead, exercise options to pursue other investments that have been more successful at reaching milestones.



Building the Bridge Between Strategy and Finance

The Business Investment Roadmap is the bridge between strategy and finance. It is not a substitute for either strategy or finance, but it is an important and critical complement that enables you to evaluate and execute investments to grow corporate value.

The Business Investment Roadmap will help your company to make smarter and better investment choices. However, it is important to keep in mind that there are no miracle cures or simple and easy solutions to ensure corporate or personal success. There is no panacea that will work for every company in every situation. Just the opposite often holds true. What works for one company in one industry at a particular time might not necessarily work for that same company in the future or for another company at any point in time. The best you can do is to develop and use a disciplined and consistent methodology that is flexible enough to change with the needs of your company.

With the Roadmap in hand, you are ready to begin to apply it at your company. As your first step on the road to successful investments, review the "Following the Roadmap" sections in Chapters 3 through 7, where you will find more detailed explanations and examples of how to put the Business Investment Roadmap into action. These examples can serve as templates with the work you do evaluating and executing investments. Applying the Business Investment Roadmap requires some familiarity with accounting and finance, so you can refer to the Appendix if you want a quick refresher.

Because it is founded on business basics, the Business Investment Roadmap becomes almost automatic after awhile. Best of all, like Indiana Jones in Indiana Jones and The Last Crusade, when evaluating investments, you will be able to "choose wisely."




A. Accounting and Finance: Some Background on Tools of the Trade

There's no business like show business, but there are several businesses like accounting.

David Letterman

At this point, you have read the book and are ready to put the Business Investment Roadmap to use in making investments at your company. Although you do not need a background in accounting and finance to use the Business Investment Roadmap, you do need to get certain information from your company's financial statements. With this in mind, this Appendix is meant to give you an overview of financial statements and their component parts. It focuses on the elements that are most affected by investments and how these effects translate into cash flows and shareholder value creation. We use Fresh Breeze, the same composite company we used in the "Following the Roadmap" sections of the book, as the example in the Appendix, but you should read the Appendix with your own company's financial statements handy for reference.

Before we work our way through the financial statements, we should note that if you look at the numbers in any financial statement in isolation, they usually won't tell you very much. You need to consider them in terms of the company's historical financial performance and the financial performance of other companies in the industry. In other words, you need comparison ratios to evaluate the performance of your company against its past performance and against other companies in the industry. The Appendix explains and illustrates situations in which you should make a few simple calculations to make the numbers in the financial statements easier.



Income Statement

The income statement summarizes the results of operations over a period of time: revenues, costs, and income. The income statement is one of the easiest and most obvious ways to gauge performance: At the most basic level, sales minus costs equals income. Common-size financial statements are financial statements expressed as percentages; income statement items are expressed as a percentage of sales. Common-size financial statements allow us either to compare different companies directly or to look at the performance of a single company over time. Table A.1 shows the consolidated income statements and common-size income statements for Fresh Breeze from year 2000 through 2002.



Table A.1. Fresh Breeze Corporation Income and Common-Size Income Statements, 2000–2002
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Sales

Sales usually means revenue, returns, and allowances. Fresh Breeze's sales figures allow us to calculate a critical ratio, the sales growth rate, as shown in Table A.2. Sales at Fresh Breeze have been growing at 5 percent per year for the last several years. This is steady, if relatively slow growth, typical for a well-established consumer products company like Fresh Breeze.

Knowing your company's sales growth rate is essential to the investment decision-making process; it serves as a baseline and a reality check. If your company has grown at 1 percent per year for the past five years, it might not be able to absorb an investment expected to double revenues every two years, even if you have estimated the value of the investment accurately. In addition, increasing the sales growth rate is the most effective way to increase profitability. Doing so requires an increase in working capital to finance and to supply the increase in sales.



Table A.2. Fresh Breeze Corporation Sales Growth Rate and Expected Sales Growth Rate, 2001–2007
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Cost of Goods Sold (COGS)

Cost of Good Sold (COGS) includes all of the costs directly incurred in the production of a company's products. For Fresh Breeze, this includes raw materials, utilities, and wage expenses of production personnel, as well as other costs directly related to production. In 2001, Fresh Breeze's COGS was $459 million; COGS increased to $482 million in 2001. This doesn't mean much on its own; after all, sales are growing, so we should expect COGS to grow as well. What is more important to note is that COGS remained steady at 43.7 percent as a percentage of sales, which means that Fresh Breeze is neither gaining any cost efficiencies or economies of scale nor becoming less efficient at producing goods as its sales grow.



Gross Margin (GM)

Gross Margin (GM) is sales minus COGS, which for Fresh Breeze was $620 million in 2002. GM measures profitability, and it compares the cost of the goods or services provided to the prices obtained for selling them. As we would expect, because COGS has remained constant, GM has remained constant as well. If GM were to decline over time, it would be a strong danger signal to management.

You will often find it useful to track GM percentages. Higher COGS percentages result in lower GM percentages. Lower GMs might be due to the costs of raw materials going up, the company becoming less efficient, average revenue per product sold declining, or some other factor. A few percentage points of margin can make a big difference in many industries. For example, in the shoe manufacturing business, companies have found that it is much cheaper to make shoes in countries with low wage rates, even factoring in the higher costs of shipping and other costs of manufacturing.

Sales, General, and Administrative (SG&A) Expenses include selling and marketing expenses, expenses associated with headquarters and other nonproduction facilities, and other costs and expenses not directly associated with production. Fresh Breeze's SG&A expenses have grown in absolute terms, but more important, they have remained at a constant 35 percent of sales. This is a possible area of concern for the company, because it should achieve some efficiency in its SG&A expenses as revenues grow.



Depreciation Expense

Depreciation expense is the portion of the costs of capital assets being converted to expenses during the period. For Fresh Breeze, depreciation reflects the cost amortization of the company's property, plant, equipment, and other long-term assets. The company had depreciation expenses of $45 million, $50 million, and $55 million in 2000, 2001, and 2002, respectively. Depreciation is not a cash expense; thus, an increase in year-to-year depreciation or an increase in depreciation as a percentage of revenues should not cause the same level of concern as other expenses.

In theory, the depreciation expense deduction should provide a company with a way to expense an investment in a fixed asset gradually over time. Assume that a company buys a piece of equipment for $900 and that the equipment has a "useful life" of three years. The useful life is set by the Internal Revenue Service (IRS); it might not reflect the actual life of the asset. Using straight-line depreciation (divide the amount paid for the asset by its useful life), the company would deduct $300 per year as a depreciation expense. As we noted earlier, this expense is not a cash outlay of $300. The cash associated with purchasing this asset is recorded at the time of sale if it was a cash purchase. If it was purchased on credit, it is recorded as the company pays off its financing terms. The $300 depreciation represents the amount that the company is allowed to subtract from its income to reflect the decline in value of the piece of equipment. With this $300 depreciation, effectively the company can shield $300 in cash income from being taxed (depreciation is taken out before taxes are calculated).

In reality, depreciation often works quite differently from theory. In the given example, assume that the IRS decides to change the useful life of the piece of equipment from three years to two years. The company could then deduct $450 ($900 divided by two years) for two years, rather than $300 for three years. The company's taxable income will be less in those years. The faster depreciation rate clearly benefits both the asset buyer, who can more rapidly shield more of its income up front, and the manufacturer and seller of the equipment, because the effective increase in return to the buyer makes the purchase more attractive. This is why equipment manufacturers often seek to have the government shorten depreciation schedules.

Depreciation schedules rarely are accurate, particularly if you consider obsolescence rather than functional life. Think about the perfectly functioning electronic items—cell phones, personal organizers, TVs, PCs, and CD players—that get abandoned because newer models have new features that we want. A computer with a useful life of three years according to the IRS might have a much shorter actual life because of obsolescence.



Earnings Before Interest and Taxes (EBIT)

Earnings Before Interest and Taxes (EBIT), another profitability measure, is GM minus SG&A expenses and depreciation. Although Fresh Breeze's EBIT has increased in absolute terms, it has decreased as a percentage of sales, largely due to the increase in depreciation expense. Because this drop is due to depreciation expenses rather than operating issues, it is not a major concern of management.



Interest Expense

Interest expense is the interest a company pays on its debt; for Fresh Breeze, interest expense remained constant at $22 million from 2000 through 2002. The company has not taken on any new net debt over the last few years. Depending on the type of investment under consideration, and whether you plan to finance it with debt or equity, interest expense might be an important factor in estimating the profitability of your investment.



Pretax Income

Pretax income is another profitability measure; it is the difference between EBIT and interest expense, sometimes referred to as earnings before taxes (EBT). Pretax income is important because it is the earnings number to which the tax rate is applied to determine taxes. Fresh Breeze had $146 million in pretax income in 2000, which rose to $151 million in 2001, and $157 million in 2002. As a percentage of sales, pretax income has fallen only slightly over the past few years.



Taxes

Taxes are calculated by multiplying pretax earnings by the tax rate. Fresh Breeze's taxes have increased in proportion to its pretax income. Note that the tax amounts that appear in the income statement often are different from the actual taxes paid. The reasons for this difference are well beyond our scope here, but the difference stems from the fact that in the United States, tax policies and accounting rules are determined independently. The government determines tax policy, and accounting standards are formulated by a private organization, the Financial Accounting Standards Board (FASB).



Net Income

Net income is the most basic and most important profitability measure, calculated as pretax income minus taxes. More broadly, net income is a company's earnings after all costs and expenses have been subtracted. Fresh Breeze's net income rose from $95 million in 2000, to $98 million in 2001, and $102 million in 2002. Managers and investors should be extremely alert to changes in net income, as it is often the profitability measure most examined by markets and investors. A related and equally important number is earnings per share (EPS), calculated by taking net income and dividing it by the number of shares a company has outstanding. These are the figures most commonly cited to indicate company performance. Analysts devote an inordinate amount of time predicting EPS down to the penny, and companies manipulate their financial statements to meet investor and Wall Street earnings expectations.



Dividends Paid to Shareholders

Net income is either distributed to shareholders in the form of dividends or kept within the company to finance growth. A company's board of directors generally sets dividend policy. Fresh Breeze paid out $10 million in dividends each year from 2000 through 2002. Because dividends remained steady even as net income rose, the proportion of earnings distributed to shareholders has been decreasing. Fresh Breeze might need to reconsider its dividend policy and offer larger dividends to its shareholders, or more effectively invest its earnings to provide future returns.



Retained Earnings

Retained earnings is the portion of net income that is not distributed to shareholders as dividends but, rather, is retained by the company to fuel future growth. Fresh Breeze's retained earnings rose from $85 million in 2000 to $92 million in 2002. The company should either find more effective ways to invest its earnings to provide future returns to shareholders or give more of its earnings back to shareholders as dividends.



Balance Sheet

The balance sheet is a snapshot view of a company's assets, liabilities, and equities at a point in time; it consists of the following elements:


	Assets: The items of economic value that the company owns.

	Liabilities: The financial obligations or debts that the company owes against its assets.

	Equity: The ownership interest in the corporation in the form of stock.





Assets are Equal to Liabilities Plus Equities

On the balance sheet, both assets and liabilities are presented in order of liquidity (how close they are to being converted to cash). Current assets and current liabilities are expected to be converted to cash (assets) or paid in cash (liabilities) during the next year. Table A.3 contains the balance sheet and common-size balance sheet for Fresh Breeze, Inc. for 1999 through 2002. They describe the assets, liabilities, and equities of the company on December 31 of each year. As with the income statement, on its own, the balance sheet is of limited use. The common-size balance sheet, which shows items as a percentage of total assets, is included with the balance sheet to provide more information.



Table A.3. Fresh Breeze Corporation Balance Sheets and Common-Size Balance Sheets, Year-End December 31, 1999–2002
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Assets

Assets are the economic resources that a company has at the point in time that the balance sheet was made. Assets are typically listed in order of liquidity, from most to least liquid.

Cash: Cash usually means cash and cash equivalents (marketable securities, etc.); companies typically do not keep a large proportion of their liquid assets around as cash because they can earn a return on them by investing in liquid financial instruments such as money market funds and marketable securities (like certificates of deposit). Fresh Breeze's cash position has improved significantly, from $86 million at the end of 2000 to $216 million in 2002. More importantly, cash as a percentage of assets has also increased, from 12 percent in 2000, to 23.7 percent in 2002. Although generating cash is definitely a good thing, the increase in the cash percentage of assets suggests that the company might not be managing its cash reserves and working capital for optimum growth. Depending on the company's investment plans, it probably has too much cash on its hands. However, sometimes having too much cash is the best option available. Microsoft has incredible cash reserves, in part because the company does not believe it can get a sufficient return by investing all of its cash in its own operations.

Inventory: Inventory refers to raw materials, work in progress, and finished inventory that a company has not yet sold. Fresh Breeze's inventory levels have increased in absolute terms but have fallen from 6.3 percent of assets to 5.4 percent of assets. Although low inventory levels are generally a good thing, Fresh Breeze might have depleted its inventory too much; it might be in danger of not being able to service its accounts adequately.

A different, and in many ways better performance ratio, inventory as a percentage of COGS, shows that inventory seems to be growing at a rate consistent with the growth of COGS. Fresh Breeze's inventory as a percentage of COGS has remained steady at 10 percent over the last couple of years, as shown in Table A.4.



Table A.4. Fresh Breeze Corporation Inventory as a Percentage of COGS, 2001–2002
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A quick comment on this calculation: COGS is from the income statement and represents the costs for the entire year, whereas inventory from the balance sheet is inventory at a specific date; thus, you should take the average of the inventory at the beginning and at the end of the year. Remember that the end of one year (December 31) is equivalent to the beginning of the next year (January 1).

Accounts Receivable: Accounts Receivable (A/R) are sales that a company has made to customers on credit. It represents uncollected revenues. Receivables at Fresh Breeze have increased in absolute terms, but they have dropped as a percentage of assets from 21.6 percent in 2000 to 18.7 percent in 2002. Customers are paying Fresh Breeze faster than they have in past years. This is a trend that the company would like to see continue; the faster customers pay for goods, the lower the carrying cost of receivables, and the more profitable sales become. On the other hand, if accounts receivable were drifting upwards as a percentage of sales, it might be cause for concern at the company. When customers are slow to pay their bills, a company is forced to finance accounts receivable. The financing costs the company money. Think of a situation where your employer didn't pay you for several months; you would need to arrange financing from a bank or another source to pay your own bills.

Total Current Assets: Total current assets are the sum of cash, inventory, and accounts receivable. Because its component parts have increased, it is not surprising that total current assets at Fresh Breeze have increased as well. The total current assets subtotal is useful in looking at the company's liquidity. Company management of current assets can also be a key driver of business success, particularly in the retail and distribution industries.

It is often said that "retail is detail." This statement reflects the importance of knowing what customers will buy and making sure that there is sufficient, but not excessive, inventory for meeting the demand. Many retailers have failed by managing their inventories poorly. In the past few years, for example, Gap Corporation, owner of the Gap, Old Navy, and Banana Republic stores, has had difficulty with its merchandise mix. The company has experienced declining sales and increasing inventory, which has to be marked down. These markdowns in turn erode profit margins.

Current asset management is also critical to the success of manufacturers. Dell Computer, one of the great success stories of the past decade, has used current asset management to create a strategic advantage over other PC manufacturers like HP. Think about this for a moment: Dell gets customers to pay for the product before it is made and shipped. It receives money from customers up front, while waiting at least 30 days to pay its suppliers. By contrast, HP ships to retailers and waits to get paid. Which company is doing a better job managing its cash conversion cycle?

Dell is in a much stronger financial position than HP. Instead of financing the costs of inventory and accounts receivable, it has very little to finance. In fact, Dell has your money to invest during the float on the money it owes suppliers. Compared with industry averages, this working capital management was worth more than $100 million to Dell in fiscal 2001.

Long-Term Assets and Accumulated Depreciation: Long-term assets, such as property, plant, and equipment, reflect prior investment decisions by the company. These are the assets that you can see. To some people, they are a reflection of the strength and sustainability of a company. During the past several years, some observers have suggested that long-term assets should be minimized because of the high capital investment required, the obsolescence risk, and the low return on investment. This thinking has been an important factor behind many companies' moves toward outsourcing, particularly to offshore locations.

Sometimes it does not make sense to invest in fixed assets. Factories and equipment decay, and the waste is senseless when the assets were designed to make a product that is no longer in demand. There is not much that a company can do with these devalued assets, and in fast-moving markets, it often does not make sense to invest in fixed assets to handle all of your needs. Indeed, as we discussed in an earlier chapter, several of the financial metrics used to evaluate performance are based on how well the company is using its assets. Producing the same level of revenues and margins with fewer fixed assets is clearly superior to producing the same revenues with greater amounts of fixed assets. In the first case, management is effectively providing greater returns to shareholders at a lower investment.

On the other hand, this view can go too far. Consider Enron, which actively sought to divest itself of its fixed assets because management felt it could get higher returns on trading and related activities. Ironically, the only value Enron had after its downfall was in fixed assets like pipelines. Of course, Enron is an extreme example, but many managers feel that it is better to invest wisely in fixed plant and equipment because of risks associated with outsourcing critical processes.

Depreciation: Depreciation is the accounting convention that allows companies to convert capital costs to expenses over time. As we saw from the income statement in Table A.1, depreciation reduces net income without any effect on cash flow. Because taxes are calculated from net income, not cash flow, depreciation allows companies to make tax deductions out of their capital investments. Keep in mind, however, that fixed assets are recorded at their book value on the balance sheet and that the market value of those assets is likely to be quite different.

Let's take a look at the Fresh Breeze balance sheet (Table A.3) to get more perspective on fixed assets. The company's only important long-term assets are its property, plant, and equipment. As of 2000, the company had gross property, plant, and equipment of $475 million, and it made capital expenditures of $75 million each in 2001 and 2002. Accumulated depreciation is the total amount of depreciation to date on Fresh Breeze's long-term assets.

Intangible Assets: Intangible assets encompass essentially all nonphysical assets, typically related to customers, technology, marketing, and goodwill. Businesses invest constantly to acquire and to build intangible assets. The value of a company's intangible assets can and often does exceed the value of the assets shown on the balance sheet. As of the end of fiscal 2002, Coca-Cola's market capitalization (the value of the company based on its stock price multiplied by the number of shares outstanding) was much higher than its fixed assets. The difference between the two reflects the value of the company's intangible assets, including its "secret formula" for Coke, brand name, know-how, and distribution channels. In fact, it is the other intangible assets besides the formula that create most of the value. If you were given the formula for Coke today, but you couldn't sell it under the Coke brand or promote it as the same as Coke, it would not have much value to you.

Nearly every company has intangible assets, and for some companies, those assets have significant value. Compare Microsoft, which does not have much in the way of fixed assets (no factories, not much equipment), with Ford, which has many factories and high investment in equipment. Many of those intangible assets at Microsoft, however, like those at Enron, leave on the elevator every night with the employees.

Although we did not include them as a separate line item, Fresh Breeze likely has many intangible assets, including the brand names of the company's products; the company's know-how in developing, manufacturing, and distributing products; and intellectual property, such as copyrights and patents. These intangible assets would not show up on the balance sheet unless they were either purchased or somehow acquired from another source. Intangible assets that are developed within a company show up intrinsically as increases in market capitalization.

Total Assets: The total assets are the sum of current and fixed assets.



Liabilities

Liabilities are the financial obligations of a company; together with equity, they are often thought of as the source of funds for the assets listed in the top half of the balance sheet. Like assets, liabilities are listed in order of liquidity (when they are due to be paid in cash).

Accounts Payable (A/P): A/P is the amount that a company owes to suppliers or other vendors for products or services the company has purchased on credit. In the context of the cash conversion cycle, A/P has the opposite effect on cash from accounts receivable. The longer a company takes to cover its payables with cash (within the time allowed by its vendors), the better its cash position, and the more opportunity it has to take advantage of the float (recall the Dell Computer example). Although Fresh Breeze's payables have increased in absolute terms over the last few years, they have decreased as a percentage of assets. The faster a company clears its payables, the less it is forcing its suppliers to finance its purchases. Fresh Breeze might be paying its receivables too quickly.

Notes Payable: Notes payable are short-term bank notes or commercial paper that must be repaid within the year. There are a wide variety of types of debt; many balance sheets also show lines for current portion of long-term debt, or other debt instruments with current payments due. Fresh Breeze's notes payable have remained constant in absolute terms over the last three years, but they have decreased as a percentage as the company's assets have grown.

Total Current Liabilities: Total current liabilities, the sum of accounts payable, bank notes payable, and other current liabilities, is often useful in looking at a company's liquidity and evaluating its ability to meet its short-term obligations. Fresh Breeze's total current liabilities increased only slightly, and they have decreased relative to total assets.

Long-Term Debt: Long-term debt is like your home mortgage; it represents past borrowings by a company in the form of loans, bonds, and other debt instruments. Fresh Breeze has had $250 million in bonds on its books for the last three years.

Total Liabilities: Fresh Breeze's total liabilities have increased only slightly. Total liabilities as a percentage of total assets is a variation on an important ratio, debt:equity. Fresh Breeze has lowered its debt percentage considerably, from 46.2 percent of assets in 2000 to 37.1 percent of assets in 2002. This shift is a result of the company's large retained earnings over the last three years.



Equity

Shareholders' Equity: Shareholders' equity is often divided between the par value of the stock issued (usually a nominal value per share, such as $0.01) and additional paid-in capital, which is the amount over the par value investors paid for the stock. Remember that shareholders' equity on the balance sheet does not represent the market value of the stock shares; the balance sheet is merely capturing the investment that was made in the company. Fresh Breeze has shareholders' equity of $300 million, which means that the company raised $300 million when it issued shares in the company.

Retained Earnings: Fresh Breeze's 2000 retained earnings of $85 million mean that cumulatively, the company had retained $85 million of its net income within the business. Retained earnings grew by net income minus dividends paid in each year, reaching $265 million at the end of 2002. It is important to keep two things in mind:


	Liabilities plus equities must equal assets.

	Retained earnings are not equivalent to cash.



Total Equity: Total equity is the amount that investors or owners put into the company in exchange for stock shares (shareholders' equity), as well as income created by and retained by the company (retained earnings). For publicly traded companies, the shares outstanding are part of the equity shown.

Total Liabilities and Equity: Total liabilities and equity should equal total assets, a relationship that provides a quick way to check for consistency in a balance sheet. The impact on the balance sheet of investments that increase sales or reduce costs depends on the specifics of the investment, but they can affect nearly every area of the balance sheet. The important changes are the ones that affect cash flow, as we shall see in the next section.



Statement of Cash Flows

The statement of cash flows takes information from the balance sheet and income statement to describe the cash inflows and outflows during the reporting period. Cash flows are divided into operating, investing, and financing activities. The key here is that the cash flow statement starts out with net income and adjusts it by all of the cash inflows and outflows to arrive at a net cash flow.

Why is this necessary? Take depreciation as an example. Depreciation is subtracted from sales in the calculation of net income. It is not a cash transaction; it is not a transaction at all, but an accounting mechanism to allow companies to amortize capital expenses over time. Depreciation does not affect real cash income; thus, it is added back to net income in the operating activities section.

Operating activities include net income and the adjustments you must make to net income because it is accrual income and not cash income. Investing activities include buying and selling capital assets and investments in other securities that are not cash equivalents. Financing activities include issuing and retiring new debt and stock issues, as well as dividend payments. Figure A.1 shows the adjustments that you commonly must make to calculate cash flows from your balance sheet and income statement.

Why do you add a decrease in accounts receivable and subtract an increase? Accounts receivable are the sums that someone else owes you for sales that have been made on credit; they are not cash on hand. Because the customer has not yet paid for the sales, accounts receivable count as income, but it is not cash income. If accounts receivable increases over the course of a year, it means that more sales are tied up in receivables, and less cash is available at a given level of sales. Likewise, a decrease in accounts receivable means that more customers have paid, and the company has received additional cash.



Figure A.1. Flowchart for Calculating Free Cash Flows

[image: image]



Sales and Accounts Receivable

We noted earlier that the financial statements are all related. At this point, it is important to discuss one of the most important relationships, sales and accounts receivable. As we discussed earlier, a company's sales are tracked on the income statement at the top line. Sales are the lifeblood of the business, and growth in sales is often used as a metric for the success of a company. This was particularly true during the late 1990s, when many companies and investors subscribed to the notion that revenue growth was more important than profitability.

Nearly every company wants to grow revenues, but what happens after the sale is made? If the sale is for cash, the company gets the cash, and it shows up on the balance sheet as cash. A more typical situation, however, is for the company to provide financing to the customer. The customer buys the products or services (revenue) and then has a period of time to pay, for example, 30 days. From the perspective of the company making the sale, although the revenue shows up on the income statement, it has yet to be collected (become cash), creating accounts receivable.

If you are a salesperson who gets paid a commission based on sales, you do your best to maximize sales. However, there is a major difference between making the sale and getting the cash. Your company has to track the accounts receivable and collect it from the buyer. If the buyer won't pay or has sufficient market leverage over you (e.g., if the products you sell are readily available somewhere else, buyers don't need to worry about being cut off by you), your company cannot collect. Unless your company can collect its receivables, it will rapidly be out of business. Even if you receive your sales commissions, you will soon be out of a job.

This example might oversimplify things, but it points out a significant relationship between the sales revenue on the income statement and accounts receivable on the balance sheet. Many managers and companies have played a game of showing increased revenues when, in fact, the revenues come from sales to customers that were either very poor credit risks or simply did not pay. Consider, for example, the boom in sales of telecommunications equipment during the late 1990s. Many of the customers were small companies just getting into the business (called competitive local exchange carriers) or Internet service providers that were never going to be able to grow their businesses and profits fast enough to pay for the equipment. The major telecommunications equipment providers ignored the credit risk and made the sales anyway, and now they suffer the consequence of having to write off massive amounts of their receivables. Lucent at one time had more than $7 billion in outstanding accounts receivable, and now a good portion of this money will likely never be collected. Lucent should never have extended credit terms to many of those customers.

By now, you should see the need to recognize the relationship between sales and accounts receivable. At the most basic level, most companies need more capital as their sales increase, because their receivables will increase. We call this an increase in working capital, because most companies need to grow current assets as revenues grow, even if they are turning their inventory and receivables at the same or even faster rates.

There are also many examples of corporate mischief with revenue and accounts receivable. Recently, for example, Gillette acknowledged that it had grown sales by what is commonly called "stuffing the channel." The company's products had been pushed to wholesalers and retailers at a rate that far surpassed the rate they could sell to their customers. Temporarily, the growth was great for Gillette, but the day of reckoning came suddenly when new orders for products declined precipitously because retailers already had excess inventory. In the equity markets, Gillette's stock price fell by many dollars when the company announced and adjusted for this problem. As expected, many of the senior managers at Gillette have since left the company.

Although the actions of Gillette's management were wrong, they were not illegal. There have been several such cases of corporate wrongdoing driven by a desire to show increased revenue while ignoring the impact on receivables. Several years ago, management at a manufacturer of computer equipment decided to show revenue growth by shipping boxes filled with bricks. The revenue numbers showed growth and although the accounts receivable were, of course, never going to be collected, management was able to keep the stock price higher than it otherwise would have been, at least until the fraud became apparent. More recently, several of the dot-com companies have acknowledged that they engaged in transactions that boosted revenue while creating receivables that were not likely to be collected. Many of these companies have since gone bankrupt.



Adjustments

Turning back to our exhibit, not all of the adjustments work in the same direction. For example, an increase in accounts payable is added to net income because the cash the company will use to pay the account has not yet been spent and is still in the company's possession.

Table A.5 shows Fresh Breeze's statement of cash flows for 2000 through 2002, and the elements of the cash flow statement (with their source in parentheses) are as follows:

Cash provided (used) by operating activities


	Net income, the first entry in the operating activities section, was $102 million in 2002 (2002 income statement).

	Depreciation of $55 million is added back to net income (2002 income statement) because depreciation is not a cash expense.

	Inventory increased $2 million, from $47 million at the end of 2001 to $49 million at the end of 2002 (2001 and 2002 balance sheet). Because creating inventory requires cash, increasing inventory must be subtracted from operating activities. In contrast, if inventories had gone down, the difference would be added to cash flow, because inventory had been squeezed out into additional sales.

	Accounts receivable increased by $9 million, from $161 million in 2001 to $170 million in 2002 (2001 and 2002 balance sheet). Although accounts receivable count as income in the income statement, and we can assume the company will eventually be paid, they are sales that have been made but not yet paid for by customers. The increase in accounts receivable, therefore, must be subtracted out of operating cash flows. Conversely, a decrease in accounts receivable is added to operating cash flows because customers have paid for more of their purchases with cash.

	Accounts payable increased by $2 million, from $47 million in 2000 to $49 million in 2002 (2001 and 2002 balance sheets). An increase in accounts payable must be added to operating cash flows because it means the company is making additional purchases that it has not yet paid for—it still has the cash in hand. Decreasing accounts payable must be subtracted from operating cash flows because it means that the company is paying its bills faster (so it has less cash on hand).

	The sum of net income and these adjustments is $139 million, meaning that Fresh Breeze created $139 million in cash from operating activities in 2002.



Cash provided (used) by investing activities


	From a review of the financials for 2001 and 2002, Fresh Breeze had capital expenditures of $75 million in 2002, which it paid in cash. The net cash used by investing activities, therefore, was $75 million in 2002.



Cash provided (used) by financing activities


	Fresh Breeze paid $10 million in dividends to shareholders in 2002. This is a cash expense that is not factored into 2002 net income; thus, it is taken out as a cash cost of financing.



Net cash provided (used) by all activities, beginning, and ending cash


	Adding together net cash from operating, investing, and financing activities, Fresh Breeze generated $64 million in cash in 2002.

	Referring again to the balance sheets for 2001 and 2002, Fresh Breeze began 2002 with $141 million in cash and ended the year with $216 million in cash.





Table A.5. Fresh Breeze Corporation, Statements of Cash Flows, 2000–2002
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Financial Ratios and Other Ways to Spot Trends

A company's financial statements can tell you a great deal about its performance. However, numbers don't mean much in isolation; you need a way to look at the relationships among the numbers. Financial ratios can help, particularly when you compare ratios from a particular period with other periods for the company and, of course, with other companies in the industry. The commonly used terms best practices and benchmarking mean comparing the ratios from a given company to another that is an industry leader.

There are many financial ratios and combinations of financial ratios that you can use when analyzing financial statements. Some ratios have already been covered in our discussion of Fresh Breeze's financial statements, such as the sales growth rate, common-size financial statements, and the percentage of various income statement items of sales (COGS, GM, SG&A, EBIT, NI). There are many more, however, and several of them will be important tools in measuring and predicting the results of the investments your company makes.

Here are a few more major financial ratio categories (internal liquidity, operating performance, and liquidity) and how they would be calculated using Fresh Breeze's financials.



Internal Liquidity

Internal liquidity ratios compare current liabilities to current assets that will become available to meet those liabilities. There are two main types of internal liquidity ratios: ratios that directly compare current assets or a subset of current assets to current liabilities (current ratio, quick ratio, cash ratio) and ratios that measure the speed at which items on the balance sheet, such as receivables, inventory, and payables, turn over.



Fresh Breeze and the Cash Conversion Cycle

Fresh Breeze's current ratio improved from 2001 to 2002, as we can see in Table A.6. This appears to be a positive trend, but you should compare this to the industry or to competitors to see where the company really stands. Again, ratios should not be considered in isolation.

Fresh Breeze's receivables, inventory, and payables turnover rates have remained constant over the last three years. The company turns its receivables 6.7 times per year, its inventory 10 times per year, and its payables 10 times per year. Another way to look at these turnover rates is to look at the number of days it takes for receivables to be paid, for inventory to be processed and sold, and for Fresh Breeze to pay its own payables, by dividing 365 days by each turnover rate. We see that the days receivables outstanding remain at 54.8, the inventory processing period at 36.5, and the days payables remain at 36.5 days. The cash conversion cycle, the time it takes for the cash used to purchase raw materials to return through cash sales, is 54.8 days. To understand what these numbers mean in their entirety, we would need to compare them to numbers for other companies in the industry.



Table A.6. Fresh Breeze Corporation Internal Liquidity Ratios, 2001–2002
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Operating Efficiency and Profitability Ratios

As their names suggest, operating efficiency and profitability ratios are ways to measure how efficient and profitable a company's operations are. The efficiency ratios (total asset turnover, net fixed asset turnover, and equity turnover) compare sales generated to assets or a subset of assets, in the form of sales per dollar of asset. A look at Fresh Breeze's operating efficiency ratios does not show much of a year-over-year change, except for net fixed asset turnover, the result of depreciation lowering the amount of net fixed assets. As Table A.7 illustrates, Fresh Breeze's margins have remained stable over the last three years.



Table A.7. Fresh Breeze Corporation Operating Efficiency and Profitability Ratios, 2001–2002
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Summary

Now that you have reviewed the major components of financial statements, you are ready to use your own company's financials as a tool for measuring the performance of the investments your company is currently involved in and for choosing better investments in the future. Financial statements are only the starting point on a long road of investment management, but starting with the solid financial basics will help you as you use the data you derive from financial statements to apply the Business Investment Roadmap to your company's investments.
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Inventory management

Investment plan

Investments:

benefits from

failures

for the future

high-risk, high-return

human capital

in increased productivity

low-risk, high-return

killing

linking to your customers

one-shot

performance

periodic reviews of

Investments: (continued)

reviewing the details of

R&;D

sure shot

wish and hope

world change

Investor risk

Iridium

Iron triangle

J

Jet Blue

"Jobless recovery,"

Jobs, Steve

Johnson &; Johnson

Joyce, William

K

Kaplan, Robert S.

Kenan Systems

Keurig

Killing investments

Known unknowns

Kozmo

L

Layoffs

Limits of portfolio theory

Linksys, Cisco's acquisition of

Long's Drugs

Low-risk, high-return investments

Lucent Technologies, Kenan Systems acquisition

M

Macro external risk factors

Macro performance metrics

Managing risk

Market development

Market penetration

Marketing managers

Maytag's Neptune washers/ dryers

McDonald's

Mean

Mercedes-Benz USA

Merck

and the drug Aprepitant

Merrill, Rebecca

Merrill, Roger

Messes

Metropolitan Insurance, acquisition of The New England

Microsoft Corporation

gross margins

Microsoft Project

Mid-level managers:

and execution

and growth of revenues and profits

Mobile Travel Guide, hotel rankings

Monster.com

Morrison, David J.

Most-favored nation status

Motorola

N

Nabisco

NASDAQ

National Football League

Net income

Netflix

New product development, and portfolio theory

New products/services, growing revenue by selling

Nohria, Nitin

Norton, David P.

O

Olsen, Ken

On Measuring Corporate Performance (Drucker)

One-shot investment

Ongoing management

cross-country road trip

Only the Paranoid Survive: How to Exploit the Crisis Points That Challenge Every Company (Grove)

Operating costs

Operating leverage

Operating margins

improved, creating value through

Operational levers

Oracle

P

Performance, evaluating

Performance metrics

Periodic reviews of investments

Portfolio theory, limits of

Postal Service, and price increases

Preliminary analysis

benefits from the investment

impact of successful investing on the company's cash flow

leveraging competencies/creating competitive advantage

long-term commitment

thorough analysis of an investment

Priceline.com

Prices, raising, to grow revenue

Proctor &; Gamble

Product and service vendors

Product mix

changing

Productivity, improving

Project managers

Q

Quaker, acquisition of Snapple

Quality Dining, acquisition of Bruegger's Bagels

R

R&;D managers

R&;D (research &; development)

and portfolio theory

Raising prices, to grow revenue

Research and data collection

Research and development (R&;D) investments

Retailers’ e-commerce sites

Return on investment (ROI)

high ROIs

Revenue growth investments

cross-selling

diversification

market development

market penetration

objective of

starting from scratch

Risk:

defined

degree of uncertainty

known unknowns

messes

minor events

noise

unknown unknowns

evaluating

sources of risk

execution risk

alignment and benefits

buy-in and corporate culture

documentation

duration

personnel experience

research and data collection

technology

impact of

inherent

macro external risk factors

mitigation plans

probability

relative to return (ROI)

incremental revenue

sure shot investments

wish and hope investments

world change investments

risk profile, creating

Risk analysis

Risk mitigation

Risk profile

Risk/return matrix

uses for

Roberson, Bruce

Rumsfeld, Donald

S

SAP

Savings accounts, and risk

Schedule, impact of risk on

Schedule performance index (SPI)

Schedule variance (SV)

Seibel

Senior managers, and growth of revenues and profits

Shatner, William

Shouldice Hospital (Canada)

Silver bullet

Slywotzky, Adrian J.

Software bolt-ons

Southwest Airlines

Southwest ATA

Standard deviations

Strategic plans

Streamline

Sun Microsystems

Sure shot investments

Swisher, Kara

T

Tangible and intangible assets, exploiting

Technology risk

Telecommunications industry:

infrastructure investments

and treadmill phenomenon

Texas Instruments

There Must Be a Pony in Here Somewhere: The AOL TimeWarner Debacle and the Quest for the Digital Future (Swisher/Dickey)

Thomas Lee &; Partners

3 x 3 probability/impact matrix

Time, cost, and performance metrics

Timing and sequence, of investments

Trade-offs

between risk and return

"Traditional financial accounting model,"

Transaction-based industries, risk characteristics

Treadmill phenomenon

Turner, Ted

U

Unemployment

Unforeseen certainty

Unknown unknowns

U.S. Department of Defense

U.S. Postal Service, and price increases

US Trust, acquisition by Charles Schwab

V

Value drivers

cash flow

Vertical integration

Vision statements and strategies

W

Walker, Jay

Wal-Mart

COGS

Washington Mutual

Webclub House

Weber, Karl

WebVan

Wegman's Food Markets

Wish and hope investments

Working capital

World change investments

Z

Zero-percent financing
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[1] See, for example, Kara Swisher with Lisa Dickey, There Must Be a Pony in Here Somewhere: The AOL Time-Warner Debacle and the Quest for the Digital Future (New York: Crown Business, 2003).

[2] Robert S. Kaplan and David P. Norton, The Balanced Scorecard (Boston: Harvard Business School Press, 1996).

[3] Larry Bossidy and Ram Charan, Execution: The Discipline of Getting Things Done (New York: Crown Business, 2002).

[4] Jim Collins, Good to Great: Why Some Companies Make the Leap and Others Don't (New York: HarperBusiness, 2001).



Chapter 3

[1] Adrian J. Slywotzky, David J. Morrison, with Karl Webber, How Digital Is Your Business? (New York: Crown Business, 2000).



Chapter 4

[1] Andrew S. Grove, Only the Paranoid Survive: How to Exploit the Crisis Points That Challenge Every Company (New York: Doubleday, 1999).

[2] Jim Collins, Good to Great: Why Some Companies Make the Leap and Others Don't (New York: Harper Business), pp. 104–106.



Chapter 5

[1] For a more detailed discussion of the benefits of experience in medicine and, specifically, at Shouldice Hospital, see Atul Gawande, Complications (New York: Metropolitan Books, 2002).



Chapter 6

[1] Cable TV Financial Databook, 2000, p. 10, as presented in Broadcasting & Cable (www.broadcastingcable.com).



Chapter 7

[1] Robert S. Kaplan and David P. Norton. The Balanced Scorecard (Boston: Harvard Business School Press, 1996).

[2] Ibid. p. 2.



Chapter 8

[1] Nitin Nohria, William Joyce, and Bruce Roberson. "What Really Works," Harvard Business Review OnPoint,` No. 4260, July 2003.

OEBPS/html/graphics/f0157-01.gif
Existing Products

New Products

xisting Customers

Market Penetration

Cross-Sell
(Product
Development)

New Customers

Market
Development

Start From Scratch
(Diversification)






OEBPS/html/page-template.xpgt
 

   

     
       
    

     
	 
    

     
	 
	 
    

     
	 
    

     
	 
	 
    

     
         
            
            
            
            
             
        
    

  

   
     
  





OEBPS/html/graphics/ft-ph.jpg





OEBPS/html/graphics/f0044-01.gif
“The Business Investment Roadmap ™

Investment Proposal

R ——
v o i e

1. Prliminary Analysis [ L T ——

RN

F——

v

2. Assessment o Business Impact

i

3. Risk Analysis

i

4. Exceution Analysis

1

5. Ongoing Mamagement






OEBPS/html/graphics/f0176-01.gif
“The Business Investment Roadmap ™

<

Investment Proposal

2. Assessment of Business Impact

v

3. Risk Analysis

v

< Kl K K

4. Exceution Aalysis

] st e g e it

5 J e —
5. Ongoing Mansgement e






OEBPS/html/graphics/t0082-01.jpg
Percentage of

Income Statement 2003 Revenues
Revenues $1,000 100.0%
Less cost of goods sold (COGS) $400 40.0%
Gross margin $600 60.0%
Les les expenses $110 11.0%
Less administrative expenses $90 9.0%
Less general expenses $100 10.0%
Operating margin $300 30.0%
Less interest expense $50 5.0%
Earnings before taxes $250 25.0%
Less provision for income taxes $80 8.0%
Net income $170 17%
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[Scenario E. Exploit Existing Assets
[License Rights to Product C for 10% of Revenues
D O 0 ) N N
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Ratio Formula 2000 | 2002
Corrent Rarlo [Current Avwets 7 Carrent LabiTiies I )
Receivables Turnover [Sales /Average Receivables 61 61
Days Receivables Outstanding (DRO) 1365 / Reccivables Turnover sis | sas
inventory Tumover OGS / Average Inventory 10 10
[Average Inventory Processing Period (AIPP)  [365 / Inventory Tomover 35 | 65
Payables Turnover OGS/ Average Payables 10 10

o (PPP) 365/ Payables Turnover 65 | 368
Cash Conversion Cycle. RO + AIPP - PP sas | sas






OEBPS/html/graphics/f0148-01.gif
Review the who, what, where, why

REVIEW investment with s major proponents critically and i detal
TIMING Investigate th timing and sequence of the investment in terms.
AND of the required order o events and competing pr
SEQUENCE ‘your company.
‘Consider the tradeofs you wil need to make between
TRADEOFFS schedule, budg

w and scop.

HOW MANY VESES

Determine how many people need to
approval for the investment o succeed.






OEBPS/html/graphics/t0085-01.jpg
Percentage of

Balance Sheet December 31,2003 Total Assets
Current assets
Cash and marketable securities 560 6.0%
Accounts receivable 5200 20.0%
Inventory 5240 24.0%
Total current assets $500 50.0%
Property plant and equipment 5600 60.0%
Less accumulated depreciation $100 10.0%
Net property and equipment 5500 50.0%
Total assets 1,000 100.0%
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Deal

Amount
Date Transaction # Subscribers | ($Million)
February-99 | FrontierVision (o Adelphia 702000 [ 52,100
April-99 Harron to Adelphia 300000 | S1170
June-99. Bresnento Charter 690000 | $3.,100
November-99 | Avalon to Charter 260,000 845
November-99 | Fanch to Charter 537000 | 52400
November-99 | Falcon to Charter 1000000 | $3.600
December-99 | Cablevision to Adelphia 306000 | $1.530 $5.000
January-00 | Multimedia Cablevision to Cox 522000 52700 $5.172
April-00 Cablevision to AT&T Broadband S1.160 54993
September-00 | Cablevision to Charter 48.600. si71 $3510
October-00 | Media General to Cox 260000 | $1.400 $5.385
February-03 | AT&T to Charter 512000 $1.540 $3.008
February-03 | Charter to AT&T Broadband 62,000 5249 $4016
April-03 AT&T to Comeast 585000 | $1430
November-03 | Rogers to GCI 7300 s19
October-03 | AT&T Broadband 10,000 $25
November-03 | AT&T Broadband to Comeast 18,500,000 410
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[Scenario C. Sell New Products

[introduce Product C, Sell 100 units at $8.00, per unit costs $4.00

[ T o T oo Jo] ows [ Tow
[Sales 100] $10.00 $1,000.00
[Costs. 100) $5.00 $500.00
Gross Margin 100] $5.00 $500.00
[Sales 100] $9.00 $900.00
[Costs. 100 $5.00 $500.00
[Gross Margin 100] $4.00 $400.00
[Sales 100] $8.00 $800.00
Costs. 100 $4.00 $400.00
[Gross Margin 100 $4.00 $400.00
Total Gross Margin| $1,300.00
Incremental Value Created| $400.00

ofo o] w|® of »[> »|
@@ elele ele|e @

[Scenario D. Change Product Mix
hange Product Mix of Product A and B from 50:50 to 75:25

$1,650.00
$§750.00
$900.00
$450.00
$5.00 $§250.00
$4.00 $200.00
Total Gross Margin| _ $1,100.00
Incremental Value Created| $200.00
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Sales growth rate 5%

Sales (%Billions) 51,103 100% | S1.158 100%
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Gross Margin 621 56% 5652 56%
SG&A $386 35% 5405 35%
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[Four Ways to Increase Revenues
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$500.00
$500.00
$900.00
[Costs. 100 $5.00 $500.00
[Gross Margin 00| $4.00 $400.00
Total Gross Margin| $900.00
Incremental Value Created $0.00

[Scenario B. Raise Prices
[Raise Prices of Product A by $1.00, costs remain constant

Total
@ $1,100.00
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@
@

Costs 100
[Gross Margin 700)

$900.00
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$400.00
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Costs 100)
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Regular-Sized Bottle

Proposed

Larger-Sized Bottle

Dollar.

Percentage of

Dollar.

Percentage of

Amount | Price Amount | Price

‘Wholesale price | $4.00 100% 5400 100.00%

Detergentcost | $0.80 20% 5150 37.50%

Packaging cost | S0.40 10% 5065 16.25%
istribution cost | $0.40 10% 50.70

Gross margin 5240 60% SIS
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Six Questions to Ask an Investment's Proponents

Assume that we make this investment and it is successful
1. What will be the impact on the company's cash flow?
2. Wil this investment leverage our existing competencies and help to create a
competitive advantage?
3. Who else benefits and how much of the benefits from the investment do they
receive?
4. What is the long-term committment? How much cash will we need to devote to

the investment on an operating basis after the initial investment is completed?

Assume we want to make this investment but cannot.

5. What is the next best altemative?

6. Is there anything we can do differently that gets us nearly the same benefits in
cash flow returns to the company?






OEBPS/html/graphics/f0072-01.gif
The By o

ess Investment Roadmap

Investment Proposal

v

1. Prliminary Anslyss

BT p—
v L
2. Asscssment of Business Impact || ;e e Gk oSt et o
ity e st ot e e
e ey
L]
3. Risk Analysis
v

4. Exccution Analysis

v

5. Ongoing Management






OEBPS/html/graphics/t0192-01.jpg
Month 1 Month 2 To Date
BCWS 5500.000 500,000 | $1.000.000
BCWP 5500.000 5400.000 $900,000
[ACWP 600,000 5600.000 | S1.200,000
[cV - BCwP-ACWP 5100000 | 5200000 | -5300.000
[SV=BCWPBCWS S0 -5100.000 | -5100,000
[CPI= BCWP/ACWP 0.83 0.67 075
[SPI = BCWP/BCWS 1.00 0.80 0.90
% TOTAL WORK SCHEDULED 830% 8.3% 16.7%
% TOTAL BUDGET SCHEDULED 8.30% 8.3% 16.7%
% TOTAL WORK PERFORMED! 530% 6.7% 15.0%
[% TOTAL BUDGET SPENT 10.00% 10.0% 20.0%
ESTIMATED TIME AT TO DATE
EFFICIENCY ((BCWS/BCWP) X 13 months
PROJECT LENGTH)
ESTIMATED COST AT TO DATE
EFFICIENCY (ACWP/BCWP) X 8 Million

PROJECT BUDGET))
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Year 2000 | 2001 | 2002

(50005)

Cash Provided (Used) by Operating Activities

Net Income 595 | so8 | si02

Plus Depreciation 45 | 550

(Change in Tnventory (- Increase / +Decrease) s s
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