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If one were to review the core curriculum for first-year students offered by most of the major MBA programs, one would find, in one form or another, the following courses:• Financial Accounting

• Management Accounting

• Financial Management

• Business Law and Business Entities

• Planning and Strategy

• Information Systems

• Operations Management

• Decision Support or Management Sciences

• Marketing

• Managerial Economics

• Organizational Behavior

• Entrepreneurial Thinking


 

Of course this varies from school to school; however, the vast majority follow this pattern, including Harvard University, the University of Michigan, Babson College, Stanford University, Columbia University, and many others.
 

While this book makes no attempt to cover the entire core curriculum, it does cover most, if not all, of the accounting and finance topics, as well as several others. The following table compares the chapter topics with the typical courses that would be in an MBA program.
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Preface
 

 

 

 

 

Since the third edition of this book was published in late 2001, much has happened to reshape the business world as we now know it. Our financial system almost collapsed. Stalwarts like Lehman Brothers and Merrill Lynch ceased to exist because they had assumed huge risk in financial instruments that were vastly overvalued. The mortgage market collapsed and along with it went a host of financial companies and banks that had invested in subprime mortgage-backed securities. Bernie Madoff went from obscurity to become a household name after allegedly bilking investors out of approximately $50 billion in the largest-ever Ponzi scheme. The stock market lost 35% of its value. Personal 401(k) retirement accounts were devastated, and people had to rethink their retirement plans. Companies planning to use their stock to finance the purchase of acquisitions found that the value of their stock had plunged. Credit became tight and financing difficult.
 

As a result of the Enron scandal, corporate governance has become a hot topic, with potential liability for CEOs and CFOs and with much increased and highly expensive and cumbersome added requirements for internal control imposed by the 2002 Sarbanes-Oxley Act.
 

All of these issues have created a new financial world that requires special skills for a manager to succeed. Do you have those skill sets?
 

Do you know how to accomplish these important business tasks?
 

• Understand financial statements.

• Measure liquidity of a business.

• Analyze business profitability.

• Differentiate between regular income and extraordinary items.

• Predict future bankruptcy for an enterprise.

• Prepare a budget.

• Do a break-even analysis.

• Figure out return on investment.

• Compute the cost of capital.

• Put together a business plan.

• Legitimately minimize income taxes payable by you or your business.

• Decide what your obligations are as an officer or director of the company.

• Determine the implications of outsourcing a product, a function, or a project either domestically or internationally.

• Manage foreign currency exposure.

• Evaluate a merger or acquisition target.

• Serve as a director of a corporation.

• Build a successful e-business.

• Understand and use financial derivatives.

• Use information technology for competitive advantage.

• Value a business.

These are some of the key topics explained in this book. It is a book designed to help you learn the basics in finance and accounting, without incurring the considerable time and expense of a formal MBA program. The book consists of valuable, practical how-to information, applicable to an entire range of businesses, from the smallest start-up to the largest corporations in the world. Each chapter of the book has been written by an outstanding expert in the subject matter of that particular chapter. Some of these experts are full-time practitioners in the real world, and others are business school professors with substantial real-world experience who also serve as part-time management consultants. Most of these professors are on the faculty of Babson College, which is famous for its major contributions to the field of entrepreneurship, and which year after year is at the top of the annual list of leading independent business schools compiled by U.S. News & World Report and the University of Maryland’s University College, a leading Internet university with 100,000 students, including 3,000 MBA students.
 

The first edition of this book was published in 1992, the second edition in 1997, and the third in 2001. All of the editions, hardback and paperback, have been highly successful, and have sold many, many copies. In addition, the book has been translated into Chinese (Cantonese and Mandarin), Indonesian, Portuguese, Russian, and Spanish. We are delighted that so many readers in various countries have found this book useful. Now, the entire book has been updated for the fourth edition. New chapters have been added on the following subjects:• Discounted Cash Flow.

• Analyzing Financial Statements.

• Capital Structure.

• The Integrity of Financial Reporting.

• Outsourcing.

• Careers in Finance.


 

Also, there are six new authors, substantial revisions of several chapters, and complete updates of the remaining chapters.
 

Some of the chapters include additional online materials that will reinforce the materials contained in the chapters. Please go to www.wiley.com/go/portablembainfinance.com to access the online materials that are designated for this book.
 

This book can be read, and reread, with a great deal of profit. Also, it can be kept handy on a nearby shelf so you can pull it down and look up answers to questions as they occur. Further, this book will help you to work with finance and accounting professionals on their own turf and in their own jargon. You will know what questions to ask, and you will better understand the answers you receive, without being confused or intimidated.
 

Who can benefit from this book? Many different people, such as:• Managers wishing to improve their business skills.

• Engineers, attorneys, chemists, scientists, and other technical specialists preparing to take on increased management responsibilities.

• People already operating their own businesses, or thinking of doing so.

• Businesspeople in nonfinancial positions who want to be better versed in financial matters.

• BBA or MBA alumni who want a refresher in finance and accounting.

• People in many walks of life who need to understand more about financial matters.


 

Whether you are in one, some, or even none of these categories, you will find much of value in this book, and the book is reader-friendly. Frankly, most finance and accounting books are technically complex, boringly detailed, or just plain dull. This book emphasizes clarity to nonfinancial readers, using many helpful examples and a bright, interesting style of writing. Learn, and enjoy!
 

 

THEODORE GROSSMAN JOHN LESLIE LIVINGSTONE
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What Are Financial Statements? A Case Study

 

Gail was applying for a bank loan to start her new business: Nutrimin, a retail store selling nutritional supplements, vitamins, and herbal remedies. She described her concept to Hal, a loan officer at the bank.
 

Hal: How much money will you need to get started?
 

Gail: I estimate $80,000 for the beginning inventory, plus $36,000 for store signs, shelves, fixtures, counters, and cash registers, plus $24,000 working capital to cover operating expenses for about two months. That’s a total of $140,000 for the start-up.
 

Hal: How are you planning to finance the investment of $140,000 for the start-up?
 

Gail: I can put in $100,000 from my savings, and I’d like to borrow the remaining $40,000 from the bank.
 

Hal: Suppose the bank lends you $40,000 on a one-year note, at 15% interest, secured by a lien on the inventory. Let’s put together projected financial statements from the figures you gave me. Your beginning balance sheet would look like what you see on the computer screen:Nutrimin
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The left side shows Nutrimin’s investment in assets. It classifies the assets into “current” (which means turning into cash in a year or less) and “noncurrent” (not turning into cash within a year). The right side shows how the assets are to be financed: partly by the bank loan and partly by your equity as the owner.
 

Gail: Now I see why it’s called a “balance sheet.” The money invested in assets must equal the financing available—it’s like two sides of the same coin. Also, I see why the assets and liabilities are classified as “current” and “noncurrent”—the bank wants to see if the assets turning into cash in a year or less will provide enough cash to repay the one-year bank loan. Well, in a year there should be cash of $104,000. That’s enough cash to pay off more than twice the $40,000 amount of the loan. I guess that guarantees approval of my loan!
 

Hal: We’re not quite there yet. We need some more information. First, tell me: How much do you expect your operating expenses will be?
 

Gail: For year 1, I estimate as follows:[image: 005]
 



Hal: We also have to consider depreciation on the store equipment. It probably has a useful life of 10 years. So each year it depreciates 10% of its cost of $36,000. That is $3,600 a year for depreciation. So operating expenses must be increased by $3,600 a year from $96,400 to $100,000. Now, moving on, how much do you think your sales will be this year?
 

Gail: I’m confident that sales will be $720,000 or even a little better. The wholesale cost of the items sold will be $480,000, giving a markup of $240,000—which is 33[image: 006]% on the projected sales of $720,000.
 

Hal: Excellent! Let’s organize this information into a projected income statement. We start with the sales, and then deduct the cost of the items sold to arrive at the gross profit. From the gross profit we deduct your operating expenses, giving us the income before taxes. Finally we deduct the income tax expense in order to get the famous “bottom line,” which is the net income. Here is the projected income statement shown on my computer screen:Nutrimin
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Gail, this looks very good for your first year in a new business. Many business start-ups find it difficult to earn income in their first year. They do well just to limit their losses and stay in business. Of course, I’ll need to carefully review all your sales and expense projections with you, in order to make sure that they are realistic. But first, do you have any questions about the projected income statement?
 

Gail: I understand the general idea. But what does “gross profit” mean?
 

Hal: It’s the usual accounting term for sales less the amount that your suppliers charged you for the goods that you sold to your customers. In other words, it represents your markup from the wholesale cost you paid for goods to the price for which you sold those goods to your customers. It is called “gross profit” because your operating expenses have to be deducted from it. In accounting, the word gross means “before deductions.” For example, “gross sales” means sales before deducting goods returned by customers. Sales after deducting goods returned by customers are referred to as “net sales.” In accounting, the word net means “after deductions.” So, “gross profit” means income before deducting operating expenses. By the same token, “net income” means income after deducting operating expenses and income taxes. Now, moving along, we are ready to figure out your projected balance sheet at the end of your first year in business. But first, I need to ask you: How much cash do you plan to draw out of the business as your compensation?
 

Gail: My present job pays $76,000 a year. I’d like to keep the same standard of compensation in my new business this coming year.
 

Hal: Let’s see how that works out after we’ve completed the projected balance sheet at the end of year 1. Here it is on my computer screen:Nutrimin
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Gail, let’s go over this balance sheet together. It has changed, compared to the balance sheet as of January 1. On the “Liabilities and Equity” side of the balance sheet, the net income of $84,000 has increased capital to $184,000 (because earning income adds to the owner’s capital), and deducting drawings of $76,000 has reduced capital to $108,000 (because drawings take capital out of the business). On the “Assets” side, notice that the equipment now has a year of depreciation deducted, which writes it down from the original $36,000 to a net (there’s that word “net” again) $32,400 after depreciation. The equipment had an expected useful life of 10 years, now reduced to a remaining life of nine years. Last, but not least, notice that the cash has increased by only $11,600 from $24,000 at the beginning of the year to $35,600 at year-end. This leads to a problem: The bank loan of $40,000 is due for repayment on December 31. But there is only $35,600 of cash available on December 31. How can the loan be paid off when there is not enough cash to do so?
 

Gail: I see the problem. But I think it’s bigger than just paying off the loan. The business will also need to keep about $25,000 cash on hand to cover two months’ operating expenses and income taxes. So, with $40,000 to repay the loan, plus $25,000 for operating expenses, the cash requirements add up to $65,000. But there is only $35,600 cash on hand. This leaves a cash shortage of almost $30,000 ($65,000 less $35,600). Do you think that will force me to cut down my drawings by $30,000, from $76,000 to $46,000? Here I am, opening my own business, and it looks as if I have to go back to what I was earning five years ago!
 

Hal: That’s one way to do it. But here’s another way that you might like better. After your suppliers get to know you, and do business with you for a few months, you can ask them to open credit accounts for Nutrimin. If you get the customary 30-day credit terms, then your suppliers will be financing one month’s inventory. That amounts to one-twelfth of your $480,000 annual cost of goods sold, or $40,000. This $40,000 will more than cover the cash shortage of $30,000.
 

Gail: That’s a perfect solution! Now, can we see how the balance sheet would look in this case?
 

Hal: Sure. When you pay off the bank loan, it vanishes from the balance sheet. It is replaced by accounts payable of $40,000. Then the balance sheet looks like this:Nutrimin
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 Now the cash position looks a lot better. But it hasn’t been entirely solved: there is still a gap between the accounts payable of $40,000 and the cash of $35,600. So, you will need to cut your drawings by about $5,000 in year 1. But that’s still much better than the cut of $30,000 that had seemed necessary before. In year 2, the bank loan will be gone, so the interest expense of $6,000 will be saved. Then you can use $5,000 of this savings to restore your drawings back up to $76,000 again.

Gail: That’s good news. I’m beginning to see how useful projected financial statements are for business planning. Can we look at the revised projected balance sheet now?
 

Hal: Of course. Here it is:Nutrimin
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As we see, cash is increased by $5,000 to $40,600—which is sufficient to pay the accounts payable of $40,000. Drawings are decreased by $5,000 to $71,000, which provided the $5,000 increase in cash.
 

Gail: Thanks. That makes sense. I really appreciate everything you’ve taught me about financial statements.
 

Hal: I’m happy to help. But there is one more financial statement to discuss. A full set of financial statements consists of more than the balance sheet and the income statement. It also includes a cash flow statement. Here is the projected cash flow statement:Nutrimin
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Gail, do you have any questions about this cash flow statement?
 

Gail: Actually, it makes sense to me. I realize that there are only two sources that a business can tap in order to generate cash: internal (by earning income) and external (by obtaining cash from outside sources, such as bank loans). In our case the internal sources of cash are represented by the “Cash from Operations” section of the cash flow statement, and the external sources are represented by the “Cash from Financing” section of the cash flow statement. It happens that the “Cash from Financing” is negative, because no additional outside financing is received for the year 20XX, but cash payments are incurred for drawings and for repayment of the bank loan. I also understand that there are no “Uses of Cash” because no extra equipment was acquired. In addition, I can see that the total sources of cash less the total uses of cash must equal the net cash increase, which in turn is the cash at the end of the year less the cash at the beginning of the year. But I am puzzled by the “Cash from Operations” section of the cash flow statement. I can understand that earning income produces cash. However, why do we add back depreciation to the net income in order to calculate cash from operations?
 

Hal: This can be confusing, so let me try to explain as clearly as I can. Certainly net income increases cash, but first an adjustment has to be made in order to convert net income to a cash basis. Depreciation was deducted as an expense in figuring net income. So adding back depreciation to net income just reverses the charge for depreciation expense. We back it out because depreciation is not a cash outflow. Remember that depreciation represents just one year’s use of the equipment. The cash outflow for purchasing the equipment was incurred back when the equipment was first acquired, and amounted to $36,000. The equipment cost of $36,000 is spread out over the 10-year life of the equipment at the rate of $3,600 per year, which we call depreciation expense. So, it would be double counting to recognize the $36,000 cash outflow for the equipment when it was originally acquired, and then to recognize it again a second time when it shows up as depreciation expense. We do not write a check to pay for depreciation each year, because it is not a cash outflow.
 

Gail: Thanks. Now I understand that depreciation is not a cash outflow. But I don’t see why we also added back the increase in current liabilities to the net income in order to calculate cash from operations. Can you explain that to me?
 

Hal: Of course. The increase in current liabilities is caused by an increase in accounts payable. Accounts payable is amounts owed to our suppliers for our purchases of goods for resale in our business. Purchasing goods for resale from our suppliers on credit is not a cash outflow. The cash outflow occurs only when the goods are actually paid for by writing out checks to our suppliers. That is why we added back the increase in current liabilities to the net income in order to calculate cash from operations. In the future, the increase in current liabilities will, in fact, be paid in cash. But that will take place in the future, and is not a cash outflow in this year. Going back to the cash flow statement, notice that it ties in neatly with our balance sheet amount for cash. It shows how the cash at the beginning of the year plus the net cash increase equals the cash at the end of the year.
 

Gail: Now I get it. Am I right that you are going to review my projections and then I’ll hear from you about my loan application?
 

Hal: Yes, I’ll be back to you in a few days. By the way, would you like a printout of the projected financial statements to take with you?
 

Gail: Yes, please. I really appreciate your putting them together and explaining them to me. I picked up some financial skills that will be very useful to me as an aspiring entrepreneur.
 





Points to Remember about Financial Statements

 

When Gail arrived home, she carefully reviewed the projected financial statements, and then made notes about what she had learned.
 

1. The basic form of the balance sheet is Assets = Liabilities + Owner Equity.

2. Assets are the expenditures made for items such as inventory and equipment that are needed to operate the business. The liabilities and owner equity reflect the funds that financed the expenditures for the assets.

3. Balance sheets show the financial position of a business at a given moment of time.

4. Balance sheets change as transactions are recorded.

5. Every transaction is an exchange, and both sides of each transaction are recorded. For example, when a bank loan is made, there is an increase in cash, which is matched by an increase in a liability entitled “Bank loan.” When a bank loan is repaid, there is a decrease in cash, which is matched by a decrease in a liability entitled “Bank loan.” After every transaction, the balance sheet stays in balance.

6. Income increases owner equity, and drawings decrease owner equity.

7. The income statement shows how the income for the period was earned.

8. The basic form of the income statement is:a. Sales - Cost of Goods Sold = Gross Income.

b. Gross Income - Expenses = Net Income.



9. The income statement is simply a detailed explanation of the increase in owner equity represented by net income. It shows how the owner equity increased from the beginning of the year to the end of the year on account of the net income.

10. Net income contributes to cash from operations, after it has been adjusted to a cash basis.

11. Not all expenses are cash outflows: for instance, depreciation.

12. Changes in current assets (except cash) and current liabilities are not cash outflows or inflows, respectively, in the period under consideration. They represent future, rather than present, cash flows.

13. Cash can be generated internally by operations, or externally from outside sources such as lenders (or equity investors).

14. The cash flow statement is simply a detailed explanation of how cash at the start developed into cash at the end by virtue of cash inflows, generated internally and externally, less cash outflows.

15. As previously noted:a. The income statement is an elaboration of the change in owner equity in the balance sheet caused by earning income.

b. The cash flow statement is an elaboration of the balance sheet change in beginning and ending cash.Therefore, all three financial statements are interrelated, or, to use the technical term, “articulated.” They are mutually consistent, and that is why they are referred to as a “set” of financial statements. The three-piece set consists of a balance sheet, income statement, and cash flow statement.
 





16. A set of financial statements can convey much valuable information about the enterprise to anyone who knows how to analyze financial statements. This information goes to the core of the organization’s business strategy and the effectiveness of its management.

While Gail was making her notes, Hal was carefully analyzing the Nutrimin projected financial statements in order to make his recommendation to the bank’s loan committee about the Nutrimin loan application. He paid special attention to the cash flow statement, keeping handy the bank’s guidelines on cash flow analysis, which included issues such as the following:• Is cash from operations positive? Is it growing over time? Is it keeping pace with growth in sales? If not, why not?

• Are cash withdrawals by owners only a small portion of cash from operations? If cash withdrawals by owners are a large share of cash from operations, then the business is conceivably being milked of cash, and may not be able to finance its future growth.

• Of the total sources of cash, how much is being internally generated by operations versus obtained from outside sources? Normally, it is wiser to rely more on internally generated cash for growth than on external financing.

• Of the outside financing, how much is derived from equity investors and how much is borrowed money? Normally, it is preferable to rely more on equity than on debt financing.

• What kinds of assets is the company acquiring with the cash being expended? Is it likely that that these asset expenditures will be profitable? How long will it take for these assets to repay their cost, and then to earn a reasonable return?


 

Hal reflected carefully on these issues, and then finalized his recommendation, which was to approve the loan. It turned out that the bank’s loan committee accepted Hal’s recommendation, and even went further. They authorized Hal to tell Gail that—if she met all of her responsibilities in regard to the loan throughout the year—the bank would renew the loan at the end of the year and even increase the amount. Hal called Gail with the good news. Their conversation included the following dialogue:
 

 

Hal: In order to renew the loan, the bank will ask you for new projected financial statements for the subsequent year. Also, the loan agreement will want you to submit financial statements for the year just past—that is, not projected, but actual financial statements. The bank will require that these actual financial statements have been reviewed by an independent CPA.
 

Gail: Let me be sure I understand: Projected financial statements are forward-looking, whereas actual financial statements are backward-looking. Is that correct?
 

Hal: Yes, that’s right.
 

Gail: Next, what is an independent CPA?
 

Hal: As you probably know, a CPA is a certified public accountant, a professional trained in finance and accounting, and licensed by the state. Independent means a CPA who is not an employee of yours, or a relative. It means someone in public practice in a CPA firm. In other words, it is someone outside, objective and unbiased. Gail: And what does reviewed mean?
 

Hal: Good question. CPAs offer three levels of service relating to financial statements:1. An audit is a thorough in-depth examination of the financial statements and tests of the supporting records. The result is an audit report, which states whether the financial statements are free of material misstatements (whether caused by error or by fraud). A “clean” audit report provides assurance that the financial statements are free of material misstatements. A “modified” report gives no such assurance, and is cause for concern. Financial professionals always read the auditor’s report first, before even looking at any financial statement, in order to see if the report is clean. If it is not clean, there is no assurance that the financial statements are free of material misstatements. The auditor is a watchdog, and this watchdog barks by issuing a modified audit report. By law, all companies that have publicly traded securities must have their financial statements audited, as a protection to investors, creditors, and other financial statement users. Private companies are not required by law to have audits. But sometimes audits are required for private companies by agreement with particular investors or creditors. An audit provides the highest level of assurance that a CPA can provide. Audits are also the most expensive level of service. There are less expensive and less thorough levels of service, such as the following.

2. A review is a less extensive, and less expensive, level of financial statement inspection by a CPA. Since it is less extensive and less expensive, it provides a lower level of assurance that the financial statements are free of material misstatements.

3. Finally, there is the lowest level of service, which is called a compilation, where the outside CPA puts together the financial statements from the client company’s books and records but does not examine them in much depth. A compilation provides the least assurance and is the least expensive level of service.So the bank is asking you for the middle level of assurance when it requires a review by an independent CPA. Banks usually require a review from borrowers that are smaller private businesses.
 




 

Gail: Thanks. That makes it very clear.
 

 

We now leave Gail and Hal to their successful loan transaction, and move on.
 





Financial Statements: Who Uses Them and Why

 

Here is a brief list of who uses financial statements and why. This list gives only 14 examples, and is by no means complete.
 

1. Existing equity investors and lenders, to monitor their investments and to evaluate the performance of management.

2. Prospective equity investors and lenders, to decide whether to invest.

3. Investment analysts, money managers, and stockbrokers to make buy/sell/hold recommendations to their clients.

4. Rating agencies (such as Moody’s Investors Service, Standard & Poor’s, and Fitch Ratings), to assign credit ratings, or Dun & Bradstreet, to obtain business information reports.

5. Major customers and suppliers, to evaluate the financial strength and staying power of the company as a dependable resource for their business.

6. Labor unions, to gauge how much of a pay increase a company is able to afford in upcoming labor negotiations.

7. The board of directors, to review the performance of management.

8. Management, to assess its own performance.

9. Corporate raiders, to seek hidden value in companies with underpriced stock.

10. Competitors, to benchmark their own financial results.

11. Potential competitors, to assess how profitable it may be to enter an industry.

12. Government agencies responsible for taxing, regulating, or investigating the company.

13. Politicians, lobbyists, issue groups, consumer advocates, environmentalists, think tanks, foundations, media reporters, and others who are supporting or opposing any particular issue.

14. Actual or potential joint venture partners, franchisors or franchisees, and other business interests that have a reason to be informed about the company and its financial situation.

This brief list shows how many people use and rely on financial statements for a large variety of business purposes. It shows how important financial statements are in business.
 

It also shows how essential it is to master the understanding, analysis, and use of financial statements in order to be successful in the business world.
 





Financial Statement Format

 

Financial statements have a standard format. This format is similar whether an enterprise is as small as Nutrimin or as large as a major corporation. For example, a recent set of financial statements for a large public corporation can be summarized (in millions of dollars) as follows: Income Statement
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Note what this income statement tells us:• Revenue increased each year, by $4,485 in XXX2 and by $3,209 in XXX3. These increases are good news, but note that the amount of increase has dropped in year XXX3.

• Total expenses have also increased each year, but by a smaller amount than revenue.

• As a result, net income increased each year, by $3,295 in XXX2 and by $1,636 in XXX3. Again, this is good news, but note that the amount of increase has dropped in year XXX3.


 

Cash Flow Statement
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Note what this cash flow statement tells us:• Cash from operations increased each year, by $4,704 in XXX2 and by $824 in XXX3. These increases are good news, but note that the amount of increase has dropped in year XXX3.

• Cash from financing is negative each year. The corporation has not increased its outside financing, but rather has reduced it—mainly by repurchasing its own stock.

• Net cash invested increased each year, by $3,919 in XXX2 and by $736 in XXX3. Again, this is good news, because investment is needed to grow the company. But note that the amount of increase has dropped in year XXX3.

• Cash from operations has been sufficient to provide for the company’s investment needs, and even to reduce outside financing. That shows a company with sufficient growth and profitability to keep investing for further growth. It generates sufficient cash from operations to cover all investment needs while also reducing outside financing.


 

Balance Sheet
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Note what this balance sheet tells us:• This company grew its total assets by $13,525, from $38,625 to $52,150.

• But total liabilities increased only by $595, from $10,187 to $10,782.

• Therefore net assets grew by $13,525 less $595, which is $12,930.

• This $12,930 is the same amount by which total equity increased from $28,438 to $41,368, because, as we know: Total Assets = Total Liabilities + Owner Equity.


 

You may have observed that there are only two years of balance sheets but three years of income statements and cash flow statements. This is because these public company financial statements were obtained from filings with the U.S. Securities and Exchange Commission (SEC), and the SEC requirements for corporate annual report filings are two years of balance sheets, plus three years of income statements and cash flow statements.
 

These corporate financial statements contain numbers very much larger than those for Nutrimin. But there is no difference in the general format of these two sets of financial statements.
 





Guide to SEC Filings

 

The SEC requires all public companies in the United States to disclose certain financial information in filings with the SEC, which can be viewed online. The main filings include:• Form 8-K. Disclosure of significant financial events—for example, resignation or termination of auditor, a new borrowing of material amount, a material merger or acquisition, or a material divestment.

• Form 10-Q. Quarterly financial statements.

• Form 10-K. Annual report for the fiscal year. Typical Table of Contents:Item 1. Brief Description of Company Business

Item 1A. Risk Factors

Item 1B. Unresolved Staff Comments

Item 2. Properties

Item 3. Legal Proceedings

Item 4. Submission of Matters to a Vote of Security Holders

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer, Purchases of Equity Securities

Item 6. Selected Financial Data

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations (often abbreviated as MD&A)

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

Item 8. Financial Statements and Supplementary Data

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Item 9A. Controls and Procedures

Item 9B. Other Information

Item 10. Directors and Executive Officers of the Registrant

Item 11. Executive Compensation

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Item 13. Certain Relationships and Related Transactions

Item 14. Principal Accountant Fees and Services

Item 15. Exhibits and Financial Statement Schedules




 





The Notes to the Financial Statements

 

In addition to the three financial statements, there are the notes to the financial statements, which are regarded as an integral part of the three statements. (See Exhibit 1.1.)
 





Financial Accounting Standards

 

It is no accident that financial statements have a standard format. There are financial accounting standards that require uniformity in financial statement presentation, in order that financial statements can be compared:• From period to period for the same organization.

• From organization to organization for the same period.


 

This comparability is essential because accounting is the language of business, so it is important that all businesses use the same language. How is this uniformity established?
 

Since 1973, the Financial Accounting Standards Board (FASB) has been the designated organization in the private sector for establishing standards in financial accounting and reporting. Those standards govern the preparation of financial reports, and are known as generally accepted accounting principles (GAAP). They are officially recognized as authoritative by the Securities and Exchange Commission (SEC) (Financial Reporting Release No. 1, Section 101, and reaffirmed in its April 2003 Policy Statement) and the American Institute of Certified Public Accountants (AICPA) (Rule 203, Rules of Professional Conduct, as amended May 1973 and May 1979). The main purpose of GAAP is to make financial statements uniform and comparable in form and content from organization to organization and from period to period. Such standards are essential to the efficient functioning of the economy, because investors, creditors, auditors, and others rely on credible, transparent, and comparable financial information.
 

Exhibit 1.1
Notes to financial statements.
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The Securities and Exchange Commission has statutory authority to establish financial accounting and reporting standards for publicly held companies under the Securities Exchange Act of 1934. Throughout its history, however, the SEC’s policy has been to rely on the private sector for this function to the extent that the private sector demonstrates ability to fulfill the responsibility in the public interest.
 





From GAAP to IFRS

 

While GAAP has served the United States for many years, other countries have developed their own accounting standards. With increasing globalization it becomes more important to be able to read, understand, and compare financial statements for firms in many different countries. In order to do so it is necessary for the various financial accounting standards of different countries to be replaced with a single set of worldwide financial accounting standards. That development is currently proceeding under the name of International Financial Reporting Standards (IFRS).
 

Adoption of IFRS has already taken place in more than 100 countries, including the European Union. In addition, China, Japan, India, and Canada are all committed to following the EU’s lead in 2011. The SEC is planning to phase IFRS into the U.S. system as a replacement for GAAP in stages over the next few years. This is not a simple task, and will encounter substantial difficulties and require major adjustments. In essence, GAAP and IFRS are based on very different and conflicting concepts.
 

GAAP is a vast collection of rules that set out in detail how financial information must be compiled and disclosed in financial statements. In brief, GAAP is rule-based. In contrast, IFRS is much less detailed and much less specific. It lays out broad general principles, and leaves the specific details to the discretion of users, so long as they keep within the broad general principles. In brief, IFRS is principles-based rather than rules-based. As a result, there are many disagreements and disputes between proponents of GAAP and proponents of IFRS. However, while the resolutions of these disputes remain unclear, one thing seems absolutely certain: In a few years IFRS will replace U.S. GAAP.
 





Summary and Conclusions

 

Financial statements contain critically important business information, and are used for many different purposes by many different parties inside the business and outside of the business. Clearly, all successful businesspeople should have a good basic understanding of financial statements and of the main financial ratios, such as profit margin, asset turnover, return on assets, and return on equity. Beyond the present chapter, this book contains further information and explanations relating to financial statements:Chapter 2: Analyzing Financial Statements

Chapter 3: Analyzing Business Earnings

Chapter 10: The Integrity of Financial Reporting


 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Understanding Financial Statements Balance Sheet: Liabilities + Equity
 





Internet Links

 

You can access an excellent 45-minute tutorial on understanding financial statements at www.baruch.cuny.edu/tutorials/statements/.
 

Here are short videos about each of the financial statements:“What Is a Balance Sheet?”
 

www.youtube.com/watch?v=v_EpPu5tiXY&feature=related
 

“What Is an Income Statement?”
 

www.youtube.com/watch?v=KqNEvgT71l8& feature=related
 

“What Is a Cash Flow Statement?”
 

www.youtube.com/watch?v=-eietCf5nNI&feature=related
 



 


 

The following Web site provides a great deal of information on financial statements and related topics, plus many useful links: http://CPAclass.com/arp/.
 

Guidance on understanding financial statements from IBM Corporation is available at www.ibm.com/investor/tools/guides.phtml.
 

Notes and exercises on financial and managerial accounting are at www.middlecity.com/index.shtml..
 





For Further Reading

 

Horngren, Charles T., Gary L. Sundem, John A. Elliott, and Donna Philbrick, Introduction to Financial Accounting, Charles T. Horngren Series in Accounting (Upper Saddle River, NJ: Prentice-Hall, 2005).
 

Ingram, Robert W., and Thomas L. Albright, Financial Accounting: Information for Decisions (Florence, KY: South-Western College Publishing, 2007).
 

Stickney, Clyde P., and Roman L. Weil, Financial Accounting: An Introduction to Concepts, Methods and Uses (Florence, KY: South-Western College Publishing, 2006).
 

Weygandt, Jerry J., Donald E. Kieso, and Paul D. Kimmel, Accounting Principles, 7th ed., with PepsiCo Annual Report (Hoboken, NJ: John Wiley & Sons, 2004).
 

Wild, John J., Financial Accounting: Information for Decisions, 4th ed. (New York: McGraw-Hill, 2006).
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Analyzing Financial Statements
 

Les Livingstone
 





How to Analyze Financial Statements

 

Imagine that you are a health professional, such as a nurse or a physician, and that you work in the emergency room of a busy hospital. Patients arrive with all kinds of serious injuries or illnesses, some barely alive or perhaps even dead. Others arrive with less urgent problems, or minor complaints, or only vaguely suspected ailments. Your training and experience have taught you to perform a quick triage, in order to identify and prioritize the most endangered patients by means of vital signs, such as respiration, pulse, blood pressure, temperature, and reflexes. Next, there follows a more detailed diagnosis, based on appropriate medical tests.
 

We check the financial health of a company in much the same fashion, by analyzing the financial statements. The vital signs are tested mostly by various financial ratios, which are calculated from the financial statements. The financial vital signs can be classified into three main categories:1. Short-term liquidity.

2. Long-term solvency.

3. Profitability.


 

Next, we explain each of these three categories in turn.
 



Short-Term Liquidity

 

In the emergency room, the first question is: Can this patient survive? By the same token, the first issue in analyzing financial statements is: Can this company survive? Business survival means being able to pay the bills, meet the payroll, and come up with the rent. In other words, is there enough liquidity to provide the cash needed to pay the current financial commitments? “Yes” means survival. “No” means bankruptcy. The importance and urgency of this question are the reasons why current assets (which are expected to turn into cash within a year) and current liabilities (which are expected to be paid in cash within a year) are shown separately on the balance sheet. Net current assets (current assets less current liabilities) are known as working capital. Most businesses cannot operate without positive working capital. Therefore, the question of whether current assets exceed current liabilities is crucial.
 

When current assets are greater than current liabilities, there is sufficient liquidity to enable the enterprise to survive. However, when current liabilities are greater than current assets, the enterprise may well be in imminent danger of bankruptcy. The financial ratio used to measure this risk is current assets divided by current liabilities, and is known as the current ratio. It is expressed as (for example) 2.5 to 1 or 2.5:1 or just 2.5. A current ratio greater than 1 is the bare minimum to indicate survival, but it lacks any margin of safety. We will explain why financial ratios are only rough approximations, not precise indicators, and why it is therefore important to allow for a reasonable margin of safety, or cushion. For this reason, a current ratio of 1 is not at all impressive evidence of liquidity. In most cases, from a practical point of view, a current ratio of 2 or more just begins to provide credible evidence of liquidity. An example of a current ratio can be found in the current sections of a balance sheet shown earlier in Chapter 1:Nutrimin
 

[image: 016]
 



The current ratio is $120,600 divided by $40,000, which is a ratio of about 3. This is only a rough approximation for several reasons. One reason is that a company can, quite legitimately, improve its current ratio. In the Nutrimin example, let us assume that the business wanted its balance sheet to reflect a higher current ratio. One perfectly legitimate way to do so would be to pay off $20,000 on the bank loan on December 31. This would reduce current assets to $100,600 and also reduce current liabilities to $20,000. Then the current ratio is changed to $100,600 divided by $20,000, which is a ratio of about 5. By totally legitimate means, the current ratio has been improved from 3 to 5. This technique is widely used by companies who want to put their best foot forward in the balance sheet, and it always works, provided that the current ratio was greater than 1 to start with.
 

Current assets usually include:• Cash and cash equivalents.

• Securities expected to become liquid by maturing or being sold within a year.

• Accounts receivable (which Nutrimin did not have, because it did not sell to its customers on credit).

• Inventory.


 

Current liabilities usually include:• Accounts payable.

• Other current payables, such as taxes, wages, or insurance.

• The current portion of long-term debt.


 

Some items included in current assets need further explanation. These are:• Cash equivalents are near-cash securities, such as U.S. Treasury bills maturing in three months or less.

• Accounts receivable are amounts owed by customers, and should be reported on the balance sheet at “realizable value,” which means at the amount reasonably expected to be collected in cash. Any accounts whose collectability is in doubt must be reduced to realizable value by deducting an allowance for doubtful debts.

• Inventories in some cases may not be liquid in a crisis situation (except at fire sale prices). This condition is especially likely for goods of a perishable, seasonal, high-fashion, or trendy nature, or items subject to technological obsolescence, such as computers. Since inventory can readily lose value, it must be reported on the balance sheet at the “lower of cost or market value.” This means that the amount reported for inventory on the balance sheet is what it cost to acquire (including freight and insurance) or—if lower—the cost of replacement or the expected selling price less costs of sale.


 

Despite these requirements designed to report inventory at a realistic amount, inventory is regarded as an asset subject to inherent liquidity risk, particularly in difficult economic times, and especially for items that are subject to obsolescence, theft, or deterioration. For these reasons, the current ratio is often modified by excluding inventory, so that the modified ratio is current assets excluding inventory, divided by current liabilities. This modified ratio is known as the quick ratio or the acid test ratio. In the case of Nutrimin, it is $40,600 divided by $40,000, which is about 1, as of December 31. This indicates that Nutrimin has a barely adequate quick ratio, with no margin of safety at all. It is a red flag, or warning signal.
 

The current ratio and the quick ratio deal with all or most of the current assets and current liabilities. There are also short-term liquidity ratios that focus more narrowly on individual components of current assets and current liabilities.
 

These are the turnover ratios, which consist of:• Accounts receivable turnover.

• Inventory turnover.

• Accounts payable turnover.


 

Turnover is a key factor in liquidity. Faster turnover allows a company to do more business without increasing assets. Increased turnover means that less cash is tied up in assets, and that improves liquidity. By the same token, slower turnover of liabilities conserves cash and thereby increases liquidity. Or, more simply, achieving better turnover of working capital can significantly improve liquidity. Therefore, turnover ratios provide valuable information. The working capital turnover ratios are described next.
 


Accounts Receivable Turnover

 

For accounts receivable turnover, the calculation is as follows:[image: 017]
 



So, if credit sales are $120,000 and accounts receivable are $30,000, then:[image: 018]
 



This shows that, on average, accounts receivable turn over four times a year, or every 91 days.
 

The 91-day turnover period is found by dividing a year, 365 days, by the accounts receivable turnover ratio of 4, to get the average of 91 days. This is how long on average it takes to collect accounts receivable. That is fine if our credit terms call for payment 90 days from invoice. But it is not fine if credit terms are 60 days, and it is alarming if credit terms are 30 days.
 

Accounts receivable, unlike vintage wines or antiques, do not improve with age. Accounts receivable turnover should be in line with credit terms, and it signals increasing danger to liquidity as turnover gets further out of line with credit terms.
 


Inventory Turnover

 

Inventory turnover is computed in the following manner:[image: 019]
 



If cost of goods sold is $100,000 and inventory is $20,000, then:[image: 020]
 



This shows that, on average, inventory turns over five times a year, or about every 70 days.
 

In the case of accounts receivable turnover, the numerator was Credit Sales. But for inventory turnover, the numerator is Cost of Goods Sold. The reason is that both accounts receivable and sales are measured in terms of the selling price of the goods involved. That makes the accounts receivable turnover a consistent ratio where the numerator and the denominator are both expressed at selling prices, in an apples-to-apples manner. By the same token, inventory turnover is an apples-to-apples comparison, where the numerator, Cost of Goods Sold, and the denominator, Inventory, are both expressed in terms of the cost, not the selling price, of the goods.
 

In our example, the inventory turnover is 5, or about every 70 days. In the auto retailing industry or the furniture manufacturing industry, that would be an acceptable result. However, in the supermarket business or in gasoline retailing, it would be extremely unsatisfactory, in comparison with their norms of about 25 times a year, or roughly every two weeks. Inventory turnover is usually evaluated in terms of what is typical for the industry in question. Just as was the case for accounts receivable turnover, an inventory turnover ratio that is out of line is a red flag.
 


Accounts Payable Turnover

 

Accounts payable turnover is measured as follows:[image: 021]
 



If cost of goods sold is $100,000 and accounts payable is $16,600, then:[image: 022]
 



This shows that, on average, accounts payable turn over six times a year, or around every 60 days.
 

Again, note the consistency of the numerator and denominator, which are both stated at the cost of the goods purchased. Accounts payable turnover is evaluated by comparison with industry norms. An accounts payable turnover that turns out to be appreciably faster than the industry norm is fine, provided that liquidity is satisfactory, because prompt payments to suppliers usually earn cash discounts, which, in turn, lower the cost of goods sold and thus lead to higher income. However, accounts payable turnover that is faster than the industry norm diminishes liquidity, and is therefore not wise when liquidity is tight. By the same token, accounts payable turnover that is slower than the industry norm enhances liquidity, and is therefore wise when liquidity is tight, but inadvisable when liquidity is fine, because it sacrifices cash discounts from suppliers and thus reduces the resulting income.
 

This concludes our survey of the ratios relating to short-term liquidity. By way of summary, the five ratios are:1. The current ratio.

2. The quick, or acid test, ratio.

3. Accounts receivable turnover.

4. Inventory turnover.

5. Accounts payable turnover.


 

If these ratios are seriously deficient, our diagnosis may be complete. The subject business may be almost insolvent, and even desperate measures may be insufficient to revive it. In contrast, if these ratios are favorable, short-term liquidity does not appear to be threatened, and the financial doctor should proceed to the next set of tests, which measure long-term solvency.
 

However, it is worth noting that there are some rare exceptions to these guidelines. For example, large gas and electric utilities typically have current ratios of less than 1, and quick ratios of less than 0.5. This is due to exceptional characteristics of those utility companies:• They usually require deposits before providing service to customers, and they can shut off service to customers who do not pay on time. Customers are reluctant to go without necessities such as gas and electricity, and therefore tend to pay their utility bills ahead of most other bills. These factors sharply reduce the risk of uncollectible accounts receivable for gas and electric utility companies.

• Inventories of gas and electric utility companies are not subject to much risk from changing fashion trends, deterioration, or obsolescence.

• Under regulation, gas and electric utility companies are steady, low-risk businesses, largely free from competition and consistently profitable.

• These reduced risks and increased predictability of gas and electric utility companies make short-term liquidity less crucial, and make safety margins less necessary. In turn, the ratios indicating short-term liquidity become less important. Short-term survival is not a significant concern for these businesses.


 



Long-Term Solvency

 

Long-term solvency focuses on a firm’s ability to pay the interest and principal on its long-term debt. There are two commonly used ratios relating to servicing long-term debt. One ratio measures the ability to pay the interest, while the other reflects the ability to repay the principal.
 

The ratio for interest compares the amount of income available for paying interest with the amount of the interest expense. This ratio is called interest coverage or times interest earned.
 

The amount of income available for paying interest is simply earnings before interest and income taxes are paid (bear in mind that business interest expense is deductible for income tax purposes, and therefore income taxes are based on earnings after interest, otherwise known as earnings before income taxes). Earnings before both interest and taxes are known as EBIT.
 

[image: 023]

For instance, assume that EBIT is $120,000 and interest expense is $60,000. Then:[image: 024]
 



This shows that the subject business has EBIT sufficient to cover two times the interest expense. The cushion, or margin of safety, is therefore quite substantial. Whether or not the interest coverage ratio is acceptable depends on the industry. Different industries have different degrees of year-to-year fluctuations in EBIT. Interest coverage of two times may be satisfactory for a steady and mature firm in an industry with stable earnings, such as regulated gas and electricity supply. However, when the same industry experiences the uncertain forces of deregulation, earnings may become volatile, and interest coverage of 2 may prove to be inadequate. Also, in the more turbulent industries, such as movie studios and Internet retailers, interest coverage of 2 may be regarded as insufficient.
 

The long-term solvency ratio that reflects a firm’s ability to repay principal on long-term debt is the debt-to-equity ratio. The long-term capital structure of a firm is made up principally of two types of financing: (1) long-term debt and (2) owner equity. There are some hybrid forms of financing that mix some characteristics of both debt and equity. But these hybrids usually can be classified as mainly debt or mainly equity in nature, so the distinction between debt and equity is normally clear.
 

The debt-to-equity relationship is usually measured as:[image: 025]
 



If long-term debt is $150,000 and equity is $300,000, then:[image: 026]
 



Long-term debt is frequently secured by liens on property, and has priority on payment of periodic interest and repayment of principal. In contrast, there is no priority for equity in regard to dividend payments or return of capital to owners. Holders of long-term debt have a high degree of security with respect to receiving full and punctual payments of interest and principal, but they are not entitled to receive any more than these fixed amounts. In good times or bad, that is all that is due to them. In consequence, they can expect the same income, whether the company’s fortunes are good or bad. They have reduced their risk of loss in exchange for more certainty. Owners of equity enjoy no such certainty. They are entitled to nothing, except if and when any dividends might be declared, and, in the case of bankruptcy, to whatever funds might be left over after all obligations have been paid. Theirs is a totally at-risk investment. They prosper in good times, and suffer in bad times. They accept these risks, in the hope that in the long run gains will substantially exceed losses.
 

From the firm’s point of view, long-term debt obligations are a burden that must be carried in times when incomes are low, or absent—or even worse, negative. But long-term debt obligations are a blessing when incomes are lush, since they receive no more than their fixed payments, even if incomes soar. The greater the proportion of long-term debt and the smaller the proportion of equity in the capital structure, the more the incomes of the equity holders will fluctuate according to how good or bad the times are. The proportion of long-term debt to equity is known as leverage.
 

The higher the proportion of long-term debt to equity, the more leveraged the firm is considered to be. The more leveraged the firm is, the more equity holders prosper in good times, and the worse they fare in bad times. It has been said that leverage is like alcohol, because it makes the good times better, but the bad times worse. Since increased leverage leads to increased volatility of incomes, increased leverage is regarded as an indicator of increased risk. A moderate degree of leverage is considered desirable. But excessive leverage is regarded as incurring an excessive degree of risk.
 

The debt-to-equity ratio is evaluated relative to the industry in question and to the customary volatility of earnings in that industry. For example, a debt-to-equity ratio of 80% would be considered conservative in banking (where leverage is customarily above 80%), but would be regarded as extremely risky for toy manufacturing or designer apparel (where earnings are volatile). The well-known “junk bonds” are an example of long-term debt securities where leverage is considered too high in relation to earnings volatility. It is the increased risk associated with junk bonds that explains their higher interest yields. This illustrates the general financial principle that the greater the risk, the higher the expected return.
 

In summary, the two ratios used to assess long-term solvency are:1. Interest coverage.

2. Long-term debt to equity.


 

Next, we consider the ratios for analyzing profitability.
 



Profitability

 

Profitability is the lifeblood of a business. Businesses that earn incomes can survive, grow, and prosper. Businesses that incur losses cannot stay in operation, and will last only until their cash runs out. Therefore, in order to assess business viability, it is important to analyze profitability.
 

Analyzing profitability is usually done in two phases, which are:• Profitability in relation to sales.

• Profitability in relation to investment.


 


Profitability in Relation to Sales

 

The analysis of profitability in relation to sales recognizes the fact that:
 

 

Income = Sales - Expenses
 

or, rearranging terms:
 

 

Sales = Expenses + Income
 

Therefore, expenses and income are measured in relation to their sum total, which is sales. The expenses, in turn, may be broken down by line item. As an example, we use the Chapter 1 Nutrimin income statement for the first year of operation, along with its statements for the second and third years.
 

Nutrimin
 

[image: 027]

These income statements show a steady increase in sales and gross profits each year. But, despite this favorable result, the net income has remained almost unchanged at from $84,000 to $85,200 for each year. It is not obvious from these income statements why this is the case. However, when expenses and income are converted to percentages of sales, it becomes much clearer. The income statements converted to percentages of sales are known as “common size” income statements, and are as follows:Common Size Income Statements for Years Ended December 31
 

[image: 028]
 



From these percentage figures it is easy to see why the net income failed to increase, despite the substantial growth in sales and gross profit. The clear reason is that, relative to sales, total expenses rose by 3.8 percentage points, from 13.9% of sales in year 1 to 17.7% of sales in year 3. In particular, the increase in total expenses relative to sales was driven mainly by increases in salaries (2.1 percentage points), rent (1 percentage point), and phone and utilities (0.9 percentage point). As a result of the relative increases in these items of expense, the bad news is that income before taxes, relative to sales, fell by 3.8 percentage points from year 1 to year 3. The good news is that the drop in income before taxes caused a reduction of income tax expense, relative to sales, of 1.6 percentage points from year 1 to year 3. The net effect was a drop in net income, relative to sales, of 2.2 percentage points from year 1 to year 3.
 

This information is useful. It shows four things:1. The profit stagnation is not related to sales or gross profit causes.

2. It is entirely due to the disproportionate increase in total expenses.

3. Specific causes are the expenses for salaries, rent, and phone and utilities.

4. Action to correct the profit slump requires an analysis of these particular expense categories.


 

The use of percentage of sales ratios is a simple but powerful technique for analyzing profitability. The main ratios that are generally used are:• Gross profit.

• Operating expenses:• In total.

• Individually.



• Selling, general, and administrative expenses (often called just SG&A).

• Operating income.

• Income before taxes.

• Net income.


 

The second category of profitability ratios is profitability in relation to investment.
 


Profitability in Relation to Investment

 

In order to earn profits, it is usually necessary to invest capital in items such as plant, equipment, inventory, or research and development. Up to this point we have analyzed profitability without considering invested capital. That was a useful simplification in the beginning. But, since profitability is highly dependent on the investment of capital, it is now time to bring invested capital into the analysis of profitability.
 

We start with the balance sheet. Recall that working capital is current assets less current liabilities. So we can simplify the balance sheet by including a single category for working capital in place of the separate categories for current assets and current liabilities. Here is an example of a simplified balance sheet:Example Company
 

[image: 029]
 



A simplified income statement for Example Company for the year 20XX is summarized next:[image: 030]
 



The first ratio we will consider is earnings before interest and taxes (EBIT, also known as operating profit) to total assets. This ratio is often referred to as return on total assets (ROTA), and it can be expressed as either before tax (which is usual) or after tax (which is less usual). From Example Company, the calculations are:[image: 031]
 



This ratio indicates the raw (or basic) earning power of the business. Raw earning power is independent of whether the assets are financed by equity or debt. This independence exists because of two facts:1. The numerator (EBIT or EBI) is free of interest expense.

2. The denominator, Total Assets, is equal to total capital regardless of how much capital is equity and how much is debt.


 

Independence is important, because it allows the ratio to be measured and compared:• For any business, from one period to another.

• For any period, from one business to another.


 

These comparisons remain valid, even if the debt-to-equity ratio may vary from one period to the next and from one business to another.
 

Now that we have measured basic earning power, regardless of the debt-to-equity ratio, our next step is to take the debt-to-equity ratio into consideration. First, it is important to note that long-term debt is normally a less expensive form of financing than equity for two reasons:1. Dividends paid to stockholders are not a tax deduction for the paying company. But interest expense paid on long-term debt is deductible for tax purposes. Therefore the net after-tax cost of interest is reduced by the related tax deduction. But this is not the case for dividends, which are not deductible.

2. Debt is senior to equity, which means that debt obligations for interest and principal must be paid in full before making any payments on equity, such as dividends. This makes debt less risky than equity to the investors, and so debt holders are willing to accept a lower rate of return than holders of the more risky equity securities.


 

This can be seen from the simplified financial statements of Example Company. The interest of $3,000 on the long-term debt of $30,000 is 10% before tax. But, after the 40% tax deduction, the interest after tax is only $1,800 ($3,000 - 40% tax on $3,000), and this interest after tax of $1,800 represents an after-tax interest rate of 6% on the long-term debt of $30,000. In comparison, let us turn to rate of return on the equity. The return on the equity is the net income. The net income is $19,800, which represents a 22% rate of return on the equity of $90,000. This 22% rate of return is a financial ratio known as return on equity, sometimes abbreviated as ROE. Return on equity is an important and widely used financial ratio.
 

There is much more to be said about return on equity, but first it may be helpful to recap briefly the main points we have covered about profitability in relation to investment.
 

The EBIT of $36,000 represented a 30% return on total assets, before income tax, and this $36,000 was shared by three parties:1. Long-term debt holders received interest of $3,000, representing an interest cost of 10% before income tax, and 6% after income tax.

2. Governments at city, state, and/or federal levels received income taxes of $13,200.

3. Stockholder equity increased by the net income of $19,800, which represented 22% return on equity.


 

If there had been no long-term debt, there would have been no interest expense. The EBIT of $36,000, less income tax at 40%, would provide net income of $21,600, which is larger than the prior net income of $19,800 by $1,800. This $1,800 represents the $3,000 amount of interest before tax, less 40% tax, which is $1,200. In the absence of long-term debt, the total assets would have been funded entirely by equity, which would have required equity to be $120,000. In turn, with net income of $21,600, the revised return on equity would be:[image: 032]
 



The increase in the return on equity from this 18% to 22% was attributable to the use of long-term debt. The long-term debt, after tax, had a cost of only 6% versus the return on assets, after tax, of 18%. When a business earns 18% after tax, it is profitable to borrow at 6% after tax. This, in turn, improves the return on equity, raising it from 18% to 22%, which illustrates the advantage of leverage: that a business earning 18% on assets can, with a little leverage, earn 22% on equity.
 

But what if EBIT is only $3,000? The entire $3,000 would be used up to pay the interest of $3,000 on the long-term debt. The net income would be $0, resulting in a 0% return on equity. This illustrates the disadvantage of leverage. Without long-term debt, the EBIT of $3,000, less 40% tax, would result in net income of $1,800. In turn, return on equity would be $1,800 divided by equity of $120,000, which is 1.5%. A return on equity of 1.5% may not be impressive, but it is certainly better than the 0% return on equity that prevailed with long-term debt.
 

Leverage is a fair-weather friend: It boosts return on equity when earnings are robust, but it depresses return on equity when earnings are poor. As previously mentioned, leverage makes the good times better, but the bad times worse. Therefore, it should be used in moderation, and in businesses with stable earnings. It should be used sparingly and cautiously in businesses with volatile earnings.
 

We have now described all of the main financial ratios, and they are summarized in Exhibit 2.1.
 





Using Financial Ratios

 

Some important points to keep in mind when using financial ratios are:• All balance sheet numbers are end-of-period numbers, but all income statement numbers relate to the entire period. For example, when calculating the ratio for accounts receivable turnover, we use a numerator of Credit Sales (which is an entire-period number from the income statement) and a denominator of Accounts Receivable (which is an end-of-period number from the balance sheet). This is not an apples-to-apples ratio, with an entire-period number in the numerator but an end-of-period number in the denominator. Accounts receivable can be represented by an average of the beginning-of-year and end-of-year figures for accounts receivable. This average is closer to a midyear estimate of accounts receivable and therefore is more comparable to the entire-period numerator, Credit Sales. Using averages of the beginning-of-year and end-of-year figures for balance sheet numbers helps to make ratios more of an apples-to-apples comparison. For this reason, averages should be used for all balance sheet numbers when calculating financial ratios.

• Financial ratios are no more reliable than the data from which the ratios were calculated. The most reliable data is from audited financial statements, provided that the audit reports are clean and unqualified.

• Financial ratios cannot be fully considered without yardsticks of comparison. The simplest yardsticks are comparisons of financial ratios for an enterprise with the financial ratios for the same enterprise in previous periods. Companies often provide this type of information in their financial reporting. For example, Apple Computer Inc. recently disclosed the following financial quarterly information (dollars in millions):This table compares four successive quarters of information, which makes it possible to see the latest trends in such important items as sales, as well as gross margin and operating income percentages.
 

Exhibit 2.1
Summary of main financial ratios.
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Other types of comparisons of financial ratios include:• Comparisons with competitors. For example, the financial ratios of Apple Computer could be compared with those of Hewlett-Packard, Dell, or Gateway.

• Comparisons with industry composites. Industry composite ratios can be found from a number of sources, such as:• The Almanac of Business and Industrial Financial Ratios, by Leo Troy, published annually by Prentice Hall (Paramus, NJ). This publication uses Internal Revenue Service data for 4.6 million U.S. corporations, classified into 179 industries, divided into categories by firm size, and reporting 50 different financial ratios.

• Risk Management Associates: Annual Statement Studies. This is a database compiled by bank loan officers from the financial statements of more than 150,000 commercial borrowers, representing more than 600 industries, classified by business size, and reporting 16 different financial ratios. Available on the Internet at www.rmahq.org.

• Financial ratios can also be obtained from other firms that specialize in financial information, such as Dun & Bradstreet, Moody’s, and Standard & Poor’s.




 





Combining Financial Ratios

 

Up to this point we have considered financial ratios one at a time. However, there is a useful method for combining financial ratios known as DuPont1 analysis. In order to explain it, we first need to define some financial ratios, together with their abbreviations: 2
3[image: 035]
 



Now, these financial ratios can be combined in the following manner:[image: 036]
 



In summary:[image: 037]
 



The DuPont equation says that the earnings-to-price ratio is the result of:
 

 

Profit Margin × Asset Turnover × Leverage × Book to Market
 

The earnings-to-price ratio is the inverse of the well-known price-earnings (P/E) ratio.
 

So DuPont analysis reveals the links between the price-earnings ratio and the ratios for profit margin, asset turnover, leverage, and book to market value of equity.
 

Also, this equation provides a financial approach to business strategy. It recognizes that the ultimate objective of business strategy is to maximize stockholder value (i.e., the market price of the common stock). In turn, this requires maximizing the price-earnings ratio of the common equity. The DuPont equation breaks the return on common equity into its four component parts: profit margin (net income/sales), asset turnover (sales/total assets), leverage (total assets/common equity), and book to market value of the common stock. If any one of these four ratios can be improved (without harm to the remaining ratios), then the price-earnings ratio of the common equity will increase. This provides specific strategic targets:• Profit margin improvement can be pursued in a number of ways. On the one hand, revenues might be increased or costs decreased by:• Raising prices, perhaps by improving product quality or offering extra services. This has been successfully done by makers of luxury cars that provide free roadside assistance and loaner cars when customer cars are being serviced.

• Maintaining prices, but reducing the quantity of product in the package. This is a method often used by candy bar manufacturers and other makers of packaged foods.

• Initiating or increasing charges for ancillary goods or services. For example, banks have substantially increased their charges to stop checks, and for checks written with insufficient funds. Distributors of computers and software have instituted fees for providing technical assistance on their help lines, and fees for restocking returned items.

• Improving the productivity and efficiency of operations.

• Cutting costs in a variety of ways.



• Asset turnover may be improved in ways such as:• Speeding up the collection of accounts receivable.

• Increasing inventory turnover, perhaps by adopting just-in-time inventory methods.

• Slowing down payments to suppliers, and thus increasing accounts payable.

• Reducing idle capacity of plant and equipment.



• Leverage may be increased, within prudent limits, by means such as:

• Using long-term debt rather than equity to fund additions to plant, property, and equipment.

• Repurchasing previously issued common stock of the enterprise in the open market.


 

The chief advantage of using the DuPont formula is to focus attention on specific initiatives that will improve return on equity by means of enhancing profit margins, increasing asset turnover, or employing greater financial leverage within prudent limits.
 

In addition to the DuPont formula, there is another way to combine financial ratios in order to serve a useful purpose. This purpose is the prediction of solvency or bankruptcy for a given enterprise. It uses what is known as the Z-Score.
 





The Z-Score

 

Financial ratios are useful not only to assess the past or present condition of an enterprise, but also to reliably predict its future solvency or bankruptcy. This type of information is of critical importance to present and potential creditors and investors. There are several different methods of analysis for obtaining this predictive information. The best known is the Z-Score, developed for publicly traded manufacturing firms by Professor Edward Altman of New York University, which has stood the test of time. Its reliability can be expressed in terms of the two types of errors to which all predictive methods are vulnerable, namely:1. Type I error: predicting solvency when in fact a firm becomes bankrupt (a false positive).

2. Type II error: predicting bankruptcy when in fact a firm remains solvent (a false negative).


 

The predictive error rates for the Altman Z-Score have been found to be as follows:[image: 038]
 



Given the inherent difficulty of predicting future events, these error rates are relatively low, and therefore the Altman Z-Score is generally regarded as a reasonably reliable bankruptcy predictor. The Z-Score is calculated from financial ratios in the following manner:[image: 039]
 



A Z-Score above 2.99 predicts solvency, and a Z-Score below 1.81 predicts bankruptcy. Z-Scores between 1.81 and 2.99 are in a gray area, with scores above 2.675 suggesting solvency and scores below 2.675 suggesting bankruptcy.
 

Since the Z-Score uses equity at market value, it is not applicable to private firms, which do not issue marketable securities. A variation of the Z-Score for private firms has been developed. It is known as the Z’ Score, and uses the book value of equity rather than the market value. Due to this modification, the multipliers in the formula have changed from those in the original Z-Score, and so have the scores that indicate solvency, bankruptcy, or the gray area. For firms that are not manufacturers but are in the service sector, a further variation in the formula has been developed. It omits the variable for asset turnover, and is known as the Z" Score. Once again, the multipliers in the formula have changed from those in the Z’ Score and the original Z-Score, and so have the scores that indicate solvency, bankruptcy, or the gray area.
 

Professor Altman later developed a more refined bankruptcy predictor than the Z-Score and named it ZETA. ZETA uses financial ratios for times interest earned, return on assets (the average and the standard deviation), and debt to equity. Other details of ZETA have not been made public. ZETA is proprietary and is made available to users for a fee.
 





Summary and Conclusions

 

Financial ratios contain critically important business information and are used for many different purposes by many different parties inside the business and outside of the business. Clearly all successful businesspeople should have a good basic understanding of the main financial ratios. Beyond the present chapter, this book contains further information and explanations relating to financial ratios:Chapter 3, Analyzing Business Earnings

Chapter 10, The Integrity of Financial Reporting

Chapter 16, Business Valuation


 

On this book’s Web site you will find an Excel file named DrugstoreChains.xls. This file contains a complete financial ratio analysis for two national drugstore chains. It illustrates all of the ratios and analyses discussed in this chapter.
 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Analyzing Financial Statements: Direct Competitor Comparison Worksheet
 

Analyzing Financial Statements: Financial Statement Ratio Analysis
 





Internet Links

 

There are several Web sites where you can find the financial statements of U.S. public companies, and from which financial ratios can be obtained or computed. Probably the most convenient are MSN Money and Yahoo! Finance. Go to MSN Money or Yahoo! Finance, provide the stock symbols for each company (for example: FDX for FedEx and UPS for UPS, or KO for Coca-Cola and PEP for PepsiCo),4 and all the relevant financial information will become available on-screen. Industry information can also be found in MSN Money and Yahoo! Finance.
 

The financial statements in MSN Money and Yahoo! Finance are displayed in standard uniform formats, and can differ slightly from the actual financial statements, which are in the Securities and Exchange Commission (SEC) Forms 10-K of the respective companies (accessible from MSN Money and Yahoo! Finance) and on the various corporate Web sites.
 

Other helpful sites include:• Teach Me Finance (http://teachmefinance.com/). This Web site presents basic finance concepts.

• Introductory Finance Lectures, University of Arizona (www.studyfinance.com/).

• Tools and Resources for Financial Executives (www.CFO.com/). Useful information about news and current events of interest to financial executives, how-to tips, and career advice.

• Java Financial Ratio Calculators (www.dinkytown.net/java/Ratios.html). Calculate 10 financial ratios.

• Wachowicz’s Web World (http://web.utk.edu/~jwachowi/wacho_world.html). A very large collection of useful links to Web sites on financial topics, techniques, and information.

• Web site for the American Institute of Certified Public Accountants (www.aicpa.org).

• Risk Management Association (RMA) (www.rmahq.org). This Web site contains financial ratios, classified by size of firm, for more than 600 industries.


 





Notes

 

1 The name comes from its original use at the DuPont Corporation.
 
2 After income taxes.
 
3 After income taxes.
 
4 MSN Money and Yahoo! Finance allow you to look up stock symbols by using company names.
 




For Further Reading

 

Penman, Stephen, Financial Statement Analysis and Security Valuation (New York: McGraw-Hill /Irwin, 2006).
 

Peterson, Pamela P., and Frank J. Fabozzi, Analysis of Financial Statements, Frank J. Fabozzi Series (Hoboken, NJ: John Wiley & Sons, 2006).
 

Stickney, Clyde P., Paul Brown, and James M. Wahlen, Financial Reporting, Financial Statement Analysis, and Valuation: A Strategic Perspective (with Thomson One Access Code) (Florence, KY: South-Western College Publishing, 2006).
 

Subramanyam, K. R., and John J. Wild, Financial Statement Analysis (New York: McGraw-Hill /Irwin, 2008).
 
  



3
 

Analyzing Business Earnings
 

Virginia Earll Soybel

 

 

 

More than a decade ago, a special committee of the American Institute of Certified Public Accountants (AICPA) concluded the following about earnings and user needs:Users want information about the portion of a company’s reported earnings that is stable or recurring and that provides a basis for estimating sustainable earnings.1
 


 


 

While users may want information about the stable or recurring portion of a company’s earnings, firms remain under no obligation to provide this earnings series. However, there are generally accepted accounting principles (GAAP) requirements for separate disclosure of selected nonrecurring revenues, gains, expenses, and losses on the face of the income statement or in notes to the financial statements. Further, the Securities and Exchange Commission (SEC) requires the disclosure of material nonrecurring items.
 

The prominence given the demand by users for information on nonrecurring items in the AICPA report is, no doubt, driven in part by the explosive growth in nonrecurring items over the past two decades. The acceleration of change, together with a passion for rightsizing and cyclical needs for downsizing, has fueled this growth. The issuance by the Financial Accounting Standards Board (FASB) of a number of new accounting statements, which require recognition of previously unrecorded expenses and more timely recognition of declines in asset values, has also contributed to the increase in nonrecurring items.
 

In October 2008, the FASB and the International Accounting Standards Board (IASB) issued a joint discussion paper proposing new requirements with respect to the presentation of financial statements.2 This step is only the first in a long deliberation process, but if adopted, income statements in future years will be more detailed, and the identification of nonrecurring items may become simpler. For the foreseeable future, though, users of financial statements must analyze the financial statements and footnotes meticulously to identify the effects of anomalous transactions on earnings, and this chapter offers a systematic structure to support that analysis.
 

A limited number of firms do provide, on a voluntary basis, schedules that show their results with nonrecurring items removed. However, in March 2003 the SEC issued Regulation G—an implementation of part of the Sarbanes-Oxley legislation—which limits the use of some non-GAAP measures and requires a formal reconciliation of any non-GAAP income measure with its GAAP version.3 Panera Bread Company provides an example of this disclosure. Exhibit 3.1 includes a schedule that adjusts reported net income to a revised earnings measure, offering greater comparability across the three-year period.
 

Exhibit 3.1
Non-GAAP net income: Panera Bread Company, year ended December (in thousands).
 

Source: Panera Bread Co., annual report, December 2007.
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Several studies have found that companies’ use of non-GAAP measures in financial reporting has decreased since the SEC rule (Regulation G) took effect.4 Some companies have found other ways to disclose nonrecurring or unpredictable items without specific reference to non-GAAP measures. Exhibit 3.2 shows a table from an annual report of Coca-Cola Enterprises, Inc., providing detailed reasons for changes in its operating income.
 

Exhibit 3.2
Analysis of changes in operating income: Coca-Cola Enterprises, Inc., year ended December 31, 2007.
 

Source: Coca-Cola Enterprises, Inc., annual report, December 2007.
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Note that this disclosure includes both core business issues, such as product mix and price/cost shifts, and nonrecurring effects, such as restructuring and impairment charges.
 

To varying degrees, typically in footnotes or in the textual discussion of financial results, companies provide information regarding the effects of idiosyncratic events and transactions on net income. However, the often formidable task of determining a firm’s sustainable or core earnings—a process sometimes called “normalizing earnings”—remains the responsibility of the financial statement user. The central goal of this chapter is to help users develop the background and skills to perform this critical aspect of earnings analysis. The chapter covers income statement formats and the nature of nonrecurring items, and it outlines efficient approaches for locating them in financial statements and associated notes. Throughout the chapter, information drawn from the financial statements of many companies is used for illustration. A summary exercise offers a comprehensive example of removing all nonrecurring items from reported results in order to arrive at a sustainable earnings series.
 





The Nature of Nonrecurring Items

 

It is difficult to provide a comprehensive definition of nonrecurring items. Unusual or infrequent in occurrence are qualities that are often cited in defining nonrecurring items. Donald Kieso, Jerry Weygandt, and Terry Warfield, in their popular intermediate accounting text, use the term irregular to describe what most statement users would consider nonrecurring items.5 For our purposes, irregular or nonrecurring revenues, gains, expenses, and losses are not consistent contributors to results, in terms of either their presence or their amount. This is the manner in which we use the term nonrecurring items throughout this chapter.
 

From a security valuation perspective, nonrecurring items could be characterized as items having a smaller impact on share price than recurring elements of earnings. Some items can often be identified as nonrecurring simply by their basic nature (e.g., restructuring charges, litigation settlements, flood losses, product recall costs, embezzlement losses, and insurance settlements). Other items may affect net income every year, but vary widely in sign (revenue versus expense, gain versus loss) and amount. For example, the following gains on the sale of marketable securities were reported over a number of years by Archer Daniels Midland Company:6
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The gains averaged about $122 million over the five years ending in 2008, but obviously varied substantially from one year to the next. It would be difficult to characterize these gains as nonrecurring, but they are certainly irregular in amount.
 

There are at least three different ways to handle this line item in revising results for the purpose of identifying sustainable or recurring earnings. The first—and the most common—approach is simply to eliminate the item altogether. This solution is persuasive in the illustration because Archer Daniels Midland is a food processor, and transactions related to its portfolio of marketable securities are not associated with its core business. But consider a different example. Northwest Airlines reported the following gains (losses) on the disposition of property and equipment.7
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Again, these amounts are both irregular and unpredictable, and eliminating them from measures of sustainable earnings is a common technique. In this case, however, some users would see these transactions as part of Northwest’s ongoing operations. While an airline is not in the business of selling airplanes, its business does require that it manage its aircraft fleet. So we would expect these dispositions to recur. Rather than eliminate them altogether, an alternative would be to smooth them by including an average value (e.g., $46 million for Northwest for the period 2002 to 2006) over some period of time. A third approach is to attempt to acquire information on planned aircraft dispositions that would make possible a better prediction of the effects of aircraft dispositions on future results. While the last approach may appear to be the most appealing, it may prove to be difficult to implement due to lack of information, and it may also be less attractive when viewed from a cost-benefit perspective. Unless the amounts are consistently substantial, most financial statement users either remove the gains (losses) or use a recent average value in making earnings projections.
 

First Solar, Inc., offers another example of the impact of a recurring but irregular item on the evaluation of earnings performance. Listed in Exhibit 3.3 are First Solar’s foreign currency gains (losses) and their effects on pretax profit margins.
 

As with Northwest Airlines, it may seem questionable to classify as nonrecurring foreign currency gains (losses) that appear repeatedly. However, in line with the definition of the key characteristics of nonrecurring items given earlier, First Solar’s foreign currency effects are irregular in amount, direction, and significance, and they are unlikely to be consistent contributors to results in future years. In 2006 more than half of First Solar’s pretax earnings were generated by foreign currency gains, a proportion that is unlikely to be repeated.
 

Exhibit 3.3
First Solar, Inc., foreign currency gains (losses) and effects on pretax profit margins, years ended December (in thousands).
 

Source: First Solar, Inc., annual report, December 2007.
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Other examples of irregular items of revenue, gain, expense, and loss abound. For example, the recent loss of liquidity in the credit markets affected more than financial services firms. Bristol-Myers Squibb reported a $225 million write-down of its investments in auction-rate securities (ARS) in 2007 when the ARS market froze.8 Natural disasters may also affect corporate earnings. Whole Foods Market recorded a $16.5 million charge in 2005 for the loss of its stores caught in the path of Hurricane Katrina and then $7.2 million in income the next year from insurance proceeds.9 Temporary revenue increases have been associated with expanded television sales due to World Cup soccer and the Olympic Games. Temporary expense increases have resulted from adjustments to loan-loss provisions in economic downturns.
 

The identification of nonrecurring or irregular items is not a mechanical process; it calls for the exercise of judgment and involves both line items as well as the period-to-period behavior of individual income statement items.
 





The Process of Identifying Nonrecurring Items

 

Careful analysis of past financial performance, aimed at removing the effects of nonrecurring items, is a more formidable task than one might suspect. This task would be fairly simple if there were general agreement on just what constitutes a nonrecurring item and if most nonrecurring items were prominently displayed on the face of the income statement. However, this is not the case. Some research suggests that fewer than one-fourth of nonrecurring items are likely to be found separately disclosed in the income statement.10 Providing guidance to aid in the location of the remaining three-fourths is a key goal of this chapter.
 



Identifying Nonrecurring Items: An Efficient Search Procedure

 

The search sequence outlined in Exhibit 3.4 locates a high cumulative percentage of material nonrecurring items and does so in a cost-effective manner. Search cost, mainly analyst time, is an important consideration because financial analysis is an economic activity that should be conducted in an efficient manner. Further, time devoted to this task is not available for other tasks and, therefore, there is an opportunity cost to consider. The discussion that follows is organized around this recommended search sequence.
 





Nonrecurring Items in the Income Statement

 

An examination of the income statement, the first step in the search sequence, requires an understanding of the design and content of contemporary income statements. This calls for a review of the generally accepted accounting principles (GAAP) that determine the structure and content of the income statement. Some nonrecurring items are prominently displayed on separate lines and readily recognizable in the statement. Further, leads to other nonrecurring items, disclosed elsewhere, may be discovered during this process. For example, a line item that summarizes items of other income and expense may include an associated note reference detailing its contents. These notes should always be reviewed (step 5 in the search sequence), because they often reveal a wide range of nonrecurring items.
 

Exhibit 3.4
Efficient search sequence for nonrecurring items.
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Alternative Income Statement Formats

 

Examples of the two principal income statement formats under current GAAP are presented here. The income statement of Dow Chemical Company in Exhibit 3.5 is single-step , and that of Adobe Systems, Inc., in Exhibit 3.6 is in the multistep format. An annual survey of financial statements conducted by the American Institute of Certified Public Accountants (AICPA) reveals that about 14% of the 600 companies in its survey use the single-step format.11 The distinguishing feature of the multistep statement is that it provides intermediate earnings subtotals that are designed to measure operating performance. In principle, operating income should be composed almost entirely of recurring items of revenue and expense that result from the main operating activities of the firm. In practice, numerous material nonrecurring items may be included in operating income. For example, restructuring charges are often included in operating income.
 

Exhibit 3.5
Consolidated single-step statements of income: Dow Chemical Company, years ended December 31 (in millions).
 

Source: Dow Chemical Company, annual report, December 2007.
 

[image: 046]

The Dow Chemical single-step income statement does not partition results into intermediate subtotals. For example, there are no line items identified as either “gross profit” or “operating income.” Rather, all revenues and expenses are separately listed, and “income before income taxes and minority interests” is computed in a single step, as total expenses are deducted from total revenues. However, the Adobe Systems multistep income statement provides both gross profit and operating income subtotals.
 

Note that Dow Chemical has several nonrecurring items in its income statements. While they vary in size, the following would normally be considered to be nonrecurring: restructuring charges, purchased in-process research and development (IPR&D) charges, and asbestos-related credit.
 

More nonrecurring items are usually lurking in other statements or footnotes. Note the varying amounts of sundry income (net) across the three years. Also, Dow Chemical’s income taxes in 2006 were unusual. The effective tax rate ($1,155 divided by $4,972) is only about 23%, noticeably lower than the 28% or 29% of the other years.
 



Nonrecurring Items Located in Income from Continuing Operations

 

Whether a single or multistep format is used, the composition of income from continuing operations is the same. It includes all items of revenue, gain, expense, and loss, with the exception of those (1) identified with discontinued operations, (2) meeting the definition of extraordinary items, and (3) resulting from the cumulative effect of changes in accounting principles. Because income from continuing operations excludes only these three items, it follows that all other nonrecurring items of revenues or gains and expenses or losses are included in this key profit subtotal.
 

Exhibit 3.6
Consolidated multistep statements of income: Adobe Systems, Inc. (in thousands).
 

Source: Adobe Systems, Inc., annual report, November 2007.
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The Nature of Operating Income

 

Operating income is not defined under GAAP, and is often considered equivalent to earnings before interest and taxes (EBIT). More specifically, operating income is designed to reflect the revenues, gains, expenses, and losses that are related to the fundamental operating activities of the firm independent of capital structure and income tax environment. However, notice that the Adobe Systems operating income in both 2006 and 2007 is reported after restructuring charges. While operating income or loss may include only operations-related items, some of these items may be nonrecurring. Hence, operating income is often not the “sustainable” earnings measure called for by the AICPA Special Committee on Financial Reporting. Even at this early point in the income statement, nonrecurring items have been introduced that will require adjustment in order to arrive at an earnings base “that provides a basis for estimating sustainable earnings.”12 Note also that “operating income” in a multistep format is an earlier subtotal than “income from continuing operations.” Operating income is a pretax measure, but income from continuing operations is after tax. A more extensive sampling of items included in operating income is provided next.
 



Nonrecurring Items Included in Operating Income

 

A review of recent corporate annual reports reveals that the inclusion in operating income of nonrecurring revenues, gains, expenses, and losses is common. A sample of nonrecurring items included in the operating income section of multistep income statements is provided in Exhibit 3.7. As is typical, nonrecurring expenses and losses are more numerous than nonrecurring revenues and gains. This disparity is due in part to the conservatism principle underlying GAAP, which requires recognizing certain unrealized losses (e.g., asset impairments), but prohibits the recognition of most unrealized gains.
 

Many of the nonrecurring expense or loss items involve the recognition of declines in the value of specific assets. Restructuring charges are among the most common items in this section of the income statement. These charges involve asset write-downs and liability accruals for costs such as severance expenses that will be paid off in future years and are typically described in detail in a note.
 

There is substantial variety in the nonrecurring expenses and losses included in operating income. Some of the listed items appear to be closely linked to operations; inventory write-downs, for example, are integral to operating a retail business. However, some items appear to be at the fringes of normal operating activities. Examples related to expenses and losses would include the expropriated asset impairment charges of ConocoPhillips, Warner Music’s loss on termination of management, and Hewlett-Packard’s pension settlement charges. Among the gains, the Alliant Energy and Iron Mountain gains on selling fixed assets would seem to be candidates for inclusion further down in the income statement, as would Humana’s investment income (since Humana is not a financial services firm).
 

Once the items included in operating income are compared to those that are excluded, it is apparent that management exercises considerable judgment in its classification of these items. Clearly, operating income, when reported, may not be a reliable measure of ongoing operating performance, given the wide range of nonrecurring items that are included in its determination.
 



Nonrecurring Items Excluded from Operating Income

 

Unlike the multistep format, the single-step income statement does not include a subtotal representing operating income. Nonrecurring items of revenue or gain and expense or loss are either presented as separate line items within the listing of revenues or gain and expense or loss or are included in an “other income (expense)” line. Multistep income statements may also include an “other income (expense)” item, typically after the calculation of operating income. A sampling of nonrecurring items found in the “other income (expense)” category of the multistep income statements of a number of companies is provided in Exhibit 3.8.
 

Exhibit 3.7
Nonrecurring items of revenue or gain and expense or loss included in operating income.
 

Sources: Companies’ annual reports. The year following each company name designates the annual report from which each example was drawn.
 

[image: 048]

A comparison of the items in two exhibits reveals some potential for overlap in these two categories. The first, nonrecurring items in operating income, should be dominated by items closely linked to company operations. The nonrecurring items in the second, below operating income, should fall outside the operations area of the firm. Notice that there is a litigation charge included in operating income (Exhibit 3.7, Navigant Consulting) as well as litigation charges excluded from operating income (Exhibit 3.8, Northrop Grumman). Gains on the sale of investments are found far less frequently within operating income. Firms may have a reluctance to classify these nonrecurring gains within operating income because it may create unrealistic expectations for earnings in subsequent periods. It is common to see foreign currency gains and losses classified below operating income. This is somewhat difficult to rationalize, because currency exposure is an integral part of operations when a firm does business with foreign customers and/or has foreign operations, but the volatility of these effects may justify their separation.
 

Exhibit 3.8
Nonrecurring items of revenue or gain and expense or loss excluded from operating income.
 

Sources: Companies’ annual reports. The year following each company name designates the annual report from which each example was drawn.
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The goal of the operating income subtotal should be to develop a measure of the basic profitability of a firm’s operations. It is far from a net earnings number, because its location in the income statement is above a number of other non-operating revenues, gains, expenses, and losses, as well as interest charges and income taxes. Clearly, the range and complexity of nonrecurring items creates the need for judgment calls in implementing this concept of operating income. There is also the possibility that management may use this flexibility to manage the operating income number. That is, the classification of items either within or outside of operating income could be influenced by the goal of maintaining stable growth in this key performance measure. Earnings management incentives heighten the importance of careful analysis of nonrecurring items.
 



Nonrecurring Items Located below Income from Continuing Operations

 

The region in the income statement below income from continuing operations has a standard organization and is the same for both the single and the multistep income statement. This format is outlined in Exhibit 3.9. The income statement of Eastman Kodak Corporation, shown in Exhibit 3.10, illustrates this format. Each of the special line items (e.g., discontinued operations and changes in accounting principles) is discussed along with illustrative examples in the following sections. All of these items are presented in the income statement on an after-tax basis.
 

Exhibit 3.9
Income statement format with special items.
 

Sources: Key guidance is found in Accounting Principles Board Opinion No. 30, Reporting the Results of Operations (1973); Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 130, Reporting Comprehensive Income (1997); Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 144, Accounting for the Impairment or Disposal of Long-lived Assets (2001); and Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections—A Replacement of APB Opinion No. 20 and FASB Statement No. 3 (2005).
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Discontinued Operations

 

The discontinued operations section is designed to enhance time series comparability of the income statement by separating the results of continuing operations from those that have been, or are in the process of being, discontinued. The discontinued business may be a segment (as defined by Statement of Financial Accounting Standards No. 131) or may be a smaller component of the firm, as long as the component “comprises operations and cash flows that can be clearly distinguished, operationally and for financial reporting purposes, from the rest of the entity.”13
 

Some examples of operations that have been viewed as separable components and, therefore, classified as “discontinued operations” are provided in Exhibit 3.11.
 

For the financial statement user, the separation of discontinued operations offers income statement data for a consistent entity across the three years presented in an annual report and thus enhances comparability.
 


Extraordinary Items

 

Income statement items are considered extraordinary if they are both (1) unusual and (2) infrequent in occurrence.14 Unusual items are not related to the typical activities or operations of the firm. Infrequency of occurrence simply implies that the item is not expected to recur in the foreseeable future. In practice, the strict application of the joint requirement of “unusual and nonrecurring” results in very few extraordinary items. In fact, in 2006 only four companies in a survey of 600 reported an extraordinary item.15 One of those was Hampshire Group, Ltd., an apparel company, which completed an acquisition at a purchase price that was lower than the net asset value acquired and, as required under SFAS No. 141, reported the difference as an extraordinary gain.16
 

Exhibit 3.10
Consolidated statements of income: Eastman Kodak Corporation, years ended December 31 (in millions).
 

Source: Eastman Kodak Corporation, annual report, December 2007.
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Exhibit 3.11
Examples of discontinued operations.
 

Sources: Companies’ annual reports. The year following each company name designates the annual report from which each example was drawn.
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Natural disasters and civil unrest may trigger the recognition of extraordinary items. In 1980, Weyerhaeuser Company reported an extraordinary loss due to the Mount St. Helens eruption. But note from examples of nonrecurring items discussed earlier that Whole Foods Markets and Northrop Grumman included the effects of Hurricane Katrina in their income from continuing operations. For ConocoPhillips, even the expropriation of assets by Venezuela was not treated as extraordinary.
 

The task of locating all nonrecurring items of revenue or gain and expense or loss is aided only marginally by the presence of the extraordinary category in the income statement, because the extraordinary classification is employed so sparingly. Identifying most nonrecurring items calls for careful review of other parts of the income statement, other statements, and notes to the financial statements.
 


Changes in Accounting Principles

 

Until 2006, the cumulative effects (catch-up adjustments) of changes in accounting principles were also reported below income from continuing operations as in Exhibits 3.9 and 3.10. Most changes in accounting principles result from the adoption of new standards or interpretations issued by the FASB or the SEC. Under SFAS No. 154, however, since 2007 changes in accounting principles are applied retrospectively with the cumulative effect captured in the beginning balance of retained earnings and therefore bypassing the income statement altogether. If practical, all three years of income should be restated using the new principle to provide comparability. However, the most frequent example of principle changes since 2006 involves the application of FASB Interpretation No. 48 (FIN 48), which most companies have implemented only in the year of adoption, presumably because restatement to earlier years was impractical. In its annual report for the year ending June 30, 2008, the Procter & Gamble Company made the following disclosure in Note 1:On July 1, 2007, we adopted FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes—an interpretation of FASB statement No. 109” (FIN 48). FIN 48 addresses the accounting and disclosure of uncertain tax positions. FIN 48 prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. The difference between the tax benefit recognized in the financial statements for a position in accordance with FIN 48 and the tax benefit claimed in the tax return is referred to as an unrecognized tax benefit.
 

The adoption of FIN 48 resulted in a decrease to retained earnings as of July 1, 2007, of $232, which was reflected as a cumulative effect of a change in accounting principle, with a corresponding increase to the net liability for unrecognized tax benefits. The impact primarily reflects the accrual of additional statutory interest and penalties as required by FIN 48, partially offset by adjustments to existing unrecognized tax benefits to comply with FIN 48 measurement principles.17
 



 


 

Exhibit 3.12 lists the accounting principle changes seen most often through 2006. Companies may also change estimates, such as depreciable useful lives, but those changes are treated prospectively, as discussed next.
 


Changes in Estimates

 

Whereas changes in accounting principles are handled retrospectively and—when practical—with restatement, changes in accounting estimates are handled on a prospective basis. For example, beginning on July 1, 2004, Netflix, Inc., changed the estimated useful life of its back-catalog DVD library. The company disclosed the change in estimate in the following note of its annual report for the year ending December 31, 2004:Prior to July 1, 2004, the Company amortized the cost of its entire DVD Library ... over one year. However, based on a periodic evaluation of both new release and back-catalogue utilization for amortization purposes, the Company determined that back-catalogue titles have a significantly longer life than previously estimated. As a result, the Company revised the estimate of useful life for the back-catalogue DVD library from a “sum of the months” accelerated method using a one-year life to the same accelerated method of amortization using a three-year life. The purpose of this change was to more accurately reflect the productive life of these assets. In accordance with Accounting Principles Board Opinion No. 20, Accounting Changes (“APB 20”), the change in life has been accounted for as a change in accounting estimate on a prospective basis from July 1, 2004.... As a result of the change in the estimated life of the back-catalogue library, total cost of revenues was $10.9 million lower, net income was $10.9 million higher and net income per diluted share was $0.17 higher for the year ended December 31, 2004.18
 


 


 

Exhibit 3.12
Accounting changes.
 

Source: American Institute of Certified Public Accountants, Accounting Trends and Techniques (New York: AICPA, 2007), Table 1-8.
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The $10.9 million reduction in 2004 DVD amortization expense was not set out separately in the income statement. Netflix reported pretax earnings of $21.8 million in 2004 and pretax earnings of $6.5 million in 2003. On an as-reported basis, Netflix’s pretax earnings in 2004 increased by over 300%. However, without the $10.9 million benefit from the increase in DVD back-catalog useful life, the pretax earnings increase in 2004 would have been 68%. Locating this accounting change in estimate and isolating its effect on income are essential steps in evaluating the 2004 financial performance of Netflix, Inc.
 





Nonrecurring Items in the Statement of Cash Flows

 

After the income statement, the operating activities section—using the indirect method—of the statement of cash flows is an excellent secondary source for locating nonrecurring items (step 2 in the search sequence outlined in Exhibit 3.4). The diagnostic value of this section of the statement of cash flows results from two factors needed to reconcile net income to net operating cash flows. First, gains and losses on the sale of investments and fixed assets must be removed from net income in deriving cash flow from operating activities, since all cash inflows from these transactions must be reported in the investing activities section of the statement of cash flows. Second, noncash items of revenue or gain and expense or loss must also be removed from net income to derive net operating cash flows. Both types of adjustments typically involve nonrecurring items that may not appear separately on the income statement.
 

The partial statement of cash flows of Baxter International, Inc., in Exhibit 3.13 illustrates the disclosure of nonrecurring items in the operating activities section of the statement of cash flows. The nonrecurring items would appear to be (1) infusion pump charges, (2) hemodialysis instrument charge, (3) average wholesale pricing litigation charge, (4) acquired in-process and collaboration research and development, and (5) restructuring charge (adjustments). Of these five items, only the last—restructuring charge (adjustments)—was disclosed on Baxter’s income statement. The first, second, and fifth items all involved asset write-downs, which are added back to net income because they did not involve cash outflows. The acquisition of in-process R&D is added back in the operating section because the entire cash outflow to acquire another company must be reported in the investing section. The litigation charge is added back because it is a provision, and no cash payments were made in 2007.
 

Exhibit 3.13
Nonrecurring items disclosed in the statement of cash flows: Baxter International, Inc., partial consolidated statements of cash flows, years ended December 31.
 

Source: Baxter International, Inc., annual report, December 31, 2007.
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Exhibit 3.14
Disclosure of nonrecurring items in both the income statement and the operating activities section of the statement of cash flows.
 

Sources: Companies’ annual reports. The year following each company name designates the annual report from which the example was drawn.
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Examples of nonrecurring items disclosed in the operating activities sections of a number of different companies are presented in Exhibit 3.14. Frequently, nonrecurring items appear in both the income statement and operating activities section of the statement of cash flows. However, some nonrecurring items are disclosed in the statement of cash flows but not the income statement. Exhibit 3.14 provides examples of both types of disclosure.
 






Interpreting Information in the Operating Activities Section

 

The statement of cash flows is an important additional source of information on nonrecurring items, as it may reveal nonrecurring items that are not disclosed separately in the income statement. To realize the diagnostic value of the statement of cash flows, it is crucial to determine which items in the operating activities section of the statement of cash flows are nonrecurring. The mere appearance in the operating section of the statement of cash flows as either an addition to or deduction from net income or loss does not signify that the item is nonrecurring. Some entries in this section simply reflect the noncash character of certain items of revenue, gain, expense, and loss. For example, depreciation and amortization are added back to Baxter’s net income or loss (Exhibit 3.13) because they are not cash expenses.19 The asset write-down charges are likewise added back to net income or loss because of their noncash character. However, a separate judgment may also be made that, unlike depreciation, these two items are both noncash and nonrecurring.
 

Exhibit 3.15
Investing cash flows: Baxter International, Inc., partial investing cash flows section, years ended December 31.
 

Source: Baxter International, Inc., annual report, December 31, 2007.
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Not all add-backs to net income involve noncash charges. Acquired in-process R&D, for example, is part of investing transactions involving cash outflows, as shown in a portion of the investing section in Exhibit 3.15.
 





Nonrecurring Items in the Inventory Disclosures of LIFO Firms

 

The carrying values of inventories maintained under the last in, first out (LIFO) method are sometimes significantly understated in relation to their replacement cost. For public companies, the difference between the LIFO carrying value and replacement cost—frequently approximated by the first in, first out (FIFO) method—is a required disclosure under Securities and Exchange Commission regulations.20 An example of a substantial difference between LIFO and current replacement value is found in a summary of the inventory disclosures of Winnebago Industries in Exhibit 3.16.
 

Exhibit 3.16
LIFO inventory valuation differences: Winnebago Industries, Inc. inventory footnote (in thousands).
 

Source: Winnebago Industries, Inc., annual report, 2007, Note 3.
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The inventory value on Winnebago’s 2007 balance sheet is $101,208, as measured using LIFO, while the replacement cost of the same inventory is $133,913—32% higher than reported.
 

A reduction in the physical inventory quantities of a LIFO inventory is called a LIFO liquidation. With a LIFO liquidation, a portion of the firm’s cost of sales for the year will be made up of the carrying values associated with the liquidated units. These costs are typically lower than current replacement costs, resulting in increased profits or reduced losses. As with the differences between the LIFO cost and the replacement value of the LIFO inventory, Securities and Exchange Commission regulations also call for disclosures of the effect of LIFO liquidations.21 Winnebago Industries had a LIFO liquidation in both 2006 as reported in the following disclosure:During Fiscal 2006, inventory quantities were reduced. This reduction resulted in a liquidation of LIFO inventory values, the effect of which decreased cost of goods sold by $4.0 million and increased net income by $2.6 million or $0.08 per share.22
 


 


 

Including the effects of the LIFO liquidations, Winnebago reported after-tax income from continuing operations in 2006 of $68.2 million, but would have reported $65.6 million without the LIFO liquidation, a 4% decrease. Given that the LIFO liquidation is nonrecurring, we would adjust 2006 earnings accordingly. Conceptually, the profit improvements resulting from LIFO liquidations represent the realization of an undervalued asset, not sustainable core earnings. The effect is analogous to the gain associated with the disposition of an undervalued investment, piece of equipment, or plot of land.
 





Nonrecurring Items in the Income Tax Note

 

Income tax notes are among the more challenging of the disclosures found in annual reports. However, they can be a rich source of information on nonrecurring items. Fortunately, one key schedule found in the standard income tax note helps us to identify nonrecurring increases and decreases in income tax expense. The schedule reconciles the actual tax expense or tax benefit with the amount that would have resulted if all pretax results had been taxed at the statutory federal rate (currently 35% in the United States). This disclosure for PepsiCo, Inc., is presented in Exhibit 3.17.
 

Exhibit 3.17
Reconciliation of statutory and actual tax rates: PepsiCo, Inc., years ended December 31.
 

Source: PepsiCo, Inc., annual report, 2007, Note 5.
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Notice that PepsiCo’s effective tax rate was reduced in 2006 by 8.6% and in 2007 by 1.7% as a result of a redetermination of taxes in prior years. The percentage effects are expressed in terms of the ratio of the reduction in income tax expense to income from continuing operations before taxes. In 2007 PepsiCo’s pretax income from continuing operations was $7,631 million, and its total tax provision was $1,973 million. The 2007 effective tax rate, disclosed in Exhibit 3.17, is derived by dividing the total tax provision by income from continuing operations before taxes: $1,973 divided by $7,631 equals 25.9%. To determine the dollar, as opposed to percentage, tax savings from tax settlements in 2007, multiply 1.7% times the 2007 pretax earnings: $7,631 million times .017 equals $129.7 million. PepsiCo explained in its note: “In 2007, we recognized $129 million of non-cash tax benefits related to the favorable resolution of certain foreign tax matters.”23 The tax settlement effects in both 2006 and 2007 appear to be nonrecurring. In contrast, lower tax rates on foreign operations are noticeably consistent, suggesting that PepsiCo’s effective tax rate will continue to be lower than the U.S. federal rate.
 

PepsiCo’s 2005 effective tax rate was increased by 7.0% as a result of repatriating earnings under the American Jobs Creation Act (AJCA)—congressional legislation that triggered many one-time repatriations. Using the reconciliation from statutory to effective tax rates, we might estimate PepsiCo’s sustainable effective tax rate as 35% plus 1% for state income tax effects less 6.5% for foreign tax effects, equaling 29.5%.
 

The PepsiCo disclosures provide one example of nonrecurring tax effects. Exhibit 3.18 provides a sampling of other nonrecurring tax benefits and tax charges that were found in recent company tax notes.
 

The tax benefits to Amazon.com result from utilizing loss carryforwards for which benefits had not previously been recognized. Taxable losses in earlier periods produced the tax savings recognized in 2004. Because the likelihood of their realization was not sufficiently high, the potential tax savings of the losses were not recognized in the income statements in the years in which these losses were incurred. The subsequent realization of these benefits occurs when the operating and capital loss carryforwards are used to shield operating earnings and capital gains, respectively, from taxation. These benefits should be treated as nonrecurring in analyzing earnings performance for the year in which the benefits are realized. In the case of Amazon.com, the tax benefit increased earnings by 65% in 2004.
 

Exhibit 3.18
Examples of nonrecurring income tax charges and benefits.
 

Sources: Companies’ annual reports. The year following each company name designates the annual report from which the example was drawn.
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Both Wyeth and First Solar reduced their effective tax rates as a result of benefits from research and development tax credits. This feature of the tax law is designed to encourage R&D spending in areas such as specific pharmaceuticals and alternative energy sources. As with all other tax credits, continuation of this source of tax reduction requires that the provision continue to be part of the tax law and that companies make the R&D expenditures necessary to earn future benefits.
 

The nonrecurring items of Boston Scientific and Monster Worldwide both result from adjustments to their deferred tax asset valuation allowances. The allowance balances represent the portion of tax benefits that have been judged unlikely to be realized.24 Increasing or decreasing this balance will create a nonrecurring tax charge or benefit, respectively. The prospects for realization of the tax benefit must have declined for Boston Scientific but improved for Monster Worldwide, although these changes are highly discretionary.
 

Eli Lilly has a tax reduction that is associated with operations located in Puerto Rico. It is also common to see such tax benefits produced by firms with operations in other countries. These benefits are designed to encourage companies, typically manufacturing companies, to locate in foreign countries. In many cases these benefits are for a limited period of time, though renewals of the benefit are sometimes possible. As a result, while the benefits are real, there remains a possibility that they will cease at some point in time. Eli Lilly reports in its tax note:We have a subsidiary operating in Puerto Rico under a tax incentive grant. The current tax incentive grant will not expire prior to 2017.
 


 


 

When a company reports tax benefits due to the location of operations in other countries, the possibility that the benefits might end or be reduced should be considered. In this case, however, we would treat the effect as recurring at least for the next 10 years.
 





Nonrecurring Items in the Other Income and Expense Note

 

An “other income (expense), net” or equivalent line item is commonly found in both the single and the multistep income statements. In the case of the multistep format, the composition of other income and expenses is sometimes detailed on the face of the income statement. In both the multistep and single-step formats, the most typical presentation is a single line item. Even though a note detailing the contents of other income and expense may exist, guidance is typically not provided as to its specific location. Where present, other income and expense notes tend to be toward the end of the notes to the financial statements.
 

Colgate-Palmolive Company uses a multistep format income statement and includes “other (income) expense, net” in operating income. The supporting note is provided in Exhibit 3.19.
 

Although these net amounts are small relative to Colgate-Palmolive’s operating income (over $2.6 billion in 2007), the volatility invites a closer look at the components. While some are recurring and steady, note the uneven effects of restructuring charges, gains on sales of product lines, and investment losses (income), and the nonrecurring effects of the voluntary product recall and SFAS 88 charges. Although the amounts are modest, on an adjusted basis, 2006 operating income increased by $60 million instead of the reported decrease of $55 million. In both 2005 and 2007 the nonrecurring items are largely offsetting, a common smoothing technique.
 

Exhibit 3.19
Composition of an other income and expense note: Colgate-Palmolive Company, years ended December 31 (millions).
 

Source: Colgate-Palmolive Company, annual report, December 2007, Note 15.
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Nonrecurring Items in Management’s Discussion and Analysis (MD&A)

 

Management’s discussion and analysis (MD&A) of financial condition and results of operations is an annual and a quarterly Securities and Exchange Commission reporting requirement. Provisions of this regulation have a direct bearing on the goal of locating nonrecurring items. As part of the MD&A, the Securities and Exchange Commission requires registrants to:Describe any unusual or infrequent events or transactions or any significant economic changes that materially affected the amount of reported income from continuing operations and, in each case, indicate the extent to which income was so affected. In addition, describe any other significant components of revenues and expenses that, in the registrant’s judgment, should be described in order to understand the registrant’s results of operations.25
 


 


 

Complying with these requirements will require some firms to identify and discuss items that may have already been listed in other financial statements and notes. In reviewing the MD&A with a view to locating nonrecurring items, attention should be focused on the section dealing with results of operations. Here management presents a comparison of results over the most recent three years, with the standard pattern involving discussion of, for example, 2007 with 2006 and 2006 with 2005.
 

Locating nonrecurring items in MD&A is somewhat more difficult than locating these items in other places. Often, the nonrecurring items in MD&A are discussed in text and are not set out in schedules or statements. However, a small number of firms do summarize nonrecurring items in schedules within MD&A. These tend to be more comprehensive and user-friendly than piecemeal disclosures embedded in text.
 

Exhibit 3.20
Effects of divestitures/impairment charges on income from continuing operations by segment included in MD&A of financial condition and results of operations: H.J. Heinz Company, year ended May 3, 2006 (in millions).
 

Source: H.J. Heinz Company, annual report, May 2006, 17.
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The disclosure presented earlier in Exhibit 3.1 provided a restatement of the as-reported net income of Panera Bread Company. This restatement removed the effects of items considered by Panera to be nonrecurring and was disclosed in Panera’s MD&A. An additional example of the disclosure of nonrecurring items from the MD&A of H.J. Heinz Company is presented in Exhibit 3.20. This schedule is not a comprehensive list of nonrecurring items, but is focused on the effects that exiting certain businesses has had on specific business segments.
 

As a result of the finalization of the strategic reviews related to the portfolio realignment, certain noncore businesses and product lines were sold in fiscal 2006 or are anticipated to be sold in fiscal 2007, and, accordingly, the relevant gains (losses) or noncash asset impairment charges have been recorded in continuing operations during fiscal 2006.
 

The presentation within the MD&A of information on nonrecurring items in schedules is still a fairly limited practice, but some companies list items that affect time series comparability. Conagra Foods, Inc., provided the following list in its May 2008 MD&A:Items of note impacting comparability for fiscal 2008 included the following: Reported within Continuing Operations• charges totaling $45 million ($28 million after tax) related to product recalls,

• charges totaling $26 million ($16 million after tax) under the Company’s restructuring plans, and

• net tax benefits of approximately $19 million related to changes in the Company’s legal entity structure, favorable settlements, and changes in estimates.


 

Items of note impacting comparability for fiscal 2007 included the following: Reported within Continuing Operations• charges totaling $103 million ($64 million after tax) under the Company’s 2006-2008 restructuring plan,

• charges totaling $66 million ($41 million after tax) related to the peanut butter recall,

• gains of approximately $21 million ($13 million after tax) related to the divestiture of an oat milling business and other non-core assets,

• benefits of $13 million ($8 million after tax) resulting from favorable legal settlements,

• a benefit of approximately $7 million ($5 million after tax) resulting from a favorable resolution of franchise tax matters,

• net tax charges of approximately $6 million related to unfavorable settlements and changes in estimates, and

• a gain of approximately $4 million resulting from the sale of an equity investment in a malt business, and related income tax benefits of approximately $4 million, resulting in an after tax gain of approximately $8 million.26



 



 


 

Though helpful in locating nonrecurring items, such schedules must be viewed as useful complements to, but not substitutes for, a complete search and restatement process.
 

The discussion to this point has taken us through the first six steps in the nonrecurring items search process that was outlined in Exhibit 3.4. This last step illustrates how additional nonrecurring items may be located in other selected notes to the financial statements.
 





Nonrecurring Items in Other Selected Notes

 

Typically, most material nonrecurring items will have been located by proceeding through the first six steps of the search sequence outlined in Exhibit 3.4. However, additional nonrecurring items or further details may be located in other notes. In fact, nonrecurring items can surface in virtually any note to the financial statements. Three selected notes that frequently contain other nonrecurring items are now discussed. These include notes on foreign currency exchange, restructuring, and quarterly and segment financial data. Recall that inventory, income tax, and other income and expense notes were discussed in steps 3 to 5.
 



Foreign Currency Exchange Notes

 

Foreign exchange gains and losses can result from both transaction and translation exposure. Transaction gains and losses result from either unhedged or partially hedged foreign currency exposure.27 This exposure is created by items such as accounts receivable and accounts payable that are denominated in foreign currencies. These foreign currency balances result from sales and purchases denominated in foreign currencies. As foreign currency exchange rates change, the value of the foreign currency assets and liabilities will expand and contract. This results, in turn, in foreign currency transaction gains and losses. This is the essence of the concept of currency exposure.
 

Translation gains and losses result from either unhedged or partially hedged exposure associated with foreign subsidiaries. Translation exposure depends on the mix of assets and liabilities of the foreign subsidiary. In addition, the character of the operations of the foreign subsidiary and features of the foreign economy are also factors in determining both exposure and the translation method applied. There are two possible statement translation methods, and of the two only one results in translation gains or losses that appear as part of net income. With the other method, the translation adjustment will be reported as part of other comprehensive income.28
 

Foreign currency gains and losses can also result from the use of various currency contracts such as forwards, futures, options, and swaps for purposes of both hedging and speculation. It is not uncommon to observe foreign exchange gains and losses year after year in a company’s income statement. However, it is also the case that the amounts of these items, as well as whether they are gains or losses, are often very irregular, making them candidates for nonrecurring classification.
 

To illustrate this, a portion of a note titled “Financial Instruments—Other Derivatives” from the 2007 annual report of Hewlett-Packard Company is reproduced here:HP recognizes the gains or losses on foreign currency forward contracts used to hedge balance sheet exposures in interest and other, net in the same period as the remeasurement gain and loss of the related foreign currency denominated assets and liabilities. Interest and other, net, included net foreign currency exchange gains of approximately $86 million in fiscal 2007, gains of approximately $54 million in fiscal 2006, and gains of approximately $70 million in fiscal 2005.29
 


 


 

While appearing in each of the past three years, Hewlett-Packard’s foreign currency exchange gains and losses are irregular. At 1% to 2% of pretax income during these years, the amounts are less material than the effects for First Solar described in Exhibit 3.3. The significance of foreign currency gains to First Solar’s financial results explains why they appear on the face of its income statement and are discussed in the MD&A, while for Hewlett-Packard, the only disclosure is in the foreign currency section of the note on financial instruments.
 



Restructuring Notes

 

Throughout business cycles, but especially in economic contractions, companies continuously tinker with their product lines, geographic reach, and organizational structure. Different firms call the process by different names (e.g., streamlining, downsizing, rightsizing, redeploying, or strategic repositioning), but the result is that firms often record nonrecurring—or at least irregular—charges for these activities. The size and scope of these activities ensures that they leave their tracks throughout the statements and notes. Notes on restructuring charges are among the most common of the transaction-specific notes. An example of a restructuring note is provided in Exhibit 3.21.
 

Exhibit 3.21
Restructuring note: Kimberly-Clark Corporation, year ended December 31, 2007 (in millions).
 

Source: Kimberly-Clark Corporation, annual report, December 2007, Note 2.
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Kimberly-Clark’s note provides further details, listing asset impairment charges for each year and describing the pattern of actual cash payments. Then the note provides the following schedule, which identifies where the restructuring charges are reflected on the income statement:[image: 063]
 



Using this information, and more provided in the note, we can identify and assess the effects of the restructuring charges on individual expenses, on pretax income, and on after-tax income from continuing operations. Although discussed in the MD&A, these charges are not revealed on any of the financial statements. The note is critical to our understanding of these activities.
 

Historically, firms have exhibited a tendency to overaccrue restructuring charges. Companies facing a poor year already may decide to take a “big bath” and recognize excessive amounts of restructuring costs. By accelerating these costs, the company relieves future profits of this burden and will, therefore, look stronger. Other companies seem more inclined to spread these charges out over several years, minimizing their effects and reflecting the longer-term nature of some restructuring plans. Because of their common recurrence, these charges are sometimes dubbed “cockroach” charges—from the old saying that if you see one cockroach, there are more where it came from. Still, even when recurring as for Kimberly-Clark, they remain irregular and unpredictable and should at least be isolated from core measures of ongoing operating profitability.
 

For some companies, disclosure of restructuring charges is so prominent that it would be difficult to miss them. In its 2007 annual report, The Hershey Company reported its restructuring charges in at least four separate locations:1. On a separate line item of the income statement (step 1 in the nonrecurring items search sequence).

2. Within the operating activities section of the statement of cash flows, with the noncash portion of the charges added back to net earnings or loss (step 2 in the search sequence).

3. In the section of the MD&A dealing with earnings (step 6 in the search sequence).

4. In a separate note to the financial statements on restructuring charges (step 7d in the search sequence).


 



Quarterly and Segmental Financial Data

 

Quarterly and segmental financial disclosures frequently reveal nonrecurring items, sometimes as footnotes to the schedules to support the assessment of profitability trends by quarter or by segment. E.I. du Pont de Nemours and Company, for example, reported the effects of a litigation charge and an asset impairment charge on the 2007 pretax earnings of its Performance Materials segment.30 Quarterly financial data of Bristol-Myers Squibb Company included a schedule of items affecting comparability, such as downsizing charges of $37 million in the first quarter, a $247 million gain on the sale of property in the third quarter, and its $275 million auction rate securities impairment charge in the fourth quarter.31
 

The last item to consider before we illustrate the collection of information on nonrecurring items and the development of the sustainable earnings series is other comprehensive income that companies must disclose in addition to net income.
 





Earnings Analysis and Other Comprehensive Income

 

As part of the disclosure of its statement of shareholders’ equity, the Walt Disney Company included the table shown in Exhibit 3.22.
 

Exhibit 3.22
Comprehensive income: The Walt Disney Company, year ended September 29, 2007 (in millions).
 

Source: The Walt Disney Corporation, annual report, September 2007, Statement of Shareholders’ Equity.
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This disclosure is required by SFAS No. 130, Reporting Comprehensive Income, which expanded the concept of income to include specific nonrecurring items.32 Traditional net income is combined with other comprehensive income to produce a complete bottom line (i.e., comprehensive income).
 

The principal elements of other comprehensive income are listed in the other comprehensive income section of the Walt Disney Company’s comprehensive income statement (Exhibit 3.23). They include:• Foreign currency translation adjustments.33


• Unrealized gains and losses on certain securities.

• Pension adjustments.34



 

Unrealized gains and losses on available-for-sale securities will make their way into the income statement when they are realized through sales. Unrealized gains and losses on derivatives will move into the income statement at their settlement dates. Foreign currency translation and pension adjustments will generally not be recognized in net income, but will remain in other comprehensive income indefinitely.
 

SFAS No. 130 permitted other comprehensive income to be reported in three different ways. The preferred alternative was to include it as a section of the income statement.35 However, reporting other comprehensive income in a separate statement is also permitted. A third option permitted is to report other comprehensive income as part of the statement of shareholders’ equity. It should come as no surprise that most firms have elected this third option. Firms have an aversion to including items in the income statement that have the potential to increase the volatility of earnings. Hence, given the option, firms have generally chosen to avoid the income statement.36
 

There is scant evidence at this point in time that statement users pay much attention to information on other comprehensive income, except as it affects total shareholders’ equity. Other comprehensive income is not included in discussions by companies about their earnings performance. It is not commented on in the financial press when earnings are announced. Earnings per share statistics do not incorporate other comprehensive income. There is no focus on other comprehensive income as part of earnings analysis, particularly since most of its components are irregular and unpredictable.
 

With the structure of the income statement and relevant GAAP now reviewed, the nature of nonrecurring items considered, and methods of locating nonrecurring items outlined and illustrated, we can now turn to the task of developing the sustainable earnings series.
 





Summarizing Nonrecurring Items and Determining Sustainable Earnings

 

The work to this point has laid out important background and provided specific examples, but it is not complete. Still required is a device to assist in summarizing information discovered in nonrecurring items so that new measures of sustainable earnings can be developed. The balance of this chapter is devoted to presenting a worksheet designed to summarize nonrecurring items and illustrating its use using a case study.37
 



The Sustainable Earnings Base Worksheet: Downloadable
Exhibit 3.23

 

The sustainable earnings base (SEB) worksheet is shown in Exhibit 3.23. Detailed instructions on completing the worksheet follow:1. Net income or loss as reported is recorded on the top line of the worksheet.

2. All identified items of nonrecurring expense or loss, which were included in the income statement on a pretax basis, are recorded on the “add” lines provided. Where a prelabeled line is not listed in the worksheet, a descriptive phrase should be recorded on one of the “other” lines and the amounts recorded there. In practice, the processes of locating nonrecurring items and recording them on the worksheet would take place at the same time. However, effective use of the worksheet calls for the background provided earlier in the chapter. This explains the separation of these steps in this chapter.

3. When all pretax, nonrecurring expenses and losses have been recorded, subtotals should be computed. These subtotals are then multiplied times 1 minus a representative combined federal, state, and foreign income tax rate. This puts these items on an after-tax basis so that they are stated on the same basis as net income or net loss.

4. The results from step 3 should be recorded on the line titled “tax-adjusted additions.”

5. All after-tax nonrecurring expenses or losses are next added separately. These items are either tax items or special income statement items that are disclosed on an after-tax basis under GAAP (e.g., discontinued operations, extraordinary items, or the cumulative effect of accounting changes). The effects of LIFO liquidations are sometimes presented before tax and sometimes after tax. Note that a line item is provided for the effect of LIFO liquidations in both the pretax and the after-tax additions section of the worksheet.


6. Changes in deferred-tax valuation allowances are recorded in the tax-adjusted additions (or deductions) section only if such changes affected net income or net loss for the period. Evidence of an income statement impact will usually take the form of an entry in the income tax rate-reconciliation schedule.

7. The next step is to subtotal the entries for after-tax additions and then combine this subtotal with the amount labeled “tax-adjusted additions.” The result is then recorded on the “total additions” line.

8. Completion of the next section of the worksheet, for nonrecurring revenues and gains, follows exactly the same steps as those outlined for nonrecurring expenses and losses.

9. With the completion of section two, the sustainable earnings base for each year is computed by adding the “total additions” line item to net income (loss) and then deducting the “total deductions” line item.


 

Exhibit 3.23
Adjustment worksheet for sustainable earnings base.
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Role of the Sustainable Earnings Base

 

The sustainable earnings base (SEB) provides earnings information from which the distorting effects of nonrecurring items have been removed. Some analysts refer to such revised numbers as representing “core” or “underlying” earnings. Sustainable is used here in the sense that earnings devoid of nonrecurring items of revenue, gain, expense, and loss are much more likely to be maintained in the future, other things being equal. Base implies that the sustainable earnings provide the most reliable foundation or starting point for projections of future results. The more reliable such forecasts become, the less likely it is that earnings surprises will result.
 





Application of the Sustainable Earnings Base Worksheet: Pfizer, Inc.

 

This example of using the SEB worksheet is based on the 2007 annual report of Pfizer, Inc. and its results for 2005 to 2007. The income statement, statement of cash flows, management’s discussion and analysis (MD&A) of results of operations, and selected notes are provided on the pages that follow in Exhibits 3.24 through 3.37.
 

Much of the content of the Pfizer financial statements as well as relevant footnote and other textual information is provided. This is designed to make the exercise as realistic as possible.
 

Exhibit 3.24
Consolidated statements of income: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.25
Consolidated statements of cash flows (operating activities only): Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.26
Income tax note—excerpts: Pfizer, Inc., years ended December 31 (in millions).
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Exhibit 3.27
Other income (expense) note—excerpts: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.28
Management’s discussion and analysis (excerpts from results of operations section): Pfizer, Inc., years ended December 31 (in millions).
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Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.29
Summary of significant accounting policies note—excerpt: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.30
Acquisitions note: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.31
Discontinued operations note: Pfizer, Inc., years ended December 31 (in millions).
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Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.32
Asset impairment charges note: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
 

[image: 082]

Exhibit 3.33
Cost-reduction initiatives note—excerpts: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.34
Acquisition-related costs note: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.35
Goodwill note—excerpt: Pfizer, Inc., years ended December 31 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.36
Share-based payment note—excerpt: Pfizer, Inc., year ended December 31, 2005 (in millions).
 

Source: Pfizer, Inc., annual report, December 2007.
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Exhibit 3.37
Segment information note—excerpt: Pfizer, Inc., years ended December 31 (in millions).
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Source: Pfizer, Inc., annual report, December 2007.
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The Pfizer Worksheet Analysis: Downloadable Tool 3.38

 

An enumeration of the nonrecurring items located in the Pfizer annual report is provided in the completed sustainable earnings base (SEB) worksheet found in Exhibit 3.38. Each of the nonrecurring items is recorded on the SEB worksheet. When an item is disclosed for the first, second, third, or fourth time, it is designated by a corresponding superscript in a summary of the search process provided in Exhibit 3.39. For purposes of illustration, all nonrecurring items have been recorded on the SEB worksheet without regard to their materiality. A materiality threshold could exclude a series of immaterial gains or losses that could, in combination, distort a firm’s apparent profitability.
 

Without adjustment, Pfizer’s income statement reports net income of $8,144 million, $19,337 million, and $8,085 million in 2007, 2006, and 2005, respectively, leaving the impression of a company with volatile earnings. However, the complete adjustment for nonrecurring items conveys a different message. After restatement, sustainable earnings amount to $13,627 million, $12,884 million, and $12,410 million in 2007, 2006, and 2005, respectively, indicating a stable sustainable earnings base with moderate growth. Similarly, reported profit margins of 16.8%, 40.0%, and 17.1% in 2007, 2006, and 2005, respectively, contrast with steadier adjusted profit margins of 28.1%, 26.6%, and 26.2%, in 2007, 2006, and 2005, respectively.
 

Clearly the number and magnitude of nonrecurring items identified in the Pfizer annual report caused its unanalyzed earnings data to be unreliable indicators of profit performance. Without the comprehensive identification of nonrecurring items and the development of the SEB worksheet, the company’s three-year operating performance is virtually impossible to discern.
 

Exhibit 3.38
Adjustment worksheet for sustainable earnings base: Pfizer, Inc., years ending December 31.
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An efficient search sequence for identifying nonrecurring items was outlined in Exhibit 3.4.38 While the recommended search sequence may not be equally effective in all cases, most of Pfizer’s nonrecurring items could be located by implementing steps 1 to 6, a sequence that is relatively cost-effective. Although the other notes—step 7—provided details of some nonrecurring charges, the significant effects were already identified in the earlier steps.
 

Exhibit 3.39
Summary of nonrecurring items search process: Pfizer, Inc.
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Some Further Points on the Pfizer Worksheet

 

The construction of an SEB worksheet always requires the exercise of judgment. Materiality judgments are avoided by simply recording all nonrecurring items without regard to their materiality. However, the classification of items as nonrecurring, as well as on occasion their measurement, calls for varying degrees of judgment. Two examples of Pfizer items that required the exercise of judgment, in terms of either classification or measurement, are discussed next.
 


Acquired In-Process R&D

 

For a pharmaceutical firm like Pfizer, research and development—both internal and acquired—is a core component of operations. Consequently, some users of financial statements treat acquired in-process R&D as a component of R&D expense. Its irregularity, however, is a good reason to separate it from measures of sustainable earnings. Note that beginning in 2009, acquired in-process R&D will be capitalized as an identifiable intangible asset and will be expensed only when the R&D efforts are completed or abandoned.39
 


The Tax Rate Assumption

 

The tax rate used in the Pfizer worksheet was a combined (federal, state, and foreign) 16 percent. This is the three-year average effective tax rate for the company based on the recurring portions of the income tax provision, as disclosed in the income tax note in Exhibit 3.27. The tax rate scales the numbers in the worksheet to their after-tax amounts. The goal should be a rate that is a reasonable representation of this combined rate and reflects the effects of a company’s geographic choices. Pfizer clearly enjoys tax benefits from its overseas operations.
 





Summary

 

An estimation of the sustainable portion of earnings should be the centerpiece of analyzing business earnings. This task has become a far greater challenge over the past decade as nonrecurring items have increased with corporate reorganizations and associated activities and with enhanced levels of disclosure. Some of the labels attached to these producers of nonrecurring items are restructuring, rightsizing, downsizing, reengineering, redeployment, repositioning, reorganizing, rationalizing, and realignment. The following are some key points to consider:• An earnings series from which nonrecurring items have been purged is essential in order to both evaluate current trends in operating performance and make projections of future results.

• The identification and measurement of nonrecurring items will typically require the exercise of judgment.

• There are no agreed-upon definitions of nonrecurring items as part of GAAP. Moreover, various labels are used beyond the term nonrecurring, including special, unusual, non-operating, and noncore.

• It is common to treat items as nonrecurring even though they may appear with some frequency in the income statement. However, these items would usually be very irregular in terms of their amount as well as whether they are revenues and gains or expenses and losses.

• The key question to pose in making the nonrecurring judgment is: Will underlying trends in operating performance be obscured if the item remains in earnings?

• Some material nonrecurring items will be separately disclosed on the face of the income statement. However, a substantial number will be disclosed in other statements and locations. It is typically necessary to extend the search for nonrecurring items well beyond the income statement.

• In response to limitations on the time available for a whole range of important activities, an efficient and abbreviated search sequence is presented in this chapter and illustrated with a comprehensive case example. While a comprehensive review of the complete financial reporting is the gold standard, reliable information on sustainable earnings can typically be developed while employing only a subset of reported financial information.


 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Exhibit 3.23: Adjustment Worksheet for Sustainable Earnings Base
 

Exhibit 3.38: Adjustment Worksheet for Sustainable Earnings Base, Pfizer, Inc.
 





Internet Links
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Time Value of Money

 

Saving with a goal in mind has been a part of most people’s lives. Whether we are saving for a rainy day, saving to buy a stereo, a car, a house, a gift for someone special, or retirement, we set a goal and we strive to achieve the goal in a specific or fixed amount of time.
 

If I owe you a sum of money, would you rather receive it today or a year from today? The time value of money refers to what the value of a dollar amount is today (present value) versus what the value of that same dollar amount will be in X amount of time (future value). For example, what is the value of $10,000 today versus the value of $10,000 20 years ago, or 20 years in the future? Would $10,000 10 years ago have been enough money to buy a new car? Will $10,000 buy a car today? Will $10,000 buy you a car in 10 years?
 

Financial calculations for the time value of money can be done by algebra, by using compound interest tables, by using a financial calculator, or—most quickly and easily—by using Microsoft Excel®. Excel is the best number cruncher on this planet, and is used by financial professionals worldwide.
 

If you need some instruction in Excel—or a refresher—get started now. You will find links for Excel tutorials at the end of this chapter.
 

To see explanations and illustrations of using Excel for financial calculations involving the time value of money, check out the Web site for this chapter.
 

Further and more advanced uses of the time value of money will be found in Chapter 6, “Planning Capital Expenditure.” To understand what we mean by time value of money, we will look at various measures used to determine the value of money over time.
 





Future Value

 

The future value of a dollar amount put into a savings account reflects what we expect the value of that dollar amount to be in a fixed amount of time, or how we expect the money to grow. Growth or, in the case of a savings account, the interest rate paid, is the amount that we expect to receive above the amount that we have deposited.
 

For example, on Billy’s 10th birthday his aunt opens a savings account in his name and deposits $50 into that account. Over the years, Billy forgets that he has this bank account, and at the age of 20, he finds the passbook stuffed in the back of a drawer. When he opens the passbook, he remembers the birthday gift of $50 from his aunt. For Billy, this $50 is just the amount he needs to purchase a new pair of jeans.
 

Exhibit 4.1
How Billy’s savings account grew.
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Billy goes to the bank, presents the passbook, and requests to withdraw $50, assuming this will zero out his balance and close the account. After a few moments, the teller hands Billy the $50 he requested and returns his passbook. Before leaving the bank, Billy looks in his passbook and sees that he still has a balance of $31.44. It dawns on him that his account has earned interest on the initial amount of the savings. Let us analyze why Billy still has money in that account and how the $50 grew to a balance of $81.44. For this example, we will assume that the annual rate of interest that the bank paid over the 10 years remained fixed at 5%.
 

The initial balance was $50 with an annual interest rate of 5%. This means that at the end of the first year the balance was $50 + ($50 × 5%) or $50 + $2.50, which totals $52.50. The $2.50 is the amount earned from interest. Interest in this account is compound interest, which means that interest is earned on the original balance plus whatever interest has been added. Therefore, at the end of the second year, the amount on which interest was paid was the balance at the end of the first year, $52.50, which is the principal balance and the interest earned at the end of the first year. At the end of year 2, the balance was $52.50 + ($52.50 × 5%) or $52.50 + $2.63 in interest, which equals $55.13. Exhibit 4.1 provides us with the yearly balance details on how Billy’s money grew over the 10-year period to the value of $81.44, which is the balance prior to withdrawing the money for the jeans.
 

The formula for calculating the future value is:(Formula 4a)
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We can use formula 4a to solve for any FV provided we know the other values.
 

F V = Unknown (future value or the value at the end of a time period) 
P V = $50 (present value, the amount that was initially invested or deposited) 
I = 5% (interest paid on the account) 
N = 10 (number of time periods/years)
 


 

Substituting, we have:[image: 097]
 

Exhibit 4.2
Solving for FV using Billy’s birthday gift: Excel example 1.
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To solve using Excel, open your Excel program and follow the directions given here. (See Exhibit 4.2.) If you have not installed the Excel Financial Add-Ins, please review the instructions posted in the Web site for this chapter.
 

• Enter the following values into cells B3, B4, and B5, respectively.B3 = -$50 (Note that this must be a negative value, as it is an outflow of cash.)

B4 = 5%

B5 = 10



• Enter the “=” sign into cell B7.

• Select “FV” from the functions box (may require you to use the drop-down menu to find FV).

• Enter the Rate value (select cell B4).

• Enter the Nper value (select cell B5).

• Skip the Pmt value or insert “0” (this is for a payment value made each period).

• Enter the PV value (select cell B3).

• Select “OK” in the function argument box.

The FV of the $50 calculated out to 10 years at 5% equals $81.44.
 



Additional FV Exercise

 

The following exercise illustrates solving for FV using algebra and using Excel.
 

Algebraic approach to finding the FV:F V = Future value (unknown) 
P V = $6,000 
I = 6% 
N = 5 years
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The values in Exhibit 4.3 reflect the preceding calculations.
 

Here is a step-by-step Excel approach to finding the FV of $6,000 (see Exhibit 4.4).
 

• Enter the following values into cells C4, C5, and C6, respectively.C4 = -$6,000 (Note that this must be a negative value, as it is an outflow of cash.)

C5 = 6%

C6 = 5



• Now enter the “=” sign into cell B8.

• Now select “FV” from the functions box (may require you to use the drop-down menu to find FV).Exhibit 4.3
Finding FV.
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Exhibit 4.4
Solving for FV: Excel example 2.
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• Now enter the Rate value (select cell C5).

• Now enter the Nper value (select cell C6).

• Skip the Pmt value or insert “0” (this is for a payment value made each period).

• Now enter the PV value (select cell C4).

• Now select “OK” in the function argument box.

The FV of our $6,000 calculated out to five years at 6% equals $8,029.35.
 

As you can see from the previous example, using Excel is quicker than using the algebraic approach.
 

To continue to illustrate solving FV calculations using Excel, we will use various present values.
 

F V = Future value (unknown) 
P V = -$8,000 
P V = -$9,000 
P V = -$10,000 
P V = -$15,000 
P V = -$20,000 
I = 3.75% 
N = 3 years 
 


 

Exhibit 4.5
Solving for various FVs with a fixed time and interest rate: Excel example 3.
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To solve for the various future values, follow the instructions in the previous problem and review the comments regarding the inputs into each cell as seen in Excel example 3 (Exhibit 4.5).
 





Present Value

 

One way to think of present value is to consider, “What is the amount that we need to invest or deposit today in order to have a specific amount in the future?” In solving for present value, we are asking this question; we must, however, know the amount we need at the end (FV), the interest rate (I), and the length of time (N). The formula for present value is:(Formula 4b)
 

[image: 103]
 



We previously solved for future value: N = 10 years, interest (I) = 5%, and present value (P V) = $50. Our result was $81.44. We used formula 4a to solve for FV: F V = P V × (1 + I)N. Note the similarities in the two formulas. Using the rules of algebra, we change formula 4a to 4b and now solve for PV.
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Note that the $50.00 was the initial amount deposited into Billy’s account on his 10th birthday by his aunt. (When using financial calculators or Excel, the PV will result in a negative number; this represents the cash outflow or deposit required to result in a positive FV.)
 



PV Exercises

 

The following exercise illustrates solving for PV using algebra and Excel.
 

Find the PV, the amount we need to deposit today into a savings account that pays a fixed interest rate of 7% over the term of the deposit, which will result in a FV of $8,000 at the end of five years.
 

P V = Present value (unknown) 
F V = $8,000 
I = 7% 
N = 5 years
 


 

Using Formula 4b and substituting given values,
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The values in Exhibit 4.6 reflect these calculations.
 

Here is a step-by-step Excel approach to finding the PV of $8,000 (see Exhibit 4.7).
 

• Enter the following values into cells C4, C5, and C6, respectively.C4 = $8,000 (Note that this not a negative value, as this is the FV.)

C5 = 7%

C6 = 5



• Now enter the “=” sign into cell B8.

• Now select “PV” from the functions box (may require you to use the drop-down menu to find PV).

• Now enter the Rate value (select cell C5).

• Now enter the Nper value (select cell C6).

• Skip the Pmt value, or insert “0” (this is for a payment value made each period).

• Now enter the FV value (select cell C4).

• Now select “OK” in the function argument box.

Exhibit 4.6
Finding PV.
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Exhibit 4.7
Solving for PV: Excel example 4.
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The PV required to deposit today to produce a FV of $8,000 calculated out to five years at an interest rate of 7% equals -$5,703.89. (This is a cash outflow and requires a negative value using Excel.)
 

To continue to illustrate solving PV calculations using Excel, we will use various future values.
 

P V = Present value (unknown) 
F V = $8,000 
F V = $9,000 
F V = $10,000 
F V = $15,000 
F V = $20,000 
I = 8% 
N = 3 years
 


 

To solve for the various present values, follow the instructions in the previous PV exercise and review the comments regarding the inputs into each cell as seen in Excel example 5 (Exhibit 4.8).
 

Notice in Excel example 5 that the PVs are negative; this reflects that a cash outflow is required.
 

Exhibit 4.8
Solving for various PVs with a fixed time and interest rate: Excel example 5.
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Annuities

 

While discussing present values and future values, we considered single payments at the beginning or at the end of a fixed time interval. Annuities differ, as they require or provide a cash flow (CF) or series of payments over a specific time period. The time period may be annually, quarterly, monthly, or even weekly.
 

Annuities meet three criteria: They (1) pay an equal amount, (2) at a specific time interval, (3) for a specific time period.
 

If we are placing money into an annuity, we need to consider in which type of annuity to invest. Two types of annuities are the ordinary annuity and the annuity due.
 



Ordinary Annuity

 

An ordinary annuity pays out at the end of the time interval. Most annuities fall into this category.
 

Consider the following two examples representing annuities that require payments of $500 per period over 10 periods.
 

For the ordinary annuity, we have the simple payment schedule shown in Exhibit 4.9.
 

Exhibit 4.9
Payments into an ordinary annuity.
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Exhibit 4.10
Payments into an annuity due.
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Annuity Due

 

An annuity due is one that pays at the beginning of the time interval. A good example of an annuity due would be paying into a savings account.
 

For the annuity due, we have the simple payment schedule shown in Exhibit 4.10.
 

Note that we have not considered the interest rate in the two examples, but confirm that these are annuities since they meet the three criteria: They (1) pay an equal amount, (2) at a specific time interval, (3) for a specific time period. Note also that each payment is a negative amount; this reflects payments made. As previously mentioned, the negative sign (indicated by parentheses) is important when using financial calculators, or Excel to solve for the present and future values of annuities.
 



Calculating the Future Value of an Ordinary Annuity

 

If we make payments into an annuity under the preceding two payment schedules, Exhibits 4.9 and 4.10, the FV of the annuity due will be higher than the FV of the ordinary annuity. The reason for this is that the first annuity due payment is made in period 0; therefore, it will begin to earn interest one period earlier than the ordinary annuity.
 

The algebraic formula for calculating the future value of annuity (FVAN) of an ordinary annuity for our example is:[image: 111]
 



The values in Exhibit 4.11 reflect these calculations.
 

Exhibit 4.11
Future value of an ordinary annuity.
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Note that interest is compounded.
 

(Formula 4c Simplified)
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Working with the simplified formula provides us the following:[image: 114]
 



To understand the values presented in Exhibit 4.11, we see that the initial payment of $500 has a FV of $919. To verify this, we can use the formula for FV:(Formula 4a)
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Substituting into the equation, we have the following:[image: 116]
 



To confirm that the number of payments is correct, we look at the FV of the amount paid into the annuity in year 9. N in this case is 9; as mentioned, this is an ordinary annuity, which means that payments are made at the end of the time period. Therefore, the payment made at the end of year 9 receives interest for only one period. Substituting again into the FV formula 4a, we have F V = P V × (1 + I)N.
 

Substituting into the equation, we have the following:[image: 117]
 



Let us now use Excel to calculate the FV of an ordinary annuity using the same values as before (see Exhibit 4.12).
 

Here is a step-by-step Excel approach to finding the FVAN:• Enter the following values into cells C4, C5, and C6, respectively:C4 = -$500

C5 = 7%

C6 = 10



• Now enter the “=” sign into cell C8.

• Now select “FV” from the functions box (may require you to use the drop-down menu to find FV).

• Now enter the Rate value (select cell C5).

• Now enter the Nper value (select cell C6).

• Now enter the Pmt value (select cell C4). 

• Skip or enter a “0” for PV.

• Skip or enter a “0” for Type.

• Now select “OK” in the function argument box.


 

Exhibit 4.12
Finding the future value of an ordinary annuity: Excel example 6.
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The FV of this ordinary annuity is $6,908.22.
 

We will use Excel to verify the future value of the $500 that was deposited into the annuity at the end of period 1. (See Exhibit 4.13.) As stated in Exhibit 4.11, this payment had a value of $919 at the end of the annuity. To determine the value of this individual payment:• Enter the following values into cells C4, C5, and C6, respectively.C4 = -$500

C5 = 7%

C6 = 9 (The payment is made at the end of the period; therefore, the value of N = 9.)



• Now enter the “=” sign into cell C8.

• Now select “FV” from the functions box.

• Now enter the Rate value (select cell C5).

• Now enter the Nper value (select cell C6).

• Skip or enter a “0” for Pmt (we are only interested in the FV of a single payment). 

• Now enter the PV value (select cell C4).

• Skip or enter a “0” for Type.

• Now select “OK” in the function argument box.


 

Exhibit 4.13
Finding the future value of the first payment in an ordinary annuity: Excel example 7.
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The FV of this first payment into the ordinary annuity is $919.23 at the end of the period, which confirms the future value of payment 1 in Exhibit 4.11.
 

Additional Exercise: Future Value of Annual Ordinary Annuity
 

To continue to illustrate solving FVAN calculations using Excel, we will use various PMT values (see Exhibit 4.14).
 

FVA = Future value of annuity (unknown) 
PMT = -$350 
PMT = -$900 
PMT = -$1,000 
PMT = -$1,500 
PMT = -$2,000 
I = 6% 
N = 5 years
 


 

To solve for FVAN, follow the instructions posted in reference to Excel example 6.
 

Exhibit 4.14
Finding the FVANof various ordinary annuities: Excel example 8.
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Additional Exercise: FVAN
 

Determine the future value(s) of a 15-year, $2,000 ordinary annuity at various interest rates (see Exhibit 4.15).
 

Annuity = -$2,000 
N = 15 
I = 0.5% 
I = 3.5% 
I = 6.5% 
I = 7.0% 
I = 9.5%
 


 

To solve for FVAN, follow the instructions posted in reference to Excel Example 6, but note that the cell addresses may differ.
 



Calculating the Present Value of an Ordinary Annuity

 

The algebraic formula for calculating the PVAN is:(Formula 4d)
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Exhibit 4.15
Finding the future value of an ordinary annuity: Excel example 9.
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Note that deposits are discounted in the Exhibit 4.16 payment schedule.
 

We will forgo solving for PVAN using the algebraic formula and instead use Excel to solve for PVAN (see Exhibit 4.17).
 

PVAN = Present value of annuity at the end of a time period N

I = Interest = 7% 
N = Number of periods = 10 
PMT = $500 
Present value of the annuity = $3,511.79
 


 

Exhibit 4.16
Payment schedule for ordinary annuity.
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Exhibit 4.17
Finding the present value of an ordinary annuity: Excel example 10.
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Additional Exercise Calculating PVANUsing Excel
 

See Exhibit 4.18.
 

Annuity = $2,000 
N = 15 
I = 0.5% 
I = 3.5% 
I = 6.5% 
I = 7.0% 
I = 9.5%
 


 





Amortized Loans

 

Money borrowed from banks or other sources to purchase items such as factory machinery, inventory, personal residences, or automobiles is expected to be paid back over time. When the money is lent, an agreement is reached with the lender for the borrower to repay the loan, with interest, in a specified time. We generally agree to pay the lender back in equal installments, which may be weekly, bimonthly, monthly, or annually, over a specific period of time, and at a specific interest rate.
 

Exhibit 4.18
Finding the present value of an annual ordinary annuity with various interest rates: Excel example 11.
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In this discussion on amortized loans, we will not cover any recent changes to the types of loans on offer. We will focus on loans repaid in equal installments over the life of the loan, with portions of the repayments applied toward the principal and interest, where the objective is to pay off the principal amount of the loan. Amortize is derived from the Latin admortire, to kill, which for this exercise is the result of paying off the loan. We will review the schedule and payment structures associated with amortizing loans.
 



Exercise on Amortized Loans

 

We need to borrow money to purchase a new machine for our production line. We are borrowing the entire cost of the machine, $200,000, for a period of 10 years, with an annual interest rate of 10%. To determine our annual repayments, we will use the Excel “PMT” function (see Exhibit 4.19). The first step is to determine what our annual payments will be; to do so we enter the known data:• PV = -$200,000 (note the minus sign). This is the cost of the machine, $200,000, entered into cell C4.

• I = 10%. This is the annual interest rate, entered into cell C5.

• N = 10. The length of the loan is 10 years, entered into cell C6.


 

Exhibit 4.19
Determine the annual payment schedule of a loan: Excel example 12.
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From the data we solve for “PMT,” which provides a result of $32,549.08. This amount is due in annual installments for 10 years. A quick look at the payment schedule and number of payments tells us that this $200,000 machine will cost us $325,490.80 over the life of the loan (10 equal payments of $32,549.08).
 

To understand the distribution of the annual payments toward principal and interest, we will refer to the amortization schedule, Exhibit 4.20.
 

To create the table, we input the original loan amount of $200,000 into column B, the amount at the beginning of the year. The equal annual payments of $32,549 are posted in column C. We then determine the amount of interest due at the end of the first year by taking the beginning-of-the-year balance and multiplying it by the interest rate of 10%. For the first year, the result in an interest charge of $20,000, and the interest due is posted in column D. To determine the amount that is deducted from the principal amount of $200,000, we first subtract the interest from the payment amount. For year 1, this amount is $32,549 - $20,000 = $12,549. This amount is posted in column E. The balance at the end of year 1, which is also the balance at the beginning of year 2, is $200,000 - $12,549, or $187,451.
 

Exhibit 4.20
Amortization schedule.
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From Exhibit 4.20, we see that as the principal amount decreases, the amount put toward the principal increases, and the annual interest due decreases.
 



Additional Exercise on Amortizing Loans

 

When most consumers shop for home loans, they compare interest rates. For this exercise, we consider the same principal loan amount of $200,000 over 30 years, but with different interest rates of 4.89% and 5.25%. We will compare only single annual payments for this exercise. To review additional exercises, including a monthly payment schedule for this exercise, check out the Web site for this chapter. Using Excel, we determine our annual payments to be $12,847.61 at 4.89% and $13,383.39 at 5.25% (see Exhibit 4.21).
 

From the amortization schedule, Exhibit 4.22, we see that over the term of the loan, the higher interest rate costs the borrower more than $16,000 in additional interest payments.
 

If you are working with Excel online, you can find an excellent mortgage and loan amortization schedule by going to the “Type a question for help” box in Excel, enter “amortization”, and then select the table that best suits your needs.
 



Irregular or Uneven Cash Flows

 

In earlier topics in this chapter, our discussions represented even cash flows, with calculations of future and present values of annuities. In discussing annuities, we stated that annuities must pay an equal amount, at a specific time interval, for a specific time period. An irregular cash flow means that cash flow varies over time. For example, banks adjust their interest rates on savings and variable-rate home loans, and companies adjust their annual stock dividends. All are examples of uneven cash flows.
 

Exhibit 4.21
Determine the annual payment schedule of a loan: Excel example 13.
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Uneven Cash Flow Exercise

 

In Exhibit 4.11, we calculated the FV of an annuity with regular cash flows. In Exhibit 4.16, we calculated the PV of the same annuity with regular cash flows. For this exercise, we are going to modify the cash flow in both of these examples to help us understand what occurs to the future and present values during uneven cash flows. We will keep the interest rate and time unchanged; however, we will change the payments to reflect uneven cash flows.
 

Exhibit 4.23 represents regular cash flows of $500 into an ordinary annuity over 10 periods at 7%, and the FV of the annuity.
 

Exhibit 4.24 has uneven cash flows in periods 4, 6, 7, and 8 compared to Exhibit 4.23. We see that the FVs of the uneven cash flows in periods other than 4, 6, 7, and 8 are unchanged. In the periods where the cash flow payments changed, we see that the FV has increased or decreased, depending on the difference in the value of the payment versus the original values in Exhibit 4.23; the final value at the end of the period has changed, too.
 

In calculating FV for an uneven cash flow, we are unable to use any Excel formulas and resort to calculating the individual FV of each payment. Exhibit 4.25 represents regular cash flows of $500 into an ordinary annuity over 10 periods at 7%, and the PV of the annuity.
 

Exhibit 4.22 Amortization schedule equal time length, different interestes.
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Exhibit 4.23
Regular cash flows with FV.
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Exhibit 4.24
Uneven cash flows with FV.
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Exhibit 4.25
Regular cash flows with PV.
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In Exhibit 4.26 the PVs of the uneven cash flows in periods other than 4, 6, 7, and 8 are unchanged. In the periods where the cash flow payments have changed, we see that the PV has increased or decreased, depending on the difference in the value of the payment versus the original values in Exhibit 4.25; also note that the final value at the end of the period has changed, too.
 

The NPV results of $3,715 in Exhibit 4.26 confirm our calculations in Excel example 14 (Exhibit 4.27) and confirm that we are able to calculate uneven cash flows using the NPV formula. When using Excel’s NPV formula, we must keep in mind that the formula assumes that the first payment is made at the end of period 1.
 

Exhibit 4.26
Uneven cash flows with PV.
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Exhibit 4.27
Finding the present value of an uneven cash flow: Excel example 14.
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Summary

 

What is the value of a dollar today versus the value that the same exact dollar amount will have in two years? On January 2, 2009, we deposit $10,000 (PV) for two years (N) at 10% (I); we calculate our compounded interest and principal and determine that on January 2, 2011, the future value of our deposit will be $12,100 (FV). If we did not deposit or invest the $10,000 and allowed it to remain in a safe-deposit box, on January 2, 2011, we would have exactly $10,000.
 

When we calculate the value of the $10,000 in the safe-deposit box on January 2, 2011, we determine that its present value (PV) is only $8,264.46. If we discount the original $10,000 to $8,264.46 and invested it at 10% for two years, we calculate the future value (FV) of our $8,264.46 to be $10,000. When discussing the time value of money, we assume that money invested or saved will earn interest. Therefore, a known dollar amount today is worth more than that same dollar amount in the future.
 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Discounted Cash Flow: Using Excel to Solve Financial Formulas
 

Discounted Cash Flow Web
 

Internet Links
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Capital Structure
 

Craig A. Stephenson

 

 

 

Financial managers perform many tasks, and one of the most important of these tasks is raising capital to fund the internal investments of the firm. Businesses identify, analyze, and approve investment opportunities, and financial managers choose the most efficient way to fund these internal investments.
 

The decision criteria for efficient or inefficient funding of the firm’s internal investments are based on the firm’s cost of capital. If the firm raises capital in a manner that reduces or minimizes its cost of capital, then its financial managers have done well and raised capital efficiently. In contrast, if the firm raises capital in a manner that increases or does not minimize its cost of capital, then its financial managers have done poorly and not raised capital efficiently. Financial managers, therefore, regularly calculate and track their firm’s cost of capital, so they can determine if the firm is being funded in an efficient manner.
 

Financial managers also use their firm’s cost of capital as a critical input in the investment analysis process. Internal investment opportunities are identified, and the cash outflows and inflows of these opportunities are estimated. The cost of capital necessary to fund investment opportunities is used as a hurdle rate to determine whether the project is a good project or a poor project. If the cash inflows from the project produce a rate of return on the cash outflows greater than the cost of the capital invested in the project, then the project should be accepted. If the cash inflows from the project instead produce a rate of return on the cash outflows less than the cost of the capital invested in the project, then the project should be rejected.
 

Managing the firm’s cost of capital requires that financial managers understand risk and return, and how to choose the right mix of debt finance and equity finance. This chapter works through these topics, using both financial theory and practice, so you will understand the factors that determine the cost of capital and the capital structure of the firm. Financial managers also need to understand how the firm’s bonds and stocks are valued using discounted cash flow (DCF) methods, and the last sections of this chapter discuss and illustrate this process.
 





Risk and Return

 

The relationship between risk and return is one of the fundamental relationships in finance, because investors are risk averse, meaning they prefer less risk to greater risk. It is not true that investors are unwilling to invest in risky ventures or projects, but it is true that to entice investors to place their capital in riskier ventures or projects, they must expect to earn a higher rate of return. If you offer an investor two potential investments, one of lower risk and one of higher risk, and both projects have the same expected return, a rational investor will always choose the lower-risk investment. For investors to instead choose the higher-risk alternative, it must have a higher expected return. This higher expected return must be high enough, in fact, to entice the investor to select the higher-risk alternative. The relationship between risk and return is a positive one, as shown in Exhibit 5.1.
 

Exhibit 5.1
The relationship between risk and return.
 

[image: 137]

Investors who are risk averse will not invest in risky securities without greater expected returns. This also means that to earn greater expected returns investors must be willing to accept greater risk.
 



Measuring Returns

 

The periodic return earned by any investment is based on the value of the investment at the beginning of the period, any income received from the investment during the period, and the value of the investment at the end of the period. The rate of return earned over any period of time is called the holding period return and is calculated as:[image: 138]
 



This equation shows that investment returns have two components, income and capital gains. The first term in the equation is the income yield, calculated as the income received during the period divided by the initial investment. The second term in the equation is the capital gains yield, calculated as change in the value of the investment divided by the initial investment. If the beginning value of the investment was $10, the income received from the investment during the period was $1, and the ending value of the investment was $12, then the holding period return is:[image: 139]
 



In this example, the income yield was 0.10 or 10%, and the capital gains yield was 0.20 or 20%, producing a total holding period return of 0.30 or 30%.
 

This general formula works when measuring the holding period return for any period of time for any investment. For the more specific case of an investment in a share of stock (and we look at common stocks throughout this chapter), the income component is called the dividend yield, and the capital gains component is called the capital gains yield. The formula for holding period return on an investment in common stock is:[image: 140]

 where the holding period return earned during period t is based on the dividend received during period t, the stock price at the end of the prior period t - 1, and the stock price at the end of period t.

Research on the common stock of the Walt Disney Company, a worldwide entertainment company with operations in media networks, parks and resorts, studio entertainment, and consumer products, shows Disney’s stock price at the beginning of 2006 was $23.97 per share and at the end of 2006 was $34.27 per share, and its stock paid cash dividends per share of $0.31 in 2006. With these data, we are able to calculate the year 2006 holding period return to an investor in Disney’s common stock as:[image: 141]
 



During 2006 investors in Disney common stock were well rewarded, earning a dividend yield of 1.29% and a capital gains yield of 42.97%, which combine to produce a total return of 44.26%.
 

Many firms collect, analyze, and publish information about the returns earned by alternative investments. Ibbotson Associates, Inc., which publishes data showing, among other items, the average annual returns earned by different investments over different holding periods, is a well known and widely cited authority in this area. A selected group of average annual returns for the 80-year holding period from 1926 through 2005 is presented in Exhibit 5.2, which shows that investors in small company stocks earned the highest average returns over this 80-year holding period, and investors in U.S. Treasury bills earned the lowest average returns.
 

Exhibit 5.2
Average annual returns, 1926-2005.
 

Source: Modified from Stocks, Bonds, Bills, and Inflation: 2006 Yearbook, Ibbotson Associates, Inc.
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Exhibit 5.2 also reveals the positive relationship between risk and return, as small company stocks have the highest risk of the investment series shown in the table, and U.S. Treasury bills have the lowest risk.
 

Now that we have discussed how to measure investment returns, we will move on to measuring investment risk.
 



Measuring Risk

 

The risk of any investment is defined by the variability of the investment’s returns. Investments with low variability of returns have lower risk, as their returns are more predictable. Investments with high variability of returns, in contrast, have higher risk, as their returns are less predictable. This variability can produce both better than predicted returns and worse than predicted returns, so we will measure variability of returns in both directions, upside and downside. We will begin our look at risk by considering the risk of a single asset held by itself and then move on to the case of a single asset held in a portfolio of assets.
 

Stand-alone risk is the risk associated with an investment in a single asset held alone. In this case, the investor has all of his or her wealth invested in this single asset and is entirely exposed to the variability of returns of this asset, so we measure stand-alone risk as the risk of this asset by itself. To do this we will look to the field of statistics, specifically the concept of standard deviation.
 

The standard deviation of returns for any investment, which is the square root of the variance of returns for the investment, measures the dispersion or variability of returns around the mean return for a period. A lower standard deviation of returns for an asset indicates a less variable and lower-risk investment, and a higher standard deviation of returns for an asset indicates a more variable and higher-risk investment.
 

Because of its predictive ability, standard deviation is particularly helpful in understanding the variability and risk of an asset’s returns. For any data series that follows a standard normal distribution, the mean and standard deviation tell us how close or far the individual observations in the series will be from the mean. Exhibit 5.3 presents this relationship between the mean (µ) and standard deviation (σ ) for any standard normal data series. This relationship, along with knowledge of the mean annual return and standard deviation of annual returns for any asset, allows us to predict the distribution of returns and therefore the variability and risk of the asset.
 

Exhibit 5.3
The normal distribution.
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The region in black on both side of the mean, plus or minus one standard deviation, accounts for 68.2% of the observations, so if the mean annual return of an asset is 15% and the standard deviation of annual returns of the asset is 5%, then 68.2% of the asset’s annual returns will be between 10% and 20%. The regions in dark gray and black on both sides of the mean, plus or minus two standard deviations, account for 95.4% of the observations, so for the same asset 95.4% of the annual returns will be between 5% and 25%. All three of the shaded regions on both sides of the mean, plus or minus three standard deviations, account for about 99.7% of the observations, so for the same asset 99.7% of the annual returns will be between 0% and 30%. This is the power of standard deviation in explaining the variability and risk of an asset. If the asset has a high standard deviation of annual returns, then the range of possible annual returns around the mean of the asset is very wide, and the asset is of higher risk. If the asset, in contrast, has a low standard deviation of annual returns, then the range of possible annual returns around the mean of the asset is very narrow, and the asset is of lower risk.
 

The standard deviation of returns for any asset is calculated in four steps:1. Calculate the arithmetic mean return for the asset over some time period.

2. Subtract each individual return from the mean return to get the deviations.

3. Square each deviation, sum the deviations, and divide this sum by the number of observations minus 1, producing the variance.

4. Take the square root of the variance, which produces the standard deviation of returns for the asset.


 

The formula for standard deviation of returns is:[image: 144]

 where σ is the standard deviation of returns, Ri is each individual return, R is the mean return, and n is the number of observed returns.

With a series of returns for any asset, the standard deviation of returns for the asset can be calculated with this formula. The Center for Research in Security Prices (CRSP) at the University of Chicago captures and reports returns for many investment securities, and CRSP data is frequently used by academics and practitioners when researching investment returns.
 

We will illustrate the calculation and interpretation of standard deviation of returns using common stock as the asset, specifically the common stock of the Walt Disney Company and IBM. The annual returns earned on the common stock of Disney and IBM, as captured and reported by CRSP, are shown in Exhibit 5.4.
 

Based on these 10 years of data, the mean annual return and standard deviation of annual returns for the common stock of Disney are 3.12% and 25.17%, respectively. For the common stock of IBM, the mean annual return is 12.54% and the standard deviation of annual returns is 32.43%. These results show the common stock of IBM has a higher standard deviation of annual returns than the common stock of Disney. Since standard deviation of returns is the appropriate measure of stand-alone risk, IBM’s common stock is riskier than Disney’s common stock for investors who choose to hold all of their wealth in a single asset. A stand-alone investment in IBM common stock is more variable and volatile. In up years, IBM’s stock performs better than Disney’s stock, but in down years IBM’s stock performs worse than Disney’s stock. IBM’s stock does have a higher mean annual return than Disney’s stock, but IBM’s stock is also riskier, reflecting the positive relationship between risk and return.
 

Exhibit 5.4
Annual returns of Disney and IBM, 1998-2007.
 

Source: Center for Research in Security Prices, Graduate School of Business of the University of Chicago.
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Portfolio Risk

 

Stand-alone risk is an important concept to understand, but it is also just the starting point in the study of risk and return, because investors usually do not hold all of their wealth in a single asset or stock. Investors typically hold a collection or portfolio of assets, so we need to examine risk in a portfolio context. Risk and return in a portfolio is very different from stand-alone risk and return due to diversification effects, which makes the risk of an asset when held in a portfolio lower than the risk of the asset alone. First we will examine the return of a portfolio, and then we will consider the risk of a portfolio.
 

Calculating the return of a portfolio of assets is quite simple, because the return of a portfolio is the weighted average of the return of the individual assets in the portfolio, with the weights determined by value. The formula for this calculation is where RP is the return of the portfolio, Wi is the weight by value of asset i, Ri is the return of asset i, and you sum these weighted returns for all n assets in the portfolio.
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For example, if asset A is 50% of the value of the portfolio and has a return of 10%, asset B is 30% of the value of the portfolio and has a return of 15%, and asset C is 20% of the value of the portfolio and has a return of 18%, then the return of the portfolio is:[image: 147]
 



The return of any portfolio is the simple weighted average of the returns of the individual assets in the portfolio. As was true for the risk of an asset held alone, the correct measure of risk for a portfolio is the standard deviation of portfolio returns. The standard deviation of returns from a portfolio, however, is not the weighted average of the standard deviations of the individual assets in the portfolio. The reason this is true is due to the correlation between the assets in a portfolio, which results in the standard deviation of returns and therefore the risk of a portfolio, is lower than the standard deviation of returns and risk of the individual assets in the portfolio.
 

Correlation measures the joint variation between any two variables, which in finance means the extent to which asset values and returns move together. If two stocks have a correlation of +1.0, they are said to be perfectly positively correlated, and their values and returns always move in the same direction. Suppose asset A has a mean return of 6% per year, asset B has a mean return of 9% per year, and asset A and asset B are perfectly positively correlated. If asset A’s annual return is higher than its mean return in a particular year, then asset B’s annual return will also be higher than its mean return in the same year. Conversely, if asset A’s annual return is lower than its mean return in a particular year, then asset B’s annual return will also be lower than its mean return in the same year. If the assets in a portfolio are perfectly positively correlated, there is no risk reduction associated with holding the assets in a portfolio, because the individual asset returns always move together, in the same direction. In this unique and unrealistic situation, the standard deviation of the portfolio’s returns actually is the weighted average of the standard deviation of returns of the individual assets in the portfolio, so risk is not reduced by holding assets in a portfolio.
 

In the opposite case, when two assets have a correlation of -1.0, they are said to be perfectly negatively correlated, and their value and returns always move in the exact opposite direction. Suppose asset Y has a mean return of 10% per year, asset Z has a mean return of 12% per year, and asset Y and asset Z are perfectly negatively correlated. If asset Y’s annual return is higher than its mean return in a particular year, then asset Z’s annual return will be lower than its mean return in the same year. Conversely, if asset Y’s annual return is lower than its mean return in a particular year, then asset Z’s annual return will be higher than its mean return in the same year. In this similarly unique and unrealistic situation, the standard deviation of the portfolio’s returns will be significantly reduced, because the variability in the returns of the two assets offset each other. Any move by one asset above its mean return will be offset by a move by the other asset below its mean return, so the standard deviation, and risk, of the portfolio is greatly reduced.
 

In the real world of asset values and returns, we typically observe positive correlations between 0.5 and 0.7. This means most assets do move together, but this movement is not always in the same direction. This observed positive correlation, but much less than perfectly positive correlation, is due to unique factors that impact only individual assets, and common factors that impact many, and perhaps nearly all, assets. We will consider these factors in order.
 

There are many unique factors, also called diversifiable or nonsystematic factors, that impact only individual assets or particular stocks. Examples of such factors include the brilliance or folly of a company’s managers, the success or failure of a large research and development initiative, consumer frenzy for or avoidance of a particular good or service, beneficial or harmful local weather, or accidents or strikes at a particular company. Since these unique factors by definition affect only individual companies, investors can diversify or reduce the risk associated with these factors by holding portfolios. In a portfolio, it is highly likely a few assets or stocks will experience poor returns due to unfavorable unique factors, but it’s also highly likely a few assets or stocks will experience excellent returns due to their own unique factors. This reduces the volatility and standard deviation of returns and risk of the entire portfolio by offsetting the unique and poor returns of some of the assets or stocks in the portfolio with unique and good returns of some others of the assets or stocks in the portfolio. This is how holding a portfolio of assets reduces risk. As long as the components of the portfolio are not perfectly positively correlated, the standard deviation of returns (and risk) of the overall portfolio is less than the standard deviation of returns and risk of the individual assets held in the portfolio. The main point here is that unique or nonsystematic risks are diversified in a portfolio of assets, reducing this particular type of risk.
 

In spite of unique or diversifiable factors that differ across firms, asset or stock values and returns still tend to move up or down with general economic and financial market conditions. In good years, most investments earn good returns—not all investments, but certainly most. In poor years, most investments earn poor returns. There are common factors that drive economic conditions in favorable or unfavorable directions, and, not surprisingly, these common factors also impact the value and returns of most assets and stocks. Examples of common factors that impact economic conditions and asset returns include commodity prices, interest rates, foreign exchange rates, inflation, and consumer confidence, to name just a few. These common factors, called market, nondiversifiable, or systematic factors, cannot be eliminated by investing in portfolios, because the individual assets in the portfolio are all, or nearly all, affected by these factors. No matter how the portfolio is constructed or how many assets are in the portfolio, changes in these factors will affect the returns of most of the component assets in a similar manner, and will therefore affect the returns of the entire portfolio as well. Market or systematic risks are not diversified by holding a portfolio of assets, as this particular type of risk is not reduced.
 

We have seen that assets and stocks carry two different types of risk. Nonsystematic risks are unique to individual stocks, and as long as these stocks are held in a portfolio and have less than perfectly positive correlation, this type of risk is reduced. As the number of stocks in a portfolio increases, this risk gets smaller and smaller, and once the portfolio contains approximately 30 assets or stocks, the unique or nonsystematic risk is eliminated. Unique or nonsystematic risk, therefore, is irrelevant; it is not priced, and investors are not rewarded for holding it, because it can be easily eliminated.
 

Systematic or market risk, in contrast, which is created by factors common to all assets or stocks, cannot be diversified. This risk cannot be eliminated, no matter how many stocks are in a portfolio. Systematic or market risk, therefore, is relevant, it is priced, and investors expect to be rewarded for holding it. This logic is the basis of the capital asset pricing model (CAPM), which states that the appropriate measure of risk for any asset is that particular asset’s contribution to the risk of a portfolio.
 

This measure of risk for any asset or stock in a portfolio is determined by the mathematics of the standard deviation of the portfolio. For example, if a portfolio contains two common stocks, stock A and stock B, the standard deviation of the portfolio is defined by a two-by-two variance/covariance matrix, which contains four statistical components: the variance of stock A, the variance of stock B, the covariance between stock A and stock B, and the covariance between stock B and stock A (which is identical to the covariance between stock A and stock B). In this portfolio of two stocks, there are two variance terms and two covariance terms, so in a small portfolio the variance of the individual stocks contributes significantly to the standard deviation of the portfolio.
 

If you have not encountered covariance in your studies, the covariance between any two stocks measures the extent to which the stocks move together and the volatility of these movements. Stocks with high covariance tend to have large movements frequently in the same direction, so placing stocks with high covariance together in a portfolio does not reduce the risk of the portfolio very much. Stocks with small covariance, in contrast, tend to have smaller movements less frequently in the same direction, so placing stocks with low covariance together in a portfolio reduces the risk of the portfolio much more.
 

If a portfolio contains five stocks it has five variance terms, one for each stock in the portfolio. With five stocks in the portfolio, the variance/covariance matrix is five by five, 25 terms in all. Since there are five variance terms, there are also 20 covariance terms, so the variance of the individual stocks contributes less to the standard deviation of the portfolio, and the covariance terms contribute more. If the portfolio contains 50 stocks, it has 50 variance terms, but the variance/covariance matrix is 50 by 50, 2,500 terms in all. Since there are 50 variance terms, there are also 2,450 covariance terms; now the variance terms contribute very little to the standard deviation of the portfolio, and the covariance terms dominate. In the limit, the variance of the individual stocks has zero effect on the standard deviation of the portfolio, as there are 1/N variance terms, and (1 - 1/N) covariance terms, with N being the number of stocks in the portfolio. This allows us to conclude that in a portfolio of many different stocks, the variance of the individual stocks does not matter. The covariance between the stocks in the portfolio is what determines the standard deviation of returns and risk of the portfolio, and this covariance is based on the correlation between the stocks in the portfolio.
 

The appropriate measure of risk for any stock in a portfolio is its contribution to the risk of the overall portfolio, which we have seen is the covariance of returns between the stock and the other stocks in the portfolio. A stock with high covariance of returns with the other stocks in the portfolio has returns that are highly correlated with the returns of the other stocks and has a high standard deviation as well.
 

In nonstatistical language, this means a stock with a high covariance with the other stocks in the portfolio adds to the risk of the portfolio, because its returns move in the same direction as the returns of the other stocks, and these movements are large or volatile. If the portfolio increases in value because the majority of the component stocks are earning positive returns, then a high-covariance stock usually earns larger positive returns, further increasing the return of the overall portfolio. If the portfolio instead decreases in value because the majority of the component stocks are earning negative returns, then a high-covariance stock usually earns larger negative returns, further decreasing the return of the overall portfolio. This is how a high-covariance stock adds to the risk of the portfolio. In up years this type of stock is up more than the other stocks in the portfolio, pushing the portfolio up even more. In down years this same stock is down more than the other stocks in the portfolio, pushing the portfolio down even more.
 

A stock with low covariance of returns with the other stocks in the portfolio tends to move in a different direction than the other stocks in the portfolio, or these movements are not large or volatile. This type of stock does not increase in value as much as the other stocks in the portfolio in good years, and it does not decrease in value as much as the other stocks in the portfolio in poor years. A stock with a low covariance of returns, therefore, reduces the variability and standard deviation of returns and the risk of the portfolio.
 





Capital Asset Pricing Model

 

The capital asset pricing model (CAPM) developed the concept that the contribution of an individual stock to the risk of a portfolio is best measured by comparing the returns of the individual stock to the returns of the overall stock market. We have previously discussed how common factors, such as interest rates, foreign exchange rates, inflation, and consumer confidence, impact economic conditions and affect stock prices and returns. These common factors are the cause of market or systematic risk, which cannot be eliminated by diversification and is therefore relevant and priced.
 

If a particular stock is highly susceptible to market or systematic risk, during good economic conditions the stock will earn larger than average positive returns, and during poor economic conditions the stock will earn larger than average negative returns. This type of stock is risky to include in a portfolio, since it increases the standard deviation of returns of the portfolio by making good years even better and poor years even worse. Stocks that are not very susceptible to market or systematic risk, in contrast, are not risky when held in a portfolio. They do not go up much in good years, and they do not go down much in poor years, reducing the standard deviation of returns of the portfolio.
 

The CAPM measure of the risk of any stock when held in a portfolio is called a beta coefficient, and is calculated with this formula:[image: 148]
 



This formula says the beta coefficient for any stock, i, is calculated as the covariance between the stock, i, and the overall stock market, m, divided by the variance of the overall stock market, m. Beta coefficients are published by many information sources, and they can be easily calculated with a time series of returns for an individual stock and the overall stock market. We will not go into the detail of how to calculate beta coefficients, but we will discuss in detail what a beta coefficient tells us about the risk of a stock when held in a portfolio.
 

The covariance of returns between a stock and the overall stock market is the multiplication of three terms; the correlation between the returns of the stock and the returns of the market, the standard deviation of returns of the stock, and the standard deviation of returns of the market. If the numerator in the beta calculation is larger than the denominator, it means the correlation between the stock and the market is high and the stock is highly volatile, having a large standard deviation of returns. This tells us the stock tends to move in the same direction as the overall market and these movements are of greater magnitude. From our previous discussion, this tells us the stock has greater than average risk when held in a portfolio, which results in a beta coefficient for the stock greater than 1.0.
 

If the numerator in the beta calculation is equal to the denominator, the covariance between the returns of the stock and the returns of the overall market is equal to the variance of returns of the overall market. This tells us the stock tends to move in the same direction as the overall market, and these movements are of the same magnitude. A stock that behaves in this manner is exactly as volatile as the overall market, and it is therefore of average risk when held in a portfolio, which results in a beta coefficient of 1.0.
 

Exhibit 5.5
Beta coefficients.
 

Source: Value Line Survey pages, Value Line Publishing, Inc., 2008.
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Finally, if the numerator in the beta calculation is less than the denominator, the covariance between the stock and the overall market is low—possibly because the returns of the stock and the returns of the market are not highly correlated, and possibly because the standard deviation of returns for the stock is low. In this case, the stock may or may not move in the same direction as the overall market, and if it does move in the same direction, these movements are of small magnitude. A stock with these characteristics has lower than average risk when held in a portfolio, as reflected in its beta coefficient of less than 1.0.
 

The beta coefficients published by a well-known source, Value Line, Inc., for several well-known firms, are listed in Exhibit 5.5.
 

These companies were chosen to show a wide range of beta coefficients. One company, Boeing, has a beta coefficient of 1.0, so it has the same amount of systematic risk as the stock market overall, making it an average risk stock when included in a portfolio. Four companies have beta coefficients less than 1.0, so these firms are all of lower than average risk when held in a portfolio. Five of the companies in the table, in contrast, have beta coefficients greater than 1.0, so these firms are all of higher than average risk when held in a portfolio. Again, market or systematic risk cannot be eliminated by diversification, so knowing a stock’s beta coefficient tells you the amount of risk the stock contributes to a portfolio, which allows you to calculate the expected return on the stock, given its level of risk.
 

To summarize, the capital asset pricing model is based on the following logic:• Unique or nonsystematic risk can be eliminated by diversification, so it is not relevant and not rewarded.

• Market or systematic risk cannot be eliminated and is therefore relevant and rewarded.

• The correct measure of market or systematic risk is beta, the covariance of the returns of the stock with the returns of the market, divided by the variance of the returns of the market, which indicates how exposed a stock is to market or systematic risk.


 



The CAPM Equation

 

The expected return of any stock is calculated as the expected risk-free return, plus an additional return based on the expected risk premium for investing in the market, times the beta coefficient of the stock. The CAPM equation for the expected return of any stock looks like this:[image: 150]
 



The formula tells us that, to begin with, the expected return of any risky stock i—E(Ri)—must at least equal the return earned by investing in risk-free securities, Rf. No one would invest in a risky stock if its expected return was less than the risk-free rate of return. To entice investors to buy risky stocks instead of risk-free securities, there must be some positive expected premium, and the right side of the CAPM equation represents this premium. The term in the brackets is called the market risk premium, as it is the difference between the expected return on an investment in the overall stock market—E(Rm)—minus the risk-free rate of return, Rf. This market risk premium is the additional extra return above the risk-free return that an investor expects to earn by investing in the entire market of risky stocks. It is the expected additional return on the entire market of risky stocks, so if a company (and its stock) is of average market or systematic risk and has a beta coefficient of 1.0, like Boeing, this market risk premium equals the risk premium for the stock. In the case of the high-risk stocks shown in Exhibit 5.5, those with beta coefficients greater than 1.0, the market risk premium is not sufficient to attract investors. These stocks have more risk, so they require a larger risk premium. The size of this risk premium is the beta coefficient for the stock times the market risk premium. In the opposite case of the low-risk stocks with beta coefficients less than 1.0, this market risk premium is larger than necessary to attract investors. The risk premium for these stocks is calculated as the beta coefficient for the stock times the market risk premium, which produces a risk premium smaller than the market risk premium.
 

The CAPM equation for expected return is also called the security market line (SML). The graph of the SML is virtually identical to Exhibit 5.1 shown earlier in this chapter, except the horizontal axis for risk now has a more formal CAPM term, beta. The SML shown in Exhibit 5.6 reveals that a stock with a beta coefficient of zero has no systematic risk and no risk premium, and will earn the risk-free rate of return. A stock with a beta coefficient of 1.0 has the same amount of systematic risk as the overall market, has the same risk premium as the market, and has an expected return equal to the expected return of the market. Stocks with beta coefficients higher than 1.0 have expected returns greater than the expected return of the market, and stocks with beta coefficients lower than 1.0 have expected returns lower than the expected return of the market.
 

The CAPM advances the general concept of risk and return into a specific measure of risk and expected return, which can be estimated for any company and its stock. If you know the risk-free rate of return, the market risk premium, and the beta coefficient for a stock, you can calculate an investor’s expected return from holding the stock. Beta coefficients for stocks can be obtained from many sources, and Exhibit 5.5 presented the Value Line beta coefficients for 10 well-known firms. To use the CAPM equation, we also need to know the risk-free rate of return, and the current yield to maturity of the 30-year U.S. Treasury bond is commonly used for this purpose, because U.S. Treasury bonds are presumed to be default risk free. The yield to maturity on U.S. Treasury bonds is reported on a daily, or minute-by-minute, basis by many information sources, and at the time this chapter was written, the yield to maturity of the 30-year U.S. Treasury bond was 4.20%.
 

Exhibit 5.6
Security market line.
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The last bit of information required to calculate the expected return of a stock is the market risk premium, which is the difference between the expected return of the overall stock market and the risk-free rate of return. Unfortunately, the expected return of the overall market of risky stocks is not observable, so we cannot directly calculate the market risk premium. We instead use a proxy for this market risk premium based on available historical information about the returns earned by the market of risky stocks and risk-free U.S. Treasury bonds. This information was presented for large company stocks and U.S. Treasury bonds in Exhibit 5.2 earlier in the chapter, and these historic average annual returns for large company stocks and U.S. Treasury bonds for the 80-year period from 1926 to 2005 are presented in Exhibit 5.7.
 

From this information, we see, on average, over 80 years, an investment in the common stock of large companies returned 6.5% (12.3% - 5.8%) more than an investment in U.S. Treasury bonds. Stated in CAPM terms, the premium earned by investing in the market of risky stocks versus investing in risk-free securities was 6.5%. This is what we will use as the market risk premium in the CAPM equation, the difference between average annual returns earned by large company stocks and the average annual returns earned by U.S. Treasury bonds. We have a long time series of average annual returns earned by large company stocks and U.S. Treasury bonds, and we will use the difference between these two average returns as a proxy for the market risk premium.
 

Exhibit 5.7
Average annual returns, 1926-2005.
 

Source: Modified from Stocks, Bonds, Bills, and Inflation: 2006 Yearbook, Ibbotson Associates, Inc.
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With the risk-free rate of return, the beta coefficient for a stock, and the proxy for the market risk premium, the expected return of any stock can be calculated. For the Walt Disney Company the calculation is:[image: 153]
 



This is the CAPM expected return for Disney stock. For the other firms listed in Exhibit 5.5, their lower or higher beta coefficients result in lower or higher rates of expected return. For PepsiCo, this expected return is 8.10%; for Boeing, this expected return is 10.70%, which is also the expected return for the entire market of stocks since Boeing has a beta coefficient of 1.00; and for JPMorgan Chase, this expected return is 12.0%.
 

The last point to understand is that the CAPM expected return is also the required return for any common stock. Given the risk of the stock as reflected in its beta coefficient, the current risk-free rate of return, and the proxy market risk premium, investors must expect to earn the CAPM return; otherwise they will not invest in that stock. The capital asset pricing model, therefore, is widely used to determine the cost of equity capital for a company. The CAPM equation produces the return that investors must expect to earn if they are to hold the common stock of a company, which is the cost of equity capital for the company.
 





Cost of Capital

 

All companies calculate their cost of capital as a part of the investment analysis process. Capital is required to fund internal investment projects, and this capital has a cost. Once a company’s cost of capital is known, this cost is used as the hurdle rate when evaluating investment projects. If a project earns a rate of return in excess of the cost of capital, it should be accepted. If a project earns a rate of return below the cost of capital, it should be rejected.
 

One more important point must be made here: We calculate the cost of capital provided to the firm by external investors, that is, long-term lenders and stockholders. These investors provide long-term capital to the firm, which is invested in long-lived projects, and they expect to earn an appropriate risk-adjusted return from their investment. This is why it is called the cost of capital. We omit sources of funds like accounts payable, wages payable, and taxes payable, for example, because they do not come from long-term lenders and stockholders. These are short-term sources of funds that do not carry an explicit cost and are typically created by the day-to-day operations of the firm. So remember to focus on the firm’s long-term capital sources and the cost of these sources.
 

The cost of capital for a firm is the cost of its debt capital, plus the cost of its common and preferred equity capital, weighted by the relative amount of debt and common and preferred equity in the firm’s capital structure. This is called the weighted average cost of capital (WACC) and is calculated with the following formula:[image: 154]
 



This formula tells us the weighted average cost of capital for a firm is its current cost of debt capital (Kdebt ), times the relative weight of debt in the capital structure (Wdebt ), times 1 minus the corporate tax rate (1 - t), plus its current cost of common equity capital (K
common equity ), times the relative weight of common equity in the capital structure (Wcommon equity), plus its current cost of preferred equity capital (Kprefequity), times the relative weight of preferred equity in the capital structure (Wprefequity). Calculating a company’s WACC is a mechanical process that requires determining the value of all the input variables in the formula and combining them into the WACC. We examine each input to the formula and the end result in the next section.
 





Cost of Debt and Equity Capital

 

We start with the first input variable in the equation, the firm’s cost of debt. Specifically, we will use the interest rate the company would pay if it issued new debt capital right now. Recall that WACC is used as the hurdle rate for current internal investment projects, so we need to use the current cost of debt when calculating WACC. This cost of debt capital for any firm is the yield to maturity of its bonds currently traded in the financial markets. If the firm’s bonds are being bought and sold in financial markets today at a price that yields, say, 8%, that tells us that 8% is the firm’s current cost of debt. Investors are willing to buy and hold the company’s bonds at an 8% yield, so this number is the firm’s current cost of debt.
 

The yield to maturity for a company’s traded bonds is reported by many financial information sources. Mergent BondViewer is an excellent source of information about corporate bonds, and at the time this chapter was written, Mergent reported that a long-term bond issued by the Walt Disney Company that matures in March 2032 was being traded with a yield to maturity of 6.96%. Since investors are willing to buy and hold Disney bonds at a 6.96% yield to maturity, this is Disney’s current cost of debt capital. One warning is necessary when determining cost of debt capital. It is incorrect to use the coupon interest rate of a firm’s bonds as the cost of debt, because that coupon interest rate was set when the bond was sold at some earlier date. In the case of this particular Disney bond, the coupon interest rate was set at 7% when the bond was issued in February 2002. Since Disney issued bonds with a 7% coupon interest rate and investors purchased these bonds, it is accurate to state that Disney’s cost of debt was 7% when the bonds were issued. After the date of original issue, financial market conditions changed; in fact, they change every day, and bond yields change as well. Be sure to select the current yield to maturity of the company’s traded bonds to determine its current cost of debt capital.
 

Interest paid by companies on borrowed capital is deductible for income tax purposes. If a firm’s income tax rate is 40% and it pays $100 of tax deductible interest expense, taxable income is reduced by $100, which reduces income taxes by $40, leaving an after-tax interest expense of $60. This is why the cost of debt is multiplied by 1 minus the income tax rate when calculating WACC. The income tax rate for a company can be found in its income statement, and for Disney, its income tax rate averaged 36% during the three reporting years from fiscal year 2006 through fiscal year 2008. With an income tax rate of 36%, Disney’s after-tax cost of debt is the current yield to maturity on its bonds, multiplied by 1 minus the income tax rate of 36%.
 

Through our previous discussion of risk and return and the capital asset pricing model, we have already determined that the cost of equity capital represented by Disney’s common stock is 10.375%. Given Disney’s beta coefficient of 0.95, a market risk premium of 6.5%, and the risk-free rate of return of 4.20%, the cost of equity capital provided by Disney common stockholders is 10.375%.
 

There is another category of equity capital, known as preferred stock, because it has preferences over common stockholders with respect to dividends and liquidation. This means preferred stockholders must receive their dividends before common stockholders are entitled to any dividend payments, and if the firm fails and is liquidated, preferred stockholders receive the par value of their shares before common stockholders receive any payments. Preferred stock dividends are stated as a dollar amount per share, so a share of preferred stock with a $50 par value and a $3 dividend per share earns a dividend yield of $3 ÷ $50 or 6.0% of par value.
 

The dividend per share for preferred stock is fixed through time, and, if the firm is liquidated, the preferred stockholders will receive par value at the most. These characteristics more closely describe debt securities or bonds, so preferred stock is often considered to be more like debt, but preferred stock differs from true debt because it has no maturity date; it has an infinite life and will pay its fixed dividend forever. Any asset or security that pays a fixed cash amount forever is called a perpetuity, and preferred stock with its infinite and fixed dividend fits this description precisely. The required return or cost of capital for preferred stock can therefore be calculated with the formula for a perpetuity, which is:[image: 155]
 



So the cost of preferred stock is equal to the dividend yield at the current market price. If a share of preferred stock has a $3 dividend and a current market price of $40, then investors are willing to purchase the preferred stock at a return of $3 ÷ $40, which equals 0.075 or 7.5%; this is the required return and cost of capital for this share of preferred stock.
 

If a company has preferred stock outstanding, the cost of preferred stock as just calculated must be included when calculating the firm’s cost of capital. For the majority of companies this is not necessary, as preferred stock is rarely observed in the capital structure of firms in the year 2008. Preferred stock has primarily been used in recent years as part of the early stage financing of start-up companies, where investors have received preferred stock convertible into shares of common stock, which they will convert into common stock if the company succeeds. If the company performs well and becomes a publicly owned company, or it is purchased by another firm, this preferred stock is converted into common stock and retired. If the company performs poorly and fails, the preferred stock disappears. Be aware, however, that preferred stock does exist in the capital structure of some companies, so be sure to look for it when examining the firm’s balance sheet. If a company does have preferred stock outstanding, be sure to calculate the cost of this preferred stock and include it in the overall cost of capital for the firm.
 





Weight of Debt and Equity Capital

 

We have examined how to calculate a company’s cost of debt and cost of common and preferred equity, but to determine its weighted average cost of capital we also need to know the relative proportions or weights of debt and common and preferred equity in its capital structure. The weight of debt in the capital structure is calculated as:[image: 156]
 



This ratio is called the long-term debt to capitalization ratio, as the denominator is the total long-term capital of the firm, and the numerator is the firm’s long-term debt. The weight of common equity in the firm’s capital structure is calculated with the same formula, except common equity is the numerator:[image: 157]
 



If the firm has preferred stock in its capital structure, the weight of preferred equity is calculated with preferred equity as the numerator:[image: 158]
 



The values for a company’s long-term debt and owners’ equity can be found on its balance sheet, called book values, but we would prefer not to use them when calculating the relative weights of debt and equity capital. The reason for this preference is that the balance sheet captures and reports historical information about the financial position of the firm. The values shown on the balance sheet for long-term debt reflect the amount received when the debt was originally issued at some past date, less any amortized discount if the debt was issued for less than face value, or less any amortized premium if the debt was issued for more than face value.
 

The values shown on the balance sheet for common equity are the sum of the contributed capital received when the firm originally issued shares of common stock, plus any earnings from past operations retained in the firm, less any shares of common stock repurchased by the firm (called treasury stock). And if the firm has any shares of preferred stock outstanding, the values shown on the balance sheet for preferred equity are the amounts received when the preferred shares were originally issued, less any shares of preferred stock repurchased by the firm. These amounts are all based on events that occurred in the past.
 

Firms calculate their current cost of capital to determine their current hurdle rate for internal investment projects. Calculating the relative weights of debt and common and preferred equity in the capital structure using balance sheet book values, therefore, may not produce the current cost of capital. To do this, we instead want to calculate current weights of debt and equity in the firm’s capital structure using current values, also called market values. The market value of common equity for any firm is the total current value of its shares of stock traded in the financial markets and is calculated as the current price per common share times the number of common shares currently outstanding, which is frequently called market capitalization, or “market cap” by the financial press. The market value for preferred equity, if the firm has any outstanding, is calculated in the same manner: the current price per share of preferred stock times the number of preferred shares outstanding.
 

Ideally, the market value of debt for a firm is calculated in the same manner, multiplying the current price per bond times the number of bonds outstanding. Determining the firm’s total market value of debt, however, is quite difficult because many firms have many different debt issues. It is not unusual for large corporations to have 10 or 20 (or more!) individual and unique bond issues, so to determine the total market value of debt for a company it is necessary to calculate the market value of each individual bond issue and then add up all the values to determine the total market value of debt. Calculating market value of debt is also made more difficult by two facts: (1) publicly owned bonds are traded infrequently compared to common stock, and their trades are not as widely reported, and (2) many bonds are privately held by institutional investors and are not publicly traded at all, so current prices for these bonds are not available.
 

The key point here is it is simple to determine market value of common and preferred equity; multiply the current price per share by the number of shares currently outstanding. Determining market value of debt is more troublesome, as the firm may have many different bond issues, and it can be difficult or impossible to find the current bond price for these different bond issues.
 

If you are able to determine the current market value of a company’s debt, then use this value when calculating capital structure weights. Because of the difficulties in determining this number, financial analysts are often forced to use book values of debt as proxies for market values. This is not as problematic as it may sound, however, because as long as the company’s bonds are being traded at a yield to maturity close to the coupon interest rate paid by the bonds, then the market value of the bonds will be very close to their book values. Again, in an ideal world, market values of long-term debt are used when calculating capital structure weights, but if these market values are not available, use book values of long-term debt as proxies.
 

Continuing with the Walt Disney Company to illustrate cost of capital, when this chapter was written, the most recent available balance sheet book value for long-term debt was $11.522 billion, for common equity this value was $32.323 billion, and Disney did not have any preferred stock outstanding. At the same time, the price per share of Disney common stock was $23.36 and Disney had 1.876 billion shares of common stock outstanding, which, when multiplied together, produces a market value of equity of $43.82336 billion.
 

With the above information about the value of Disney’s long-term debt ($11.522 billion), common equity ($43.82336 billion), and preferred equity ($0), we can determine the relative weights of long-term debt, common equity, and preferred equity in Disney’s capital structure:[image: 159]
 



Exhibit 5.8
Inputs for Disney’s cost of capital (percents).
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Based on these values of Disney’s long-term debt and common and preferred equity, Disney’s capital structure is 20.82% long-term debt, 79.18% common equity, and 0.0% preferred equity.
 

From our work we now have all the inputs necessary to calculate Disney’s cost of capital, as presented in Exhibit 5.8. The complete cost of capital calculation for the Walt Disney Company is also shown in the cost of capital template included in the chapter materials. This template can be used to determine the cost of capital for any company.
 

When this information is input into the weighted average cost of capital formula, the result is:[image: 161]
 



The cost of capital for Disney, based on these inputs, is 9.14%. This means, on average, it costs Disney 9.14% to raise a dollar of long-term capital from external investors to fund investment projects. As discussed earlier in this chapter, all companies calculate their own cost of capital as a part of the investment analysis process. If an investment project is expected to earn a rate of return in excess of the firm’s cost of capital, it should be accepted. If an investment project is expected to earn a rate of return less than the firm’s cost of capital, it should be rejected. This is why a firm’s cost of capital is often called the hurdle rate. If a project’s expected return clears the hurdle rate it should be accepted, and if it fails to clear the hurdle rate, it should be rejected.
 

You will observe that a firm with a lower cost of capital or hurdle rate will be able to accept more projects than a firm with a higher cost of capital or hurdle rate. Financial managers are similarly aware of this fact, so they try to raise capital in a manner that minimizes the cost of capital. The relative mix of debt finance versus equity finance used when raising funds, which impacts cost of capital, is called the capital structure of a firm, and we discuss this topic in the next section.
 





Capital Structure Theory

 

One critical decision financial managers must make when raising funds for internal investment is the relative mix of debt and equity finance. We have seen in the previous section that this mix of debt and equity finance impacts the firm’s cost of capital, as debt finance is less costly than equity finance. Recall that the cost of debt for the Walt Disney Company in November 2008 was 6.96% while the cost of common equity for Disney at the same time was 10.375%. This cost differential is driven by the nature of the claims by debt holders and equity holders on the cash flows of the firm. Debt is a contractual claim that takes priority in times of financial distress. Equity, in contrast, is a residual claim, meaning the cash flows available to stockholders are what are left over after the claims of debt holders, the contractual priority claimants, have been met. This makes debt finance safer for investors, and since debt is less risky to investors it has a lower required rate of return. This also makes equity finance riskier for investors, and since equity finance is more risky to investors, it has a higher required rate of return. Our previous work on the cost of capital for Disney reflects the lower risk and cost of debt finance, and the higher risk and cost of equity finance.
 

From the point of view of the firm, however, debt finance is actually more risky than equity finance. The reason is that debt finance creates contractual obligations that the firm must meet, specifically regular payments of interest and principal, which together are called debt service. When a firm uses debt finance it commits to paying its debt service, and if the firm cannot meet its debt service it will fall into financial distress and possibly bankruptcy. In contrast to debt finance, equity finance does not create contractual obligations that the firm must meet. Unlike payments of interest and principal, dividends are not legal obligations of the firm.
 

Debt finance is the lower-cost method for raising capital for the firm, but it also creates debt service, which increases firm risk, because missing its debt service can lead to dire consequences for the firm. Equity finance is the higher-cost method for raising capital for the firm, but equity finance does not create contractual obligations that the firm must meet, so equity finance is less risky for the firm. One of the theories of capital structure, called the trade-off theory, is based on this logic. Financial managers trade off the lower cost but higher risk of debt finance with the higher cost but lower risk of equity finance, possibly searching for an optimal mix. We will work through the entire development and logic of this theory in this section.
 

Any discussion of capital structure must begin with the work of Franco Modigliani and Merton Miller. Modigliani and Miller1 (M&M) proved that in a world with perfect and frictionless capital markets, the value of any firm was independent of its capital structure, and was determined by discounting the expected cash flows from the firm at an interest rate appropriate to the risk of this cash flow stream. This is M&M’s Proposition I, which states that the value of the levered firm, VL, the firm with debt, is the same as the value of the unlevered firm, the firm without debt, VU:[image: 162]
 



Effectively, M&M showed that the value of any firm comes from the cash-flow-generating ability of its assets, not from how it is financed. This result was dependent on several restrictive assumptions, including that identical information is available to all investors and managers; investors and managers have identical expectations from this information; there are no income taxes; companies and investors are able to borrow and lend at the riskless rate of interest; and bankruptcy is costless and can be entered and exited instantly. With these assumptions M&M showed with a mathematical proof and through an arbitrage argument that, given two firms of the same risk class and with the same expected cash flows, the value of the firms must be the same, no matter how the two firms are financed. This result also allowed M&M to state, under the restrictive assumptions, that the cost of capital for any firm is independent of its capital structure, which is often referred to as M&M’s capital structure irrelevancy proposition.
 

But we have already seen that debt finance has a lower cost than equity finance. Doesn’t this refute the M&M irrelevancy proposition? Wouldn’t the use of more debt finance and less equity finance reduce the firm’s overall cost of capital? Using these same assumptions, M&M proved that the firm’s overall cost of capital does not change as more or less debt finance is used. Their Proposition II showed that the required return to equity holders is positively related to the use of debt finance, also called financial leverage, because the risk to equity holders increases with increasing financial leverage. It is true that debt finance is less costly and using relatively more debt finance means using a larger proportion of the lower-cost financing alternative. It is also true that using more debt finance increases the risk to equity holders, so the cost of equity increases. M&M’s Proposition II on the cost of equity is expressed in the following formula:[image: 163]

 where kS is the cost of equity, kO is the cost of capital for an all-equity firm, kB is the cost of debt, B is the value of the firm’s debt, and S is the value of the firm’s equity.

The formula shows that the cost of equity is a linear function of the firm’s financial leverage. WACC is unaffected by financial leverage, even though you are adding cheaper debt finance, because the cost of equity increases to precisely offset it. M&M prove the two effects exactly offset each other, so the value of the firm and the WACC are not changed by the use of financial leverage.
 

It is important to understand how capital structure impacts firm value and cost of capital in the ideal world created by Modigliani and Miller’s assumption of perfect and frictionless capital markets. In this world capital structure is irrelevant, as firm value and cost of capital are not affected by capital structure. We all know, however, that M&M’s ideal world doesn’t exist. There are market imperfections and frictions, particularly income taxes and costly bankruptcy. By peeling back these assumptions, we can see how and why capital structure can impact both firm value and cost of capital in the real world.
 

We will begin with income taxes, particularly the tax-deductible nature of interest expense. Deductible interest expense creates debt tax shields in any year equal to:[image: 164]

 where τC is the corporate income tax rate, kB is the cost of debt, and B is the amount borrowed.

As long as the firm is earning positive taxable income and paying income taxes, we can assume the yearly debt tax shield has the same risk as the interest on the amount borrowed, so kB is also the appropriate discount rate for the yearly debt tax shields. Assuming the cash flows are a perpetuity, the present value of the debt tax shield is:[image: 165]
 



This debt tax shield decreases the amount of cash flow paid to tax authorities and therefore increases the cash flow available to debt holders and equity holders. With more cash flow available for investors, total firm value increases by the present value of the debt tax shield. In a world with income taxes and tax-deductible interest expense, M&M’s Proposition I changes to:[image: 166]

 where VL is the value of the firm with financial leverage, VU is the value of the firm without financial leverage, and τCB is the present value of the debt tax shield assuming perpetual cash flows.

M&M’s Proposition I now shows that the value of the firm with financial leverage is equal to the value of the firm without financial leverage, plus the present value of the debt tax shield.
 

Income taxes and tax-deductible interest expense also change M&M’s Proposition II. It is still true that increasing the use of debt finance (increasing financial leverage) increases the risk to equity holders and the cost of equity rises, but the Proposition II formula for cost of equity in this case now looks like this:[image: 167]
 



The cost of equity is still a linear function of the firm’s financial leverage, but the slope is not as steep. The increase in cost of equity, therefore, is not large enough to entirely offset the benefit from adding cheaper debt finance. In a world with income taxes and tax-deductible interest expense, an increase in the use of debt finance increases firm value and decreases the firm’s overall cost of capital. If this were the only real-world condition that impacted firm value and cost of capital, the firm’s optimal capital structure would be heavily weighted toward debt finance. In fact, clever financial managers would use as much debt finance as possible, as this would maximize firm value and minimize the firm’s cost of capital.
 

We don’t observe many firms whose capital structures consist of nearly all debt and hardly any equity, so there must be additional constraints or conditions that violate M&M’s initial assumptions of perfect and frictionless markets. An obvious one is the assumption that bankruptcy is costless and can be entered and exited instantly. When firms are unlikely to meet their debt service, or they have actually failed to meet their debt service and defaulted on their debt obligations, they are said to be in financial distress, which imposes significant costs on the firm. These costs of financial distress include both direct bankruptcy costs, such as filing costs, court costs, and fees for lawyers and accountants, and indirect costs, such as reduced management and employee productivity due to time spent avoiding or managing bankruptcy, and lost sales when customers choose to do business with competitor firms that are not experiencing financial distress. The bankruptcy process is also long and involved, as illustrated by the 38 months between United Airlines’ filing for Chapter 11 bankruptcy protection in December 2002 and February of 2006 when it emerged from bankruptcy.
 

Financial distress is both costly and lengthy in the real world. This is why financial managers do not select capital structures that are nearly all debt to maximize the value of the firm’s debt tax shields. The greater the use of debt finance, the greater the firm’s debt service, and the greater the likelihood of costly financial distress. The balance between valuable debt tax shields and the costs of financial distress is the basis of the trade-off theory of capital structure.
 

The trade-off theory holds that there is an optimal capital structure for any firm, and the firm’s financial managers should maintain this optimal capital structure when funding the firm. This optimal capital structure occurs at the point where the increased debt tax shield benefits from additional borrowing are offset by the increased costs of financial distress from additional borrowing. The point where the benefit from $1 of additional borrowing is offset by the cost from $1 of additional borrowing is the firm’s optimal capital structure, as at this point the value of the firm is maximized and the cost of capital of the firm is minimized. This optimal capital structure is often called the firm’s target capital structure, as financial managers should select the amount of debt and equity finance necessary to maintain the firm at its optimal capital structure.
 

Another important theory of capital structure is the pecking order theory, which recognizes that two more of the initial M&M assumptions about perfect and frictionless markets are violated in the real world—namely, that identical information is available to all investors and managers, and investors and managers have identical expectations from this information. These assumptions are not accurate, because managers actually have asymmetric information; that is, compared to outside investors, they have superior information about the firm and know more about the firm’s prospects and true value. Outside investors realize that managers know more than they do, so they draw conclusions about the firm’s prospects and value based on the actions of informed managers.
 

Consider the situation where a firm’s current stock price is $50 per share but its managers believe the stock’s true value is $60 per share. In this case, the firm would never use equity finance and sell new shares of stock, because the firm’s managers believe the stock is undervalued at its current market price. Compare this to the opposite situation where the firm’s current stock price is $50 per share but its managers believe the stock’s true value is $40 per share. In this case the firm would happily sell new shares of stock, since the firm’s managers believe the stock is overvalued at its current market price.
 

In the real world asymmetric information exists; managers are better informed and act on their beliefs, and outside investors are aware of this fact. This means outside investors are always skeptical when a firm sells new shares of stock, and they react by reducing the price they are willing to pay for the newly offered shares. Outside investors, however, are less skeptical when a firm issues new debt securities, because debt holders have a contractual and priority claim on the cash flows of the firm. Debt finance and debt securities are safer to investors, and equity finance and shares of stock are riskier to investors. Investors, therefore, reduce the price they are willing to pay for newly issued shares relatively more, and they reduce the price they are willing to pay for new debt securities relatively less.
 

This logic is the basis of the pecking order theory of capital structure, which results in the following three-part pecking order when financing the firm:1. Financial managers prefer to use internal financing first, because outside investors cannot undervalue your newly issued stock and bonds if you do not issue these securities.

2. If the firm’s internal financing sources are exhausted, financial managers prefer to issue safer securities, as they are less likely to be undervalued by outside investors. That means financial managers will use debt finance and issue new debt securities next.

3. Financial managers will use equity finance and issue new shares of stock only when the firm’s internal financing sources and debt capacity have been exhausted. Equity finance is the riskiest and most likely to be undervalued by outside investors, so financial managers will sell new shares of stock only when there is no other alternative.


 

Simply put, the pecking order theory tells us that financial managers finance the firm with internal sources, then issue safer debt securities, and, as a last resort, issue riskier equity securities.
 

The implications of the pecking order theory differ significantly from the trade-off theory of capital structure. The first implication is that there is no optimal or target capital structure. Each firm’s capital structure is determined by its need to fund internal investments, and its internal sources of funds and debt capacity. Financial managers do not attempt to maintain an optimal capital structure. They instead fund projects in the order prescribed by the theory—internal sources, then safe securities, then risky securities. The next implication is that firms with large profits and cash flows from operations will use less debt. A profitable firm with operating cash inflows greater than the amount required to invest in its positive net present value projects will not need to use debt finance. The final implication is that worries about underpricing and other difficulties when issuing debt securities and selling shares of stock may motivate financial managers to carry financial slack. Building financial slack today, which means the firm accumulates excess cash and short-term investments, is a rational solution to possible underpricing and other difficulties when issuing securities tomorrow. Financial managers know they will be required to fund internal investments in the future, and by storing financial slack in the firm’s balance sheet, they can quickly and easily fund these investments internally. There will be no need to issue securities of any type to fund the investments.
 

We have examined two theories of capital structure, the trade-off theory and the pecking order theory. Both are based on logical development and observations about the real world of business and economics, but they conflict in their primary predictions about capital structure. The trade-off theory holds that managers balance the benefits of debt tax shields with the costs of financial distress, and that each firm has an optimal or target capital structure. The pecking order theory believes that financial managers fund investments with internal funds first, then by issuing safer debt securities, and then by issuing riskier equity securities. The pecking order theory holds that financial managers do not pursue an optimal or target capital structure; the firm’s capital structure results from the funds required to invest in good projects, along with the firm’s internal sources of cash and its debt capacity. It is reasonable to ask which theory better explains capital structure in practice at real companies, and we look at that in the next section.
 





Capital Structure in Practice

 

Financial researchers have studied data from corporations over long time periods to determine whether any patterns or regularities exist in the capital structure of firms. Before we examine the results of these studies, let’s look at some timely capital structure data for several well-known corporations. Exhibit 5.9 presents the capital structure at the time this chapter was written for 12 firms that can be classified into four broad categories; technology companies (Apple, Cisco, and Intel); consumer products companies (Colgate-Palmolive, Kraft Foods, and Procter & Gamble); manufacturers (Boeing, Caterpillar, and United Technologies); and retailers (Limited Brands, Macy’s, and Nordstrom). The numbers shown are debt and equity as a percent of total capitalization, using market value of equity for all companies.
 

Exhibit 5.9
Capital structure.
 

[image: 168]

Although there is some variability within categories, there are also easily observable differences between the four categories. As a group, the technology companies have the lowest debt percentages, the consumer products companies have higher debt percentages, the manufacturing companies have still higher debt percentages, and the retailers have the highest debt percentages. Upon examining these data you won’t be surprised to learn that researchers have found strong industry effects in capital structure, with some industries using very little debt finance and other industries using much more debt finance. We next discuss some of the results obtained by research into capital structure, which will help to explain the industry effect shown in Exhibit 5.9.
 

Researchers have studied whether the investment opportunities available to a firm have an impact on the firm’s capital structure. Companies with large investment opportunities are typically fast-growing firms in fast-growing and volatile industries, with industry beta coefficients well above 1.0, which also require large amounts of capital investment in risky new projects. Remember that debt finance creates debt service, and large amounts of debt and debt service can be dangerous for a fast-growing firm. Assume Company A has many good investment opportunities and a large amount of debt finance and debt service. In a strong economy, Company A has sufficient cash flow to pay its debt service and invest in all of its good projects, so all is well. In a weak economy, however, Company A has insufficient cash flow to pay its debt service and invest in all of its good projects. Since debt service is contractual, Company A is required to pay its debt service first, so the firm will be unable to invest in all of its good projects. If economic conditions worsen and Company A falls into financial distress and the market value of the firm’s debt and equity falls significantly in value, the managers of Company A (who work for the stockholders) may consciously choose not to invest in good projects if the benefits of the projects flow only to the debt holders. These two effects combined are called the underinvestment problem, because in some instances the use of debt finance can cause the firm to underinvest, that is, not invest in all of its available good projects.
 

Compare this scenario to Company B, which has many good investment opportunities and little or no debt finance and debt service. With little or no debt service, Company B is much less likely to experience the underinvestment problem; in both strong and weak economies cash flow is more likely to be sufficient to fund all good investment opportunities, so Company B is more likely to be able to invest in all of its good projects. Recall that this underinvestment problem is especially troublesome for fast-growing firms in fast-growing and risky industries, which in Exhibit 5.9 best describes the three technology companies, Apple, Cisco, and Intel, which also have the lowest amount of debt finance. This result has been obtained consistently by financial researchers, so we can conclude that companies with large investment opportunities experiencing high growth rates in riskier industries tend to use significantly less debt finance in their capital structures.
 

Consistently profitable firms in lower-risk and slower-growth industries, in contrast, should use more debt in their capital structures. Companies with these characteristics have fewer investment opportunities, so the underinvestment problem created by the use of debt finance is not as troublesome. They are also in less volatile industries, with beta coefficients at or below 1.0, so their revenues, profits, and cash flows are more stable. These firms are also more likely to be consistent taxpayers, so they can take full advantage of debt tax shields. Since they are less risky and more stable, they will also have lower expected costs of financial distress, so the negative implications of debt finance are smaller. These predictions about capital structure are supported by financial research, which has found that companies with fewer investment opportunities and growth prospects in lower-risk industries use significantly more debt finance. The data in Exhibit 5.9, taken at a single point in time in November 2008, also somewhat support these findings in that the consumer products companies, which operate in a low-risk and slow-growth industry with fewer investment opportunities, have more debt finance than the technology companies. Of course, the companies with the highest debt percentages in Exhibit 5.9, the three retailers, are all in a slower-growth industry with fewer investment opportunities, but their beta coefficients are all above 1.0, so they also operate in a riskier industry. These particular three retailers, therefore, use more debt consistent with fewer growth opportunities, but inconsistent with their higher than average risk.
 

In conclusion, financial research has found several regularities in capital structure in real companies. Safe and consistently profitable firms with fewer growth opportunities should and do use more debt finance. Riskier companies in high-growth industries with large investment opportunities should and do use less debt finance. Variability around these predictions can be observed, but research has found these results to be both statistically and economically significant. These results are more consistent with the trade-off theory of capital structure, but some of the data shown in Exhibit 5.9 also supports the pecking order theory. The three technology firms with the lowest debt percentages in their capital structures have also been extremely profitable in recent years, so their internal sources of capital have been sufficient to fund their investment opportunities. At this time, financial research is unable to accept or reject either the trade-off theory or the pecking order theory with certainty, but we are able to observe regularities in capital structure practice, some of which are consistent with the theories.
 

This concludes the chapter’s examination of risk and return, cost of capital, and capital structure. The final two sections of the chapter discuss and illustrate how to value bonds and stocks, the debt and equity financial instruments issued by companies when raising capital for internal investment.
 





Bond Valuation

 

The value of any financial instrument, also called the market price, is the present value of the cash flows from the instrument, discounted at the appropriate required return for the instrument. Recall that bonds make contractual payments to investors called debt service, consisting of periodic interest payments and repayment of the bond’s face or par value when the bond matures. Bond valuation, therefore, requires knowledge of the interest and principal payments from the bond, the timing of these payments, and the required return of the bond. Since bonds are contractual, the amount and timing of the payments to investors are known, so once the required return of the bond is determined, the value of the bond can be calculated.
 

To illustrate the mechanics of bond valuation, let’s create a hypothetical bond issued in the United States by the Breckenridge Company. The bond has a $100 face value, matures on October 15, 2023, and pays an annual coupon interest rate of 6.75%. Bonds issued in the United States typically pay interest twice a year—that is, semiannually—so investors who hold this bond receive coupon interest payments every year equal to 6.75% of the face value of the bond, but they actually receive one-half of this amount twice a year. With the $100 face value of the bond, this means bondholders receive coupon interest payments of $3.375 every six months for each bond they own, calculated as follows:[image: 169]
 



The maturity date of the bond is October 15, 2023, so these coupon interest payments are made every six months to the bondholders, every October 15 and April 15. On the maturity date, the bondholders will receive their last coupon interest payment of $3.375 for each bond they own, plus the $100 face value of the bond, and at this date the bond matures and is retired.
 

Assume it is December 17, 2008, and you would like to know the value or price of the bond on this day. (The date a bond is bought or sold is called the settlement date for the bond.) The last piece of information necessary to determine the bond’s value is the market interest rate for this bond, also called the yield to maturity, as this is the required return for the bond. Assume the market interest rate for the Breckenridge Company bond on December 17, 2008, is 6.10%, which is used to determine the bond’s value or price on the settlement date.
 

To summarize, the relevant information for the Breckenridge Company bond is:[image: 170]
 



With these inputs the Excel function PRICE can be used to determine the bond’s value or price. An Excel template which can be used to calculate the price of any bond is included in the chapter materials, and this template was used to determine the price of the bond in this example. One final piece of information is necessary to use this template, and that is the basis day count to use in the calculation. Bonds are quoted and traded in the United States on a 30/360 basis, which means months and years are assumed to have 30 and 360 days, respectively. When using the PRICE function in Excel there are several options for the basis, and the template included in the chapter materials inputs zero as the basis, which tells Excel to calculate the bond price on a 30/360 basis.
 

With this information, the Excel template and PRICE function returns a bond price of 106.2727. This is the price of the bond as a percent of the face value, so to determine the price of the bond in dollars, multiply $100 by 106.2727%, which produces $106.2727. Given the bond’s coupon interest and principal payments, the timing of these payments, the bond’s $100 face value, and market interest rates on December 17, 2008, this is the price or value of the bond on that date.
 

The total price to purchase this bond on the settlement date will be higher, however, due to the interest accrued on the bond since the last coupon interest payment date. Recall the settlement date is December 17, 2008, and the coupon interest payment dates are every October 15 and April 15. Current bondholders who choose to sell the bond on December 17, 2008, must be paid for the interest accrued on their bond since the most recent coupon interest payment date of October 15, 2008, approximately two months in this case. The same template used to determine the bond price of $106.2727 uses Excel’s COUPDAYBS function to determine that 62 is the number of days since the most recent coupon interest payment date, which is then used to calculate the accrued interest on the bond as follows:[image: 171]
 



For the Breckenridge Company bond in this example, the accrued interest on the bond since October 15, 2008, is $1.1625, so the total price an investor would pay to purchase the bond on December 17, 2008, is the bond price of $106.2727 plus the accrued interest of $1.1625, for a total of $107.4352.
 

Using the specific information for the hypothetical bond issued by the Breckenridge Company and the Excel functions PRICE and COUPDAYBS in the template, we have determined the price of the bond as well as the accrued interest on the bond. Calculating the price and accrued interest of any bond is fairly simple due to the contractual nature of debt securities, particularly the known amount and timing of coupon interest and principal payments.
 

In the next section we will determine the value of common stock, which is significantly more difficult, due to the unknown amount and timing of cash flows to common stockholders, specifically dividends and capital gains. We will also calculate the value of preferred stock, which is simpler than common stock valuation, because preferred stock pays dividends that are fixed through time.
 





Equity Valuation

 

Determining the value of equity, particularly common stock, is more difficult than bond valuation. The reason for this is the nature of cash flows to equity holders. Recall that bonds are contractual obligations, and the interest and principal payments to bondholders are specified in the bonds’ contracts. Common stockholders, in contrast, have a residual claim on the cash flows of the firm, so the cash payments to stockholders come from the variable cash flows generated by the company, less the contractual payments of interest and principal made to bondholders. This is what makes common equity valuation so difficult; the cash flows to equity holders are not known with certainty, and these cash flows last forever since in theory common stock has an infinite life. When calculating the value of common stock for any firm, it is first necessary to forecast the cash flows generated by the company and available to all investors. With these cash flows it is possible to determine the value of the firm to all investors, and after subtracting the amount owed to long-term debt holders the remainder is the value of the firm to common stockholders. Common equity valuation is a mechanical process with specific steps and processes, but during each step of the valuation process the financial analyst must use judgment because many of the inputs to equity valuation are forecasts or estimates. We work through a comprehensive example of common stock valuation for a hypothetical company in this section, using the equity valuation template that is included in the chapter materials.
 

The Hudson Hybrid Car Company designs and builds green cars using its own proprietary technology. Since we are valuing Hudson’s common stock, we do not know the cash flows that Hudson will pay to its stockholders, but we do have detailed forecasts of Hudson’s income statement and partial balance sheet accounts for the years 2009 through 2012, as well as Hudson’s year 2008 actual results, which are presented in Exhibit 5.10.
 

Remember that the value of any asset is the discounted value of the cash flows from the asset, so to determine Hudson’s value we merely need to discount the cash flows available to Hudson’s investors. The obvious problem is that Hudson will design and build green cars for many years beyond the forecast horizon shown in Exhibit 5.10, so we need to find a way to value the cash flows generated by a company with a very long life. We will do this with the concept of terminal value, which can be applied to any asset that is growing at a constant and perpetual rate.
 

The data presented in Exhibit 5.10 show that Hudson is forecasting sales growth of 12.3% in year 2009 compared to the prior year. Since Hudson is a young company with excellent products, this fast growth rate is not surprising. Notice, however, that in each year after 2009 Hudson is forecasting a slower growth rate. In 2010 sales are forecast to increase by 11%; in 2011 the forecasted growth rate is 10%, and in 2012 sales are forecast to increase by 8%. This reduction in growth rate eventually occurs for all companies. As a firm grows and matures, its growth rate slows down; it’s simply impossible for a company to grow very fast for very long. Once a company has reached the mature stage and is forecasting growth at a constant and perpetual rate, which means the same growth rate forever, we can apply the concept and formula for terminal value to determine the present value of the cash flows generated by the firm in all of its constant and perpetual growth years. For Hudson this change occurs in the years 2013 and beyond.
 

Hudson is growing quickly in the years 2009 to 2012, but in 2013 the company matures and achieves a constant and perpetual growth rate, which is forecast to be 6.5%. This means we must individually forecast the operations and cash flows of Hudson for each of the fast growth years, 2009 to 2012, but for the years 2013 and beyond we can apply the formula for terminal value to determine the value of the cash flows generated by the company in those years. The mechanics of equity valuation, therefore, are fairly simple. As long as the company is growing at a fast and unsustainable rate, you must forecast each year individually, but as soon as the company reaches a constant and perpetual growth rate, apply terminal value.
 

Exhibit 5.10
Hudson Hybrid Car Company financial results and forecasts, 2008-2012 (in thousands).
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Any company like Hudson that is growing at a constant and perpetual rate is called a growing perpetuity, and the value of any growing perpetuity at year t, called Vt, with the growing perpetuity starting in year t + 1 with cash flow CFt+1, a growth rate g, and discount rate k, can be calculated with the formula:[image: 173]
 



When a company is a growing perpetuity we assume:[image: 174]

 where EBIT is earnings before interest and taxes, t is the income tax rate, Depreciation is the firm’s Depreciation expense, CAPX is the firm’s capital expenditures, and ΔNWC is the firm’s change in net working capital (current assets less current liabilities).

Capital expenditures increase net assets, depreciation expense decreases net assets, and the change in net working capital changes net assets (NA), so:[image: 175]
 



Since the firm is growing through time, net assets increase, requiring an investment of cash; thus the negative sign in front of the growth rate, g. There is less cash flow available for investors, because cash must be invested in the firm to sustain firm growth. Net assets equal current assets minus current liabilities plus net property, plant, and equipment, so:[image: 176]
 



This implies that the terminal value for any firm at time t, with the first constant-growth cash flow at time t + 1, can be determined with this formula:[image: 177]

 where EBITt+1 equals EBIT in year t times 1 plus the growth rate, g.

This formula tells us that once any firm becomes a growing perpetuity in year t + 1, we can determine its value in year t once we have its income tax rate, earnings before interest and taxes in year t, constant growth rate, net assets in year t, and its discount rate. Our forecasts show Hudson Hybrid Car Company becomes a growing perpetuity in year 2013, so the formula can be applied to determine the value of the cash flows generated in the years 2013 and beyond, as of the year 2012. This is the benefit of terminal value; once a company becomes a growing perpetuity we can collapse the cash flows that are generated during the firm’s constant and perpetual growth stage with one calculation.
 

We will now use the forecasted financial information presented in Exhibit 5.10, Hudson’s constant and perpetual growth rate and cost of capital, and this terminal value formula to determine Hudson’s total value to all investors. Once we have this figure, we will subtract the amount Hudson owes its long-term debt holders, and since common equity is a residual, Hudson’s total value minus the amount owed long-term debt holders equals the value of Hudson’s common equity. This result will be calculated using the stock valuation template included in the chapter materials.
 

The valuation template begins with Hudson’s financial results for 2008 and forecasts for 2009 through 2012, as presented in Exhibit 5.10. The first thing that must be done with these data is calculate Hudson’s net working capital, change in net working capital, and capital expenditures during the forecast period. The value of the company is calculated by discounting the cash flow generated by the company, and increases in working capital and capital expenditures require the investment of cash and therefore reduce the cash flow available to Hudson’s investors, both debt and equity investors. These calculations are performed in the valuation template and are shown in Exhibit 5.11.
 

These calculations tell us that Hudson will invest $2,656,000 in net working capital, plus $124,210,000 in capital expenditures during 2009. These calculations are important because the total investment of $126,866,000 reduces the amount of cash flow available for Hudson’s investors. These total investments, combined with the financial forecasts presented in Exhibit 5.10, along with Hudson’s constant and perpetual growth rate of 6.5% for the years 2013 and beyond, almost provide sufficient information to determine the value of Hudson’s equity. The last piece of information we need is Hudson’s cost of capital, which we will assume is 12.0%, and we will use this as the required return or discount rate for Hudson’s cash flows to investors. Now we are able to calculate Hudson’s cash flows available to investors, terminal value, discounted total firm value, and value of common equity. This calculation is performed in the valuation template and is presented in Exhibit 5.12.
 

Exhibit 5.11
Hudson Hybrid Car Company working capital and capital expenditures, 2008-2012 (in thousands of $).
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This calculation of Hudson’s value of equity follows the processes and steps discussed in this section. The cost of capital, income tax rate, and perpetual growth rate for Hudson are all used in determining firm value. EBIT times 1 minus the income tax rate is the after-tax earnings of the firm available to investors, and Hudson’s free cash flow is this after-tax earnings plus depreciation expense, minus change in net working capital, and minus capital expenditures. The only complex calculation in Exhibit 5.12 is Hudson’s terminal value of $661,665,000 in year 2012, which is based on Hudson’s inputs and the terminal value formula:[image: 179]
 



Since Hudson becomes a constant and perpetual growth company in 2013, this value represents the value of Hudson’s cash flows to investors during the years 2013 and beyond, as of 2012. Adding this terminal value as of 2012 to Hudson’s yearly cash flows to investors produces total cash flows of $7,953,000 in 2009, $15,374,000 in 2010, $12,826,000 in 2011, and $705,603,000 in 2012. When these cash flows are discounted at Hudson’s cost of capital, a total firm value of $476,909,000 results. This is the value of the company to all investors, based on the cash flows available to all investors.
 

Exhibit 5.12
Hudson Hybrid Car Company calculation of value of equity, 2009-2012 (in thousands of $).
 

[image: 180]

Since long-term debt holders have a priority claim and common stockholders have a residual claim, to determine Hudson’s value of common equity you must subtract the debt holders’ current claim on the firm, or $176,978,000, from total firm value: $476,909,000 minus $176,978,000 equals $299,931,000, which is the value of Hudson’s common equity.
 

The final step in determining the value of one share of Hudson’s stock is to divide this value of common equity by the number of shares of common stock that Hudson has outstanding, so if Hudson has five million common shares outstanding, its stock value is $299,931,000 divided by 5,000,000, or $59.99 per share.
 

We have just discussed and illustrated the discounted cash flow (DCF) method of equity valuation. This method, and the valuation template included in the chapter materials, can be used to determine the value of any firm, with one modification. This modification is that terminal value cannot be calculated until the firm slows to a constant and perpetual growth rate. In the Hudson Hybrid Car Company example, this occurred in 2013, so four years (2009, 2010, 2011, and 2012) had to be individually forecast before using the terminal value formula. If a company is not expected to slow to a constant and perpetual growth rate until 2015, then two more years must be individually forecast before applying terminal value. If a company is already in a mature state and growing at a constant and perpetual rate, then terminal value can be applied immediately and there is no need to forecast any years individually.
 

It is also possible to calculate the value of equity for a company using the relative value method. This method is easier to use, as it involves taking some performance measure of a company and applying the price to performance measure from a comparable company. Continuing with the Hudson example, recall from Exhibit 5.10 that Hudson had net income of $64,716,000 in 2008. This was Hudson’s sales revenues minus all expenses, including operating expenses, interest expenses paid to debt holders, and income tax expenses paid to governmental authorities, so it represents net income available to Hudson’s common stockholders. Assume there is a publicly traded company, the Gracie Green Transit Company, which is comparable to Hudson. If Gracie’s net income in 2008 was $221,976,000 and its total value of equity was $1,420,646,000, then Gracie’s price-to-earnings ratio was $1,420,646,000 divided by $221,976,000, or 6.40 times earnings. If Hudson is a true and perfect peer to Gracie, then Hudson’s total value of common equity through the relative value method is Hudson’s 2008 net income times this same price-to-earnings ratio:[image: 181]
 



This relative value method can be used with many possible ratios, including price to cash flow and market price to book value, among others. The strength of the relative value method is its simplicity of use. Once you have identified a comparable firm you apply the price to performance ratio, and you have the value of equity for the target firm. This is also the weakness of the relative value method, because it applies the price ratio naively. If your target firm differs even a little from the comparable firm, and there are very few truly comparable firms in the world, then it’s hard to have much confidence in the result. Alternatively, you could apply your personal judgment to the price to performance ratio, adjusting it up if you believe the target is a superior firm, and adjusting it down if you believe the target is an inferior firm, but this is highly subjective.
 

A good way to conclude this discussion of the relative value method is to be careful and thoughtful when using it, and be sure to also use the discounted cash flow valuation method and compare your results from both methods. Discounted cash flow valuation is the preferred method, but the relative value method can help a financial analyst better understand the company and support the result obtained by DCF valuation.
 

We conclude our work on equity valuation by calculating the value of preferred stock. Preferred stock is a perpetuity because it pays the same fixed cash dividend forever, so the formula for the value of a perpetuity can be used to determine the price of a share of preferred stock:[image: 182]
 



The term in the denominator, Kpreferred stock, is the current required rate of return for the preferred stock, so if a company’s preferred stock pays a dividend of $4 per year and the required return of the preferred stock is 9%, then the value of the preferred stock is $4 divided by 0.09 or $44.44 per share. Since preferred dividends do not change over time and go on forever, the value of a share of preferred stock is calculated as this fixed dividend per share divided by the current required rate of return on the stock.
 





Conclusion

 

The topics discussed in this chapter, risk and return, cost of capital, capital structure, and valuation, are the bases of the tasks performed by financial managers. Businesses identify, analyze, and approve investment opportunities, and financial managers raise the capital necessary to fund these investment opportunities. Investors are willing to invest in companies and their projects, but only if the expected return from the investment is sufficient given its risk. Financial managers must understand this relationship between risk and return, so they can determine the cost of the capital provided to the business by investors.
 

Financial managers must also understand how capital structure decisions change cost of capital, because financing the firm in an efficient manner reduces the cost of capital and allows the firm to accept more investment projects. Reducing the cost of capital also reduces the discount rate on the cash flows available for investors, which increases total firm value and the value of equity.
 

It is important that financial managers have a good understanding and strong skills in all of the topics presented in this chapter, as they use them on a daily basis when performing their jobs.
 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Capital Structure Problems and Solutions
 





Online Content

 

There are several files posted online to supplement the topics presented in the text of this chapter. The first file, “Chapter 5 Capital Structure Template for Cost of Capital,” has an input template for the data items required to calculate cost of capital, and an output template which returns the firm’s cost of capital. The second file, “Chapter 5 Capital Structure Template for Bond Pricing,” has an input template for the data items required to determine a bond’s price, and an output template that returns the price without accrued interest, the accrued interest, and the price including accrued interest. The third file, “Chapter 5 Capital Structure Template for Stock Valuation,” presents the valuation of Hudson Hybrid Car Company’s common stock; this file contains the financial data for Hudson, a box that calculates Hudson’s investment in working capital and its capital expenditures, an input template for the data items required to calculate the value of Hudson’s common stock, and an output template that returns the stock’s value. The fourth file, “Chapter 5 Capital Structure Website,” contains practice problems covering the topics presented in Chapter 5, along with their solutions. The final file, “Chapter 5 Capital Structure Crispy Dream Equity Valuation Solution Template,” contains the solution template for the Crispy Dream Donuts valuation of a common equity problem contained in the “Chapter 5 Capital Structure Website” file.
 





Note

 

1 Franco Modigliani and Merton H. Miller, “The Cost of Capital, Corporation Finance, and the Theory of Investment,” American Economic Review 48, no. 3 (June 1958): 261-297.
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Planning Capital Expenditure
 

Steven P. Feinstein

 

 

 

A beer company is considering building a new brewery. An airline is deciding whether to add flights to its schedule. An engineer at a high-tech company has designed a new microchip and hopes to encourage the company to manufacture and sell it. A small college contemplates buying a new photocopy machine. A nonprofit museum is toying with the idea of installing an education center for children. Newlyweds dream of buying a house. A retailer considers building a Web site and selling on the Internet.
 

What do these projects have in common? All of them entail a commitment of capital and managerial effort that may or may not be justified by later performance. A common set of tools can be applied to assess these seemingly very different propositions. The financial analysis used to assess such projects is known as “capital budgeting.” How should a limited supply of capital and managerial talent be allocated among an unlimited number of possible projects and corporate initiatives?
 





The Objective: Maximize Wealth

 

Capital budgeting decisions cut to the heart of the most fundamental questions in business. What is the purpose of the firm? Is it to create wealth for investors? To serve the needs of customers? To provide jobs for employees? To better the community? These questions are fodder for endless debate. Ultimately, however, project decisions have to be made, and so we must adopt a decision rule. The perspective of financial analysis is that capital investment belongs to the investors. The goal of the firm is to maximize investors’ wealth. Other factors are important and should be considered, but this is the primary objective. In the case of nonprofit organizations, wealth and return on investment need not be measured in dollars and cents but rather can be measured in terms of benefits to society. But in the case of for-profit companies, wealth is monetary.
 

A project creates wealth if it generates cash flows over time that are worth more in present value terms than the initial setup cost. For example, suppose a brewery costs $10 million to build, but once built it generates a stream of cash flows that is worth $11 million. Building the brewery would create $1 million of new wealth. If there were no other proposed projects that would create more wealth than this, then the beer company would be well advised to build the new brewery.
 

This example illustrates the net present value (NPV) rule. Net present value is the difference between the setup cost of a project and the value of the project once it is set up. If that difference is positive, then the NPV is positive and the project creates wealth. If a firm must choose from several proposed projects, the one with the highest NPV will create the most wealth, so it should be the one adopted. For example, suppose the beer company can either build the new brewery or, alternatively, introduce a new product—a light beer, for example. There is not enough managerial talent to oversee more than one new project, or maybe there are not enough funds to start both. Let us assume that both projects create wealth: The NPV of the new brewery is $1 million, and the NPV of the new-product project is $500,000. If it could, the beer company should undertake both projects; but since it has to choose, building the new brewery would be the right option because it has the higher NPV.
 





Computing NPV: Projecting Cash Flows

 

The first step in calculating a project’s NPV is to forecast the project’s future cash flows. Cash is king. It is cash flow, not profit, that investors really care about. If a company never generates cash flow, there can be no return to investors. Also, profit can be manipulated by discretionary accounting treatments such as depreciation method or inventory valuation. Regardless of accounting choices, however, cash flow either materializes or does not. For these reasons, cash flow is the most important variable to investors. A project’s value derives from the cash flow it creates, and NPV is the value of the future cash flows net of the initial cash outflow.
 

We can illustrate the method for forecasting cash flows with an example. Let us continue to explore the brewery project. Suppose project engineers inform you that the construction costs for the brewery would be $8 million. The expected life of the new brewery is 10 years. The brewery will be depreciated to zero over its 10-year life using a straight-line depreciation schedule. Land for the brewery can be purchased for $1 million. Additional inventory to stock the new brewery would cost $1 million. The brewery would be fully operational within a year. If the project is undertaken, increased sales for the beer company would be $7 million per year. Cost of goods sold for this beer would be $2 million per year, and selling, administrative, and general expenses associated with the new brewery would be $1 million per year. Perhaps advertising would have to increase by $500,000 per year. After 10 years, the land can be sold for $1 million, or it can be used for another project. After 10 years the salvage value of the plant is expected to be $1.5 million. The increase in accounts receivable would exactly equal the increase in accounts payable, at $400,000, so these components of net working capital would offset one another and generate no net cash flow.
 

No one expects these forecasts to be perfect. Paraphrasing the famous words of physicist Niels Bohr (sometimes attributed to baseball player Yogi Berra), making predictions is very difficult, especially when they are about the future! However, when investors choose among various investments, they too must make predictions. As a financial analyst, you want the quality of your forecasts to be on a par with the quality of the forecasts made by investors. Essentially, the job of the financial analyst is to estimate how investors will value the project, because the value of the firm will rise if investors decide the new project creates wealth and will fall if investors conclude the project destroys wealth. If the investors have reason to believe that sales will be $7 million per year, then that would be the correct forecast to use in the capital budgeting analysis. Investors have to cope with uncertainty in their forecasts. Similarly, the financial analyst conducting a capital budgeting analysis must tolerate the same level of uncertainty.
 

Exhibit 6.1
Initial year cash flow for brewery project (thousands).
 

[image: 183]

Note that cash flow projections require an integrated team effort across the entire firm. Operations and engineering personnel estimate the cost of building and operating the new plant. The human resources department contributes the labor data. Marketing people tell you what advertising budget is needed, and they forecast revenue. The accounting department estimates taxes, accounts payable, accounts receivable, and tabulates the financial data. The job of the financial analyst is to put the pieces together and recommend that the project be adopted or abandoned.
 





Initial Cash Outflow

 

The initial cash outflow required by the project is the sum of the construction cost ($8 million), the land cost ($1 million), and the required new inventory ($1 million). Thus, this project requires an investment of $10 million to launch. If accounts receivable did not equal accounts payable, then the new accounts receivable would add to the initial cash outflow, and the new accounts payable would be subtracted. These cash flows are tabulated in Exhibit 6.1.
 





Cash Flows in Later Years

 

We find cash flow in years 1 through 10 by applying the following formula:[image: 184]
 



Notice that we already have most of the data needed for the cash flow formula, but we are missing the forecasts for income tax and windfall tax. Before we can finalize the cash flow computation, we have to forecast taxes.
 

Income tax equals earnings before taxes (EBT) times the income tax rate. EBT is computed using the following formula:[image: 185]
 



The formula for EBT is similar to the formula for cash flow, with a few important exceptions. The cash flow calculation does not subtract depreciation, whereas the EBT calculation does. This is because depreciation is not a cash flow; the firm never has to write a check payable to “depreciation.” Depreciation does reduce taxable income, however, because the government allows this deduction for tax purposes. So depreciation influences cash flow via its impact on income tax, but it is not a cash flow itself. The greater the allowable depreciation is in a given year, the lower taxes will be, and the greater the resulting cash flow to the firm.
 





Treatment of Net Working Capital

 

Changes in inventory, accounts receivable, and accounts payable are included in the cash flow calculation but not in EBT. Changes in the components of working capital directly impact cash flow, but they are not deductible for tax purposes. When a firm buys inventory, it has essentially swapped one asset (cash) for another asset (inventory). Though this is a negative cash flow, it is not considered a deductible expenditure for tax purposes.
 

Similarly, a rise in accounts receivable means that cash that otherwise would have been in the company coffers is now owed to the company instead. Thus, an increase in accounts receivable effectively sucks cash out of the company and must be treated as a cash outflow. Increasing accounts payable has the opposite effect.
 

One way to gain perspective on the impact of accounts payable and accounts receivable on a company’s cash flow is to think of them as adjustments to sales and cost of goods sold. If a company makes a sale but the customer has not yet paid, clearly there is no cash flow generated from the sale. Though the sales variable will increase, the increase in accounts receivable will exactly offset that increase in the cash flow computation. Similarly, if the company incurs expenses in the manufacture of the goods sold but has not yet paid its suppliers for the raw materials, the cost of goods sold will be offset by the increase in accounts payable.
 





Depreciation

 

According to a straight-line depreciation schedule, depreciation in each year is the initial cost of the plant or equipment divided by the number of years over which the asset will be depreciated. So, the $8 million plant depreciated over 10 years generates depreciation of $800,000 each year. Land is generally not depreciated. Straight-line depreciation is but one acceptable method for determining depreciation of plant and equipment. The tax authorities often sanction other methods and schedules.
 





Windfall Profit and Windfall Tax

 

In order to compute windfall profit and windfall tax, we must be able to track an asset’s book value over its life. Book value is the initial value minus all previous depreciation. For example, the brewery initially has a book value of $8 million, but that value falls $800,000 per year due to depreciation. At the end of the first year, book value falls to $7.2 million. By the end of the second year, following another $800,000 of depreciation, the book value will be $6.4 million. By the end of the tenth year, when the brewery is fully depreciated, the book value will be zero.
 

Windfall profit is the difference between the salvage value and book value. We are told the beer company will be able to sell the old brewery for $1.5 million at the end of 10 years. By then, however, the book value of the brewery will be zero. Thus, the beer company will realize a windfall profit of $1.5 million. The government will want its share of that windfall profit. Multiplying the windfall profit by the tax rate determines the windfall tax. In this particular case, with a windfall profit of $1.5 million and a tax rate of 40%, the windfall tax would equal $600,000 (= $1.5 million × 40%).
 





Taxable Income and Income Tax

 

Exhibit 6.2 shows how taxable income and income tax are computed for the brewery example. Income tax equals EBT times the company’s income tax rate. In each of the years 1 through 10, EBT is $2.7 million, so income tax is $1,080,000 (= $2.7 million × 40%).
 





Interest Expense

 

Notice that the calculation of taxable income and income tax in Exhibit 6.2 does not deduct any interest expense. This was not an oversight. Even if the company intends to finance the new project by selling bonds or borrowing from a bank, we should not deduct any anticipated interest expense from our taxable income, and we should not subtract interest payments in the cash flow computation. We will take the tax shield of debt financing into account later when we compute the company’s cost of capital.
 

Exhibit 6.2
Income tax forecasts for brewery project (thousands).
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Exhibit 6.3
Cash flow projections for brewery project (thousands).
 

[image: 187]

The reason for omitting interest expense at this stage cuts to the core of the purpose of capital budgeting. We are trying to forecast how much cash is required from investors to start this project and then how much cash this project will generate for the investors once the project is up and running. Interest expense is a distribution of cash to one class of investors—the debt holders. If we want the bottom line of our cash flow computation to reflect how much cash will be available to all investors, we must not subtract cash flow going to one class of investors before we get to that bottom line.
 





Putting the Pieces Together to Forecast Cash Flow

 

We now have all the puzzle pieces to construct our capital budgeting cash flow projection. These pieces and the resulting cash flow projection are presented in Exhibit 6.3. Cash flows in years 1 through 9 are forecast to be $2.42 million, and the cash flow in year 10 is expected to be $5.32 million. Year 10 has a greater cash flow because of the recovery of the inventory and the assumed sale of the land and plant.
 





Guiding Principles for Forecasting Cash Flows

 

The brewery example is one illustration of how cash flows are forecast. Every project is different, however, and the financial analyst must be keen to identify all sources of cash flow. The following three principles can serve as a guide: (1) focus on cash flow, not raw accounting data; (2) use expected values; and (3) focus on the incremental.
 



Principle No. 1: Focus on Cash Flow

 

Net present value (NPV) analysis focuses on cash flows—that is, actual cash payments and receipts flowing into or out of the firm. Recall that accounting profit is not the same thing as cash flow. Accounting profit often mixes variables whose timings differ. A sale made today may show up in today’s profits, but since the cash receipt for the sale may be deferred, the corresponding cash flow takes place later. Since the cash flow is deferred, the true value of that sale to the firm is somewhat diminished.
 

By focusing on cash flows and when they occur, NPV reflects the true value of increased revenues and costs. Consequently, NPV analysis requires that accounting data be unraveled to reveal the underlying cash flows. That is why changes in net working capital must be accounted for and why depreciation does not show up directly.
 



Principle No. 2: Use Expected Values

 

There is always going to be some uncertainty over future cash flows. Future costs and revenues cannot be known for sure. The analyst must gather as much information as possible and assemble it to construct expected values of the input variables. Although expected values are not perfect, these best guesses have to be good enough. What is the alternative? The uncertainty in forecasting the inputs is accounted for in the discount rate that is later used to discount the expected cash flows.
 



Principle No. 3: Focus on the Incremental

 

NPV analysis is done in terms of incremental cash flows—that is, the change in cash flow generated by the decision to undertake the project. Incremental cash flow is the difference between what the cash flow would be with the project and what the firm’s cash flow would be without the project. Any sales or savings that would have happened without the project and are unaffected by doing the project are irrelevant and should be ignored. Similarly, any costs that would have been incurred anyway are irrelevant. It is often difficult (yet nonetheless important) to focus on the incremental when calculating how cash flows are impacted by opportunity costs, sunk costs, and overhead. These troublesome areas will be elaborated on next.
 


Opportunity Costs

 

Opportunity costs are opportunities for cash inflows that must be sacrificed in order to undertake the project. No check is written to pay for opportunity costs, but they represent changes in the firm’s cash flows caused by the project and must therefore be treated as actual costs of doing the project. For example, suppose the firm owns a parking lot, and a proposed project requires use of that land. Is the land free since the firm already owns it? No; if the project were not undertaken, then the company could sell or rent out the land. Use of the company’s land is therefore not free. There is an opportunity cost. Money that could have been earned if the project were rejected will not be earned if the project is started. In order to reflect fully the incremental impact of the proposed project, the incremental cash flows used in NPV analysis must incorporate opportunity costs.
 


Sunk Costs

 

Sunk costs are expenses that have already been paid or have already been committed to. Past research and development is an example. Since sunk costs are not incremental to the proposed project, NPV analysis must ignore them. NPV analysis is always forward-looking. The past cannot be changed and so should not enter into the choice of a future course of action. If research was undertaken last year, the effects of that research might bear on future cash flows, but the cost of that research is already water under the bridge and so is not relevant in the decision to continue the project. The project decision must be made on the basis of whether the project increases or decreases wealth from the present into the future. The past is irrelevant.
 


Overhead

 

The treatment of overhead often gives project managers a headache. Overhead comprises expenditures made by the firm for resources that are shared by many projects or departments. Heat and maintenance for common facilities is an example. Management resources and shared support staff are other examples. Overhead represents resources required for the firm to provide an environment in which projects can be undertaken.
 

Different firms use different formulas for charging overhead expenses to various projects and departments. If overhead charges accurately reflect the shared resources used by a project, then they should be treated as incremental costs of operating the project. If the project were not undertaken, those shared resources would benefit another moneymaking project, or perhaps the firm could possibly cut some of the shared overhead expenditures. Thus, to the extent that overhead does represent resources used by the project, it should be included in calculating incremental cash flows. If, on the other hand, overhead expense is unaffected by the decision to undertake the new project, and no other proposed project could use those shared resources, then overhead should be ignored in the NPV analysis.
 

Sometimes the formulas used to calculate overhead for budgeting purposes are unrealistic and overcharge projects for their use of shared resources. If the financial analyst does not correct this unrepresentative allocation of costs, some worthwhile projects might incorrectly appear undesirable.
 





Computing NPV: The Time Value of Money

 

In deciding whether a project is worthwhile, one needs to know more than whether it will make money. One must also know when it will make money. Time is money! Project decisions involve cash flows spread out over several periods. As we shall see, cash flows in different periods are distinct products in the financial marketplace—as different as apples and oranges. To make decisions affecting many future periods, we must know how to convert the different periods’ cash flows into a common currency.
 

The concept that future cash flows have a lower present value and the set of tools used to discount future cash flows to their present values are collectively known as time value of money (TVOM) analysis. I have always thought this to be a misnomer; the name should be the “money value of time.” But there is no use bucking the trend, so we will adopt the standard nomenclature.
 

You probably already have an intuitive grasp of the fundamentals of TVOM analysis, as your likely answer to the following question illustrates: Would you rather have $100 today or $100 next year? Why?
 

The answer to this question is the essence of TVOM. You no doubt answered that you would rather have the money today. Money today is worth more than money to be delivered in the future. Even if there were perfect certainty that the future money would be received, we prefer to have money in hand today. There are many reasons for this. Having money in hand allows greater flexibility for planning. You might choose to spend it before the future money would be delivered. If you choose not to spend the money during the course of the year, you can earn interest on it by investing it. Understanding TVOM allows you to quantify exactly how much more early cash flows are worth than deferred cash flows. An example will illuminate the concept.
 

Suppose you and a friend have dinner together in a restaurant. You order an inexpensive sandwich. Your friend orders a large steak, a bottle of wine, and several desserts. The bill arrives and your friend’s share is $100. Unfortunately, your friend forgot his wallet and asks to borrow the $100 from you. You agree and pay. A year passes before your friend remembers to pay you back the money. “Here is the $100,” he finally says one day. Such events test a friendship, especially if you had to carry a $100 balance on your credit card over the course of the year on which interest accrued at a rate of 18%. Is the $100 your friend is offering you now worth the same as the $100 he borrowed a year earlier? Actually, no, a $100 cash flow today is not worth $100 next year. The same nominal amount has different values depending on when it is paid. If the interest rate is 18%, a $100 cash flow today is worth $118 next year and is worth $139.24 the year after because of compound interest. The present value of $118 to be received next year is exactly $100 today. Your friend should pay you $118 if he borrowed $100 from you a year earlier.
 

The formula for converting a future value to a present value is:[image: 188]

 where PV stands for present value, FV is future value, n is the number of periods in the future that the future cash flow is paid, and r is the appropriate interest rate or discount rate.





Discounting Cash Flows

 

Suppose in the brewery example that the appropriate discount rate for translating future values to present values is 20%. Recall that the brewery project is forecast to generate $2.42 million of cash in year 1. The present value of that cash flow, as of year 0, is $2,016,667, computed as follows:[image: 189]
 



Similarly, the year 2 cash flow was forecast to be $2.42 million also. The present value of that second-year cash flow is only $1,680,556:[image: 190]
 



The longer the time over which a cash flow is discounted, the lower is its present value. Exhibit 6.4 presents the forecasted cash flows and their discounted present values for the brewery project.
 

Exhibit 6.4
Discounted cash flows for brewery project (thousands).
 

[image: 191]





Summing the Discounted Cash Flows to Arrive at NPV

 

Finally, we can calculate the NPV. The NPV is the sum of all discounted cash flows, which in the brewery example equals $614,000. To understand precisely what this means, observe that the sum of the discounted cash flows from years 1 through 10 is $10,614,000. This means that the project generates future cash flows that are worth $10,614,000 today. The initial cost of the project is $10 million today. Thus, the project is worth $10,614,000 but costs only $10 million and therefore creates $614,000 of new wealth. The managers of the beer company would be well advised to adopt this project because it has a positive NPV and therefore creates wealth.
 



More NPV Examples

 

Consider two alternative projects, A and B. They both cost $1 million to set up. Project A returns $800,000 per year for two years starting one year after setup. Project B also returns $800,000 per year for two years, but the cash flows begin two years after setup. The firm uses a discount rate of 20%. Which is the better project, A or B?
 

Like project A, project C also costs $1 million to set up, and it will pay back $1,600,000. For both A and C, the firm will earn $800,000 per year for two years starting one year after setup. However, C costs $500,000 initially and the other $500,000 need only be paid at the termination of the project (it may be a cleanup cost, for example). Project A requires the initial outlay all at once at the outset. Which is the better project, A or C? Of projects A, B, and C, which project(s) should be undertaken?
 

We should make the project decision only after analyzing each project’s NPV. Exhibit 6.5 tabulates each project’s cash flows, discounted cash flows, and NPVs. The NPVs of projects A, B, and C, are, respectively, $222,222, -$151,235, and $375,000. Project C has the highest NPV. Therefore, if only one project can be selected, it should be project C. If more than one project can be undertaken, then both A and C should be selected since they both have positive NPVs. Project B should be rejected since it has a negative NPV and would therefore destroy wealth.
 

Exhibit 6.5 Cash flows and discounted cash flows for three alternative projects (thousands).
 

[image: 192]

It makes sense that project C should have the highest NPV, since its cash outflows are deferred relative to the other projects and its cash inflows are early. Project B, alternatively, has all costs up front, but its cash inflows are deferred.
 

Suppose a project has positive NPV, but the NPV is small, say, only a few hundred dollars. The firm should nevertheless undertake that project if there are no alternative projects with higher NPVs. The reason is that a firm’s value is increased every time it undertakes a positive-NPV project. The firm’s value increases by the amount of the project NPV. A small NPV, as long as it is positive, is net of all input costs and financing costs. So, even if the NPV is low, the project covers all its costs and provides additional returns. If accepting the small-NPV project does not preclude the undertaking of a higher-NPV project, then it is the best thing to do. A firm that rejects a positive-NPV project is rejecting wealth.
 

Of course, this does not mean a firm should jump headlong into any project that at the moment appears likely to provide positive NPV. Future potential projects should be considered as well, and they should be evaluated as potential alternatives. The projects, current or future, that have the highest NPVs should be the projects accepted. For maximum wealth-creation efficiency, the firm’s managerial resources should be committed toward undertaking maximum-NPV projects.
 





Outsourcing and the Build/Buy Decision

 

Firms are often faced with the question of whether it is better to undertake a particular function internally or, alternatively, outsource the function to an external entity. For example, should an online retailer undertake the fulfillment process of packaging and shipping itself, or should it subcontract the job to an outside company? Similarly, firms are often faced with the dilemma of whether it is better to build enterprise software or other productive assets in-house, or alternatively buy such assets ready-made from outside vendors. While the issues of core competencies, strategic fit, and managerial capacity must also be considered when making such decisions, an NPV analysis can help organize the issues and can help point the firm toward the optimal path. The alternative with the highest NPV creates the most value for the company.
 





The Discount Rate

 

At what rate should cash flows be discounted to compute net present values? In most cases, the appropriate rate is the firm’s cost of funds for the project. That is, if the firm secures financing for the project by borrowing from a bank, the after-tax interest rate should be used to discount cash flows. If the firm obtains funds by selling stock, then an equity financing rate should be applied. If the financing combines debt and equity, then the appropriate discount rate would be an average of the debt rate and the equity rate.
 



Cost of Debt Financing

 

The after-tax interest rate is the interest rate paid on a firm’s debt less the impact of the tax break it gets from issuing debt. For example, suppose that a firm pays 10% interest on its debt and the firm’s income tax rate is 40%. If the firm issues $100,000 of debt, then the annual interest expense will be $10,000 (10% × $100,000). But this $10,000 of interest expense is tax deductible, so the firm would save $4,000 in taxes (40% × the $10,000 interest). Thus, net of the tax break, this firm would be paying $6,000 to service a $100,000 debt. Its after-tax interest rate is 6% ($6,000 ÷ $100,000 principal).
 

The formula for after-tax interest rate (RD, after-tax) is:[image: 193]

 where RD is the firm’s pretax interest rate, and τ is the firm’s income tax rate.

Borrowing from a bank or selling bonds to raise funds is known as “debt financing.” Issuing stock to raise funds is known as “equity financing.” Equity financing is an alternative to debt financing, but it is not free. When a firm sells equity, it sells ownership in the firm. The return earned by the new shareholders is a cost to the old shareholders. The rate of return earned by equity investors is found by adding dividends to the change in the stock price and then dividing by the initial stock price:[image: 194]

 where RE is the return on the stock and also the cost of equity financing, D is the dollar amount of annual dividends per share paid by the firm to stockholders, P0 is the stock price at the beginning of the year, and P1 is the stock price at the end of the year.

For example, suppose the stock price is $100 per share at the beginning of the year and $112 at the end of the year, and the dividend is $8 per share. The stockholders would have earned a return of 20%, and this 20% is also the cost of equity financing:[image: 195]
 



The capital asset pricing model (CAPM) is often used to estimate a firm’s cost of equity financing. The idea behind the CAPM is that the rate of return demanded by equity investors will be a function of the risk of the equity, where risk is measured by a variable beta (β). According to the CAPM, β and cost of equity financing are related by the following equation:[image: 196]
 



RF is a risk-free interest rate, such as a Treasury bill rate, and RM is the expected return for the stock market as a whole. For example, suppose the expected annual return to the overall stock market is 12%, and the Treasury bill rate is 4%. If a stock has a β of 2, then its cost of equity financing would be 20%, computed as follows:[image: 197]
 



Analysts often use the Standard & Poor’s 500 index stock portfolio as a proxy for the entire stock market when estimating the expected market return. The βs for publicly traded firms are available from a wide variety of sources, such as Bloomberg, Standard & Poor’s, or the many companies that provide equity research reports. How β is computed and the theory behind the CAPM are beyond the scope of this chapter, but the textbooks listed in the bibliography to this chapter provide excellent coverage.
 





Weighted Average Cost of Capital

 

Most firms use a combination of both equity and debt financing to raise money for new projects. When financing comes from two sources, the appropriate discount rate is an average of the two financing rates. If most of the financing is debt, then debt should have greater weight in the average. Similarly, the weight given to equity should reflect how much of the financing is from equity. The resulting number, the weighted average cost of capital (WACC), reflects the firm’s true cost of raising funds for the project:[image: 198]

 where WE is the proportion of the financing that is equity, WD is the proportion of the financing that is debt, RE is the cost of equity financing, RD is the pretax cost of debt financing, and τ is the tax rate.

For example, suppose a firm acquires 70% of the funds needed for a project by selling stock. The remaining 30% of financing comes from borrowing. The cost of equity financing is 20%, the pretax cost of debt financing is 10%, and the tax rate is 40%. The weighted average cost of capital would then be 15.8%, computed as follows:[image: 199]
 



This 15.8% rate should then be used for discounting the project cash flows.
 

Most often the choice of the discount rate is beyond the authority of the project manager. Top management will determine some threshold discount rate and dictate that it is the rate that must be used to assess all projects. When this is the policy, the rate is usually the firm’s WACC with an additional margin added to compensate for the natural optimism of project proponents. A higher WACC makes NPV lower, and this biases management toward rejecting projects.
 





The Effects of Leverage

 

Leverage refers to the amount of debt financing used. The greater the ratio of debt to equity in the financing mix, the greater the leverage. The following example illustrates how leverage impacts the returns generated by a project. Suppose we have two companies that both manufacture scooters. One company is called NoDebt Inc., and the other is called SomeDebt Inc. As you might guess from its name, NoDebt never carries debt. SomeDebt is financed with equal parts debt and equity. Neither company knows whether the economy will be good or bad next year, but they can make projections contingent on the state of the economy. Exhibit 6.6 presents balance sheet and income statement data for the two companies for each possible business environment.
 

Each company has $1 million of assets. Therefore, the value of NoDebt’s equity is $1 million, since debt plus equity must equal assets—the balance sheet equality. Since SomeDebt is financed with an equal mix of debt and equity, its debt must be worth $500,000, and its equity must also be worth $500,000. Aside from capital structure—that is, the mix of debt and equity used to finance the companies—the two firms are identical. In good times, both companies make $1 million in sales. In bad times, sales fall to $200,000. Cost of goods sold is always 50% of sales. Selling, administrative, and general expenses are a constant $50,000. For simplicity we assume there is no depreciation. Earnings before interest and taxes (EBIT) is thus $450,000 for both companies in good times, and $50,000 for both in bad times. So far, this example illustrates an important lesson about leverage: Leverage has no impact on EBIT. If we define return on assets (ROA) as EBIT divided by assets, leverage has no impact on ROA.1
 

Exhibit 6.6
Performance of NoDebt Inc. and SomeDebt Inc.
 

[image: 200]

If the pretax interest rate is 10%, however, then SomeDebt must pay $50,000 of interest on its outstanding $500,000 of debt, regardless of whether business is good or bad. NoDebt, of course, pays no interest. Because this is a standard income statement, not a capital budgeting cash flow computation, we must account for interest. EBT (earnings before taxes, which is the same thing as taxable income) for NoDebt is the same as its EBIT: $450,000 in good times and $50,000 in bad times. For SomeDebt, however, EBT will be $50,000 less in both states: $400,000 in good times and zero in bad times. Income tax is 40% of EBT, so it must be $180,000 for NoDebt in good times, $20,000 for NoDebt in bad times, $160,000 for SomeDebt in good times, and zero for SomeDebt in bad times. Here we see the second important lesson about leverage: Leverage reduces taxes.
 

Net earnings is EBT minus taxes. For NoDebt, net earnings is $270,000 in good times and $30,000 in bad times. For SomeDebt, net earnings is $240,000 in good times and zero in bad times. Return on equity (ROE) equals net earnings divided by equity. ROE is the profits earned by the equity investors as a function of their equity investment. If, as in this example, there is no depreciation, no changes in net working capital, and no capital expenditures, then net earnings would equal the cash flow received by equity investors, and ROE would be that year’s cash return on their equity investment. Notice that ROE for NoDebt is 27% in good times and 3% in bad times. ROE for SomeDebt is much more volatile: 48% in good times and 0% in bad times. This is the third and most important lesson to be learned from this example: For the equity investors, leverage makes the good times better and the bad times worse. One student of mine, upon hearing this, exclaimed, “Leverage is a lot like beer!”
 

Because leverage increases the riskiness of the cash flows to equity investors, leverage increases the cost of equity capital. But for moderate amounts of leverage, the impact of the tax shield on the cost of debt financing overwhelms the rising cost of equity financing, and leverage reduces the WACC. Economists Franco Modigliani and Merton Miller were each awarded the Nobel Prize in economics (in 1985 and 1990, respectively) for work that included research on this very issue. Modigliani and Miller proved that in a world where there are no taxes and no bankruptcy costs the WACC is unaffected by leverage. What about the real world, in which taxes and bankruptcy exist? What we learn from their result, known as the Modigliani-Miller irrelevance theorem, is that as leverage is increased WACC falls because of the tax savings, but eventually WACC starts to rise again due to the rising probability of bankruptcy costs. The choice of debt versus equity financing must balance these countervailing concerns, and the optimal mix of debt and equity depends on the specific details of the proposed project.
 





Divisional versus Firm Cost of Capital

 

Suppose the beer company is thinking about opening a restaurant. The risk inherent in the restaurant business is much greater than the risk of the beer brewing business. Suppose the WACC for the brewery has historically been 20%, but the WACC for stand-alone restaurants is 30%. What discount rate should be used for the proposed restaurant project?
 

Considerable research, both theoretical and empirical, has been applied to this question, and the consensus is that the 30% restaurant WACC should be used. A discount rate must be appropriate for the risk and characteristics of the project, not the risk and characteristics of the parent company. The reason for this surprising result is that the volatility of the project’s cash flows and their correlation with other risky cash flows are the paramount risk factors in determining cost of capital, not simply the likelihood of default on the company’s obligations. The financial analyst should estimate the project’s cost of capital as if it were a new restaurant company, not an extension of the beer company. The analyst should examine other restaurant companies to determine the appropriate β, cost of equity capital, cost of debt financing, financing mix, and WACC.
 





Other Decision Rules

 

Some firms do not use the NPV decision rule as the criterion for deciding whether a project should be accepted or rejected. At least three alternative decision rules are commonly used. As we shall see, however, the alternative rules are flawed. If the objective of the firm is to maximize investors’ wealth, the alternative rules sometimes fail to identify projects that further this end and in fact sometimes lead to acceptance of projects that destroy wealth. We examine the payback period rule, the discounted payback rule, and the internal rate of return rule.
 



The Payback Period

 

The payback period rule stipulates that cash flows must completely repay the initial outlay prior to some cutoff payback period. For example, if the payback cutoff were three years, the payback rule would require that all projects return the initial outlay within three years. Projects that satisfy the rule would be accepted; projects that do not satisfy the rule would be rejected.
 

For example, suppose a project initially costs $100,000 to set up. Suppose the cash flows in the first three years are $34,000 each. The sum of the first three years’ cash flows is $102,000. This is greater than the initial $100,000 outlay, so this project would be accepted under the payback period rule.
 

There are two major problems with the payback period rule. First, it does not take into account the time value of money. Second, it ignores what happens after the payback. Because of these two failings, the payback rule sometimes accepts projects that should be rejected and rejects projects that should be accepted. A project that costs $100,000 to set up and returns $34,000 for three years would have a negative NPV at a 10% discount rate, since the $102,000 in deferred cash flows is worth less than the initial $100,000 outlay. Yet the project would be adopted under the payback rule criterion.
 

Consider a project that costs $100,000 to set up, returns nothing for three years, and then returns $10 million in year 4. This project would have a positive NPV at any reasonable discount rate, yet would be rejected by the payback rule. The rejection stems from the fact that the payback rule is myopic; that is, it fails to take account of what happens after the payback period. Empirical studies have shown that, contrary to popular perceptions, stockholders do reward firms that take the longer-view, NPV approach to project analysis.
 



The Discounted Payback Period

 

An improved, though still flawed, variant of the payback period rule is the discounted payback period rule. The discounted payback rule stipulates that the discounted cash flows from a project over some payback horizon must exceed the initial outlay. If the horizon were three years, the rule would require that the discounted present value of a project’s first three years of cash flows be greater than the initial outlay.
 

Although this rule explicitly takes into account the time value of money, it still ignores what might happen after the payback horizon. A project may be rejected even if the expected cash flows from the fourth year and beyond are very large, as might be the case in a research and development project. A project might be accepted even if there is a large cleanup cost that would have to be paid after the payback horizon. Although the rule incorporates the time value of money, it is still shortsighted.
 

One might conjecture that the payback and discounted payback rules are popular since they are easy to apply. Yet, this ease is paid for in lost opportunities for creating wealth and occasional misallocation of resources into wasteful projects.
 





Internal Rate of Return

 

A project’s internal rate of return (IRR) is the interest rate that the project essentially pays out. It is the interest rate that a bank would have to pay so that the project’s cash outflows would exactly finance its cash inflows. Instead of investing money in the project, one could invest money in a bank paying a rate of interest equal to the project’s IRR and receive the same cash flows. One can think of the IRR as an interest rate that a project pays to its investors. For example, a project that costs $100,000 to set up but then returns $10,000 every year forever has an IRR of 10%. If a project costs $100,000 to set up and then ends the following year when it pays back $105,000, that project would have an IRR of 5%. The IRR is the rate of return generated by the project.
 

Most financial calculators and spreadsheet programs have functions that find IRR using cash flows supplied by the user. For example, consider a project that requires a cash outflow of $100 in year 0 and produces cash inflows of $40 for each of four years. To find the IRR using a financial calculator, one must specify that the present value equals -$100, annual payments equal +$40, and n, the number of years, equals 4. The present value and the annuity payments must have opposite signs in order to indicate to the calculator that the direction of cash flows has changed. The last step is to issue the instruction for the calculator to find the interest rate that makes these cash flows make sense. The answer is the IRR, which in this example is 21.9%. For the beer brewery cash flows specified in Exhibit 6.4, the IRR is 21.7%.
 

Most TVOM problems involve specifying an interest rate and some of the cash flows and then instructing the calculator to find the missing cash flow variable—either present value, future value, or annual payment. IRR calculations involve specifying all of the cash flows and instructing the calculator to find the missing interest rate.
 

The IRR also happens to be the discount rate at which the project’s cash flows have an NPV of zero. This relationship can be used to verify that an IRR is correct. First, calculate NPV at a guessed IRR. If the resulting NPV is zero, the guessed IRR is in fact correct. If not, guess again. The IRR eventually can be found by trial and error.
 

For example, consider again the case in which the initial cash outflow is $100, followed by four annual cash inflows of $40. To use the trial and error method, one should calculate the NPV at a guessed discount rate. When we find the discount rate at which the NPV is zero, we will have identified the IRR. If we guess 10%, the NPV is $26.79. Apparently, the guessed discount rate is too low. A higher discount rate will give a lower NPV. So guess again, maybe 30% this time. At 30%, the NPV is -$13.35. Apparently, 30% is too high. The next guess should be lower. Following this algorithm, the IRR of 21.9% will eventually be located.
 

The IRR rule stipulates that a project should be accepted if its IRR is greater than some agreed-on threshold, and rejected otherwise. That is, to be accepted, a project must produce percentage returns higher than some company-mandated minimum. Often the minimum threshold is set equal to the firm’s cost of capital. If the IRR beats the WACC, then the project is accepted. If the IRR is less than the WACC, the project is rejected.
 

For example, suppose a project costs $1,000 to set up, and then is expected to produce a one-time cash inflow of $1,100 one year later. The IRR of this project is 10%. If the company imposes a minimum threshold of 20%, this project will be rejected. If the company’s threshold is 8%, this project will be accepted. We saw earlier that the brewery project IRR is 21.7%. If the agreed threshold is the brewery’s 20% WACC, then the IRR rule would indicate that the project should be accepted.
 

The IRR rule is appealing in that it usually gives the same guidance as the NPV rule when the threshold equals the company’s cost of capital. If a project’s IRR exceeds the firm’s cost of capital, the project must be creating wealth for the firm. The project would produce returns greater than the firm’s financing costs, and the spread would be added wealth for the investors. Unfortunately, the IRR rule frequently breaks down and gives misleading advice.
 

The IRR rule suffers from two flaws. First, it ignores the relative sizes of alternative projects. For example, suppose a firm had to choose between two projects, each of which lasts one year. The first project costs $10,000 to set up but then pays back $16,000 one year later. The second project costs $100,000 to set up but pays back $120,000 one year later. Clearly, the IRR of the first project is 60%, and the IRR of the second project is 20%. On the basis of IRR, the first project seems to be superior. However, if the firm’s cost of capital is 10%, the first project has an NPV of $4,454, whereas the second project has an NPV of $9,091. Clearly the second project creates more wealth. The first project has a higher rate of return but on a smaller investment. The second project’s lower return on a larger scale is a better use of the firm’s scarce managerial resources.
 

The second flaw in the IRR rule stems from the fact that a given project may have multiple IRRs. The IRR is not always a single, unique value. Consider a two-year project. Initially the project costs $1,000 to set up. In the first year it returns $3,000. In the second year there is a cleanup costing $2,000. It is easy to verify that 0% is one correct value for the firm’s IRR: Discounting at 0% and adding up all the discounted cash flows gives an NPV of zero. Notice, however, that 100% is another correct value for the IRR: Discounting all cash flows at 100% per year also gives an NPV of zero. If the firm’s cost of capital is 10%, should this project be accepted or rejected? Ten percent is greater than 0%, but less than 100%. Only by computing the NPV at the discount rate of 10% do we find out that this project has a positive NPV of $74 and so should be accepted. When a project has two or more IRRs, the analyst would have no way of knowing which was the correct one to use if he or she did not also compute the NPV and apply the NPV rule. If the analyst computed only the IRR of 100%, she or he would reject this valuable project.
 

It turns out that a project will have one IRR for every change in sign in its cash flows. If a project has an initial outlay and then subsequently all cash flows are positive inflows, there will be one unique IRR. If a project has an initial outlay, a string of positive inflows, and then a cleanup cost at the end, there will be two IRRs since the direction of cash flow changed twice. If there is an initial outlay, a positive inflow, another net outflow during a retooling year, followed by a positive inflow, the three sign changes would produce three different IRRs. The IRR rule would provide little guidance in such a scenario and could possibly lead to an incorrect judgment of the project’s worth.
 

In situations where its two fatal flaws are not at issue, the IRR rule gives the same result as the NPV rule. If the project’s cash flows change sign only once, there is no problem of multiple IRRs. If all competing projects are of the same magnitude or if there is only one project under consideration, the size issue will not be a problem, either. In such a situation, the firm would be justified in selecting the project on the basis of IRR.
 

One circumstance in which alternative projects are of equal size and cash flows change direction only once is in the analysis of alternative mortgage plans. These days, a person financing a home may choose from a multitude of mortgage plans. A variety of payment schedules are available, and some plans charge points in exchange for lower monthly payments. Since all mortgages considered by the home buyer finance the same house, the size issue is not a concern. Also, the typical home mortgage involves a cash inflow at the beginning and then only cash outflows over the period when the borrower must pay back the loan. Thus, there is only one sign change among the cash flows. Borrowers can thus compare mortgages on the basis of their IRRs. They should calculate the cash flows over the horizon during which they expect to pay back the mortgage, and should then choose the lowest-IRR mortgage from among those whose monthly payments are affordable. The annual percentage rate (APR) quoted by mortgage companies is the IRR of the mortgage calculated after factoring in points and origination fees and assuming the mortgage will not be prepaid.
 





Innovations in Capital Budgeting

 

While a general consensus has been reached that wealth maximization is the objective of optimal capital budgeting, the tools for measuring wealth creation and the indicators that business policy is succeeding at that goal continue to evolve. The fact that new paradigms are still being invented tells us that NPV is not the last word in capital budgeting. Analysts and investors are constantly looking for better tools for making long-range capital decisions. An approach known as Economic Value Added (EVA®) was introduced by the consulting firm Stern Stewart & Company, which owns the term as a registered trademark. Another advanced paradigm known as “real options” is complex but gaining traction.
 



Economic Value Added

 

Economic Value Added (EVA®) is an accounting metric that aims to capture how much wealth a company creates in a given year. EVA is the amount of invested capital multiplied by the spread between the company’s return on invested capital and its cost of capital. EVA aims to measure wealth creation in a given year rather than over the life of a project. EVA’s advocates advise managers to adopt projects that maximize EVA and manage projects so as to maximize EVA each year. Managers should monitor projects and make modifications, award incentives, and impose penalties to continuously boost EVA.
 



Real Options

 

The real options paradigm seeks to measure not only the value of a project’s forecast cash flows but also the value of strategic flexibility that a project creates for a company. For example, suppose a company is contemplating an initiative to market its wares on the Internet. The forecast cash flows may be weak, but establishing a presence on the Internet may be valuable in that it wards off potential competition and creates opportunities that can later be exploited. The option to expand or the flexibility to later pursue a wide range of initiatives is captured using the real option paradigm, whereas the value of these options is usually missed completely in the standard NPV approach. The real options paradigm entails identifying the strategic options inherent in a proposed project and then valuing them using modern mathematical option-pricing formulas. If the value of a proposed project complete with its real options is greater than the cost of initiating the project, then the project should be given the go-ahead.
 





Summary and Conclusions

 

Capital budgeting is the process by which a firm chooses which projects to adopt and which to reject. It is an extremely important endeavor, because it ultimately shapes the firm and the economy as a whole. The fundamental principle underlying capital budgeting is that a firm should adopt the projects that create the most wealth. Net present value (NPV) measures how much wealth a project creates. NPV is computed by forecasting a project’s cash flows, discounting those cash flows at the project’s weighted average cost of capital (WACC), and then summing the discounted cash flows. The cost of capital used to discount the cash flows is a function of the riskiness of the project and the financing mix selected.
 

Measures such as payback period, discounted payback period, and internal rate of return (IRR) give rise to alternative project decision rules. These rules, however, are flawed and can potentially lead a company to adopt an inferior project or reject the optimal one. Economic value added (EVA) is a metric that helps managers choose among projects and then manage the projects once started. The real options paradigm is an innovation that aims to capture the value of strategic flexibility created by projects.
 

The tools of capital budgeting can be applied to large-scale corporate decisions, such as whether to build a new plant, but they can also be applied to smaller personal decisions, such as which home mortgage program to choose or whether to invest in new office equipment. Learning the language and tools of capital budgeting can help entrepreneurs better pitch their projects to investors or to the top executives at their own firms. Whether the decision is large or small, the fundamental principle is the same: A good project is one that is ultimately worth more than it costs to set up and thereby generates wealth.
 





Note

 

1 This is one definition of ROA; another definition is net earnings divided by total assets. Given the second definition, ROA would be affected by leverage.
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Global Finance
 

Michael J. Riley

 

 

 

What does it matter that one invests, borrows, sells, or buys in foreign countries? Isn’t it all the same?
 

Look at the following four case studies and two theories that can be at least a little helpful, and you will likely answer that this is understandable but risky. We start with a personal example, because many people can relate to complex subjects more easily on a personal level. The remaining examples are taken from real corporate situations and modified to disguise the companies.
 





Currency Exchange Rates: A Case of Individual Investing

 

Let’s start with an example created to make a point. In May 2008, Rodney decided that rates on U.S. certificates of deposit (CDs) were too low and the time was right to invest in a bank in England. He expected to earn 4% on his money in six months (8% annually) and ended up with a loss. He discussed what went wrong with his dad.
 

 

Rodney: I can’t understand what went wrong. I lost money and I thought it was a sure thing. I invested $10,000 in a six-month CD on May 31, 2008, that promised a 4% return.
 

Dad: The promised return of 4% for six months works out to be 8% per year. That was far above what CDs paid in the United States. Didn’t you get the interest promised?
 

Rodney: I don’t think so. My IRA statement said that my investment earned £202.45, which is 4%. Yet my statement also said that my account was worth only $8,087.95 on December 1, 2008. If that is true, what happened to the interest? How could I have lost that much on the currency exchange?
 

Dad: Let’s take a look logically. The first thing is to create a time line that shows what you paid and what you got back. I always show cash outflow as negative and cash inflow as positive. That makes it simple to remember. When someone pays me, it is positive. When I have to pay someone else, it is negative.
 

We’ll put months across the top and cash flows under the line (Exhibit 7.1). Your investment declined in value by 19.12% from $10,000 to $8,097.95.
 


 

Rodney: Okay, now I see that I lost 19.12% on my investment. That is a lot to lose on a sure thing in just six months. What went wrong?
 

Exhibit 7.1
Time line in dollars.
 

[image: 201]

Dad: Before I answer that, did you check the history of the exchange rates between the dollar ($) and the pound (£)? The exchange rate is the amount of currency in one country that can be purchased by one unit of currency in another country. There is a small fee built in for the bank or dealer, but we will ignore that for our purposes.
 

Rodney: Yes, I looked on OANDA.com at www.oanda.com and found the history. Between January 1, 2007, and May 29, 2008, one U.S. dollar would buy an average of 0.50168 pounds. The range was from 0.47250 to 0.52130. When I moved my dollars to England, the bank gave me a rate of 0.50613 pounds per dollar. It seemed to be low-risk.
 

Dad: Of course there are other sites, like www.x-rates.com. Yahoo!, Google, and MSN also have currency converters. But I usually use OandA.com, too.
 

First of all, most currencies’ exchange rates are quoted the way you just did: the amount of foreign currency that $1 would buy. But for pounds, people usually refer to the reverse: the number of dollars that it would take to buy one pound. Looking at it that way will make you consistent with the rest of the world. On May 31, 2008, that rate was 1.97578. It would cost $1.97578 to buy £1.00. So your $10,000 should have bought you about £5,061.29.
 

By December 1, the rate had changed to $1.53654 per £1.00. Your £5,061.29 before interest could be translated into dollars to get a worth of $7,776.88. You lost $2,223.12 or 22% of your initial investment just from the movement of currency. That is a 22% loss. Of course the interest that you earned lessened your loss.
 



 

Rodney: I feel terrible and very foolish.
 

Dad: If it makes you feel any better, you are not the first, nor will you be the last, to focus on the interest and lose sight of the principal. I’ll tell you a story later about how the treasurer of a global company did the same and it cost the company hundreds of millions of dollars. He did not bother to do a time line. A time line is a very simple picture, but it can make a complex transaction much easier to understand. If you do it carefully, you will avoid a lot of problems.
 

Now, let’s use that time line and see the cash flows in British pounds (Exhibit 7.2).
 

Now you can see the interest received in pounds. You did receive the promised 4% or £202.45. If you were in England, this would be a good return. Now let’s put in the currency translation and we see that because of the change in currency exchange rates you lost $1,912.05 instead of gaining the $400 you had planned on (Exhibit 7.3).
 



 

Exhibit 7.2
Time line in pounds.
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Exhibit 7.3
Time line in dollars and pounds.
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Rodney: Okay, I see what happened, but how could I know that I would lose money?
 

Dad: Unfortunately, you can’t know what will happen to currency exchange rates. There are theories that seem to work some of the time, but just like investors in the stock market, even the professionals get surprised from time to time.
 

Let me make the point about the time line. It is a simple device to make the complex seem easy. People who simply plug in formulas often make bad mistakes.
 

As an exercise, imagine the reverse situation. Assume that you were in England and decided to invest in a U.S. bank. Let’s keep the initial investment the same. A 30-year-old teacher in London spends £5,061.29 to get $10,000 in U.S. dollars. He invests at only 2% interest and expects to end with $10,200. Why would he do that you may ask. One reason could be that he planned to take a Christmas vacation to Disney World and wanted to avoid any risk that his money would not cover his planned expenses.
 

By the way, this risk-avoidance measure can be used by almost anyone with the help of a bank. If you plan to make a purchase in another country, you can invest in anticipation of making the purchase. This avoids the risk of exchange rate movement. It also eliminates any gain from exchange rate movement. As you see, if your currency weakens, it buys less in a foreign country. If it strengthens, it buys more.
 

Let’s assume that the vacation gets canceled and he decides to bring his investment dollars back to England. Now translate the investment to dollars at $1.53654 per £1.00. You get £6,638.29. Divide by the original investment and get 131%. That is a 31% return. In both cases, the movement in the exchange rate is the major force behind the return that the investor receives. Currency moved against you and you lost 19%. The same movement earned a 31% return for the Londoner: £6,638.29 divided by £5,061.29 = 1.31 or 131%.
 

Exhibit 7.4
Time line in pounds and dollars.
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Let’s do our time line again, but this time from the perspective of someone in London (Exhibit 7.4).
 




Rodney: Now I see what is happening. Exchange rate movement can make a big difference in the value of an investment even in a short period of time. Sometimes the rate is stable, and sometimes it moves a lot.
 

Dad: Right! You get it. By now you are beginning to see the disadvantage and perhaps the advantage of converting currency and investing in another country. Of course, things were not always this way. Most of the major countries operated with fixed exchange rates set by the Bretton Woods Agreement concluded in 1944. This functioned well for over 40 years. (By the way, Bretton Woods is a resort town in the shadow of Mount Washington in New Hampshire.) One advantage of fixed exchange rates is that they function as one currency. You do not have to worry about exchange rates in the United States—your dollar is the same in Maine as it is in Alaska, Texas, or even New York City.
 

 

Lesson: There can be significant risk for an investment due only to the potential change of exchange rates. There are periods of little movement and periods of strong movements.
 



One Currency: European Union and Eurozone

 

One reason many nations in Europe adopted the euro was to eliminate the risk and complexity of varying exchange rates. The euro avoids the need to change currency when you drive from Italy to France to Germany. It allows an investor in Ireland to invest in Austria without worrying about currency movements. You can see why this is an advantage, especially in small countries like Malta. Countries with the euro as their official currency are in the eurozone.
 

As a matter of fact, the following nations have adopted the euro as their official currency:[image: 205]
 



There are a number of countries in the European Union that share open borders and free trade but have not adopted the euro. As you know, Great Britain is one.
 

The countries in the European Union (EU) include the 15 eurozone countries and 12 other countries. This is a list of countries in the European Union:[image: 206]
 



There are about 300 million people in the nations that have officially adopted the euro and 500 million in the European Union (EU). The EU is designed to allow the free flow of goods, labor, services, and transit. In practice there are still some obstacles to the complete implementation of this concept.
 

You might notice that Switzerland is not on either list. That country has chosen to maintain its tradition of independence and neutrality.
 

Rodney: If there are such advantages, why don’t all the countries in the EU adopt the euro?
 

Dad: Some countries have tried. They put the prospect to a vote and the people rejected the euro. Perhaps it is national pride. Other countries have leaders who are concerned about the promises made in the various countries’ versions of Social Security. Unlike the United States, the population is declining in several countries and, just as here, the system is underfunded. Also, governments have different policies about taxing, spending, military expenditures, and international conflicts.
 

For now, take a look at the exchange rate between the dollar and the euro at the end of the month specified (Exhibit 7.5).
 

This is quite a large range. In December 2001 $1,000 would buy €1,289. By June 2008, it would take $2,036 to purchase the same amount of euros.
 

Let’s do the math. Divide the euro amount by the exchange rate to get the dollar amount (Exhibit 7.6).
 



 

Exhibit 7.5
Amount of euros (€) purchased by one dollar ($).
 

Source: FXHistory © 1997-2008 by OANDA Corporation.
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Exhibit 7.6
Conversions between dollars and euros.
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Lesson: One currency can eliminate some country risks, but the exchange rate risk still exists with other countries. Also, there may be added risks of different economic policies of countries within the European Union.
 





Currency Exchange Rates: A Case in China with Country Risk

 

Dad: Let’s look at an investment from a business point of view.
 

Consider the following case: A multinational corporation needs to invest in many countries and for periods of many years. We will look at an investment in China. There is a long history, but we will look only at relatively recent background. I’ll pick a period with interesting times. Let’s assume that the initial investment was made on October 23, 1995.
 

China has been a special case because the government has taken steps to keep its currency stable compared to the U.S. dollar.
 



 

China is a manufacturing superpower. Assume that you are CFO of a small engine manufacturer, Small Co., looking to build a $100 million plant in China. Let’s assume that your company requires a return of 10% on its investments in the United States and 16% on its investments in China. We will discuss the reasons for the 16% required return later in this section.
 

Before you invest, your (simplified) balance sheet might look like Exhibit 7.7.
 

We pick a date of October 23, 1995, for the investment, and your balance sheet looks like Exhibit 7.8 at the end of October:
 

Exhibit 7.7
Small Co. balance sheet, September 30, 1995 (in millions).
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Exhibit 7.8
Small Co. balance sheet, October 31, 1995 (in millions).
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Actually, the value of the investment will be in Chinese yuan renminbi (CNY), the currency of China. The accountants will convert that investment to dollars at the prevailing exchange rate at the end of each accounting period. If the $100 million were invested in China on October 31, 1995, it would buy CNY 831.490 million, and that would become the value of the plant. The exchange rate was CNY 8.31490 to one U.S. dollar on October 31, 1995. The balance sheet is important because public companies will report any gains or losses on investments on their income statements. So both the balance sheet and the income statement will change as a result of exchange rate movements. Of course, the major reason for this investment is to obtain goods for sale in the United States and in other countries at lower prices. Unlike Rodney’s investment in England, the government of China had a policy to hold the exchange rate constant with the dollar. This effectively created one currency for China and the United States for 10 years. This was a huge advantage to companies doing business with China.
 

Look at the exchange rate of the yuan to the dollar in Exhibit 7.9.
 

As you can see, there has been a 10-year period of very stable exchange rates. Let’s value your $100 million plant on December 31, 2004. Recall that the plant was actually valued at CNY 831.490 million on October 31, 1995. Assume no depreciation and no plant additions to allow us to see what happened because of exchange rates. We see that CNY 831.490 million divided by the December 31, 2004, exchange rate of 8.28650 converts to $100.34 million (Exhibit 7.10).
 

The change since 1995 is so small as to be insignificant. I’m sure Rodney wishes that his investment in England had had this stability. However, from 2005 onward, the yuan has strengthened against the dollar. The effect from a change in the rate from 8.3 to 6.9 has been to raise prices of Chinese goods by 20%, assuming that all else is equal. By now you should be able to tell what happened to the value of the investment. Since the yuan increased in value, the investment translated to dollars increased in value. Now let’s convert the value of CNY 831.490 million as of December 31, 2008. The dollar amount becomes $121 million (Exhibit 7.11). Now we are seeing significant change, although it is helpful to the accounting statements.
 

Exhibit 7.9
Exchange rate: Number of Chinese yuan renminbi per U.S. dollar.
 

Source: FXHistory © 1997-2008 by OANDA Corporation.
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Exhibit 7.10
Small Co. balance sheet, December 31, 2004 (in millions).
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Exhibit 7.11
Small Co. balance sheet, December 31, 2008 (in millions).
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The negative side is that this same movement increased the cost of the engines that Small Co. was exporting from China and importing into the United States. Just as the assets rose in value by 21%, the cost of the engines also rose by this same 21%. If we look at a five-year history in January 2001 at OANDA.com, we would see the summary shown in Exhibit 7.12.
 

This table shows the success of the government of China in keeping the exchange rate stable. Of course, history can be a guide but not a guarantee of future events.
 

Exhibit 7.12
Summary of exchange rates: Chinese yuan per dollar.
 

Source: FXHistory © 1997-2008 by OANDA Corporation.
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We could do a time line of cash flows if we had more information. For now let’s make some points that do not require us to make a time line.
 

If Small Co. were importing the engines into the United States and buying them for $25 each, they would have been free of exchange rate risk for 10 of the past 13 years. The price of manufacturing the engines would still be subject to inflation in China. The cost of raw materials, parts, and labor might have risen, but there was no cost escalation from the exchange rate until relatively recently. By 2008, the price would have increased to $30 each even if there was zero inflation in China.
 

Of course, other risks remained. Someone else could have invented a better process, and this is business risk. The United States could have imposed a tariff or tax on engine imports. Unrest in China could have been a problem. Another company could have reverse engineered your engine and gone into competition with Small Co.
 

Dad: What risks do you see, Rodney?
 

Rodney: Well, for a start, the leadership in China has changed and it is possible that the new leadership could be hostile to exports.
 

Dad: Good thinking. Country risk is one of the first things to consider. If history is any guide, countries are more likely to seize the assets of companies than they are to stop exports. Also, some countries limit imports to favor local industry. Oil- and gas-rich nations have been known to limit exports in an effort to raise the price.
 

There are other country risks: There could be a war or rebellion and the assets could be destroyed. The government may refuse to allow the repatriation of profits earned in the country. International bodies may ask for import/export restrictions to protest pollution or treatment of political prisoners.
 

Intellectual property is valued more highly in some countries than in others. A company with a secret manufacturing process will want to consider carefully where to locate its manufacturing operations. Contracts may be more readily enforceable in some countries and may be easily abrogated in other countries.
 

Some people break country risk into repatriation risk and political risk.
 

The risk that a company or person will not be able to freely move money out of a country is repatriation risk. This has been a significant problem in various countries historically. Often it is the first thing people worry about in doing business in other countries.
 

Political risk comes from changes in the government or culture of a country and can take many forms, as described earlier.
 

Regardless of the category, the question is: What risk is imposed by doing business in another country? And, as we will see later, the follow-on question is: What can be done to lessen the risk?
 

Exhibit 7.13
Small Co.’s evaluation of risk for China venture.
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Exchange rate risk has been lessened as a result of Chinese government policy. However, even government policy sometimes must give way to practical reality. Although the exchange rate between the United States and China was stable for 10 years, the price of engines in comparison with the world market would vary based on the exchange rates between the United States and other countries. Exchange rate risk arises from unexpected changes in the exchange rates. It can dramatically change the effective price of a purchase. Looking at the yuan, the effective price of purchases manufactured in China rose 20% from 2005 to 2008 just due to the currency exchange rate.
 

Dealing with risk is typically done in two ways. The first is to increase the required return necessary to make the investment, and we will discuss that now. The second is to look for other ways to lessen the risk.
 

Companies calculate a weighted average cost of capital (WACC) and use this as the discount rate or hurdle rate when estimating the returns for an investment. When looking at an investment in another country, they should make an explicit decision to raise the rate of return required to take into account the risks we discussed earlier. Careful analysis of the proposed country is necessary.
 

In our example we might use something like Exhibit 7.13.
 

Our numbers are not the result of any careful study. They are chosen to simply make an example of what might be found. Ultimately numbers like these are the result of judgment after looking at all available information. Each of these risks seems small, but the chance of something unforeseen happening over 10 or 15 years is often much larger than one would estimate. There are ways to simulate what might happen. In any case, it is always good to ask, “What can go wrong?” The answer can be surprising.
 



Risk Minimization

 

One way to eliminate the exchange rate risk associated with the balance sheet is to borrow all or almost all of the funds in local currency. If the currency weakens, the value of the assets will decline and so will the value of the liabilities. The reverse is also true. In our China example, Small Co. could have borrowed the CNY 831.490 million in China. Since the assets and the liabilities are equal, there would be no effect on the equity of the parent from translating the values in the balance sheet to dollars.
 

Many companies look to find places to manufacture with very favorable conditions. This serves to minimize the risk of adverse currency movements. These advantages might include a significant cost savings over manufacturing in the home country, tax savings, having a skilled and stable workforce, and a culture of hospitability toward the nation making the investment.
 

Exhibit 7.14
Index of Economic Freedom 2008.
 

Source:
www.heritage.org/research/features/index/countries.cfm.
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The use of local partners can be a third way to help minimize the risk. Their investment can spread the risk of currency and perhaps, more important, can lower political risk. Often the right local partner is better able to deal with emerging situations that could have an impact on the project.
 

Therefore, it is important to understand the culture of the country. In some countries, business practices differ from the United States. Just as we leave tips for waitstaff, in some parts of the world it is expected that companies make payments to government officials in order to do business. The Foreign Corrupt Practices Act of 1978 makes it illegal for a U.S. company to pay a bribe. The local partner can often advise how to avoid situations that would put the venture into an unlawful situation. In some cases, this may mean forgoing an investment in a country that otherwise seems to hold great potential.
 

There is a practical reason as well as a legal reason for avoiding payments to officials. These officials may be resented by the local citizens. If there is a change in the government, companies closely associated with the prior political leadership may be penalized. From time to time, there are news stories about attacks on American businesspeople and companies in countries in political turmoil.
 

It is possible to find information on country risk by looking to the Heritage Foundation’s Index of Economic Freedom (www.heritage.org). The following information comes from the 2008 index:
 

China has an overall score of 52.8%, which ranks it 126th in the world. This score rates China “mostly unfree.” The U.S. score is 80.6%, which ranks it 5th and rated “free.” Dead last, ranked 157th, is North Korea with a score of 3.0%. Exhibit 7.14 shows the categories of economic freedom, which put China’s score into perspective. Clearly China has a long way to go before it can be rated “free” or even “mostly free.”
 

Useful information from the World Bank on the ease of doing business in many different countries can be found at www.doingbusiness.org/documents/Press_Releases_08/DB_08_Oveview_English.pdf.
 

Also see the Index of Economic Freedom at www.heritage.org/research/features/index/chapters/pdf/index2008_execsum.pdf.
 

Lesson from China case: Even though the Chinese government has been very favorable to business with its exchange rate policies and openness, there can be significant risks that should be considered. These risks add to the rate of return required on any investment.
 






Local Partner: Robinson Investment Case

 

The Robinson Company is a U.S. firm that found a new way to process high-end coffee for use in upscale restaurants. It is considering a joint venture with CCB, a Colombian firm that grows and processes coffee beans. Robinson has a patent for its new coffee-processing method, and this is motivating the company to expand beyond importing coffee. Robinson plans to invest $20 million in the proposed joint venture (JV) project, which will help to finance CCB’s production using the newly patented process.
 

The Colombian government offers to guarantee that all profits, after tax, can be repatriated into U.S. dollars, and it will guarantee that the exchange rate will be the same for five years as it was on the day of the contract signing. Robinson and CCB have agreed that all profits will be divided equally between the two companies.
 

The plan is to locate a new facility in the Free Trade Zone, which will make the venture free of Colombian income taxes. Otherwise the corporate income tax rate of 35% would apply. There is a 7% tax on dividends from subsidiaries to parent companies that will apply.
 

Robinson also pays a U.S. corporate income tax of 35%.
 

Robinson is aware that there is some political instability. The Central Intelligence Agency (CIA)’s World Factbook has the following publicly available information:Colombia’s economy has experienced positive growth over the past five years despite a serious armed conflict. In fact, 2007 is regarded by policy makers and the private sector as one of the best economic years in recent history, after 2005. The economy continues to improve in part because of austere government budgets, focused efforts to reduce public debt levels, an export-oriented growth strategy, improved domestic security, and high commodity prices. Ongoing economic problems facing President Uribe include reforming the pension system, reducing high unemployment, and funding new exploration to offset declining oil production. The government’s economic reforms and democratic security strategy, coupled with increased investment, have engendered a growing sense of confidence in the economy. However, the business sector continues to be concerned about failure of the U.S. Congress to approve the signed FTA (Free Trade Agreement).
 

Source: CIA, World Factbook, available at https://www.cia.gov/library/publications/the-world-factbook/geos/co.html#Issues
 


 


 

Robinson has a policy to focus on only the first five years of a venture for analysis purposes. Profits after the five-year period will be important, but the government guarantee will have expired.
 

The expected total profits resulting from the joint venture per year are as shown in Exhibit 7.15.
 

Robinson has an average cost of new medium-term debt of 6% and estimates its cost of equity at 10%. Its capital structure is 20% debt and 80% equity. It adds between two and five percentage points to its weighted average cost of capital (WACC) when deriving its required rate of return on international joint ventures. Robinson plans to account for country and other risks within its cash flow estimates.
 

Exhibit 7.15
Profits to joint venture of Robinson and CCB.
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Robinson is mildly concerned about country risk because of the internal fighting in Colombia. Will the rebels overthrow the Colombian government? Robinson estimates that there is a 5% probability of this happening. If it does happen, Robinson expects to lose all profits from the joint venture beginning in year 3.
 

Let’s do the analysis to see if this venture is worthwhile.
 



Step 1

 

Determine Robinson’s cost of capital and required rate of return for the joint venture in Colombia.
 

We start with the cost of capital. Remember that the weighted average cost of capital is equal to the after-tax cost of debt multiplied by the weight of the debt in the capital structure plus the required return on equity multiplied by the weight of the equity in the capital structure. Exhibit 7.16 shows our numbers.
 

Now let’s look at the required rate of return on the investment in Colombia. Since Robinson estimates the risk to be toward the high end of its range, it adds 4% to the WACC to get the required return: 8.78% plus 4% = 12.78%. The risk manager rounds this up to 13%.
 



Step 2

 

Determine the discrete probability distribution of the venture cash flows, calculate the net present value to Robinson for its share of this joint venture, and then calculate the expected net present value. First we calculate the investment in billions of Colombian pesos (COP): $20 million multiplied by an exchange rate of $1 to COP 2,212.64 equals COP 44,252 billion. We will assume straight-line depreciation over five years for U.S. tax purposes. (See Exhibit 7.17.)
 

Now let’s take the net present value using the required return of 13% (Exhibit 7.18).
 

As you can see, we get $45 million positive NPV. If the project lasts only five years, the internal rate of return (IRR) can be computed using Excel as 57% for the case where all goes as expected.
 

Now let’s assume that the rebels overthrow the government, a possible but unlikely event. In this case Robinson would receive only the cash flow from years 1 and 2. What we would see is shown in Exhibit 7.19.
 

Even without considering any tax break from writing off the investment, we see a positive NPV.
 

Exhibit 7.16
Calculation of weighted average cost of capital (WACC) for Robinson.
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Exhibit 7.17
Time line of cash flows to CCB-Robinson venture.
 

[image: 219]

Exhibit 7.18
Net present value of cash flows to Robinson (in millions).
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Exhibit 7.19
Net present value of cash flows to Robinson, worst case (in millions).
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Exhibit 7.20
Calculation of expected net present value (in millions).
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In our analysis we have a 95% chance of obtaining an NPV of $45.05 million and a 5% chance of obtaining a NPV of $4.98 million. Let’s round these numbers to $45 million and $5 million.
 

We can now calculate the expected value of $43 million (see Exhibit 7.20).
 

Based on the assumptions this project is acceptable. Even more, it has a very high return. The currency risk has been eliminated by the government guarantee. Perhaps the biggest risk comes from fluctuations in the world price for coffee.
 

There are some at Robinson who recommend that the company borrow the needed funds in Colombia. That way, if a new government seized the assets, the company could default on the loan. If the exchange rate guarantee were ended, the loan would offset the assets and thereby lessen or eliminate any accounting risk.
 

Lesson: We saw a venture with risk but also with exceptional returns. The company carefully considered the potential risks and looked for ways to lessen this risk. It performed the economic analysis in the same manner as it would for any project in the United States.
 





Unknown Rental Cars Borrowing Case: January 1, 1985

 

Dad: Rodney, let me tell you a true story about a major U.S. corporation. I’ll change a few details and the name of the company. The case was told to me by someone who lived it. It was set way back in 1985, but the case is as relevant today as it was then. In many ways it is the same as your investment in the English CD.
 

It was December 1984 and Unknown Rental Cars needed to borrow $200 million to finance the purchase of an Unclear Airlines company. The assistant treasurer just made a recommendation about the choice between borrowing in the United States in U.S. dollars or in Japan in yen (¥ or JPY). The loan would begin on January 1, 1985, and end on December 31, 1989.
 

As background, Unknown owned Cheapy Hotels. It was buying Unclear Airlines from a major private equity firm that had purchased it out of bankruptcy. Unclear Airlines would generate about 50% of the total revenue and the remainder was to be evenly split between Unknown Rental Cars and Cheapy Hotels. All were worldwide service companies that generated revenue in many countries and currencies, mainly in the United States, Canada, Latin America, and Europe.
 

If the loan was in U.S. dollars in the United States, company policy required the use of a specific investment banker. This investment banking firm estimated terms of the United States loan as follows: The interest rate would be 11% per year paid semiannually in December and June for five years. The principal of $200 million would be repaid at the end of the five years. There would be a one-time underwriting fee of approximately 0.5% to be paid when the funds were received.
 

Exhibit 7.21
Amount of yen purchased by $1.
 

Source: FXHistory © 1997-2008 by OANDA Corporation.
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A leading Japanese bank was expanding into the United States as it fulfilled its strategic objective of becoming a worldwide institution. It offered a loan with the interest and principal denominated in yen. The interest rate was 5%, and there were no up-front fees. Both the U.S. and the Japanese loans required interest payments to be paid in December and in June. The entire principal would be due in December 1989.
 

This seemed to be an easy choice. The assistant treasurer concluded that 5% was so much less than 11% that it would not matter what happened to exchange rates. The yen could double in value and the interest would still be less. If the yen strengthened to twice the current level, the effective interest rate would rise to 10%, and that was still less than 11%.
 

He believed that any further analysis would be a waste of time. His judgment told him that the Japanese yen loan was easily the better choice. Still, he looked at history to show his boss that he had considered what might happen. In the previous two years the dollar had strengthened against the yen. On December 31, 1982, the exchange rate was 234 yen to one dollar. By December 31, 1984, the rate had moved to 250 yen to the dollar. This meant that one dollar bought more yen. If the dollar continued to strengthen, each interest payment would be less than the previous one.
 

Looking at the history of exchange rates on OANDA.com, he found the statistics for the prior two years (Exhibit 7.21).
 

When the decision was made, the dollar was at the highest point of this range on December 31, 1984, at 250.45 yen to the dollar.
 

It was too much to hope that the dollar would continue to increase in value over the life of the loan, but that certainly was a possibility. In making his case, the assistant treasurer also compiled a table of data over the prior 10 years (Exhibit 7.22).
 

Exhibit 7.22
Amount of yen purchased by $1.
 

Source: FXHistory © 1997-2008 by OANDA Corporation.
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Exhibit 7.23
Calculation of principal of yen loan to equal $200 million.
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In his final presentation, he noted that even if the dollar weakened to its lowest point in that 10-year span of time, the effective interest would rise but not enough to make the interest payments uneconomical. His argument carried the day and the loan was made.
 

As you may guess, I am telling this story because disaster lay ahead. Let’s do the math that the assistant treasurer did (Exhibit 7.23).
 

Borrow on January 1, 1985, at an exchange rate of 250 yen to the dollar. To get $200 million in U.S. dollars, you would need to borrow $200 million times 250 yen to the dollar. That works out to be ¥50 billion.
 

So now the question becomes, what rate do we assume for the conversion?
 

If we assume 250 ¥/$, then our interest paid will be the ¥1.25 billion divided by 250 or $5 million. If we assume that the rate will be 222.7 ¥/$, then the interest payment becomes ¥1.25 billion divided by 222.7 or $5.6 million.
 

Compare this to the loan in U.S. dollars, even forgetting about the fee, and this is far superior: $200 million borrowed at 11% per year requires interest payments of $22 million each year, or $11 million every six months. The savings is substantial.
 

The conclusion seemed clear. Even $5.6 million in interest was so far below the $11 million that there really was no choice.
 

 

Dad: So what was missing?
 

Rodney: What about the options and futures markets?
 

Dad: At the time they were showing that the dollar would weaken substantially against the yen. Still, that would not make the interest payment on the yen loan higher than the payment on the dollar loan.
 

What caused your problem with the CD that you bought in London?
 



 

Rodney: Oh! The problem there was the effect of the exchange rate on the principal. The assistant treasurer focused on the interest payment and forgot about the principal.
 

Dad: Excellent. You are really thinking. You could have found the same answer listening to the accountants. They require that each company mark the asset or loan to its value at the end of the period.
 

Let’s assume that the assistant treasurer was correct and that the yen strengthened to 222.7 ¥/$. How much did the company pay in interest and how much did it owe at the end of the first year? Let’s make a table (Exhibit 7.24).
 

So if the assistant treasurer was right that the worst case was for the yen to strengthen to 222 ¥/$, then the company would report a loss of $14 million compared to the loan in dollars.
 



 

Exhibit 7.24
Correct analysis of loan assuming worst case of 222 ¥/$ (in millions).
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The assistant treasurer missed the principal repayment because he did not make a cash flow time line. It was an easy mistake to make. Let’s do a time line for him (Exhibit 7.25).
 

Looking quickly at this time line, we see that the amount of the principal payment dominates the interest charges. The effect of the exchange rate on the principal had the same kind of devastating effect on Unknown Rental Cars as it did on your CD in England. In both cases the effect was not expected. However, in the case of Unknown, this simple analysis of the worst case would have shown the problem. Unfortunately, the expected worst case was not as bad as reality.
 

You were in good company forgetting to consider the effect of foreign exchange movements on the principal. Let’s jump ahead in time and look at the actual history for year-end exchange rates and what they imply for the principal repayment (Exhibit 7.26).
 



 

Exhibit 7.25
Cash flow time line for loan options (in millions).
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Exhibit 7.26
Actual yen-dollar exchange rates and effect of Japanese loan on liability in dollars (in millions).
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As you can imagine, the presentation of financial statements to top management and the board at the end of 1985 was far from pleasant. The treasury department had saved $11 million in interest but lost almost $49 million in the exchange rate accounting.
 

The CEO was not pleased. The loan was repaid early so the company never saw the gains of 1988 and 1989.
 



 

Lesson: Borrowing in a foreign currency can generate similar risks to investing in assets or joint ventures. The history can be used as an indication, but the greatest risk comes from major moves in exchange rates that are not anticipated.
 





Theory: Interest Rate Parity

 

Interest rate parity theory says that over very long periods of time, the cost of money should equalize between countries after adjusting for exchange rate changes. Interest rates and changes in the value of the principal should be considered. In our examples, both the interest rate and the principal would change in terms of the home currency as a result of economic factors and exchange rate movement. Neither the Japanese loan nor the English CD actually worked out to be the same as the U.S. alternative. However, this theory would have led to more analysis if it had been considered.
 

If inflation is higher in one country than in another, we would expect the low-inflation country to have low interest rates. At the same time, we would expect the high-inflation country to have high interest rates. If investors in one country perceive that they can earn a higher return in another country, they will move their money and invest in the other country, just as Rodney did with the investment in England. The key is to correctly guess what will happen to exchange rates. Unfortunately, in many cases, there are large unexpected movements.
 

Money will flow toward the country with the greatest expected returns and that will put downward pressures on these returns. If the reverse happens and money flows to where the earned interest rates are lower, it is a signal that the market as a whole is expecting that currency to strengthen.
 

This theory is far from perfect, as disparities can exist for years. In part these are due to government policy about taxes, business and capital regulation, and the ease of moving money across international borders.
 

Just as major moves in the stock market are difficult or impossible to predict, exchange rates can vary dramatically and unexpectedly.
 





Theory: Purchasing Power Parity

 

Purchasing power parity tells us that, in general, things should cost the same in one country as they do in another.
 

When it is cheaper to buy durable goods or services in one country, there will be an incentive for businesses to shop for bargains there. People will tend to stop the purchase of local goods and services and instead look to that other country. At times, there can be an incentive to smuggle. Someone from the European Union may find that good-quality jeans sell for much less in the United States than they do in the major cities of Europe. If you need jeans and your business brings you to Indianapolis, you may purchase the jeans there. When you return to your home country, you are required to declare your purchases, and often this generates a duty or value-added tax.
 

The Economist magazine publishes the “Big Mac” index a couple of times each year. This table shows the price of a McDonald’s Big Mac in a number of currencies and what those prices become when translated into U.S. dollars. The spread is quite large. There is a tendency for the prices to move toward each other, though, and it is just one indication of what may happen to future exchange rates. Still, the disparities have lasted many years.
 

Even within one country, the prices of goods and services will not be the same everywhere. For comparable quality, retail stores will reflect price differences based on local costs and taxes. Examples include the purchase of cigarettes in New York City versus an outlet in North Carolina, or the purchase of a flat panel TV at an upscale full-service retailer in San Francisco compared to a Wal-Mart in Venice, Florida.
 

One effect of the Internet is to allow consumers everywhere to compare prices and shop for bargains.
 

 

Dad: Rodney, if you decide to take a vacation in Europe, China, India, or any other country, it would be worth checking the Big Mac index to see how far your dollar will go. As you know by now, the exchange rates can vary enough that there have been good years for your vacation and bad years.
 





Futures and Options

 

It is possible to use contracts to reduce the risk of adverse movements in the exchange rates of foreign currencies. A company can enter into a contract to change a fixed amount of cash from one currency to another at a certain price at a point in the future. It is possible to purchase an option to either buy or sell currency at a specified price for a period of time. These tools allow companies flexibility but come at a cost. Generally, their use requires experience and knowledge of this highly complex field. They are beyond the scope of this chapter and may be a subject for future reading and research.
 





Summary

 

Global finance adds risk and return to corporations. The risks can be large if there is a major movement in exchange rates or if political risk materializes in the form of an expropriation of assets or a ban on repatriation of cash. Theory is of only moderate use, as practice often differs from what theory would predict. On the positive side, expanding business to other countries offers great rewards to the careful company.
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The Consulting Firm

 

Jennifer, Jean, and George had earned their graduate business degrees together and had paid their dues in middle management positions in various large corporations. Despite their different employers, the three had maintained their friendships and were now ready to realize their dream of starting a consulting practice together. Their projections showed modest consulting revenue in the short term, offset by expenditures for supplies, an administrative assistant, subscriptions to various online services, computers, software, and similar necessities. Although each expected to clear no more than perhaps $45,000 for his or her efforts in their first year in business, they shared high hopes for future growth and success. Besides, it would be a great pleasure to run their own company and have sole charge of their respective fates.
 





The Software Entrepreneur

 

At approximately the same time that Jennifer, Jean, and George were hatching their plans for entrepreneurial independence, Phil was cashing a seven-figure check for his share of the proceeds from the sale of the computer software firm he had founded seven years before with four of his friends. Rather than rest on his laurels, however, Phil saw this as an opportunity to capitalize on a complex piece of software he had developed in college. Although Phil was convinced that there would be an extensive market for his software, there was still much development and testing to be done before it could be brought to market. In addition, there would have to be a significant marketing effort before the software was released. Phil anticipated that he would probably spend over $500,000 on programmers and salespeople before the first dollar of royalties would appear. But he was prepared to make that investment himself, in anticipation of retaining all the eventual profit.
 





The Hotel Venture

 

Bruce and Erika were not nearly as interested in high technology. Directly following their graduation from business school, they were planning to construct and operate a resort hotel near a popular ski area. They had chosen as their location a beautiful parcel of land in Colorado, owned by their third partner, Michael. Rich in ideas and enthusiasm, the three lacked funds. They were certain, however, that they could attract investors to their enterprise. The location, they were sure, would virtually sell itself.
 






The Purpose of This Chapter

 

Each of these three groups of entrepreneurs would soon be faced with what might well be the most important decision of the initial years of their businesses: which of the various legal business forms to choose for the operation of their enterprises. It is the purpose of this chapter to describe, compare, and contrast the most popular of these forms in the hope that the reader will then be able to make such choices intelligently and effectively. After discussing the various business forms, we will revisit our entrepreneurs and analyze their choices.
 





Business Forms

 

Two of the most popular business forms could be described as the default forms, because the law will deem a business to be operating under one of these forms unless it makes an affirmative choice otherwise. The first of these forms is the sole proprietorship. Unless the businessperson has actively chosen another form, the individual operating his or her own business is considered to be a sole proprietor. Two or more persons operating a business together are considered a partnership (or general partnership), unless they have elected otherwise. Both of these forms share the characteristic that for all intents and purposes they are not entities separate from their owners. Every act taken or obligation assumed as a sole proprietorship or partnership is an act taken or obligation assumed by the business owners as individuals.
 

Many of the rules applicable to the operation of partnerships are set forth in the Uniform Partnership Act, which has been adopted in one form or another by 49 states. That Act defines a partnership as “an association of two or more persons to carry on as co-owners a business for profit.” Notice that the definition does not require that the individuals agree to be partners. Although most partnerships can point to an agreement among the partners (whether written or oral), the Act applies the rules of partnership to any group of two or more persons whose actions fulfill the definition. Thus, the U.S. Circuit Court of Appeals for the District of Columbia, in a rather extreme case, held, over the defendant’s strenuous objections, that she was a partner in her husband’s burglary “business” (for which she kept the books and upon whose proceeds she lived), even though she denied knowing what her husband was doing nights. As a result of this status, she was held personally liable for damages to the wife of a burglary victim her husband had murdered during a botched theft.
 

In contrast, a corporation is a legal entity separate from the legal identities of its owners, the shareholders. In the words used by James Thurber to describe a unicorn, the corporation is “a mythical beast,” created by the state at the request of one or more business promoters upon the filing of a form and the payment of the requisite modest fee. Thereupon, in the eyes of the law, the corporation becomes for most purposes a “person” with its own federal identification number! Of course, one cannot see, hear, or touch a corporation, so it must interact with the rest of the world through its agents, the corporation’s officers and employees.
 

Corporations come in different varieties. The so-called professional corporation is available in most states for persons conducting professional practices, such as doctors, lawyers, architects, psychiatric social workers, and the like. A subchapter S corporation is a corporation that is the same as a regular business corporation in all respects other than taxation. These variations are discussed later.
 

A fourth form of business organization is the limited partnership, which may best be described as a hybrid of the corporation and the general partnership. The limited partnership consists of one or more general partners—who manage the business, much in the same way as do the partners in a general partnership—and one or more limited partners, who are essentially silent investors with very little control over business operations. Like the general partnership, limited partnerships are governed in part by a statute, the Uniform Limited Partnership Act, which has also been adopted in one form or another by 49 states.
 

The limited liability company (LLC) is now available to entrepreneurs in all 50 states. The LLC is a separate legal entity owned by members who may, but need not, appoint one or more managers (who may, but need not, be members) to operate the business. Although it was initially necessary for there to be multiple members to form an LLC, all states now allow single-member LLCs. An LLC is formed by filing articles with the state government and paying the prescribed fee. The members then enter into an operating agreement setting forth their respective rights and obligations with respect to the business. Most states that have adopted the LLC have also authorized the limited liability partnership (LLP), which allows general partnerships to obtain limited liability for their partners by filing their intention to do so with the state. This form of business entity is normally used by professional associations that previously operated as general partnerships, such as law and accounting firms.
 

As will be discussed later, since the LLC affords its owners most of the benefits of the limited partnership without requiring that any owner be exposed to unlimited liability, the popularity of the limited partnership is definitely waning. It is currently used most often for certain sophisticated investment vehicles (such as hedge funds) and in complex family estate plans.
 





Comparison Factors

 

The usefulness of the five basic business forms could be compared on a virtually unlimited number of measures, but the most effective comparisons will likely result from employing the following eight factors:1. Complexity and cost of formation. What steps must be taken before your business can exist in each of these forms?

2. Barriers to operation across state lines. What steps must be taken to expand your business to other states? What additional cost may be involved?

3. Recognition as a legal entity. Who does the law recognize as the operative entity? Who owns the assets of the business? Who can sue and be sued?

4. Continuity of life. Does the legal entity outlive the owner? This may be especially important if the business wishes to attract investors, or if the goal is an eventual sale of the business.

5. Transferability of interest. How does one go about selling or otherwise transferring one’s ownership of the business?

6. Control. Who makes the decisions regarding the operation, financing, and eventual disposition of the business?

7. Liability. Who is responsible for the debts of the business? If the company cannot pay its creditors, must the owners satisfy these debts from their personal assets?

8. Taxation. How does the choice of business form determine the income tax payable on the profits of the business and the income of its owners?


 





Formation of Sole Proprietorships

 

Reflecting its status as the default form for the individual entrepreneur, the sole proprietorship requires no affirmative act for its formation. One operates a sole proprietorship because one has not chosen to operate in any of the other forms. The only exception to this rule arises in certain states when the owner chooses to use a name other than his or her own as the name of the business. In such event, the owner may be required to file a so-called d/b/a certificate with the local authorities, stating that the owner is “doing business as” someone other than himself or herself. This allows creditors and those otherwise injured by the operation of the business to determine who is legally responsible.
 






Formation of Partnerships

 

Similarly, a general partnership requires no special act for its formation other than a d/b/a certificate if a name other than that of the partners will be used. If two or more people act in a way that fits the definition set forth in the Uniform Partnership Act, they will find themselves involved in a partnership. However, it is strongly recommended that prospective partners consciously enter an agreement (preferably in writing) setting forth their understandings on the many issues that will arise in such an arrangement. Principal among these are the investments each will make in the business, the allocation and distribution of profits (and losses), the method of decision making (i.e., majority or unanimous vote), any obligations to perform services for the business, the relative compensation of the partners, and so on.
 

Regardless of the agreements that may exist among the partners, however, the partnership will be bound by the actions and agreements of each partner—as long as these actions are reasonably related to the partnership business, and even if they were not properly authorized by the other partners pursuant to the agreement. After all, third parties have no idea what the partners’ internal agreement says and are in no way bound by it.
 





Formation of Corporations

 

In order to form a corporation, one must pay the appropriate fee and must complete and file with the state a corporate charter (otherwise known as a Certificate of Incorporation, Articles of Incorporation, or similar names in the various states). The fee is payable both at the outset and annually thereafter (often approximately $200). Promoters may form a corporation under the laws of whichever state they wish; they are not required to form the corporation under the laws of the state in which they intend to conduct most of their business.
 

This partly explains the popularity of the Delaware corporation. Delaware spent most of the preceding century competing with other states for corporation filing fees by repeatedly amending its corporate law to make it increasingly favorable to management. By now, the Delaware corporation has taken on an aura of sophistication, so that many promoters form their companies in Delaware just to appear to know what they are doing! In addition, it is often less expensive under Delaware law to authorize large numbers of shares for future issuance than it would be in other states. Nevertheless, the statutory advantages of Delaware apply mostly to corporations with many stockholders (such as those that are publicly traded, resulting in separation of management from stockholders) and will rarely be significant to small businesses such as those described at the beginning of this chapter. Also, formation in Delaware (or any state other than the site of the corporation’s principal place of business) will subject the corporation to additional, unnecessary expense. It is, thus, usually advisable to incorporate in the company’s home state.
 

The charter sets forth the corporation’s name (which cannot be confusingly similar to the name of any other corporation operating in the state) as well as its principal address. The names of the initial directors and officers of the corporation are often listed. Most states also require a statement of corporate purpose. Years ago this purpose defined the permitted scope of the corporation’s activities. A corporation that ventured beyond its purposes risked operating ultra vires, resulting in liability of its directors and officers to its stockholders and creditors. Today, virtually all states allow a corporation to define its purposes extremely broadly (e.g., “any activities that may be lawfully undertaken by a corporation in this state”), so that operation ultra vires is generally impossible. Still, directors are occasionally plagued by lawsuits brought by stockholders asserting that the diversion of corporate profits to charitable or community activities runs afoul of the dominant corporate purpose, which is to generate profits for stockholders. The debate over the responsibility of directors to corporate stakeholders (employees, suppliers, customers, neighbors, and so forth) currently rages in many forms, but is normally not a concern of the beginning entrepreneur. Issues of corporate governance are further discussed in Chapter 10.
 

Corporate charters also normally set forth the number and classes of equity securities that the corporation is authorized to issue. Here an analysis of a bit of jargon may be appropriate. The number of shares set forth in the charter is the number of shares authorized, that is, the number of shares that the directors may issue to stockholders at the directors’ discretion. The number of shares issued is the number that the directors have in fact issued and is obviously either the same or smaller than the number authorized. In some cases, a corporation may have repurchased some of the shares previously issued by the directors. In that case, only the shares that remain in the hands of shareholders are outstanding (a number obviously either the same or lower than the number issued). Only the shares outstanding have voting rights, rights to receive dividends, and rights to receive distributions upon full or partial liquidation of the corporation. Normally, we would expect an entrepreneur to authorize the maximum number of shares allowable under the state’s minimum incorporation fee (e.g., 275,000 shares for $275 in Massachusetts), and then issue only 10,000 or so, leaving the rest on the shelf for future financings, employee incentives, and so forth.
 

The charter also sets forth the par value of the authorized shares, another antiquated concept of interest mainly to accountants. The law requires only that the corporation not issue shares for less than the par value, but it can, and usually does, issue the shares for more. Thus, typical par values are $0.01 per share or even “no par value.” Shares issued for less than par are watered stock, subjecting both the directors and holders of such stock to liability to other stockholders and creditors of the corporation.
 

Corporations also adopt bylaws that are not filed with the state but are available for inspection by stockholders. These are usually fairly standard documents, describing the internal governance of the corporation and setting forth such items as the officers’ powers and notice periods for stockholders’ meetings.
 






Formation of Limited Partnerships

 

As you might expect, given the limited partnership’s hybrid nature, the law requires both a written agreement among the various general and limited partners and the filing of a Certificate of Limited Partnership with the state, along with the appropriate initial and annual fees. The agreement sets forth the partners’ understanding of the items discussed earlier in the context of a general partnership. The certificate sets forth the name and address of the partnership, its purposes, and the names and addresses of its general partners. In many states, it is no longer necessary to reveal the names of the limited partners, just as the names of corporate stockholders do not appear on a corporation’s publicly available incorporation documents.
 





Formation of Limited Liability Companies

 

The LLC is formed by filing a charter (e.g., a Certificate of Organization) with the state government and paying a fee (usually similar to that charged for the formation of a corporation). The charter normally sets forth the entity’s name and address, its business purpose, and the names and addresses of its managers (or persons authorized to act for the entity vis-à-vis the state if no managers are appointed). The same broad description of the entity’s business that is allowable for modern corporations is acceptable for LLCs. The members of the LLC are also required to enter into an operating agreement that sets forth their rights and obligations with regard to the business. These agreements are generally modeled after the agreements signed by the partners in a general or limited partnership.
 






Out-of-State Operation of Sole Proprietorships and Partnerships

 

Partly as a result of both the Commerce clause and Privileges and Immunities clause of the U.S. Constitution, states may not place limits or restrictions on the operations of out-of-state sole proprietors or general partnerships that are different from those placed on domestic businesses. Thus, a state cannot force registration of a general partnership simply because its principal office is located elsewhere, but it can require an out-of-state doctor to undergo the same licensing procedures it requires of its own residents.
 






Out-of-State Operation of Corporations, Limited Partnerships, and Limited Liability Companies

 

Things are different, however, with corporations, limited partnerships, and LLCs. As creations of the individual states, they are not automatically entitled to recognition elsewhere. All states require (and routinely grant) qualification as a foreign corporation, limited partnership, or LLC to nondomestic entities doing business within their borders. This procedure normally requires the completion of a form very similar to a corporate charter, limited partnership certificate, or LLC charter, and the payment of an initial and annual fee, similar in amount to the fees paid by domestic entities. This, incidentally, is one reason not to form a corporation in Delaware, if it will operate principally outside that state. Much litigation has occurred over what constitutes “doing business” within a state for the purpose of requiring qualification. Similar issues arise over the obligation to pay income tax, collect sales tax, or accept personal jurisdiction in the courts of a state. Generally these cases turn on the individualized facts of the particular situation, but courts generally look for offices or warehouses, company employees, widespread advertising, or negotiation and execution of contracts within the state.
 

Perhaps more interesting may be the penalty for failure to qualify. Most states will impose liability for back fees, taxes, interest, and penalties. More important, many states will bar a nonqualified foreign entity from access to its courts and, thus, from the ability to enforce obligations against its residents. In most of these cases, the entity can regain access to the courts merely by paying the state the back fees and penalties it owes, but in a few states access will then be granted only to enforce obligations incurred after qualification was achieved, leaving all prior obligations unenforceable.
 





Recognition of Sole Proprietorships as Legal Entities

 

By now it probably goes without saying that the law does not recognize a sole proprietorship as a legal entity separate from its owner. If Phil, our computer entrepreneur, were to choose this form, he would own all the company’s assets; he would be the plaintiff in any suits it brought, and he would be the defendant in any suits brought against it. There would be no difference between Phil, the individual, and Phil, the business.
 






Recognition of Partnerships as Legal Entities

 

A general partnership raises more difficult issues. Although most states allow partnerships to bring suit, be sued, and own property in the partnership’s name, this does not mean that the partnership exists, for most purposes, separately from its partners. As will be seen, especially in the areas of liability and taxation, partnerships are very much collections of individuals, not separate entities.
 

Ownership of partnership property is a particularly problematic area. All partners own an interest in the partnership, which entitles them to distributions of profit, much like stock in a corporation. This interest is the separate property of each partner, and is attachable by the individual creditors of a partner in the form of a “charging order.” In many states, the assets of the partnership are owned in the name of the partnership and are treated, in terms of title, similarly to assets owned by a corporation.
 

However, in other states, the partners themselves jointly own the assets of the partnership. This form of ownership (similar to joint ownership of a family home by two spouses) is called tenancy in partnership. In those states, each partner may use partnership assets only for the benefit of the partnership’s business, and such assets are exempt from attachment by the creditors of an individual partner, although not from the creditors of the partnership. Tenancy in partnership also implies that, in most cases of dissolution of a partnership, the ownership of partnership assets devolves to the remaining partners, to the exclusion of the partner who leaves in violation of the partnership agreement or dies. The former partner is left only with the right to a dissolution distribution in respect of his or her partnership interest.
 





Recognition of Corporations and Limited Liability Companies as Legal Entities

 

The corporation and LLC are our first full-fledged separate legal entities. Ownership of business assets is vested solely in the corporation or LLC, as separate legal entities. The corporation or LLC itself is plaintiff and defendant in suits and is the legally contracting party in all of its transactions. Stockholders and members own only their stock or membership interests and have no direct ownership rights in the business’s assets.
 






Recognition of Limited Partnerships as Legal Entities

 

The limited partnership, continuing in its role as a hybrid, is a little of both partnership and corporation. Although in some states the partnership’s property is owned in the name of the limited partnership and treated, for purposes of title, in the same way as property owned by a corporation, in other states the general partners own the partnership’s property as tenants in partnership, operating in the same manner as partners in a general partnership. In those states, the limited partners have only their partnership interests and no direct ownership of the partnership’s property. This is logically consistent with their roles as silent investors. If they directly owned partnership property, they would have to be consulted with regard to its use.
 





Continuity of Life

 

The issue of continuity of life is one that should concern most entrepreneurs, because it can affect their ability to sell the business as a unit when it comes time to cash in on their efforts as founders and promoters. The survival of the business as a whole, in the form of a separate entity, must be distinguished from the survival of the business’s individual assets and liabilities.
 



Sole Proprietorships

 

Although a sole proprietorship does not survive the death of its owner, its individual assets and liabilities do. In Phil’s case, for example, to the extent that these assets consist of the computer program, filing cabinets, and the like, they would all be inherited by Phil’s heirs, who could then choose to continue the business or liquidate the assets as they pleased. Should they decide to continue the business, they would then have the same choices of business form that confront any entrepreneur. However, if Phil’s major asset were a government license, qualification as an approved government supplier, or a contract with a software publisher, the ability of the heirs to carry on the business might be entirely dependent upon the assignability of these items. If the publishing contract is not assignable, Phil’s death may terminate the business’s major asset. If the business had operated as a corporation, Phil’s death would likely have been irrelevant (other than to him and his loved ones); the corporation, not Phil, would have been party to the contract.
 




Partnerships

 

Consistent with the general partnership’s status as a collection of individuals, not an entity separate from its owners, a partnership is deemed dissolved upon the death, incapacity, bankruptcy, resignation, or expulsion of a partner. This is true even if a partner’s resignation violates the express terms of the partnership agreement. Those assets of the partnership that may be assigned devolve to those partners who are entitled to ownership. Those who thus retain ownership may continue the business as a new partnership, corporation, or LLC with the same or new partners and investors or may liquidate the assets at their discretion. The sole right of any partner who has forfeited direct ownership rights (e.g., by violating the partnership agreement) is to be paid a dissolution distribution, after the partnership’s liabilities have been paid or provided for.
 



Corporations

 

Corporations, in contrast, normally enjoy perpetual life. Unless the charter contains a stated dissolution date (extremely rare), and as long as the corporation pays its annual fees to the state, it will go on until and unless it is voted out of existence by its stockholders. The death, incapacity, bankruptcy, resignation, or expulsion of any stockholder is entirely irrelevant to the corporation’s existence. Such stockholder’s stock continues to be held by the stockholder, is inherited by his or her heirs, or is auctioned by creditors as the circumstances demand, with no direct effect on the corporation.
 




Limited Partnerships

 

As you may have guessed, the hybrid nature of the limited partnership dictates that the death, incapacity, bankruptcy, resignation, or expulsion of a limited partner will have no effect on the existence of the limited partnership. The limited partner’s partnership interest is passed in the same way as a stockholder’s stock. However, the death, incapacity, bankruptcy, resignation, or expulsion of a general partner does automatically dissolve the partnership, in the same way as it would in the case of a general partnership. This can be extremely inconvenient if the limited partnership is conducting a far-flung enterprise with many limited partners. Thus, in most cases, the partners agree in advance in their limited partnership agreement that upon such a dissolution the limited partnership will continue under the management of a substitute general partner, chosen by those general partners who remain. In such a case, the entity continues until it is voted out of existence by its partners in accordance with their agreement or until the arrival of a termination date specified in its certificate.
 



Limited Liability Companies

 

Most states no longer impose dissolution on an LLC upon the occurrence of events similar to those that result in the dissolution of a limited partnership. Even those states that still do impose dissolution upon such events allow the remaining members to vote to continue the LLC’s existence, notwithstanding an event of dissolution. Thus, as a practical matter, LLCs effectively have perpetual life in the same manner as corporations.
 





Transferability of Interest

 

To a large extent, transferability of an owner’s interest in the business is similar to the continuity of life issue.
 



Sole Proprietorships

 

A sole proprietor has no interest to transfer because the proprietor and the business are one and the same, and thus the proprietor must be content to transfer each of the assets of the business individually—an administrative nightmare at best and possibly impractical in the case of nonassignable contracts, licenses, and government approvals.
 




Partnerships

 

To discuss transferability in the context of a general partnership, it is necessary to keep in mind the difference between ownership of partnership assets and ownership of an individual’s partnership interest. A partner has no right to transfer partnership assets except as may be authorized by vote in accordance with the partnership agreement and in furtherance of the partnership business. However, a partner may transfer his or her partnership interest, or it may be attached by individual creditors pursuant to a charging order. This does not make the transferee a partner in the business, though, because partnerships can be created only by agreement of all parties. Rather, it sets up the rather awkward situation in which the original partner remains, but his or her economic interest is, at least temporarily, in the hands of another. In such cases, the law gives the remaining partners the right to dissolve the partnership by expelling the transferor partner.
 



Corporations

 

No such complications attend the transfer of one’s interest in a corporation. Stockholders simply sell or transfer their shares of stock. Since stockholders (solely as stockholders) have no day to-day involvement in the operation of the business, the transferee becomes a full-fledged stockholder upon the transfer. This means that if Bruce, Erika, and Michael decide to operate as a corporation, each risks waking up one day to find that he or she has a new “partner” if one of the three has sold his or her shares. To protect themselves against this eventuality, most closely held corporations include restrictions on stock transfer in their charters, in their bylaws, or in stockholder agreements. These restrictions set forth some variation of a right of first refusal for either the corporation, the other stockholders, or both whenever a transfer is proposed. In addition, corporate stock, as well as most limited partnership interests and LLC membership interests, are securities under the federal and state securities laws, and because the securities of these entities will not initially be registered under any of these laws, their transfer is closely restricted by law.
 




Limited Partnerships

 

Just as with general partnerships, the partners of limited partnerships may transfer their partnership interests. The rules regarding the transfer of the interests of the general partners are similar to those governing general partnerships described earlier. Limited partners may usually transfer their interests (subject to securities laws restrictions) without fear of dissolution, but transferees normally do not become substituted limited partners without the consent of the general partners.
 



Limited Liability Companies

 

As previously mentioned, although a membership interest in an LLC may be freely transferable under applicable state law, most LLCs require the affirmative vote of at least a majority of the members or managers before a member’s interest may be transferred. Furthermore, membership interests in an LLC will usually qualify as securities under relevant securities laws and will therefore be subject to the restrictions on transfer imposed by such laws.
 





Control

 

Simply put, control in the context of a business entity means the power to make decisions regarding all aspects of its operations. But the implications of control extend to many levels. These include control of the equity or value of the business, control over distribution of profits, control over day-to-day and long-term policy making, and control over distribution of cash flow. Each of these is different from the others, and control over each can be allocated differently among the owners and other principals of the entity. This can be seen as either complexity or flexibility, depending on one’s perspective.
 



Sole Proprietorships

 

This complexity or flexibility doesn’t extend to the sole proprietorship. In that business form, control over all these factors belongs exclusively to the sole proprietor. Nothing could be simpler or more straightforward.
 




Partnerships

 

Things are not so simple in the context of general partnerships. It is essential in understanding control in a partnership to appreciate the difference between the partners’ relationships with each other (internal relationships) and the partnership’s relations with third parties (external relationships).
 

Internally, the partnership agreement governs the decision-making process and sets forth the agreed division of equity, profits, and cash flows. Decisions made in the ordinary course of business are normally made by a majority vote of the partners, while major decisions, such as changing the character of the partnership’s business, may require a unanimous vote. Some partnerships may weight the voting in proportion to each partner’s partnership interest, while others delegate much of the decision-making power to an executive committee or a managing partner. In the absence of an agreement, the Uniform Partnership Act prescribes a vote of the majority of partners for most issues and unanimity for certain major decisions.
 

External relationships are largely governed by the law of agency; that is, each partner is treated as an agent of the partnership and, derivatively, of the other partners. (See Exhibit 8.1) Any action that a partner appears to have authority to take will be binding upon the partnership and the other partners, regardless of whether such action has been internally authorized.
 

Exhibit 8.1
Principal and agent.
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Thus, if Jennifer purchases a subscription to the Harvard Business Review for the partnership, and such an action is perceived to be within the ordinary course of the partnership’s business, that obligation can be enforced against the partnership, even if Jean and George had voted against it. Such would not be the case, however, if Jennifer had signed a purchase and sale agreement for an office building in the name of the partnership, because reasonable third parties would be expected to know that such a purchase was not in the ordinary course of their business.
 

These rules extend to tort liability, as well. If Jean were to wrongfully induce a potential client to breach its consulting contract with a competitor, the partnership would be liable for interference with contractual relations, even if the other two partners were not aware of Jean’s actions. Such might not be the case, however, if Jean decided to dynamite the competition’s offices, because such an act could be judged to be outside the normal scope of her duties as a partner.
 

These obligations to third parties can even extend past the dissolution of the partnership if individual partners have not given adequate notice that they are no longer associated with the others. Thus, ex-partners can be held liable for legal fees incurred by former partners if they have not notified the partnership’s counsel about leaving the firm.
 

It should also be noted that agency law reaches into the internal relationships of partners. The law imposes upon partners the same obligations of fiduciary loyalty, non-competition, and accountability as it does upon agents with respect to their principals.
 



Corporations

 

It is in the corporate form that the opportunities for flexibility and complexity probably reach their height. Many aspects of the corporate form have been designed specifically for the purpose of splitting off individual aspects of control and allocating them differently.
 


Stockholders

 

At its simplest, a corporation is controlled by its stockholders. Yet, except in those states that have specific (but rarely used) close corporation statutes governing corporations with very few stockholders, the decision-making function of stockholders is exercised only derivatively. Under most corporate statutes, a stockholder vote is required only with respect to four basic types of decisions: an amendment to the charter, a sale of the company, dissolution of the company, and election of the board of directors.
 

Charter amendments may sound significant, until one remembers what information is normally included in the charter. A name change, a change in purpose (given the broad purpose clauses now generally employed), and an increase in authorized shares (given the large amounts of stock normally left on the shelf) are neither frequent nor usually significant decisions. Certainly, a sale of the company is significant, but it normally can occur only after the recommendation of the board and will happen only once, if at all. The same can be said of the decision to dissolve. It is the board of directors that makes all the long-term policy decisions for the corporation. Thus the right to elect the board is significant, but indirectly so. Day-to-day operation of the corporation’s business is accomplished by its officers, who are normally elected by the board, not the stockholders.
 

Even given the relative unimportance of voting power for stockholders, the corporation provides many opportunities to differentiate voting power from other aspects of control and allocate it differently. Assume Bruce and Erika (our hotel developers) were willing to give Michael a larger piece of the equity of their operation to reflect his contribution of the land, but wished to divide their voting rights equally. The three could authorize a class of nonvoting common stock and issue, for example, 1,000 shares of voting stock to each of themselves and an additional 1,000 shares of nonvoting stock to Michael. As a result, each would have one-third of the voting control, but Michael would have one-half of the equity interest.
 

Alternatively, Michael could be issued a block of preferred stock representing the value of the land. This would guarantee him a fair return on his investment before any dividends could be declared to the three of them as holders of the common stock. As a holder of preferred stock, Michael would also receive a liquidation preference upon dissolution or sale of the business in the amount of the value of his investment, but any additional value created by the efforts of the group would be reflected in the increasing value of the common shares.
 

The previous information illustrates how one can separate and allocate decision-making control differently from that of the equity in the business, as well as from the distribution of profits. Distribution of cash flow can, of course, be accomplished totally separately from the ownership of securities, through salaries based on the relative efforts of the parties, rent payments for assets leased to the entity by the principals, or interest on loans to the corporation.
 

Stockholders exercise what voting power they have at meetings of the stockholders, held at least annually but more frequently if necessary. Each stockholder of record, on a future date chosen by the party calling the meeting, is given a notice of the meeting containing the date, time, and purpose of the meeting. Such notice must be sent at least 7 to 10 days prior to the date of the meeting, depending on the individual state’s corporate law, although the Securities and Exchange Commission requires as much as 40 days’ notice for publicly traded corporations posting their proxy statements online. No action may be taken at a meeting unless a majority of voting shares is represented (known as a quorum). This results in the aggressive solicitation of proxy votes in most corporations with widespread stock ownership. Unless otherwise provided (as with the two-thirds vote of all shares required in most states for a sale or dissolution of the company), a resolution is carried by a majority vote of those shares represented at the meeting.
 

The preceding rules lead to the conclusion that the board of directors will be elected by the holders of a majority of the voting shares. Thus, in the earlier scenario, even though Bruce and Erika may have given Michael one-third of the voting shares of common stock, as long as they continue to vote together, Bruce and Erika will be able to elect the entire board. To prevent this result, prior to investing Michael could insist on a cumulative voting provision in the charter (under those states’ corporate laws that allow it). Under this system, each share of stock is entitled to a number of votes equal to the number of directors to be elected. By using all one’s votes to support a single candidate, individuals with a significant minority interest can guarantee themselves representation on the board.
 

More directly (and in states that do not allow cumulative voting), Michael could insist on two different classes of voting stock, differing only in voting rights. Bruce and Erika would each own 1,000 shares of class A and elect two directors. Michael, the sole owner of the 1,000 outstanding shares of class B stock, would elect a third director. Of course, the board also acts by majority, so Bruce and Erika’s directors could dominate board decisions in any case, but at least Michael would have access to the deliberations.
 

In the absence of a meeting, stockholders may vote by unanimous written consent, where each stockholder indicates approval of a written resolution by signing it. This eliminates the need for a meeting and is very effective in corporations with only a few stockholders (such as our hotel operation). Unlike the rules governing stockholders’ meetings, however, in some states unanimity is required to adopt resolutions by written consent. This apparently reflects the belief that minority stockholders are owed an opportunity to sway the majority with their arguments. A growing number of states, notably Delaware, permit written consents of a majority, apparently reacting to the dominance of proxy voting at most meetings of large corporations, where the most eloquent of minority arguments would fall on deaf ears (and proxy cards).
 


Directors

 

At the directors’ level, absent a special provision in the corporation’s charter, all decisions are made by majority vote. Typically, directors concentrate on long-term and significant decisions, leaving day-to-day management to the officers of the corporation. Decisions are made at regularly scheduled directors’ meetings or at a special meeting if there is need to react to a specific situation. Under most corporate laws, no notice need be given for regular meetings and only very short notice need be given for special meetings (24 to 48 hours). The notice must be sent to all directors and must contain the date, time, and place of the meeting, but, unlike stockholders’ notices, need not contain the purpose of the meeting. It is assumed that directors are much more involved in the business of the corporation and do not need to be warned about possible agenda items or given long notice periods.
 

At the meeting itself, no business can be conducted in the absence of a quorum, which, unless increased by a charter or bylaw provision, is a majority of the directors then in office. Reflecting recent advances in technology, many corporate statutes allow directors to attend meetings by conference call or teleconference, as long as all directors are able to hear and speak to each other at all times during the meeting. Individual telephone calls to each director will not suffice. Unlike stockholders, directors usually cannot vote by proxy, because each director owes to the corporation his or her individual judgment on items coming before the board. The board of directors can also act by written consent, but, even in Delaware, such consent must be unanimous, in recognition that the board is fundamentally a deliberative body.
 

Boards of directors, especially in publicly held corporations with larger boards, frequently delegate some of their powers to executive committees, or other committees formed for defined purposes. However, most corporate statutes prohibit boards from delegating certain fundamental powers, such as the declaration of dividends, the recommendation of charter amendments, or sale of the company. The executive committee can, however, be a powerful organizational tool to streamline board operations and increase efficiency and responsiveness.
 

Although directors are not agents of the corporation—they cannot bind the corporation to contract or tort liability through their individual actions—they are subject to many of the obligations of agents discussed in the context of partnerships, such as fiduciary loyalty. Directors are bound by the so-called corporate opportunity doctrine, which prohibits them from taking personal advantage of any business opportunity that may come their way, if the opportunity is such as would reasonably be expected to interest the corporation. In such an event, the director must disclose the opportunity to the corporation, which normally must consider it and vote not to take advantage before the director may act on his or her own behalf.
 

Unlike stockholders who, under most circumstances, can vote their shares totally in their own self-interest, directors must use their best business judgment and act in the corporation’s best interest when making decisions for the corporation. At the very least, directors must keep informed regarding the corporation’s operations, although they may in most circumstances rely on the input of experts hired by the corporation, such as its attorneys and accountants. Thus, when the widow of a corporation’s founder accepted a seat on the board as a symbolic gesture of respect to her late husband, she found herself liable to minority stockholders for the misbehavior of her fellow board members. Nonparticipation in the misdeeds was not enough to exempt her from liability; she had failed to keep herself informed and exercise independent judgment. Furthermore, the standard of care for directors and the extent of their potential personal liability has been significantly raised in the context of publicly traded companies by recent statutes such as Sarbanes-Oxley.
 

Directors may also find themselves sued personally by minority stockholders or creditors of the corporation for declaration of dividends or other distributions to stockholders that render the corporation insolvent or for other decisions of the board that have injured the corporation. Notwithstanding such lawsuits, however, directors are not guarantors of the success of the corporation’s endeavors; they are required only to have respected their obligation to be “loyal” to the corporation and to have used their best independent “business judgment” in making their decisions. When individual directors cannot be totally disinterested (such as the corporate opportunity issue or when the corporation is being asked to contract with a director or an entity in which a director has an interest), they are required to disclose their interest and are disqualified from voting. In many states, their presence will not even count for the maintenance of a quorum.
 

Apart from the question of the interested director, much of the modern debate on the role of the corporate director has focused around which constituencies directors may take into account when exercising their best business judgment. The traditional view has been that the directors’ only concern is to maximize return on the investment of the stockholders. More recently, especially in the context of hostile takeovers, directors have been allowed to take into account the effect of their decisions on other constituencies, such as suppliers, neighboring communities, customers, and employees.
 

In an early case on this subject, the board of directors of the corporation that owned Wrigley Field and the Chicago Cubs baseball team was judged to have appropriately considered the effect on its neighbors and on the game of baseball in voting to forgo the extra revenue that it would probably have earned if it had installed lights for night games.
 

When the stockholders believe the directors have not been exercising their best independent business judgment in a particular instance, the normal procedure is to make a demand on the directors to correct the decision, either by reversing it or by reimbursing the corporation from their personal funds. Should the board refuse (as it most likely will), the stockholders then bring a derivative suit against the board on behalf of the corporation. They are, in effect, taking over the board’s authority to decide whether such a suit should be brought in the corporation’s name. The board’s vote not to institute the suit is not likely to be upheld on the basis of the business judgment rule, since the board members are clearly interested in the outcome of the vote. As a result, the well-informed board will delegate the power to make such a decision to an independent litigation committee, usually composed of directors who were not involved in the original decision. The decision of such a committee is much more likely to be upheld in a court of law, although the decision is not immune from judicial review.
 

A more detailed discussion on the board of directors is contained in Chapter 10, “The Integrity of Financial Reporting.”
 


Officers

 

The third level of decision making in the normal corporation is that of the officers, who take on the day-to-day operational responsibilities. Officers are elected by the board and consist, at a minimum, of a president, a treasurer, and a secretary or clerk (keeper of the corporate records). Many corporations elect additional officers such as vice presidents, assistant treasurers, CEOs, and the like.
 

Thus, the decision-making control of the corporation is exercised on three very different levels. Where each decision properly belongs may not be entirely obvious in every situation. The decision to go into a new line of business would normally be thought of as a board decision. Yet if by some chance the decision requires an amendment of the corporate charter, a vote of stockholders may be necessary. On the contrary, if the decision is merely to add a 12th variety of relish to the corporation’s already varied line of condiments, the decision may be properly left to a vice president of marketing.
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Often persons who have been exposed to the preceding analysis of the corporate-control function conclude that the corporate form is too complex for any but the largest and most complicated publicly held companies. This is a gross overreaction. For example, if Phil, our software entrepreneur, should decide that the corporate form is appropriate for his business, it is very likely that he will be the corporation’s only stockholder. As such, he will elect himself the sole director and his board will then elect him as the president, treasurer, and secretary of the corporation. Joint meetings of the stockholders and directors of the corporation may be held in the shower adjacent to Phil’s bathroom on alternate Monday mornings.
 




Limited Partnerships

 

As you might expect, the allocation of control in a limited partnership is reflective of its origin as a hybrid of the general partnership and the corporation. Simply put, virtually all management authority is vested in the general partners. The limited partners normally have little or no authority, analogous to minority stockholders in a corporation. Third parties cannot rely on any apparent authority of a limited partner, because a limited partner’s name will not appear, as a general partner’s name may, on the limited partnership’s certificate on the public record.
 

General partners exercise their authority in the same way as they do in a general partnership. Voting control is allocated internally as set forth in the partnership agreement, but each general partner has the apparent authority to bind the partnership to unauthorized contracts and torts to the same extent as the partners in a general partnership.
 

Limited partners will normally have voting power over a very small list of fundamental business events, such as amending the partnership agreement and certificate, admitting new general partners, changes in the basic business purposes of the partnership, or dissolution. These are similar to the decisions that must be put to a stockholders’ vote in a corporation. Revisions to the Uniform Limited Partnership Act, now accepted by many states, have widened the range of decisions in which a limited partner may participate without losing the protective limited liability of limited partners. However, this range is still determined by the language of the agreement and certificate for each individual partnership.
 



Limited Liability Companies

 

An LLC that chooses not to appoint managers is operated much like a general partnership. The operating agreement sets forth the percentages of membership interests required to authorize various types of actions on the LLC’s behalf, with the percentage normally varying according to the importance of the action. As is the case for partners in general partnerships, the LLC members (in the absence of managers) are deemed to have apparent authority to bind the entity to contracts (regardless of whether they have been approved internally) and to expose the entity to tort liability for acts occurring within the scope of the entity’s business.
 

An LLC that appoints managers is operated much like a limited partnership. The managers make most of the decisions on behalf of the entity, as do the general partners of a limited partnership. The members are treated much like limited partners and have voting rights only in rare circumstances involving very significant events. Apparent authority to act for the entity is reserved to the managers, as only their names appear on the Certificate of Organization.
 





Liability

 

Possibly the factor that most concerns the entrepreneur is personal liability. If the company encounters catastrophic tort liability, finds itself in breach of a significant contract, or just plain can’t pay its bills, must the owner reach into his or her own personal assets to pay the remaining liability after the company’s assets have been exhausted? If so, potential entrepreneurs may well believe that the risk of losing everything is not worth the possibility of success, and their innovative potential will be diminished or lost to society. Most entrepreneurs are willing to take significant risk, provided that the amount of that risk can be limited to the amount they have chosen to invest in the venture.
 



Sole Proprietorships

 

With the sole proprietorship, the owner has essentially traded off limitation of risk in favor of simplicity of operation. Since there is no difference between the entity and its owner, all the liabilities and obligations of the business are also liabilities and obligations of its owner. Thus, all the owner’s personal assets are at risk. Failure of the business may well mean personal bankruptcy for the owner.
 




Partnerships

 

If possible, the result may be even worse within a general partnership. There, each owner is liable not only for personal mistakes, but also for those of the other partners. Each partner is jointly and severally liable for the debts of the partnership remaining after the partnership’s assets have been exhausted. This means that a creditor may choose to sue any individual partner for 100% of any liability. The partner may have a right to sue the other partners for their share of the debt, as set forth in the partnership agreement, but that is of no concern to a third party. If the other partners are bankrupt or have fled the jurisdiction, the targeted partner may end up holding the entire bag.
 

If our three consultants operate as a partnership, Jennifer is not only 100% personally liable for any contracts she may enter into, but also 100% personally liable for any contracts entered into by either Jean or George. What’s more, she is liable for those contracts, even if they were entered into in violation of the partnership agreement, because, as was demonstrated earlier, each partner has the apparent authority to bind the partnership to contracts in the ordinary course of the partnership’s business, regardless of the partners’ internal agreement. Worse, Jennifer is also 100% individually liable for any torts committed by either of her partners, as long as they were committed within the scope of the partnership’s business. The only good news in all this is that neither the partnership nor Jennifer is liable for any debts or obligations of Jean or George incurred in their personal affairs. If George has incurred heavy gambling debts in Las Vegas, his creditors can affect the partnership only by obtaining a charging order against George’s partnership interest.
 



Corporations

 

Thus we have the historical reason for the invention of the corporation. Unlike the sole proprietorship and the partnership, the corporation is recognized as a legal entity, separate from its owners. Its owners are thus not personally liable for its debts; they are granted limited liability. If the corporation’s debts exhaust its assets, the stockholders have lost their investment, but they are not responsible for any further amounts. In practice, this may not be as attractive as it sounds, because sophisticated creditors such as the corporation’s institutional lenders will likely demand personal guarantees from major stockholders. But the stockholders will normally escape personal liability for trade debt and, most important, for torts.
 

This major benefit of incorporation does not come without some cost. Creditors may, on occasion, be able to “pierce the corporate veil” and assert personal liability against stockholders, using any one of three major arguments. First, to claim limited liability behind the corporate shield, stockholders must have adequately capitalized the corporation at or near its inception. There is no magic formula with which to calculate the amount necessary to achieve adequate capitalization, but the stockholders normally will be expected to invest enough money or property and obtain enough liability insurance to offset the kinds and amounts of liabilities normally encountered by a business in their industry. Thus, the owner of a fleet of taxicabs did not escape liability by canceling his liability insurance and forming a separate corporation for each cab. The court deemed each such corporation inadequately capitalized, and, in a novel decision, pierced the corporate veil laterally, by combining all the corporations into one for purposes of liability.
 

It is necessary to capitalize only for those liabilities normally encountered by corporations in the industry. The word normally is key because it is obviously not necessary to have resources adequate to handle any circumstance, no matter how unforeseeable. Also, adequate capitalization is necessary only at the outset. A corporation does not expose its stockholders to personal liability by incurring substantial losses and ultimately dissipating its initial capitalization.
 

A second argument used by creditors to reach stockholders for personal liability is failure to respect the corporate form. This may occur in many ways. The stockholders may fail to indicate that they are doing business in the corporate form by leaving the words Inc. or Corp. off their business cards and stationery, thus giving the impression that they are operating as a partnership. They may mingle the corporate assets in personal bank accounts, or routinely use corporate assets for personal business. They may fail to respect corporate niceties such as holding annual meetings and filing the annual reports required by the state. After all, if the stockholders don’t take the corporate form seriously, why should their creditors? They are entitled to adequate notice that they may not rely on the personal assets of the stockholders. Even Phil, the software entrepreneur who imagined earlier holding his stockholders’ and directors’ meetings in the shower, would be well advised to record the minutes of those meetings in a corporate record book.
 

A third argument arises from a common mistake made by entrepreneurs. Fearful of the expense involved in forming a corporation, they wait until they are sure that the business will get off the ground before they spring for the attorneys’ and filing fees. In the meantime, they may enter into contracts on behalf of the corporation and perhaps even commit a tort or two. Once the corporation is formed, they may even remember to have it expressly accept all liabilities incurred by the promoters on its behalf. However, under simple agency law, one cannot act as an agent of a nonexistent principal. And a later assignment of one’s liabilities to a newly formed corporation does not act to release the original obligor without the consent of the obligee. The best advice here is to form the corporation before incurring any liability on its behalf. Most entrepreneurs are surprised at how little it actually costs to get started.
 




Limited Partnerships

 

In the tradition of its hybrid nature, a limited partnership borrows some of its aspects from the corporation and some from the general partnership. In summary, each general partner has unlimited, joint and several, liability for the debts and obligations of the limited partnership after exhaustion of the partnership’s assets. In this respect, the rules are identical to those governing the partners in a general partnership. Limited partners are treated as stockholders in a corporation. They have risked their investment, but their personal assets are exempt from the creditors of the partnership.
 

However, as you might expect, things aren’t quite as simple as they may initially appear. In limited partnerships, it is rather common for limited partners to make their investments in the form of a cash down payment and an agreement to contribute the rest at a later time. This occurs partly for reasons of cash flow and partly for purposes of tax planning. This arrangement is much less common in corporations, because many corporate statutes do not permit it and because the tax advantages associated with this arrangement are generally not available in the corporate form. Should the limited partnership’s business fail, limited partners will be expected, despite limited liability, to honor their commitments to make future contributions to capital.
 

In addition, it is fundamental to the status of limited partners that they have acquired limited liability in exchange for forgoing virtually all management authority over the business. The corollary to that rule is that limited partners who excessively involve themselves in management may forfeit limited liability and be treated, for the purposes of creditors, as general partners, with unlimited personal liability. Mitigating this somewhat harsh rule, revisions to the Uniform Limited Partnership Act have increased the categories of activities in which a limited partner may participate without crossing the line. Furthermore, and perhaps more fundamentally, in states that have adopted these revisions, the transgressing limited partner is now personally liable only to those creditors who were aware of the limited partner’s activities and detrimentally relied on his or her apparent status as a general partner.
 



Limited Liability Companies

 

One of the major benefits of employing the LLC form of business entity is that it shields all members and managers from personal liability for the debts of the business. However, even though the LLC is relatively new on the legal scene, it is expected that most of the same doctrines that can result in piercing the corporate veil may be applied to the veil of the LLC as well. Furthermore, it can be expected that the managers of an LLC will be held to the same fiduciary standards as corporate directors and general partners of limited partnerships, resulting in their potential personal liability to the members.
 





Taxation

 

It is remarkable how many significant business decisions are made without first taking into account the tax consequences of the various options. Tax consequences should almost never be allowed to force entrepreneurs to take actions they otherwise would not have considered. But often tax considerations lead one to do what one wants in a different manner and to reap substantial savings as a consequence. Such is often the case in the organization of a business. The following discussion is confined to the federal income tax, the tax with the largest and most direct effect on organizational issues. Each entrepreneur would be well advised to consult a tax adviser regarding this tax as well as state income, estate, payroll, and other taxes to find out how they might impact a specific business.
 



Sole Proprietorships

 

Not surprisingly, given the factors already discussed, a sole proprietorship is not a separate taxable entity for federal income tax purposes. The taxable income and deductible expenses of the business are set forth on Schedule C of the entrepreneur’s Form 1040, and the net profit (or loss) is carried back to page 1, where it is added to (or subtracted from) all the taxpayer’s other income. The net effect of this is that the sole proprietor will pay tax on the income from this business at his or her highest marginal rate, which is determined by the amount of income received from this and other sources (see Exhibit 8.2).
 

Exhibit 8.2
Individual federal income tax rates.
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In Phil’s case, for example, if his software business netted $100,000 in a particular year, that amount would be added to the substantial interest and dividend income from his other investments, so that he would likely owe the Internal Revenue Service (IRS) $35,000 on this income. If Phil’s business were run as a separate taxable corporation, the income generated from it would be taxed at the lowest levels of the tax rate structure, because it would not be added to any other income. For example, the first $50,000 of income would be taxed at only 15% and the next $25,000 at only 25% (see Exhibit 8.3).
 

This argument is turned on its head, however, if a business anticipates losses in the short term. Using Phil as an example, if his business operated at a $100,000 loss and as a separate taxable entity, the business would pay no tax in its first year and would be able to net its early losses against profits only in future years and only if it ever realized such profits. At best, the value of this tax benefit is reduced by the time value of money; at worst, the loss may never yield a tax benefit if the business never does better than break even. If Phil operated the business as a sole proprietorship, by contrast, the loss calculated on his Schedule C would be netted against the dividend and interest income generated by his investments, thus effectively rendering $100,000 of that income tax free. One can strongly argue, therefore, that the form in which one should operate one’s business is dictated, in part, by the likelihood of its short-term success and the presence or absence of other income flowing to its owner.
 




Partnerships

 

Partnerships are also not separate taxable entities for the purposes of the federal income tax, although, in most cases, they are required to file informational tax returns with the IRS. Any profits generated by a partnership appear on the federal income tax returns of the partners, generally in proportions indicated by the underlying partnership agreement. Thus, as with sole proprietorships, this profit is taxed at the individual partner’s highest marginal tax rate, and the lower rates for the initial income of a separate taxable entity are forgone. In addition, each partner is taxed upon his or her proportion of the income of the partnership, regardless of whether that income was actually distributed.
 

Exhibit 8.3
Corporate federal income tax rates.
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As an example, if Bruce and Erika, our hotel magnates, were to take $50,000 of a year’s profits to add a deck to one of their properties, this expenditure would not lower the business’s profits by that amount. As a capital expense it may be deducted over time only in the form of depreciation. Thus, assuming they were equal partners, even if Michael had objected to this expenditure, each of the three, including Michael, would be forced to pay a tax on $16,667 (minus that year’s depreciation) despite having received no funds with which to make such a payment. The result would be the same in a sole proprietorship, but this rule is considered less of a problem since it can be expected that sole owners would manage cash flow in a way that would minimize this negative effect on themselves.
 

As with a sole proprietorship, this negative result becomes a positive one if the partnership is losing money. The losses appear on the partners’ individual tax returns in the proportions set forth in the partnership agreement and render an equal amount of otherwise taxable income tax free. In addition, not all losses suffered by businesses result from the dreaded negative cash flow. As illustrated earlier in the case of the deck, the next year the hotel business might well break even or show a small profit on a cash flow basis, but the depreciation generated by the earlier addition of the deck might well result in a loss for tax purposes. Thus, with enough depreciation partners might have the double benefit of a tax-sheltering loss on their tax returns and ownership of a growing, profitable business. This is especially true regarding real estate, such as the hotel itself. While generating a substantial depreciation loss each year, the value of the building may well be increasing, yielding the partners a current tax-sheltering loss while at the same time generating a long-term capital gain a few years hence.
 



Corporations

 

Corporations are normally treated as separate entities for federal income tax purposes consistent with their treatment as separate entities for most other purposes. They have their own set of progressive tax rates, moving from 15% for the first $50,000 of income, through 25% for the next $25,000, and effectively 34% and 35% for amounts above that. There are also 5% and 3% additional taxes at higher levels of income to compensate for the lower rates in the lower brackets. Certain so-called personal service corporations have only a flat 35% rate at all levels of income. Also, losses currently generated by a corporation may be carried back as many as two years to generate a tax refund or carried forward as many as 20 years to shelter future income.
 

Although corporate rates may be attractive at lower levels of income, the common fear of using the corporate form is the potential for double taxation. Simply put, the corporation pays tax upon its profits and then distributes the remaining profit to its stockholders as nondeductible dividends. The stockholders then pay tax on the receipt of the dividends, thus amounting to two taxes on the same money. For a corporation in the 34% bracket given the current (2009) dividend tax rate of 15%, the net effect is a combined tax rate of approximately 44% with stockholders in the 28% bracket, the net effect is a combined tax rate of approximately 52.5%.
 

Yet double taxation is rarely a concern for the small business. Such businesses generally manage compensation to their employees, who are usually their shareholders, in such a way that there is rarely much, if any, corporate profit remaining at the end of the year. Since compensation (as opposed to dividends) is deductible, the only level of taxation incurred by such businesses is at the stockholder level.
 

Other opportunities for legitimate deductible payments to stockholders that have the effect of eliminating corporate profit include rental payments on assets leased by a stockholder to the corporation and interest on that portion of a stockholder’s investment made in the form of debt.
 

Thus, the existence of the separate corporate entity with its own set of tax rates presents more of an opportunity for tax planning than a threat of double taxation. If the corporation intends to distribute all of its excess cash to its owners, it should manage compensation and other payments so as to show little profit and incur taxation only on the stockholder level. If the corporation intends to retain some of its earnings in the form of capital acquisitions (thus resulting in an unavoidable profit for tax purposes), it can take advantage of the lower corporate rates without subjecting its stockholders to taxation at their level. Contrast this to a partnership where the partners would be required to pay tax at their highest marginal rates on profits that they never received.
 

There are limits to the usefulness of these strategies. To begin with, one cannot pay salaries and bonuses to nonemployee stockholders who are not performing services for the corporation. Dividends may be the only way to give such stockholders a return on their investment. In addition, the Internal Revenue Service will not allow deductions for what it considers to be unreasonable compensation (measured by compensation paid to comparable employees in the same industry). Thus, a highly profitable corporation might find some of its excessive salaries to employee-stockholders recharacterized as nondeductible dividends. Last, even profits retained at the corporate level will eventually be indirectly taxed at the stockholder level as increased capital gains when the stockholders sell their shares.
 

For most start-up businesses, however, this corporate tax planning strategy will be useful, at least in the short term. In addition, entrepreneurs will find certain employee benefits are better offered in the corporate form because they are deductible to employers, but excluded from income only for employees. Since a sole proprietor or partner is not considered an employee, the value of benefits such as group life insurance and disability insurance policies may be taxable income to them but tax-free to the officers of a corporation.
 


Professional Corporations

 

There are two common variations of the corporate form. The first of these is the professional corporation. Taxation played a major part in its invention. Originally, limitations on the amounts of money that could be deducted as a contribution to a qualified retirement plan varied greatly, depending on whether the business maintaining the plan was a corporation, a partnership, or a sole proprietorship. The rules greatly favored the corporation. Partnerships and sole proprietorships were required to adopt Keogh or HR-10 plans with their substantially lower limits on deductibility. However, doctors, lawyers, architects, and other professionals, who often could afford large contributions to retirement plans, were not allowed to incorporate under applicable state laws. The states were offended by the notion that such professionals could be granted limited liability for the harms caused by their businesses.
 

Eventually, a compromise was struck and the so-called professional corporation was formed. Using that form, professionals could incorporate their businesses, thus qualifying for the higher retirement plan deductions but giving up any claim to limited liability. As time went by, however, the Internal Revenue Code was amended to eliminate most of the differences between the deductions available to Keogh plans and those available to corporate pension and profit-sharing plans. Today, professional corporations are subject to virtually all the same rules as other corporations, with the exception that most are classified as personal service corporations and therefore taxed at a flat 35% rate on undistributed profit.
 

As the tax incentive for forming professional corporations has decreased, many states, perhaps with an eye toward maintaining the flow of fees from these corporations, have greatly liberalized the availability of limited liability for these corporations. Today, in many states, professional corporations now afford their stockholders protection from normal trade credit as well as tort liability arising from the actions of their employees or other stockholders. Of course, even under the normal business corporation form, a stockholder is personally liable for torts arising from his or her own actions.
 


Subchapter S Corporations

 

The second common variation is the subchapter S corporation, named for the sections of the Internal Revenue Code that govern it. Although indistinguishable from the normal (or subchapter C) corporation in all other ways, including limited liability for its stockholders, the subchapter S corporation has affirmatively elected to be taxed similarly to a partnership. Thus, like the partnership, it is not a separate taxable entity and files only an informational return. Profits appear on the tax returns of its stockholders in proportion to shares of stock owned, regardless of whether those profits were distributed to the stockholders or retained for operations. Losses appear on the returns of the stockholders and may potentially be used to shelter other income.
 

Although the subchapter S corporation is often referred to as a “small business corporation,” the size of the business has no bearing on whether this election is available. Any corporation that meets the following five tests may, but need not, elect to be taxed as a subchapter S corporation:1. It must have 100 or fewer stockholders.

2. It may have only one class of stock (although variations in voting rights are acceptable).

3. All stockholders must be individuals (or certain trusts and nonprofits).

4. No stockholder may be a nonresident alien.

5. With certain exceptions, it may not own or be owned by another corporation.


 

The subchapter S corporation is particularly suited to resolving the problems presented by certain discrete situations. For example, if a corporation is concerned that its profits are likely to be too high to eliminate double taxation through compensation to its stockholders, the subchapter S election eliminates the worry over unreasonable compensation. Since there is no tax at the corporate level, it is not necessary to establish the right to a compensation deduction. Similarly, if a corporation has nonemployee stockholders who insist on current distributions of profit, the subchapter S election would allow declaration of dividends without the worry of double taxation. This would undoubtedly be attractive to most publicly traded corporations were it not for the 100-stockholder limitation mentioned earlier.
 

Many entrepreneurs have turned to the subchapter S election in order to eliminate the two layers of tax otherwise payable upon sale or dissolution of a corporation. The corporate tax otherwise payable upon the gain realized on the sale of corporate assets is eliminated by the use of the subchapter S election, as long as the election has been in effect for 10 years or, if less, since the corporation’s inception. Finally, many entrepreneurs elect subchapter S status for their corporations if they expect to show losses in the short term. These losses can then be passed through to their individual tax returns to act as shelters for other income. When the corporation begins to show a profit, the election can be reversed.
 




Limited Partnerships

 

The tax treatment of limited partnerships is much the same as general partnerships. The profits and losses of the business are passed through to the partners in the proportions set forth in the partnership agreement. It must be emphasized that these profits and losses are passed through to all partners, including limited partners, even though one could argue that those profits and losses are derived entirely from the efforts of the general partners. It is this aspect of the limited partnership that made it the form of choice for tax-sheltered investments. The loss incurred by the business (much of which was independent of cash flow through depreciation and the like), could be passed through to the limited partners who, typically, had a considerable amount of other investment and compensation income to be sheltered.
 

Although the tax treatments of limited partnerships and subchapter S corporations are similar, there are some differences that drove the operators of tax shelters to use partnerships over the corporate form, even at the risk of some unlimited liability. First, although profits and losses must be allocated according to stock ownership in the subchapter S corporation, they are allocated by agreement in the limited partnership. Thus, in order to give the investors the high proportion of losses they demand, promoters did not necessarily have to give them an identically high proportion of the equity. The IRS will attack economically unrealistic allocations, but has issued regulations that, if followed, will protect most allocations. In addition, whereas the amount of loss the investor can use to shelter other income is limited to the investor’s tax basis in both types of entities, the tax basis in subchapter S stock is essentially limited to direct investment in the corporation, while in a limited partnership it is augmented by certain types of debt incurred by the entity itself.
 

Both types of entities are afflicted by the operation of the passive loss rules, added by the Tax Reform Act of 1986 in the hope of eliminating the tax shelter. Thus, unless one materially participates in the operations of the entity (virtually impossible, by definition, for a limited partner), losses generated by those operations can normally be applied only against so-called passive income and not against active income (salaries and bonuses) or portfolio income (interest and dividends). Furthermore, owners of most tax pass-through real estate ventures are treated as subject to the passive loss rules, regardless of material participation.
 



Limited Liability Companies

 

Limited liability companies (LLCs) are taxed in a manner substantially identical to limited partnerships. This combination of limited liability for all members (without the necessity to construct the unwieldy, double-entity limited partnership with a corporate general partner) and a pass-through of all tax effects to the members’ personal returns makes the LLC the ideal vehicle for whatever tax shelter activity remains after the imposition of the passive activity rules.
 

Technically, LLCs, limited partnerships, and all other unincorporated business entities may choose to be taxed either as partnerships or as taxable corporations. Recognizing that the vast majority of these entities are formed to take advantage of the opportunity to have taxable income or loss pass through to the owners, IRS regulations provide that these entities will be taxed as partnerships unless the entity affirmatively chooses to be taxed as a corporation. Most corporations have already achieved that level of comfort through the availability of the subchapter S election.
 

Although the LLC would seem to have the advantage of affording tax pass-through treatment without the limitations of the subchapter S corporation rules, there are some disadvantages as well. Since the nonelecting LLC is not a corporation, it is not eligible for certain provisions the Internal Revenue Code grants only to the corporate entity. Among those are the right to grant incentive stock options (ISOs) to employees and the right to take advantage of tax-free reorganizations when selling the company. LLCs must be converted to corporate entities well before relying on these provisions.
 





Choice of Entity

 

The sole proprietorship, partnership, corporation (including the professional corporation and subchapter S corporation), the limited partnership, and the LLC are the most commonly used business forms. Other forms exist, such as the so-called Massachusetts business trust in which the business is operated by trustees for the benefit of beneficiaries who hold transferable shares. But these are generally used for limited, specialized purposes. Armed with this knowledge and the comparative factors discussed previously, how should our budding entrepreneurs operate their businesses?
 



Consulting Firm

 

It will be obvious to Jennifer, Jean, and George that they can immediately eliminate the sole proprietorship and limited partnership as choices for their consulting business. The sole proprietorship, by definition, allows for only one owner and there does not seem to be any need for the passive, silent investors who would serve as limited partners. Certainly, no one of the three would be willing to sacrifice the control and participation necessary to achieve limited partnership status.
 

The corporation gives the consultants the benefit of limited liability, not for their own mistakes, but for the mistakes of each other and their employees. It also protects them from personal liability for trade debt. This protection, however, comes at the cost of additional complexity and expense, such as additional tax returns, annual reports to the state, and annual fees. Ease of transferability and enhanced continuity do not appear to be deciding factors, because a small consulting firm is often intensely personal and not likely to be transferable apart from its principals. Also, fear of double taxation does not appear to be a legitimate concern, since it is likely that the stockholders will be able to distribute any corporate profit to themselves in the form of compensation. In fact, to the extent that they may need to make some capital expenditures for computers and office furniture, the corporate form would afford them access to the lower corporate tax brackets for small amounts of income (unless they fell victim to characterization as a personal service corporation). Furthermore, if the consultants earn enough money to purchase various employee benefits, they will qualify as employees of the corporation and can exclude the value of such benefits from their taxable income, while the corporation deducts these amounts.
 

These positive aspects of choosing the corporate form argue strongly against making the subchapter S election. That election would eliminate the benefit of the low-end corporate tax bracket and put our consultants in the position of paying individual income tax on the capital purchases made. The election would also eliminate the opportunity to exclude the value of employee benefits from their personal income tax. The same problems argue against the choice of an LLC (or LLP) for this business.
 

The other possibility would be the general partnership. In essence, by choosing the partnership, the consultants would be trading away limited liability for less complexity. The partnership would not be a separate taxable entity and would not be required to file annual reports and pay annual fees. From a tax point of view, the partnership presents the same disadvantages as the subchapter S corporation and the LLC.
 

In summary, it appears that our consultants will be choosing between the subchapter C corporation and the partnership. The corporation adds complexity, but grants limited liability. And it certainly is not necessary for a business to be large in order to be incorporated. One might question, however, how much liability exposure a consulting firm is likely to face. In addition, although the corporation affords them the tax benefits associated with employee benefits and capital expenditures, it is not likely that our consultants will be able to afford much in the way of employee benefits and capital expenditures in the short term. Further, it is not likely that these consultants will have personal incomes placing them in tax brackets considerably higher than the corporation’s. A strong case can be made for either the C corporation or the partnership in this situation. One can always incorporate the partnership in the future if the business grows to the point that some of the tax benefits become important.
 

It may also be interesting to speculate on the choice that would be made if our three consultants were lawyers or doctors. Then the choice would be between the partnership and the professional corporation. The comparisons would be the same with the exception that, as a personal service corporation, the professional corporation does not have the benefit of the low-end corporate tax brackets.
 



Software Entrepreneur

 

In Phil’s case, he can easily eliminate the partnership and the limited partnership. Phil is clearly the sole owner of his enterprise and will not brook any other controlling persons. In addition, his plan to finance the enterprise with earnings from his previous business eliminates the need for limited partner investors. Almost as easily, Phil can eliminate the sole proprietorship, since it would seem highly undesirable to assume personal liability for whatever damage may be done by a product manufactured and distributed to thousands of potential plaintiffs. The corporation, therefore, appears to be Phil’s obvious choice. It gives the benefit of limited liability, as well as the transferability and continuity essential to a business that seems likely to be an acquisition candidate in the future. Again the lack of size is not a factor in this choice. Phil will likely act as sole director, president, treasurer, and secretary.
 

There remains, however, the choice between subchapters C and S. As may well be obvious by now, Phil’s corporation fits the most common profile of the subchapter S candidate. For the first year or more, the corporation will suffer serious losses as Phil pays programmers and marketers to develop and presell his product. Subchapter S allows Phil to show these losses on his personal tax return, where they will shelter his considerable investment income. The passive loss limitations will not affect Phil’s use of these losses, since he is clearly a material participant in his venture.
 

Phil could achieve much the same results by choosing an LLC, rather than a subchapter S corporation. Since all states now allow single-member LLCs, there would be little to recommend one choice over the other. The single-member LLC eliminates the need to file a separate income tax return for the business. Phil might feel more comfortable with an S corporation, however, if he fears that suppliers, customers, and potential employees might be put off by the relative novelty of the LLC. This might especially be true if he has any plans to eventually go public, as the LLC has not gained wide acceptance in the public markets. An S corporation can then usually revoke its S election without undue negative tax effect. Beginning as an S corporation would also eliminate the need to reincorporate as a corporation prior to selling the business in a potentially tax-free transaction.
 



Hotel Venture

 

The hotel venture contemplated by Bruce, Erika, and Michael presents the opportunity for some creative planning. One problem they may encounter in making their decision is the inherent conflict presented by Michael’s insistence upon recognition and reasonable return for his contribution of the land. Also, Bruce and Erika fear being unduly diluted by Michael’s share in the face of their more than equal contribution to the ongoing work. 
 

One might break this logjam by looking to one of the ways of separating cash flow from equity. Michael need not contribute the real estate to the business entity at all. Instead, the business could lease the land from Michael on a long-term (99-year) basis. This would give Michael his return, in the form of rent, without distorting the equity split among the three entrepreneurs. From a tax point of view, this plan also changes a nondepreciable asset (land) into deductible rent payments for the business. As their next move, the three may decide to form an entity to construct and own the hotel building, separate from the entity that manages the ongoing hotel business.
 

This plan would convert the hotel from a rather confusing real estate/operating venture into a pure real estate investment opportunity for potential investors. The hotel entity would receive enough revenue from the management entity to cover its cash flow and would generate tax losses through depreciation, interest, and real estate taxes. These short-term losses will eventually yield long-term capital gains when the hotel is sold, so this entity will attract investors looking for short-term losses and long-term capital appreciation. For the short-term losses to be attractive, however, they must be usable by the investors on their personal returns and not trapped at the business entity level.
 

All of these factors point inevitably to the use of either the limited partnership, LLC, or subchapter S corporation for the hotel building entity. All three choices allow the tax losses to pass through to the owners for use on their personal returns. Among these three choices, the limited partnership and LLC allow more flexibility in allocating losses to the investors, and away from Bruce, Erika, and Michael (who most likely do not need them), and they provide higher limits on the amounts of losses each investor may use.
 

In past years, our entrepreneurs would thus face the unenviable choice of either losing the tax advantages of the limited partnership to preserve the limited liability offered by the subchapter S corporation or preserving the tax advantages (and the ability to attract investors) by either accepting personal liability as general partners or attempting to adequately capitalize a corporate general partner. This choice is no longer necessary with the advent of the LLC, which solves the problem by offering the tax advantages of the limited partnership and the liability protection of the subchapter S corporation. However, the passive loss limitations will still have an impact on the usefulness of the losses for the members who do not have significant passive income, making this project (as is the case with most real estate investments in today’s climate) more difficult to sell.
 

This leaves the entity that will operate the hotel business itself. The presence of our three principals immediately eliminates the sole proprietorship as a possibility. Because all the investment capital has already been raised for the real estate entity, there does not seem to be a need for further investors, thus eliminating the limited partnership as a possibility. The partnership seems inapplicable, since it is unlikely that any of the principals would wish to expose himself or herself to unlimited liability in such a consumer-oriented business.
 

Thus, the corporation and LLC, with their limited liability, continuity, and transferability, seem to be the obvious choices for this potentially growing and successful business. As with Phil, it becomes necessary to decide whether to make the subchapter S election or choose an LLC to achieve tax pass-through. This decision will be made on the basis of the parties’ projections. Are there likely to be serious losses in the short term, which might be usable on their personal tax returns? Will there be a need for significant capital expenditures, thus indicating a need for the low-end corporate tax rates? Will the company offer a variety of employee benefits that our principals would wish to exclude from their taxable income? Is the company likely to generate more profit than can be distributed in the form of reasonable compensation, thus calling for the elimination of the corporate-level tax? If these factors seem to favor a tax pass-through entity, the principals will likely analyze the choice between subchapter S and LLC in a manner similar to Phil. In addition, they may find the LLC’s lack of eligibility rules attractive in the short run should they ever consider the possibility of corporate or foreign investors, or creative divisions of equity.
 





Conclusion

 

These and the many other factors described in this chapter deserve careful consideration by the thousands of entrepreneurs forming businesses every month. After the basic decision to start a new business itself, the choice of the appropriate form for the business may well be the most significant decision facing the entrepreneur in the short run.
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Problems

 

Jake and Carolyn were convinced that their high-tech invention could revolutionize telecommunications. And apparently they were not too far off in that estimation, since they had gotten very positive early indications from a number of venture capital firms they had approached with the idea. Most of the venture capitalists had told Jake and Carolyn that they would be interested in making a substantial investment in a company to be formed to exploit the invention as soon as Jake and Carolyn had produced a working prototype. This would cost some money in design and engineering expenses, which Jake and Carolyn would pay with their own funds, but after that, all future development and marketing costs would be defrayed by the investors. What form of business entity should Jake and Carolyn choose for this business?
 

Acting upon their mutual love of cupcakes, Lauren and Claire were going into the bakery business together. Although neither of them had any capital to invest in the business, they were fortunate to have parents who were willing to lend money to the business on a favorable interest rate and repayment schedule. Lauren and Claire’s projections showed that for at least the first 12 months of the business the costs of renting space and equipment and paying their employees would outpace their revenue, even with Lauren and Claire taking out virtually nothing for themselves. But they were convinced that the business would turn profitable after a year’s time. What form of business entity should Lauren and Claire choose for their bakery?
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Taxes and Business Decisions
 

Richard P. Mandel

 

 

 

It is not possible to fully describe the federal taxation system in the space of one book chapter. It may not even be realistic to attempt to describe federal taxation in a full volume. After all, a purchaser of the Internal Revenue Code can expect to carry home multiple volumes consisting of thousands of pages, ranging from Section 1 through Section 9833, if one includes the estate and gift tax and administrative provisions. And this does not even begin to address the myriad Regulations, Revenue Rulings, Revenue Procedures, Technical Advice Memoranda, Private Letter Rulings, court decisions, and other sources of federal tax law that have proliferated over the better part of the twentieth century and the early twenty-first century.
 

Fortunately, most people who enroll in a federal tax course during their progression toward an MBA have no intention of becoming professional tax advisers. An effective tax course, therefore, rather than attempting to impart encyclopedic knowledge of the tax code, instead presents taxation as another strategic management tool, available to managers or entrepreneurs in their quest to reach business goals in a more efficient and cost-effective manner. After completing such a course, the businessperson should always be conscious that failure to consider tax consequences when structuring a transaction may result in needless tax expense.
 

It is thus the purpose of this chapter to illustrate the necessity of taking taxation into account when structuring most business transactions, and of consulting tax professionals early in the process, not just when it is time to file the return. This will be attempted by describing various problems and opportunities encountered by a fictitious business owner as he progresses from early successes, through the acquisition of a related business, to intergenerational succession problems.
 





The Business

 

We first encounter our sample business when it has been turning a reasonable profit for the past few years under the wise stewardship of its founder and sole stockholder, Morris. The success of his wholesale horticultural supply business (Plant Supply, Inc.) has been a source of great satisfaction to Morris, as has the recent entry into the business of his daughter, Lisa. Morris paid Lisa’s business school tuition, hoping to groom her to take over the family business, and his investment seems to be paying off as Lisa has become more and more valuable to her father. Morris (rightly or wrongly) does not feel the same way about his only other offspring, his son, Victor, the violinist, who appears to have no interest whatsoever in the business, except for its potential to subsidize his attempts to break into the concert world.
 

At this time, Morris is about to score another coup: Plant Supply has purchased a plastics molding business so it can fabricate its own trays, pots, and other planting containers instead of purchasing such items from others. Morris considers himself fortunate to secure the services of Brad (the plant manager of the molding company), because neither he nor Lisa knows very much about the molding business. He is confident that negotiations then under way will bring Brad aboard with a satisfactory compensation package. Thus, Morris can afford to turn his attention to the pleasant problem of distributing the wealth generated by his successful business.
 





Unreasonable Compensation

 

Most entrepreneurs long for the day when their most pressing problem is figuring out what to do with all the money their business is generating. Yet this very condition was now occupying Morris’s mind. Brad did not present any problems in this context. His compensation package would be dealt with through ongoing negotiations and, of course, he was not family. But Morris was responsible for supporting his wife and two children. Despite what Morris perceived as the unproductive nature of Victor’s pursuits, Morris was determined to maintain a standard of living for Victor befitting the son of a captain of industry. Of course, Lisa was also entitled to an affluent lifestyle, but surely she was additionally entitled to extra compensation for her long hours at work.
 

The simple and natural reaction to this set of circumstances would be to pay Lisa and Morris a reasonable salary for their work, and have the corporation pay the remaining distributable profit (after retaining whatever was necessary for operations) to Morris. Morris could then take care of his wife and Victor as he saw fit. Yet such a natural reaction would ignore serious tax complications.
 

The distribution to Morris beyond his reasonable salary would likely be characterized by the IRS as a dividend to the corporation’s sole stockholder. Since dividends cannot be deducted by the corporation as an expense, both the corporation and Morris would pay tax on these monies (the well-known bugaboo of corporate double taxation). A dollar of profit could easily be reduced to as little as 43 cents of after-tax money in Morris’s pocket (see Exhibit 9.1).
 

Knowing this, one might argue that the distribution to Morris should be characterized as a year-end bonus. Since compensation is tax deductible to the corporation, the corporate level of taxation would be removed. Unfortunately, Congress has long since limited the compensation deduction to a “reasonable” amount. The IRS judges the reasonableness of a payment by comparing it to the salaries paid to other employees performing similar services in similar businesses. It also examines whether such amount is paid as regular salary or as a year-end lump sum when profit levels are known. The scooping up by Morris of whatever money was not nailed down at the end of the year would surely come under attack by an IRS auditor. Why not, then, put Victor on the payroll directly, thus reducing the amount that Morris must take out of the company for his family? Again, such a payment would run afoul of the reasonableness standard. If Morris would come under attack despite his significant efforts for the company, imagine attempting to defend payments made to a so-called employee who expends no such efforts.
 

Exhibit 9.1
Double taxation.
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Subchapter S

 

The solution to the unreasonable compensation problem may lie in a relatively well-known tax strategy known as the subchapter S election. A corporation making this election remains a standard business corporation for all purposes other than taxation (retaining its ability to grant limited liability to its stockholders, for example). The corporation elects to forgo taxation at the corporate level and to be taxed similarly to a partnership. This means that a corporation that has elected subchapter S status will escape any taxation at the corporate level, but its stockholders will be taxed on their pro rata share of the corporation’s profits, regardless of whether these profits are distributed to them. Under this election, Morris’s corporation would pay no corporate tax, but Morris would pay income tax on all the corporation’s profits, even those retained for operations.
 

This election is recommended in a number of circumstances. One example is the corporation that expects to incur losses, at least in its start-up phase. In the absence of a subchapter S election, such losses would simply collect at the corporate level, awaiting a time in the future when they could be carried forward to offset future profits (should there ever be any). If the election is made, the losses would pass through to the stockholders in the current year, and might offset other income of these stockholders, such as interest, dividends from investments, and salaries.
 

Another such circumstance is when a corporation expects to sell substantially all its assets sometime in the future in an acquisition transaction. Since the repeal of the so-called General Utilities doctrine, such a corporation would incur a substantial income tax on the difference between the value of its assets at the time of sale and their depreciated basis on the corporation’s books, in addition to the capital gain tax incurred by its stockholders when the proceeds of such sale are distributed to them. The subchapter S election (if made early enough) again eliminates tax at the corporate level, leaving only the tax on the stockholders.
 

The circumstance most relevant to Morris is the corporation with too much profit to distribute as reasonable salary and bonuses. Instead of fighting the battle of reasonableness with the IRS, Morris could elect subchapter S status, thus rendering the controversy moot. It will not matter that the amount paid to him is too large to be anything but a nondeductible dividend, because it is no longer necessary to be concerned about the corporation’s ability to deduct the expense. Not all corporations are eligible to elect subchapter S status. However, contrary to common misconception, eligibility has nothing to do with being a small business. In simplified form, to qualify for a subchapter S election, the corporation must have only one class of stock, held by 100 or fewer stockholders, all of whom must be individuals who are either U.S. citizens or resident aliens. Plant Supply qualifies on all these counts.
 

Alternatively, many companies have accomplished the same tax results, while avoiding the eligibility limitations of subchapter S, by operating as limited liability companies (LLCs).
 

Under subchapter S or as a LLC, Morris can pay himself and Lisa a reasonable salary and then take the rest of the money either as salary or as a dividend without fear of challenge. He can then distribute that additional money between Lisa and Victor, to support their individual lifestyles. Thus, it appears that the effective use of a strategic taxation tool has solved an otherwise costly problem.
 



Gift Tax

 

Unfortunately, like most tax strategies, the preceding solution may not be cost free. It is always necessary to consider whether the solution of one tax problem may create others, sometimes emanating from taxes other than the income tax. To begin with, Morris needs to be aware that under any strategy he adopts, the gifts of surplus cash he makes to his children may subject him to a federal gift tax. This gift tax supplements the federal estate tax, which imposes a tax on the transfer of assets from one generation to the next. Lifetime gifts to the next generation would, in the absence of a gift tax, frustrate estate tax policy. Fortunately, in order to accommodate the tendency of individuals to make gifts for reasons unrelated to estate planning, the gift tax exempts gifts by donors of up to $13,000 per year to each of their donees. That amount is adjusted for inflation as years go by. Furthermore, it is doubled if the donor’s spouse consents to the use of his or her $13,000 allotment to cover the excess. Thus, Morris could distribute up to $26,000 in excess cash each year to each of his two children if his wife consented.
 

In addition, the federal gift tax does not take hold until the combined total of taxable lifetime gifts in excess of the annual exclusion exceeds $1 million (in 2009). Thus, Morris can exceed the annual $26,000 amount by quite a bit before the government will get its share.
 

These rules may suggest an alternative strategy to Morris under which he may transfer some portion of his stock to each of his children, and then have the corporation distribute dividends to him and to them directly each year. The gift tax would be implicated to the extent of the value of the stock in the year it is given, but from then on no gifts would be necessary. Such strategy, in fact, describes a fourth circumstance in which the subchapter S election is recommended: when the company wishes to distribute profits to nonemployee stockholders for whom salary or bonus in any amount would be considered excessive. In such a case, like that of Victor, the owner of the company can choose subchapter S status for it, make a gift to the nonemployee of stock, and adopt a policy of distributing annual dividends from profits, thus avoiding any challenge to a corporate deduction based on unreasonable compensation.
 






Making the Subchapter S Election

 

Before Morris rushes off to make his election, however, he should be aware of a few additional complications. Congress has historically been aware of the potential for corporations to avoid corporate-level taxation on profits and capital gains earned prior to the subchapter S election, but not realized until afterward. Thus, for example, if Morris’s corporation has been accounting for its inventory on a last in, first out (LIFO) basis, in an inflationary era (such as virtually any time during the past 50 years) taxable profits have been depressed by the use of higher-cost inventory as the basis for calculation. Earlier lower-cost inventory has been left on the shelf (from an accounting point of view), waiting for later sales. However, if those later sales will now come during a time when the corporation is avoiding tax under subchapter S, those higher taxable profits will never be taxed at the corporate level. Thus, for the year just preceding the election, the tax code requires recalculation of the corporation’s profits on a first in, first out (FIFO) inventory basis to capture the amount that was postponed. If Morris has been using the LIFO method, his subchapter S election will carry some cost.
 

Similarly, if Morris’s corporation has been reporting to the IRS on a cash accounting basis, it has been recognizing income only when collected, regardless of when a sale was actually made. The subchapter S election, therefore, affords the possibility that many sales made near the end of the final year of corporate taxation will never be taxed at the corporate level, because these receivables will not be collected until after the election is in effect. As a result, the IRS requires all accounts receivable of a cash-basis taxpayer to be taxed as if collected in the last year of corporate taxation, thus adding to the cost of Morris’s subchapter S conversion.
 

Of course, the greatest source of untapped corporate tax potential lies in corporate assets that have appreciated in value while the corporation was subject to corporate tax, but are not sold by the corporation until after the subchapter S election is in place. In the worst nightmares of the IRS, corporations that are about to sell all their assets in a corporate acquisition first elect subchapter S treatment and then immediately sell out, avoiding millions of dollars of tax liability.
 

Fortunately for the IRS, Congress has addressed this problem by imposing taxation at the corporate level of all so-called built-in gain realized by a converted S corporation within the first 10 years after its conversion. Built-in gain is the untaxed appreciation that existed at the time of the subchapter S election. It is taxed not only upon a sale of all the corporation’s assets, but anytime the corporation disposes of an asset it owned at the time of its election. This makes it advisable to have an appraisal done for all the corporation’s assets as of the first day of subchapter S status, so that there is some objective basis for the calculation of built-in gain upon sale somewhere down the line. This appraisal will further deplete Morris’s coffers if he adopts the subchapter S strategy. However, despite these complications, it is still likely that Morris will find the subchapter S election to be an attractive solution to his family and compensation problems.
 

Just in case Morris is thinking in this direction, converting his corporation to an LLC has even more dire tax consequences. Such a transaction is treated, for tax purposes, as a dissolution of the corporation and the formation, by its shareholders, of the LLC by contribution of the dissolved corporation’s assets and liabilities to the new entity. This will cause the immediate recognition of all built-in gain at the corporate level in addition to capital gain for the shareholders as their shares are constructively redeemed.
 



Pass-Through Entity

 

Consider how a subchapter S corporation might operate were the corporation to experience a period during which it was not so successful. Subchapter S corporations (as well as most LLCs, partnerships, and limited partnerships) are known as pass-through entities, because they pass through their tax attributes to their owners. This not only operates to pass through profits to the tax returns of the owners (whether or not accompanied by cash), but also results in the pass-through of losses. As discussed earlier, these losses can then be used by the owners to offset income from other sources rather than having the losses frozen at the corporate level waiting for future profit.
 

The Internal Revenue Code, not surprisingly, places limits on the amount of loss that can be passed through to an owner’s tax return. In a subchapter S corporation, the amount of loss is limited by a stockholder’s basis in his or her investment in the corporation. Basis includes the amount invested as equity plus any amount the stockholder has advanced to the corporation as loans. As the corporation operates, the basis is raised by the stockholder’s pro rata share of any profit made by the corporation and lowered by the pro rata share of loss and any distributions received.
 

These rules might turn Morris’s traditional financing strategy on its head the next time he sits down with the corporation’s bank loan officer to negotiate an extension of the corporation’s financing. In the past, Morris has always attempted to induce the loan officer to lend directly to the corporation. This way Morris hoped to escape personal liability for the loan (although in the beginning he was forced to give the bank a personal guarantee). In addition, the corporation could pay back the bank directly, getting a tax deduction for the interest. If the loan were made to Morris, he would have to turn the money over to the corporation and then depend on the corporation to generate enough profit so it could distribute monies to him to cover his personal debt service. He might try to characterize those distributions to him as repayment of a loan he made to the corporation, but, given the amount he had already advanced to the corporation in its earlier years, the IRS would probably object to the debt-to-equity ratio and recharacterize the payment as a nondeductible dividend fully taxable to Morris. We have already discussed why Morris would prefer to avoid characterizing the payment as additional compensation: His level of compensation was already at the outer edge of reasonableness.
 

Under the subchapter S election, however, Morris no longer has to be concerned about characterizing cash flow from the corporation to himself in a manner that would be deductible by the corporation. Moreover, if the loan is made to the corporation, it does not increase Morris’s basis in his investment (even if he has given a personal guarantee). This limits his ability to pass losses through to his return. Thus, the subchapter S election may result in the unseemly spectacle of Morris begging his banker to lend the corporation’s money directly to him, so that he might in turn advance the money to the corporation and increase his basis. This would not be necessary in an LLC, since most loans advanced to this form of business entity increase the basis of its owners.
 



Passive Losses

 

No discussion of pass-through entities should proceed without at least touching on what may have been the most creative set of changes made to the Internal Revenue Code in recent times. Prior to 1987, an entire industry had arisen to create and market business enterprises whose main purpose was to generate losses to pass through to their wealthy investors/owners. These losses, it was hoped, would normally be generated by depreciation, amortization, and depletion. These would be mere paper losses, incurred while the business itself was breaking even or possibly generating positive cash flow. They would be followed some years in the future by a healthy long-term capital gain. Thus, an investor with high taxable income could be offered short-term pass-through tax losses with a nice long-term gain waiting in the wings. In those days, long-term capital gain was taxed at only 40% of the rate of ordinary income, so the tax was not only deferred, but also substantially reduced. These businesses were known as tax shelters.
 

Exhibit 9.2
Passive activity losses.
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The Tax Reform Act of 1986 substantially reduced the effectiveness of the tax shelter by classifying taxable income and loss into three major categories: active, portfolio, and passive. Active income consists mainly of wages, salaries, and bonuses; portfolio income is mainly interest and dividends; while passive income and loss consist of distributions from the so-called “pass-through” entities, such as LLCs, limited partnerships, and subchapter S corporations. In their most simple terms, the passive activity loss rules add to the limits set by the above described basis limitations (and the similar so-called “at-risk rules”), making it impossible to use passive losses to offset active or portfolio income. Thus, tax shelter losses can no longer be used to shelter salaries or investment proceeds; they must wait for the taxpayer’s passive activities to generate the anticipated end-of-the-line gains, or be used when the taxpayer disposes of a passive activity in a taxable transaction (see Exhibit 9.2).
 

Fortunately for Morris, the passive activity loss rules are unlikely to affect his thinking for at least two reasons. First, the Internal Revenue Code defines a passive activity as the conduct of any trade or business “in which the taxpayer does not materially participate.” Material participation is further defined in a series of tax code sections and Regulations (which mock the concept of tax simplification, but let Morris off the hook) to include any taxpayer who participates in the business for more than 500 hours per year. Morris is clearly materially participating in his business, despite his status as a stockholder of a subchapter S corporation, and thus the passive loss rules do not apply to him. The second reason Morris is not concerned is that he does not anticipate any losses from this business; historically, it has been very profitable. Therefore, let us depart from this detour into unprofitability and consider Morris’s acquisition of the plastics plant.
 





Acquisition

 

Morris might well believe that the hard part of accomplishing a successful acquisition is locating an appropriate target and integrating it into his existing operation. Yet, once again, he would be well advised to pay some attention to the various tax strategies and results available to him when structuring the acquisition transaction.
 

To begin with, Morris has a number of ways to acquire the target business. Simply put, these choices boil down to either acquiring the stock of the owners of the business, merging the target corporation into Plant Supply, or purchasing the assets and liabilities of the target (see Exhibit 9.3). The choice of method will depend on a number of factors, many of which are not tax-related. For example, acquisition by merger will force Plant Supply to acquire all the liabilities of the target, even those that neither it nor the target knows about. Acquisition of the stock of the target by Plant Supply will also result in acquisition of all liabilities, but isolates them in a separate corporation, which becomes a subsidiary. (The same result would be achieved by merging the target into a newly formed subsidiary of Plant Supply—the so-called triangular merger.) Acquisition of the assets and liabilities normally results in exposure to only the liabilities Morris chooses to acquire and is thus an attractive choice for the acquirer.
 

Exhibit 9.3
Acquisition strategies.
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Yet tax factors normally play a large part in structuring an acquisition. For example, if the target corporation has a history of losses and thus boasts a tax-loss carryforward, Morris may wish to apply such losses to its future profitable operations. This would be impossible if he acquired the assets and liabilities of the target for cash, since the target corporation would still exist after the transaction, keeping its tax characteristics to itself. Cash mergers are treated as asset acquisitions for tax purposes. However, if the acquirer obtains the stock of the target, the acquirer has taken control of the taxable entity itself, thus obtaining its tax characteristics for future use. This result inspired a lively traffic in tax-loss carryforwards in years past, where failed corporations were marketed to profitable corporations seeking tax relief.
 

Congress has put a damper on such activity by limiting the use of a tax-loss carryforward in each of the years following an ownership change of more than 50% of a company’s stock. The amount of that limit is the product of the value of the business at acquisition (normally its selling price) times an interest rate linked to the market for federal Treasury obligations. This amount of tax-loss carryforward is available each year until the losses expire (15 to 20 years after they were incurred). Since a corporation with significant losses would normally be valued at a relatively low amount, the yearly available loss is likely to be relatively trivial.
 

Acquisition of the corporation’s assets and liabilities for cash or through a cash merger eliminates any use by the acquirer of the target’s tax-loss carryforward, leaving it available for use by the target’s shell. This may be quite useful to the target, because, as discussed earlier, if it has not elected subchapter S status for the past 10 years (or for the full term of its existence, if shorter), it is likely to have incurred a significant gain upon the sale of its assets. This gain would be taxable at the corporate level before the remaining portion of the purchase price could be distributed to the target’s shareholders (where it will be taxed again).
 

The acquirer may have lost any carryforwards otherwise available, but it does obtain the right to carry the acquired assets on its books at the price paid (rather than the amount carried on the target’s books). This is an attractive proposition because the owner of assets used in business may deduct an annual amount corresponding to the depreciation of those assets, subject only to the requirement that it lower the basis of those assets by an equal amount. The amount of depreciation available corresponds to the purchase price of the asset. This is even more attractive, because Congress has adopted available depreciation schedules that normally exceed the rate at which assets actually depreciate. Thus, these assets likely have a low basis in the hands of the target (resulting in even more taxable gain to the target upon sale). If the acquirer were forced to begin its depreciation at the point at which the target left off (as in a purchase of stock), little depreciation would likely result. All things being equal (and especially if the target has enough tax-loss carryforward to absorb any conceivable gain), Morris would likely wish to structure his acquisition as an asset purchase and allocate all the purchase price among the depreciable assets acquired.
 

This last point is significant because Congress does not recognize all assets as depreciable. An asset will generally be depreciable only if it has a demonstrable useful life. Assets that will last forever or whose lifetimes are not predictable are not depreciable, and the price paid for them will not result in future tax deductions. The most obvious example of this type of asset is land. Unlike buildings, land has an unlimited useful life and is not depreciable. This has spawned some very creative approaches, including one enterprising individual who purchased a plot of land containing a deep depression that he intended to use as a garbage dump. The taxpayer allocated a significant amount of his purchase price to the depression and took depreciation deductions as the hole filled up.
 

Congress has recognized that the aforementioned rules give acquirers incentive to allocate most of their purchase price to depreciable assets like buildings and equipment and very little of the price to nondepreciable assets such as land. Additional opportunities for this include allocating high prices to acquired inventory so that it generates little taxable profit when sold. This practice has been limited by legislation requiring the acquirer to allocate the purchase price in accordance with the fair market value of the individual assets, applying the rest to goodwill (which may be depreciated over 15 years).
 

Although this legislation will limit Morris’s options significantly, if he chooses to proceed with an asset purchase, he should not overlook the opportunity to divert some of the purchase price to consulting contracts for the previous owners. Such payments will be deductible by Plant Supply over the life of the agreements and are, therefore, just as useful as depreciation. However, the taxability of such payments to the previous owners cannot be absorbed by the target’s tax-loss carryforward. And the amount of such deductions will be limited by the now-familiar unreasonable compensation doctrine. Payments for agreements not to compete are treated as a form of goodwill and are deductible over 15 years regardless of the length of such agreements.
 





Executive Compensation

 

Brad’s compensation package raises a number of interesting tax issues that may not be readily apparent but deserve careful consideration in crafting an offer to him. Any offer of compensation to an executive of his caliber will include, at the very least, a significant salary and bonus package. These will not normally raise any sophisticated tax problems; the corporation will deduct these payments, and Brad will be required to include them in his taxable income. The IRS is not likely to challenge the deductibility of even a very generous salary, since Brad is not a stockholder or family member and thus there is little likelihood of an attempt to disguise a dividend.
 



Business Expenses

 

However, even in the area of salary, there are opportunities for the use of tax strategies. For example, Brad’s duties may include the entertainment of clients or travel to suppliers and other business destinations. It is conceivable that Brad could be expected to fund these activities out of his own pocket on the theory that such amounts have been figured into his salary. Such a procedure avoids the need for the bookkeeping associated with expense accounts. If his salary reflects these expectations, Brad may not mind declaring the extra amount as taxable income, since he will be entitled to an offsetting deduction for these business expenses.
 

Unfortunately, however, Brad would be in for an unpleasant surprise under these circumstances. First of all, these expenses may not all be deductible in full. Meals and entertainment expenses are deductible, if at all, only to the extent they are not “lavish and extravagant” and even then they are deductible only for a portion of the amount expended. In addition, Brad’s business expenses as an employee are considered miscellaneous deductions; they are deductible only to the extent that they and other similarly classified deductions exceed 2% of Brad’s adjusted gross income. Thus, if Brad’s adjusted gross income is $150,000, the first $3,000 of miscellaneous deductions will not be deductible.
 

Moreover, as itemized deductions, these deductions are valuable only to the extent that they along with all other itemized deductions available to Brad exceed the standard deduction, an amount Congress allows each taxpayer to deduct if all itemized deductions are forgone. Furthermore, itemized deductions that survive the aforementioned cuts are further limited for taxpayers whose incomes are over $159,950 (the 2008 inflation-adjusted amount). The deductibility of Brad’s business expenses is, therefore, greatly in doubt.
 

Knowing all this, Brad would be well advised to request that Morris revise his compensation package. Brad should request a cut in pay by the amount of his anticipated business expenses, along with a commitment that the corporation will reimburse him for such expenses or pay them directly. In that case, Brad will be in the same economic position, since his salary is lowered only by the amount he would have spent anyway. In fact, his economic position is enhanced, since he pays no taxes on the salary he does not receive, as well as escaping from the limitations on deductibility described earlier.
 

The corporation pays out no more money this way than it would have if the entire amount were salary. Taxwise, the corporation is only slightly worse off, since the amount it would have previously deducted as salary can now still be deducted as ordinary and necessary business expenses (with the sole exception of the limit on meals and entertainment). In fact, were Brad’s salary below the Social Security contribution limit (FICA), both Brad and the corporation would be better off, because what was formerly salary (and thus subject to additional 7.65% contributions to FICA by both employer and employee) would now be merely business expenses and exempt from FICA.
 

Before Brad and Morris adopt this strategy, however, they should be aware that in recent years Congress has turned a sympathetic ear to the frustration the IRS has expressed about expense accounts. Legislation has conditioned the exclusion of amounts paid to an employee as expense reimbursements upon the submission by the employee to the employer of reliable documentation of such expenses. Brad should get into the habit of keeping a diary of such expenses for tax purposes.
 



Deferred Compensation

 

Often, high-level executives negotiate salaries and bonuses that far exceed their current needs. In such a case, the executive might consider deferring some of that compensation until future years. Brad may feel, for example, that he would be well advised to provide for a steady income during his retirement years, derived from his earnings while an executive of Plant Supply. He may be concerned that he would simply waste the excess compensation and may consider a deferred package as a form of forced savings. Or he may wish to defer receipt of the excess money to a time (such as retirement) when he believes he will be in a lower tax bracket. This latter consideration was more common when the federal income tax law encompassed a large number of tax brackets and the highest rates were as high as 70%.
 

Whatever Brad’s reasons for considering a deferral of some of his salary, he should be aware that deferred compensation packages are generally classified as one of two varieties for federal income tax purposes. The first such category is the qualified deferred compensation plan, such as the pension, profit-sharing, or stock bonus plan. All these plans share a number of characteristics. First and foremost, they afford taxpayers the best of all possible worlds by granting the employer a deduction for monies contributed to the plan each year, allowing those contributions to be invested and to earn additional monies without the payment of current taxes, and taxing the employee only upon withdrawal of funds in the future. However, in order to qualify for such favorable treatment, these plans must conform to a bewildering array of conditions imposed by both the Internal Revenue Code and the Employee Retirement Income Security Act (ERISA). Among these requirements is the necessity to treat all employees of the corporation on a nondiscriminatory basis with respect to the plan, thus rendering qualified plans a poor technique for supplementing a compensation package for a highly paid executive.
 

The second category is nonqualified plans. These come in as many varieties as there are employees with imaginations, but they all share the same disfavored tax treatment. The employer is entitled to its deduction only when the employee pays tax on the money, and if money is contributed to such a plan the earnings are taxed currently. Thus, if Morris were to design a plan under which the corporation receives a current deduction for its contributions, Brad will pay tax now on money he will not receive until the future. Since this is the exact opposite of what Brad (and most employees) have in mind, Brad will most likely have to settle for his employer’s unfunded promise to pay him the deferred amount in the future.
 

Assuming Brad is interested in deferring some of his compensation, he and Morris might well devise a plan that gives them as much flexibility as possible. For example, Morris might agree that the day before the end of each pay period, Brad could notify the corporation of the amount of salary, if any, he wishes to defer for that period. Any amount thus deferred would be carried on the books of the corporation as a liability to be paid, per their agreement, with interest, after Brad’s retirement. Unfortunately, such an arrangement would be frustrated by the “constructive receipt” doctrine. Using this potent weapon, the IRS will impose tax (allowing a corresponding employer deduction) upon any compensation that Brad, the employee, has earned and might have chosen to receive, regardless of whether he so chooses. The taxpayer may not turn his back upon income otherwise unconditionally available to him. Further, under the recently enacted Section 409A of the Internal Revenue Code, the IRS has been given additional weapons to use against optional deferral schemes.
 

Taking the constructive receipt theory to its logical conclusion, one might argue that deferred compensation is taxable to the employee because he might have received it if he had simply negotiated a different compensation package. After all, the impetus for deferral in this case comes exclusively from Brad; Morris would have been happy to pay the full amount when earned. But the constructive receipt doctrine does not have that extensive a reach. The IRS can tax only monies the taxpayer was legally entitled to receive, not monies he might have received if he had negotiated differently.
 

Frankly, however, if Brad is convinced of the advisability of deferring a portion of his compensation, he is likely to be less concerned about the irrevocability of such election as about ensuring that the money will be available to him when it is eventually due. Thus, a mere unfunded promise to pay in the future may result in years of nightmares over a possible declaration of bankruptcy by his employer. Again, left to their own devices, Brad and Morris might well devise a plan under which Morris contributes the deferred compensation to a trust for Brad’s benefit, payable to its beneficiary upon his retirement. Yet such an arrangement would be disastrous to Brad, since the IRS would currently assess income tax to Brad using the much criticized “economic benefit” doctrine. Under this theory, monies irrevocably set aside for Brad grant him an economic benefit (presumably by improving his net worth or otherwise improving his creditworthiness) upon which he must pay tax.
 

If Brad were aware of this risk, he might choose another method to protect his eventual payout by requiring the corporation to secure its promise to pay with such devices as a letter of credit or a mortgage or security interest in its assets. All of these devices, however, have been successfully taxed by the IRS under the self-same economic benefit doctrine. Very few devices have survived this attack. However, the personal guarantee of Morris himself (merely another unsecured promise) would not be considered an economic benefit by the IRS.
 

Another successful strategy is the so-called rabbi trust, a device first used by a rabbi who feared his deferred compensation might be revoked by a future hostile congregation. This device works similarly to the trust described earlier except that Brad would not be the only beneficiary of the money contributed. Under the terms of the trust, were the corporation to experience financial reverses, the trust property would be available to the corporation’s creditors. Since the monies are thus not irrevocably committed to Brad, the economic benefit doctrine is not invoked. This device does not protect Brad from the scenario of his bankruptcy nightmares, but it does protect him from a corporate change of heart regarding his eventual payout. From Morris’s point of view, he may not object to contributing to a rabbi trust, since he was willing to pay all the money to Brad as salary, but he should be aware that since Brad escapes current taxation, the corporation will not receive a deduction for these expenses until the money is paid out of the trust in the future.
 



Interest-Free Loans

 

As a further enticement to agree to work for the new ownership of the plastics plant, Morris might additionally offer to lend Brad a significant amount of money to be used, for example, to purchase a new home or acquire an investment portfolio. Significant up-front money is often part of an executive compensation package. While this money could be paid as a bonus, Morris might well want some future repayment (perhaps as a way to encourage Brad to stay in his new position). Brad might wish to avoid the income tax bite on such a bonus so he can retain the full amount of the payment for his preferred use. Morris and Brad might agree to an interest rate well below the market or even no interest at all, to further entice Brad to take his new position. Economically, this would give Brad free use of the money for a period of time during which it could earn him additional income with no offsetting expense. In a sense, he would be receiving his salary in advance while not paying any income tax until he earned it. Morris might well formalize the arrangement by reserving a right to offset loan repayments against future salary. The term of the loan might even be accelerated should Brad leave the corporation’s employ.
 

Under current tax law, however, despite the fact that little or no interest passes between Brad and the corporation, the IRS deems full market interest payments to have been made and further deems that said amount is returned to Brad by his employer. Thus, each year, Brad is deemed to have made an interest payment to the corporation for which he is entitled to no deduction. Then, when the corporation is deemed to have returned the money to him, he realizes additional compensation upon which he must pay tax. The corporation realizes additional interest income but gets a compensating deduction for additional compensation paid (assuming it is not excessive when added to Brad’s other compensation). (See Exhibit 9.4.)
 

Exhibit 9.4
Taxable interest.
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Moreover, the IRS has not reserved this treatment for employers and employees only. The same treatment is given to loans between corporations and their shareholders and loans between family members. In the latter situation, although there is no interest deduction for the borrower, the deemed return of the interest is a gift and is thus excluded from income. The lender receives interest income and has no compensating deduction for the return gift. In fact, if the interest amount is large enough, he may have incurred an additional gift tax on the returned interest. The amount of income created for the lender, however, is limited to the borrower’s investment income, except in very large loans. In the corporation/stockholder situation, the lender incurs interest income and has no compensating deduction, as its deemed return of the interest is characterized as a dividend. Thus the IRS gets increased tax from both parties unless the corporation has selected subchapter S.
 

All may not be lost in this situation, however. Brad’s additional income tax arises from the fact that there is no deduction allowable for interest paid on unsecured personal loans. Interest is deductible, however, in limited amounts on loans secured by a mortgage on the taxpayer’s principal or secondary residence. If Brad grants Plant Supply a mortgage on his home to secure the repayment of his no- or low-interest loan, his deemed payment of market interest may become deductible mortgage interest and may thus offset his additional deemed compensation from the imaginary return of this interest. Before jumping into this transaction, however, Brad will have to consider the limited utility of itemized deductions described earlier, as well as certain limits on the deductibility of mortgage interest.
 





Sharing the Equity

 

If Brad is as sophisticated and valuable an executive employee as Morris believes he is, Brad is likely to ask for more than just a compensation package, deferred or otherwise. Such a prospective employee often demands a piece of the action—a share in the equity of the business—so that he may directly share in the growth and success he expects to create. Morris may even welcome such a demand because an equity share (if not so large as to threaten Morris’s control) may serve as a form of golden handcuffs, giving Brad additional reason to stay with the company for the long term.
 

Assuming Morris is receptive to the idea, there are a number of different ways to grant Brad a share of the business. The most direct way would be to grant him shares of the corporation’s stock. These could be given to Brad without charge, for a discount from fair market value, or for their full value, depending on the type of incentive Morris wishes to design. In addition, given the privately held nature of Morris’s corporation, the shares will probably carry restrictions, designed to keep the shares from ending up in the hands of persons who are not associated with the company. Thus, the corporation will retain the right to repurchase the shares should Brad ever leave the corporation’s employ or wish to sell or transfer the shares to a third party. Finally, in order to encourage Brad to stay with the company, the corporation will probably reserve the right to repurchase the shares from Brad at cost should Brad’s employment end before a specified time. As an example, all the shares (called restricted stock) would be subject to forfeiture at cost (regardless of their then actual value) should Brad leave before one year; two-thirds would be forfeited if he left before two years, and one-third if he left before three years. The shares not forfeited (called vested shares) would be purchased by the corporation at their full value should Brad ever leave or attempt to sell them.
 

One step back from restricted stock is the stock option. This is a right granted to the employee to purchase a particular number of shares for a fixed price over a defined period of time. Because the employee’s purchase price of the stock does not change, the employee has effectively been given the ability to share in whatever growth the company experiences during the life of the option, without paying for the privilege. If the stock increases in value, the employee will exercise the option near the end of the option term. If the stock value does not grow, the employee will allow the option to expire, having lost nothing. The stock option is a handy device when employees object to paying for their piece of the action (after all, they are expecting compensation, not expense), but the employer objects to giving them stock whose current value represents growth from the period before the employees’ arrival. The exercise price can be more than, equal to, or less than the fair market value of the stock at the time of the grant, depending on the extent of the incentive the employer wishes to give. Also, the exercisability of the option will likely vest in stages over time.
 

Often, however, the founding entrepreneur cannot bring himself or herself to give an employee a current or potential portion of the corporation’s stock. Although the block of stock going to the employee is too small to have any effect on the founder’s control over the company, the objection may be psychological and impossible to overcome. Or, in the case of a subchapter S corporation operating in numerous different states, the employee may not want to have to file state income tax returns in all those jurisdictions. The founder seeks a device that can grant the employee a growth potential similar to that granted by stock ownership, but without the stock. Such devices are often referred to as phantom stock or stock appreciation rights (SARs). In a phantom stock plan, employees are promised that they may, at any time during a defined period so long as they remain employed by the corporation, demand payment equal to the then value of a certain number of shares of the corporation’s stock. As the corporation grows, so does the amount available to the employees, just as would be the case if they actually owned some stock. SARs are very similar, except that the amount available to the employee is limited to the growth, if any, that the given number of shares has experienced since the date of grant.
 



Tax Effects of Phantom Stock and SARs

 

Having described these devices to Morris and Brad, it is, of course, important to discuss their varying tax impacts upon employer and employee. If Brad has been paying attention, he might immediately object to the phantom stock and SARs as vulnerable to the constructive receipt rule. After all, if he may claim the current value of these devices at any time he chooses, might not the IRS insist that he include each year’s growth in his taxable income as if he had claimed it? Although the corporation’s accountants will require that these devices be accounted for in that way on the corporation’s financial statements, the IRS has failed in its attempts to require inclusion of these amounts in taxable income, because the monies are not unconditionally available to the taxpayer. In order to receive the money, one must give up any right to continue to share in the growth represented by one’s phantom stock or SAR. If the right is not exercisable without cost, the income is not constructively received.
 

However, there is another good reason for Brad to object to phantom stock and SARs from a tax point of view. Unlike stock and stock options, both of which represent a recognized form of intangible capital asset, phantom stock and SARs are really no different from a mere promise by the corporation to pay a bonus based on a certain formula. Since these devices are not recognized as capital assets, they are not eligible to be taxed as long-term capital gains when redeemed. This difference is quite meaningful, as the maximum tax rates on ordinary income and long-term capital gains in 2008 are 35% and 15%, respectively. Thus, Brad may have good reason to reject phantom stock and SARs and insist upon the real thing.
 



Taxability of Stock Options

 

If Morris and Brad resolve their negotiations through the use of stock options, careful tax analysis is again necessary. The Code treats stock options in three different ways, depending upon the circumstances, and some of these circumstances are well within the control of the parties (see Exhibit 9.5).
 

If a stock option has a “readily ascertainable value,” the IRS will expect the employee to include in his or her taxable income the difference between the value of the option and the amount paid for it (the amount paid is normally zero). Measured in that way, the value of an option might be quite small, especially if the exercise price is close or equal to the then fair market value of the underlying stock. After all, the value of a right to buy $10 of stock for $10 is only the speculative value of having that right when the underlying value has increased. That amount is then taxed as ordinary compensation income, and the employer receives a compensating deduction for compensation paid. When the employee exercises the option, the tax code imposes no tax, nor does the employer receive any further deduction. Finally, should the employee sell the stock, the difference between the price received and the total of the previously taxed income and the amounts paid for the option and the stock is included in the employee’s income as capital gain. No deduction is then granted to the employer, as the employee’s decision to sell the stock is not deemed to be related to the employer’s compensation policy.
 

Exhibit 9.5
Taxation of stock options.
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This taxation scenario is normally quite attractive to employees, because they are taxed on a rather small amount at first, escape tax entirely upon exercise, and then pay tax on the growth at a time when they have realized cash with which to pay the tax at a lower long-term capital gain rate. Although the employer receives little benefit, it has cost the employer nothing in hard assets, so any benefit would be a windfall.
 

Because this tax scenario is seen as very favorable to the employee, the IRS has been loath to allow it in most cases. Generally, the IRS will not recognize an option as having a readily ascertainable value unless the option is traded on a recognized exchange. Short of that, a case has occasionally been made when the underlying stock is publicly traded. But the IRS has drawn the line at options on privately held stock and at all options that are not themselves transferable. Since Morris’s corporation is privately held and since he will not tolerate Brad’s reserving the right to transfer the option to a third party, there is no chance of Brad’s taking advantage of this beneficial tax treatment.
 

The second tax scenario attaches to stock options that do not have a readily ascertainable value. Since, by definition, one cannot include their value in income on the date of grant (it is unknown), the Internal Revenue Code allows the grant to escape taxation. However, upon exercise, the taxpayer must include in income the difference between the then fair market value of the stock purchased and the total paid for the option and stock. When the purchased stock is later sold, the further growth is taxed at the applicable rate for capital gain. The employer receives a compensation deduction at the time of exercise and no deduction at the time of sale. Although the employee receives a deferral of taxation from grant to exercise in this scenario, this method of taxation is generally seen as less advantageous to the employee, since a larger amount of income is exposed to ordinary income rates, and this taxation occurs at a time when the taxpayer has still not received any cash from the transaction with which to pay the tax.
 

Recognizing the harshness of this result, Congress invented a third taxation scenario, which attaches to incentive stock options (ISOs). The recipient of such an option escapes tax upon grant of the option and again upon exercise. Upon sale of the underlying stock, the employee includes in taxable income the difference between the price received and the total paid for the stock and option, and pays tax upon that amount at long-term capital gain rates. This scenario is extremely attractive to the employee, who defers all tax until the last moment and pays at a lower rate. Under this scenario, the employer receives no deduction at all, but since the transaction costs the employer nothing, that is normally not a major concern. Lest you believe that ISOs are the perfect compensation device, however, be aware that although the employee escapes income taxation upon exercise of the option, said exercise may be deemed taxable under the alternative minimum tax (described later in this chapter).
 

The tax code imposes many conditions upon the grant of an incentive stock option. Among these are that the options must be granted pursuant to a written plan setting forth the maximum number of shares available and the class of employees eligible; only employees are eligible recipients; the options cannot be transferable; no more than $100,000 of underlying stock may be initially exercisable in any one year by any one employee; the exercise price of the options must be no less than the fair market value of the stock upon the date of grant; and the options must expire substantially simultaneously with the termination of the employee’s employment. Perhaps most important, the underlying stock may not be sold by the employee prior to the expiration of two years from the option grant date or one year from the exercise date, whichever is later.
 

This latter requirement has led to what was probably an unexpected consequence. Assume that Plant Supply has granted an incentive stock option to Brad. Assume further that Brad has recently exercised the option and has plans to sell the stock he received. It may occur to Brad that by waiting a year to resell, he will be risking the vagaries of the market for a tax savings that cannot exceed 20% (the difference between the maximum income tax rate of 35% and the maximum capital gain rate of 15%). By selling early, Brad will lose the chance to treat the option as an incentive stock option, but will pay, at worst, only a marginally higher amount of tax at a time when he does have the money to pay it. Furthermore, by disqualifying the options, he will be giving his employer a tax deduction at the time of exercise. An enterprising employee might go so far as to offer to sell early in exchange for a split of the employer’s tax savings.
 



Tax Impact on Restricted Stock

 

The taxation of restricted stock is not markedly different from the taxation of nonqualified stock options without a readily ascertainable value (see Exhibit 9.6). Restricted stock is defined as stock that is subject to a condition that affects its value to the holder and that will lapse upon the happening of an event or the passage of time. The Internal Revenue Code refers to this as “a substantial risk of forfeiture.” Since the value of the stock to the employee is initially speculative, the receipt of the stock is not considered a taxable event. In other words, since Brad may have to forfeit whatever increased value his stock may acquire if he leaves the employ of the corporation prior to the agreed time, Congress has allowed him not to pay the tax until he knows for certain whether he will be able to retain that value. When the stock is no longer restricted (when it vests), the tax is payable. Of course, Congress is not being entirely altruistic in this case; the amount taxed when the stock vests is not the difference between what the employee pays for it and its value when first received by the employee, but the difference between the employee’s cost and its value at the vesting date. If the value of the stock has increased, as everyone involved has hoped, the IRS receives a windfall. The employer receives a compensating deduction at the time of taxation, and further growth between the vesting date and the date of sale is taxed upon sale at appropriate capital gain rates. No deduction is then available to the employer.
 

Recognizing that allowing the employee to pay a higher tax at a later time is not an unmixed blessing, Congress has provided that an employee who receives restricted stock may, nonetheless, elect to pay ordinary income tax on the difference between its value at grant and the amount paid for it, if the employee files notice of that election within 30 days of the grant date—the so-called 83(b) election. Thus, employees can choose for themselves which gamble to accept.
 

Exhibit 9.6
Restricted stock tax impact.
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This scenario can result in disaster for the unaware employee. Assume that Morris and Brad resolve their differences by allowing Brad to have an equity stake in the corporation, if he is willing to pay for it. Thus, Brad purchases 5% of the corporation for its full value on the date he joins the corporation, say, $5 per share. Since this arrangement still provides incentive in the form of a share of growth, Morris insists that Brad sell the stock back to the corporation for $5 per share should he leave the corporation before he has been employed for three years. Brad correctly believes that since he has bought $5 shares for $5, he has no taxable income, and reports nothing on his income tax return that year.
 

Brad has failed to realize that despite his paying full price, he has received restricted stock. As a result, Congress has done him the favor of imposing no tax until the restrictions lapse. Three years from now, when the shares may have tripled in value and have finally vested, Brad will discover to his horror that he must include $10 per share in his taxable income for that year ($15 value minus $5 initially paid). Despite the fact that he had no income to declare in the year of grant, Brad must elect to include that nullity in his taxable income for that year by filing such an election with the IRS within 30 days of his purchase of the stock.
 

In situations in which there is little difference between the value of stock and the amount an employee will pay for it (e.g., in start-up companies when stock has little initial value), a grant of restricted stock accompanied by an 83(b) election may be preferable to the grant of an ISO, since it avoids the alternative minimum tax, which may be imposed upon exercise of an ISO.
 





Vacation Home

 

Morris has much reason to congratulate himself on successfully acquiring the plastics molding operation as well as securing the services of Brad through an effective executive compensation package. In fact, the only real disappointment for Morris is that the closing of the deal is scheduled to take place during the week in which he normally takes his annual vacation.
 

Some years ago, Morris purchased a country home for use by his wife and himself as a weekend getaway and vacation spot. With the press of business, however, Morris and his wife have not been able to use the home except on occasional weekends and for his two-week summer vacation each year. Morris always takes the same two weeks for his vacation so he can indulge his love of golf. Each year, during those two weeks, the professional golfers come to town for their annual tournament. Hotels are always booked far in advance, and Morris feels lucky to be able to walk from his home to the first tee and enjoy seeing his favorite sport played by some of the world’s best.
 

Some of Morris’s friends have suggested that Morris rent his place during the weeks that he and his wife don’t use it. Even if such rentals would not generate much cash during these off-season periods, the income might allow Morris to deduct some of the expenses of keeping the home, such as real estate taxes, mortgage payments, maintenance, and depreciation. Morris can see the benefit in that, since the latter two expenses are deductible only in a business context. Although taxes and mortgage interest are deductible as personal expenses (assuming, in the case of mortgage interest, that Morris is deducting such payments only with respect to this and his principal residence and no other home), the previously mentioned limits on the use of itemized deductions make the usefulness of these deductions questionable.
 

However, in addition to the inconvenience of renting out one’s vacation home, Morris has discovered a few unfortunate tax rules that have dissuaded him from following his friends’ advice. First of all, the rental of a home is treated by the tax code in a fashion similar to the conduct of a business. Thus, Morris would generate deductions only to the extent that his expenses exceeded his rental income. In addition, to the extent he could generate such a loss, the rental of real estate is deemed to be a passive activity under the Internal Revenue Code, regardless of how much effort one puts into the process. Thus, in the absence of any relief provision, these losses would be deductible only against other passive income and would not be usable against salary, bonus, or investment income.
 

Such a relief provision does exist, however, for rental activities in which the taxpayer is actively involved. In such a case, the taxpayer may deduct up to $25,000 of losses against active or portfolio income, unless total income (before any such deduction) exceeds $100,000. The amount of loss that may be used by such taxpayer, free of the passive activity limitations, is then lowered by $1 for every $2 of additional income, disappearing entirely at $150,000. Given his success in business, the usefulness of rental losses in the absence of passive income seems problematic to Morris, at best.
 

Another tax rule appears to Morris to limit the usefulness of losses even further. Under the Internal Revenue Code, a parcel of real estate falls into one of three categories: personal use, rental use, or mixed use. A personal use property is one that is rented 14 days or less in a year and otherwise used by the taxpayer and family. No expenses are deductible for such a facility except taxes and mortgage interest. A rental use property is used by the taxpayer and family for less than 15 days (or 10% of the number of rental days) and otherwise offered for rental. All the expenses of such an activity are deductible, subject to the passive loss limitations. A mixed use facility is one that falls within neither of the other two categories.
 

If Morris were to engage in a serious rental effort of his property, his occasional weekend use, combined with his two-week stay around the golf tournament, would surely result in his home falling into the mixed use category. This would negatively impact him in two ways. The expenses that are deductible only for a rental facility (such as maintenance and depreciation) would be deductible only on a pro rata basis for the total number of rental days. Worse yet, the expenses of the rental business would be deductible only to the extent of the income, not beyond. Expenses that would be deductible anyway (taxes and mortgage interest) are counted first in this calculation, and only then are the remaining expenses allowed. The result of all this is that it would be impossible for Morris to generate a deductible loss, even if it were possible to use such a loss in the face of the passive loss limitations.
 

Naturally, therefore, Morris has long since decided not to bother with attempting to rent his country getaway when he and his wife are unable to use it. However, the scheduling of the closing this year presents a unique tax opportunity of which he may be unaware. In a rare stroke of fairness, the Internal Revenue Code, while denying any deduction of not otherwise deductible expenses in connection with a home rented for 14 days or less, reciprocates by allowing taxpayers to exclude any rental income should they take advantage of the 14-day rental window. Normally, such an opportunity is of limited utility, but with the tournament coming to town and the hotels full, Morris is in a position to make a killing by renting his home to a golfer or spectator during this time at inflated rental rates. All that rental income would be entirely tax-free. Just be sure the tenants don’t stay beyond two weeks.
 





Like-Kind Exchanges

 

Having acquired the desired new business and secured the services of the individual he needs to run it, Morris turns his attention to consolidating his two operations so that they might function more efficiently. After some time, he realizes that the factory building acquired with the plastics business is not contributing to increased efficiency because of its age and, more important, because of its distance from Morris’s home office. Morris finds a more modern facility near his main location that can accommodate both operations and allow him to eliminate some amount of duplicative management.
 

Naturally, Morris puts the molding facility on the market and plans to purchase the new facility with the proceeds of the old one plus some additional capital. Such a strategy will result in a tax upon the sale of the older facility, equal to the difference between the sale price and Plant Supply’s basis in the building. If Morris purchased the molding company by merging or purchasing its assets for cash, then the capital gain to be taxed here may be minimal, because it would consist only of the growth in value since this purchase plus any amount depreciated after the acquisition. If, however, Morris acquired the molding company through a purchase of stock, his basis will be the old company’s preacquisition basis, and the capital gain may be considerable. Either way, it would surely be desirable to avoid taxation on this capital gain.
 

The tax code affords Morris the opportunity to avoid this taxation if, instead of selling his old facility and buying a new one, he can arrange a trade of the old for the new so that no cash falls into his hands. Under Section 1031 of the Internal Revenue Code, if properties of like kind used in a trade or business are exchanged, no taxable event has occurred. The gain on the disposition of the older facility is merely deferred until the eventual disposition of the newer facility. This is accomplished by calculating the basis in the newer facility, starting with its fair market value on the date of acquisition, and subtracting from that amount the gain not recognized upon the sale of the older facility. That process builds the unrecognized gain into the basis of the newer building so that it will be recognized (along with any future gain) upon its later sale. There has been considerable confusion and debate over what constitutes like-kind property outside of real estate, but there is no doubt that a trade of real estate used in business for other real estate to be used in business will qualify under Section 1031.
 

Although undoubtedly attracted by this possibility, Morris would quickly point out that such an exchange would be extremely rare since it is highly unlikely that he would be able to find a new facility that is worth exactly the same amount as his old facility, and thus any such exchange will have to involve a payment of cash as well as an exchange of buildings. Fortunately, however, Section 1031 recognizes that reality by providing that the exchange is still nontaxable to Morris so long as he does not receive any non-like-kind property (e.g., cash). Such non-like-kind property received is known as boot, and will include, besides cash, any liability of Morris’s (such as his mortgage debt) assumed by the exchange partner. The facility he is purchasing is more expensive than the one he is selling, so Morris will have to add some cash, not receive it. Thus, the transaction does not involve the receipt of boot and still qualifies for tax deferral. Moreover, even if Morris did receive boot in the transaction, he would recognize gain only to the extent of the boot received, so he might still be in a position to defer a portion of the gain involved. Of course, if he received more boot than the gain in the transaction, he would recognize only the amount of the gain, not the full amount of the boot.
 

But Morris has an even more compelling, practical objection to this plan. How often will the person who wants to purchase your facility own the exact facility you wish to purchase? Not very often, he would surmise. In fact, the proposed buyer of his old facility is totally unrelated to the current owner of the facility Morris wishes to buy. How then can one structure this as an exchange of the two parcels of real estate? It would seem, therefore, that a taxable sale of the one, followed by a purchase of the other, will be necessary in almost every case.
 

Practitioners have, however, devised a technique to overcome this problem, known as the three-corner exchange. In a nutshell, the transaction is structured by having the proposed buyer of Morris’s old facility use his purchase money (plus some additional money contributed by Morris) to acquire the facility Morris wants to buy, instead of giving that money to Morris. Having thus acquired the new facility, he then trades it to Morris for Morris’s old facility. When the dust settles, everyone is in the same position they would have occupied in the absence of an exchange. The former owner of the new facility has his cash; the proposed buyer of Morris’s old facility now owns that facility and has spent only the amount he had proposed to spend; and Morris has traded the old facility plus some cash for the new one. The only party adversely affected is the IRS, which now must wait to tax the gain in Morris’s old facility until he sells the new one.
 

This technique appears so attractive that when practitioners first began to use it, they attempted to employ the technique even when the seller of the old facility had not yet found a new facility to buy. They merely had the buyer of the old facility place the purchase price in escrow and promise to use it to buy a new facility for the old owner as soon as he picked one out. More often, these delayed exchanges are conducted through an independent third-party intermediary, who keeps the cash out of the seller’s hands until the new facility is found. Congress has since limited the use of these delayed like-kind exchanges by requiring the seller of the old facility to identify the new facility to be purchased within 45 days of the transfer of the old one and by further requiring that the exchange be completed within six months of the first transfer.
 





Dividends

 

Some time after Morris engineered the acquisition of the molding facility, the hiring of Brad to run it, and the consolidation of his company’s operations through the like-kind exchange, Plant Supply is running smoothly and profitably enough for Morris’s thoughts to turn to retirement. Morris intends to have a comfortable retirement funded by the fruits of his lifelong efforts on behalf of the company, so it is not unreasonable for him to consider funding his retirement through dividends on what would still be his considerable holdings of the company’s stock. Although Brad already holds some stock and Morris expects that Lisa and Victor will hold some at that time, he still expects to have a majority position and thus sufficient control of the board of directors to ensure such distributions.
 

Morris also knows enough about tax law, however, to understand that such distributions would cause considerable havoc from a tax viewpoint. We have already discussed how characterizing such distributions as salary or bonus would avoid double taxation, but with Morris no longer working for the company such characterization would be unreasonable. These payments would be deemed dividends on his stock. They would be nondeductible to the corporation (if it were not a subchapter S corporation at the time) and would be fully taxable to him. But Morris has another idea. He will embark on a strategy of turning in small amounts of his stock on a regular basis in exchange for the stock’s value. Although not a perfect solution, the distributions to him will no longer be dividends but payments in redemption of stock. Thus, they will be taxable only to the extent they exceed his basis in the stock, and even then, only at long-term capital gain rates (not as ordinary income). Best of all, if such redemptions are small enough, he will retain his control over the company for as long as he retains more than 50% of its outstanding stock.
 

However, the benefits of this type of plan have attracted the attention of Congress and the IRS over the years. If an individual can draw monies out of a corporation without affecting the control he or she asserts through the ownership of stock, is the person really redeeming his stock or simply engaging in a disguised dividend? Congress has answered this question with a series of Internal Revenue Code sections purporting to define a redemption.
 



Substantially Disproportionate Distributions

 

Most relevant to Morris is Section 302(b)(2), which provides that a distribution in respect of stock is a redemption (and thus taxable as capital gain after subtraction of basis) only if it is substantially disproportionate. This is further defined by requiring that the stockholder hold, after the distribution, less than half of the total combined voting power of all classes of stock, and less than 80% of the percentage of the company’s total stock that the stockholder owned prior to the distribution.
 

Thus, if Morris intended to redeem five shares of the company’s stock at a time when he owned 85 of the company’s 100 outstanding shares, he would be required to report the entire distribution as a dividend. His percentage of ownership would still be 50% or more (80 out of 95 shares, or 84%), which in itself dooms the transaction. In addition, his percentage of ownership will still be more than 80% of his percentage before the distribution (dropping only from 85% to 84%, or 99% of the before percentage).
 

To qualify, Morris would have to redeem 71 shares, since only that amount would drop his control percentage below 50% (14 of 29 or 48%). And since his percentage of control would have dropped from 85% to 48%, he would retain only 56% of the percentage he previously had (less than 80%).
 

Yet even such a draconian sell-off as thus described would not be sufficient for the tax code. Congress has taken the position that the stock ownership of persons other than oneself must be taken into account in determining one’s control of a corporation. Under these so-called attribution rules, a stockholder is deemed to control stock owned not only by himself or herself but also by his or her spouse, children, grandchildren, and parents. Furthermore, stock owned by partnerships, estates, trusts, and corporations affiliated with the stockholder may also be attributed to that stockholder. Thus, assuming that Lisa and Victor owned 10 of the remaining 15 shares of stock (with Brad owning the rest), Morris begins with 95% of the control and can qualify for a stock redemption only by selling all of his shares to the corporation.
 



Complete Termination of Interest

 

Carried to its logical conclusion, even a complete redemption would not qualify for favorable tax treatment, since Lisa’s and Victor’s shares would still be attributed to Morris, leaving him in control of 67 percent of the corporation’s stock. Fortunately, however, Code Section 302(b)(3) provides for a distribution to be treated as a redemption if the stockholder’s interest in the corporation is completely terminated. The attribution rules still apply under this section, but they may be waived if the stockholder files a written agreement with the IRS requesting such a waiver. In such an agreement, Morris would be required to divest himself of any relationship with the corporation other than as a creditor and agree not to acquire any interest in the corporation for a period of 10 years.
 

In addition to the two safe harbors described in Sections 302(b)(2) and (3), the Internal Revenue Code, in Section 302(b)(1), grants redemption treatment to distributions which are “not essentially equivalent to a dividend.” Unlike the previous two sections, however, the Code does not spell out a mechanical test for this concept, leaving it to the facts and circumstances of the case. Given the obvious purpose of this transaction to transfer corporate assets to a stockholder on favorable terms, it is unlikely that the IRS under this section would recognize any explanation other than that of a dividend.
 

Thus, Morris’s plan to turn in his stock and receive a tax-favored distribution for his retirement will not work out as planned unless he allows the redemption of all his stock; resigns as a director, officer, employee, consultant, and so forth; and agrees to stay away for a period of 10 years. He may, however, accept a promissory note for all or part of the redemption proceeds and thereby become a creditor of the corporation. Worse yet, if Lisa obtains her shares from Morris within the 10 years preceding his retirement, even this plan will not work unless the IRS can be persuaded that her acquisition of the shares was for reasons other than tax avoidance. It may be advisable to be sure she acquires her shares from the corporation rather than from Morris, although one can expect, given the extent of Morris’s control over the corporation, that the IRS would fail to appreciate the difference.
 



Employee Stock Ownership Plans

 

Although Morris should be relatively happy with the knowledge that he may be able to arrange a complete redemption of his stock to fund his retirement and avoid being taxed as if he had received a dividend, he may still believe that the tax and economic effects of such a redemption are not ideal. Following such a plan to its logical conclusion, the corporation would borrow the money to pay for Morris’s stock. Its repayments would be deductible only to the extent of the interest. At the same time, Morris would be paying a substantial capital gain tax to the government. Before settling for this result, Morris might well wish to explore ways to increase the corporation’s deduction and decrease his own tax liability.
 

Exhibit 9.7
Corporate redemption versus ESOP purchase.
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Such a result can be achieved through the use of an employee stock ownership plan (ESOP), a form of qualified deferred compensation plan, as discussed earlier in the context of Brad’s compensation package. Such a plan consists of a trust to which the corporation makes deductible contributions of either shares of its own stock or cash to be used to purchase such stock. Contributions are divided among the accounts of the corporation’s employees (normally in proportion to their compensation for that year), and distributions are made to the employees at their retirement or earlier separation from the company (if the plan so allows). ESOPs have been seen as a relatively noncontroversial way for U.S. employees to gain more control over their employers, and they have been granted a number of tax advantages not available to other qualified plans, such as pension or profit-sharing plans. One advantage is illustrated by the fact that a corporation can manufacture a deduction out of thin air by issuing new stock to a plan (at no cost to the corporation) and deducting the fair market value of the shares.
 

A number of attractive tax benefits would flow from Morris’s willingness to sell his shares to an ESOP established by his corporation rather than to the corporation itself. Yet, before he could appreciate those benefits, Morris would have to be satisfied that some obvious objections would not make such a transaction inadvisable (see Exhibit 9.7).
 

To begin with, the ESOP will have to borrow the money in the same way the corporation would; yet the ESOP has no credit record or assets to pledge as collateral. This is normally overcome, however, by the corporation’s giving the lender a secured guarantee of the ESOP’s obligation. Thus, the corporation ends up in the same economic position it would have enjoyed under a direct redemption.
 

Morris might also object to the amount of control an ESOP might give to lower-level employees of Plant Supply. After all, his intent is to leave the corporation under the control of Lisa and Brad, but qualified plans must be operated on a nondiscriminatory basis. This objection can be addressed in a number of ways. First, the allocation of shares in proportion to compensation, along with standard vesting and forfeiture provisions, will tilt these allocations toward highly compensated, long-term employees, such as Lisa and Brad. Second, the shares are not allocated to the employees’ accounts until they are paid for. While the lender is still being paid, an amount proportional to the remaining balance of the loan would be controlled by the plan trustees (chosen by management). Third, even after shares are allocated to employee accounts, in a closely held company, employees are allowed to vote those shares only on questions that require a two-thirds vote of the stockholders, such as a sale or merger of the corporation. On all other more routine questions (such as election of the board), the trustees still vote the shares. Fourth, upon employees’ retirement and before distribution of their shares, a closely held corporation must offer to buy back the distributed shares at fair market value. As a practical matter, most employees will accept such an offer rather than move into retirement with illiquid, closely held company stock.
 

If Morris accepts these arguments and opts for an ESOP buyout, the following benefits accrue. Rather than being able to deduct only the interest portion of its payments to the lender, the corporation may now contribute the full amount of such payment to the plan as a fully deductible contribution to a qualified plan. The plan then forwards it to the lender as a payment of its obligation.
 

Furthermore, the Internal Revenue Code allows an individual who sells stock of a corporation to the corporation’s ESOP to defer paying any tax on the proceeds of such sale if the proceeds are rolled over into purchases of securities. No tax is then paid until the purchased securities are ultimately resold. Thus, if Morris takes the money received from the ESOP and invests it in the stock market, he pays no tax until and unless he sells any of these securities, and then only on those sold. In fact, if Morris purchases such securities and holds them until his death, his estate will likely receive a step-up in basis for such securities and thus avoid income tax on the proceeds of his company stock entirely.
 





Estate Planning

 

Should Morris rebel at the thought of retiring from the company, his thoughts may naturally turn to the tax consequences of his remaining employed by the company in some capacity until his death. Morris’s lifelong efforts have made him a rather wealthy man, and he knows that the government will be looking to reap a rather large harvest from those efforts upon his death. He would no doubt be rather disheartened to learn that after a $3.5 million exemption (in 2009), the federal government will receive up to 48% of the excess upon his death. Proper estate planning can double the amount of that grace amount by using the exemptions of both Morris and his wife, but the amount above $7 million appears to be at significant risk, and that risk will likely increase when Congress turns its attention to years following 2009.
 



Redemptions to Pay Death Taxes and Administrative Expenses

 

Since much of the money to fund this estate tax liability would come from redemption of company stock, if Morris had not previously cashed it in, Morris might well fear the combined effect of dividend treatment and estate taxation. Of course, if Morris’s estate turned in all his stock for redemption at death, dividend treatment would appear to have been avoided and redemption treatment under Section 302(b)(3) would appear to be available, since this would amount to a complete termination of his interest in the company, and death would appear to have cut off Morris’s relationship with the company rather convincingly. However, if the effect of Morris’s death on the company, or other circumstances, made a wholesale redemption inadvisable or impossible, Morris’s estate could be faced with paying both ordinary income and estate tax rates on the full amount of the proceeds.
 

Fortunately for those faced with this problem, Code Section 303 allows capital gain treatment for a stock redemption if the proceeds of the redemption do not exceed the amount necessary to pay the estate’s taxes and those further expenses allowable as administrative expenses on the estate’s tax return. To qualify for this treatment, the company’s stock must equal or exceed 35% of the value of the estate’s total assets. Since Morris’s holdings of company stock will most likely exceed 35% of his total assets, if his estate finds itself in this uncomfortable position it will at least be able to account for this distribution as a stock redemption instead of a dividend. This is much more important than it may first appear, and much more important than it would have been were Morris still alive. The effect is to allow payment at long-term capital gain rates (rather than ordinary income tax rates), for only the amount received in excess of the taxpayer’s basis in the stock (rather than the entire amount of the distribution). Given that the death of the taxpayer increases his basis to the value at date of death, the effect of Section 303 is to eliminate all but that amount of gain occurring after death, thus eliminating virtually all income tax on the distribution. However, unless Congress acts, this step-up of basis will be significantly less generous for taxpayers dying after 2009.
 

Assuring sufficient liquidity to pay taxes due upon death is one thing; controlling the amount of tax actually due is another. Valuation of a majority interest in a closely held corporation is far from an exact science, and the last thing an entrepreneur wishes is to have his or her spouse and other heirs engage in a valuation controversy with the IRS after the entrepreneur’s death. As a result, a number of techniques have evolved over the years that may have the effect of lowering the value of the stock to be included in the estate, or at least making such value more certain for planning purposes.
 




Family Limited Partnerships

 

One such technique that has recently gained in popularity is the so-called family limited partnership. This strategy allows individuals to decrease the size of their taxable estates through gifts to their intended beneficiaries both faster and at less tax cost than would otherwise be possible, while at the same time retaining effective control over the assets given away. Were Morris interested in implementing this strategy, he would form a limited partnership, designating himself as the general partner and retaining all but a minimal amount of the limited partnership interests for himself. He would then transfer to the partnership a significant portion of his assets, such as stock in the company, real estate, or marketable securities. Even though he would have transferred these interests out of his name, he would be assured of continued control over these assets in his role as general partner. The general partner of a limited partnership exercises all management functions; limited partners sacrifice all control in exchange for limited liability.
 

Morris would then embark on a course of gifting portions of the limited partnership interests to Lisa, Victor, and perhaps even Brad. You will remember that Morris and his wife can combine to give no more than $26,000 to each beneficiary each calendar year before eating into their lifetime $1 million gift tax exemption. The advantage of the family limited partnership, besides retaining control over the assets given away, is that the amounts that may be given each year are effectively increased. For example, were Morris and his wife to give $26,000 of marketable securities to Lisa in any given year, that would use up their entire annual gift tax exclusion. However, were they instead to give Lisa a portion of the limited partnership interest to which those marketable securities had been contributed, it can be argued that the gift should be valued at a much lower amount. After all, while there was a ready market for the securities, there is no market for the limited partnership interests; and while Lisa would have had control over the securities if they had been given to her, she has no control of them through her limited partnership interest. These discounts for lack of marketability and control can be substantial, freeing up more room under the annual exclusion for further gifting. In proper circumstances, one might use this technique when owning a rapidly appreciating asset (such as a pre-IPO stock) to give away more than $26,000 in a year, using up all or part of the lifetime exclusion, to remove the asset from your estate at a discount from its present value, rather than having to pay estate tax in the future on a highly inflated value.
 

The IRS has challenged these arrangements when there was no apparent business purpose other than tax savings, or when the transfer occurred just before the death of the transferor. And you can expect the IRS to challenge an overly aggressive valuation discount. But if Morris is careful in his valuations, he might find this arrangement attractive, asserting the business purpose of centralizing management while facilitating the grant of equity incentives to his executive employees.
 



Buy-Sell Agreements

 

Short of establishing a family limited partnership, Morris might be interested in a more traditional arrangement requiring the corporation or its stockholders to purchase whatever stock he may still hold at his death. Such an arrangement can be helpful with regard to both of Morris’s estate-planning goals: setting a value for his stock that would not be challenged by the IRS and assuring sufficient liquidity to pay whatever estate taxes may ultimately be owed.
 

There are two basic variations of these agreements. Under the most common, Morris would agree with the corporation that it would redeem his shares upon his death for a price derived from an agreed formula. The second variation would require one or more of the other stockholders of the corporation (e.g., Lisa) to make such a purchase. In both cases, in order for the IRS to respect the valuation placed on the shares, Morris will need to agree that he will not dispose of the shares during his lifetime without first offering them to the other party to his agreement at the formula price. Under such an arrangement, the shares will never be worth more to Morris than the formula price, so it can be argued that whatever higher price the IRS may calculate is irrelevant to him and his estate.
 

This argument had led stockholders in the past to agree to formulas that artificially depressed the value of their shares when the parties succeeding to power in the corporation were also the main beneficiaries of the stockholders’ estates. Since any value forgone would end up in the hands of the intended beneficiary anyway, only the tax collector would be hurt. Although the IRS had long challenged this practice, this strategy has been put to a formal end by legislation requiring that the formula used result in a close approximation to fair market value.
 

Which of the two variations of the buy-sell agreement should Morris choose? If we assume for the moment that Morris owns 80 of the 100 outstanding shares and Lisa and Brad each own 10, a corporate redemption agreement leaves Lisa and Brad each owning half of the 20 outstanding shares remaining. If, however, Morris chooses a cross-purchase agreement with Lisa and Brad, each would purchase 40 of his shares upon his death, leaving them as owners of 50 shares each. Both agreements leave the corporation owned by Lisa and Brad in equal shares, so there does not appear to be any difference between them (see Exhibit 9.8).
 

Exhibit 9.8
Corporate redemption versus cross-purchase agreement.
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Once again, however, significant differences lie slightly below the surface. To begin with, many such agreements are funded by the purchase of a life insurance policy upon the life of the stockholder involved. If the corporation were to purchase this policy, the premiums would be nondeductible, resulting in additional taxable profit for the corporation. In a subchapter S corporation, such profit would pass through to the stockholders in proportion to their shares of stock in the corporation. In a C corporation, the additional profit would result in additional corporate tax. If, instead, Lisa and Brad bought policies covering their halves of the obligation to Morris’s estate, they would be paying the premiums with after-tax dollars. Thus, a redemption agreement will cause Morris to share in the cost of the arrangement, whereas a cross-purchase agreement puts the entire onus on Lisa and Brad. This burden can, of course, be rationalized by arguing that they will ultimately reap the benefit of the arrangement by succeeding to the ownership of the corporation. Or their compensation could be adjusted to cover the additional cost.
 

If the corporation is not an S corporation, however, there is an additional consideration that must not be overlooked. Upon Morris’s death, the receipt of the insurance proceeds by the beneficiary of the life insurance will be excluded from taxable income. However, a C corporation (other than certain small businesses) is also subject to the alternative minimum tax. Simply described, that tax guards against individuals and profitable corporations paying little or no tax by overuse of certain deductions and tax credits otherwise available. To calculate the tax, the taxpayer adds to its otherwise taxable income, certain so-called tax preferences and then subtracts from that amount an exemption amount ($40,000 for most corporations). The result is taxed at 20% for corporations (26% and 28% for individuals). If that tax amount exceeds the income tax otherwise payable, the higher amount is paid. The result of this is additional tax for those taxpayers with substantial tax preferences.
 

Among those tax preferences for C corporations is a concept known as adjusted current earnings. This concept adds as a tax preference three-quarters of the difference between the corporation’s earnings for financial reporting purposes and the earnings otherwise reportable for tax purposes. A major source of such a difference would be the receipt of nontaxable income. And the receipt of life insurance proceeds is just such an event. Therefore, the receipt of a life insurance payout of sufficient size will ultimately be taxed, at least in part, to a C corporation, whereas it would be completely tax-free to an S corporation or the remaining stockholders.
 

An additional factor pointing to the stockholder cross-purchase agreement rather than a corporate redemption is the effect this choice would have on the taxability of a later sale of the corporation after Morris’s death. If the corporation were to redeem Morris’s stock, Lisa and Brad would each own one-half of the corporation through their ownership of 10 shares each. If they then sold the company, they would be subject to tax on capital gain measured by the difference between the proceeds of the sale and their original basis in their shares. However, if Lisa and Brad purchased Morris’s stock at his death, they would each own one-half of the corporation through their ownership of 50 shares each. Upon a later sale of the company, their capital gain would be measured by the difference between the sale proceeds and their original basis in their shares plus the amount paid for Morris’s shares. Every dollar paid to Morris lowers the taxable income received upon later sale. In a redemption agreement, these dollars are lost.
 





Spin-Offs and Split-Ups

 

Morris’s pleasant reverie caused by thoughts of well-funded retirement strategies and clever estate plans is brought to a sudden halt a mere two years after the acquisition of the molding operation, when it becomes clear that the internecine jealousies between Brad and Lisa are becoming unmanageable. Ruefully, Morris concedes that it is not unforeseeable that the manager of a significant part of his business would resent the presence of a rival who would be perceived as having attained her present position simply by dint of her relationship to the owner. This jealousy is, of course, inflamed by the thought that Lisa might succeed to Morris’s stock upon his death and become Brad’s boss.
 

After some months of attempting to mediate the many disputes between Lisa and Brad, which are merely symptoms of this underlying disease, Morris comes to the conclusion that the corporation cannot survive with both of them vying for power and influence. He determines that the only workable solution would be to break the two businesses apart once again, leaving the two rivals in charge of their individual empires, with no future binding ties.
 

Experienced in corporate transactions by this time, Morris gives the problem some thought and devises two alternate scenarios to accomplish his goal. Both scenarios begin with the establishment of a subsidiary corporation, wholly owned by the currently existing company. The assets, liabilities, and all other attributes of the molding operation would then be transferred to this new subsidiary in exchange for its stock. At that point in the first scenario (known as a spin-off), the parent corporation would declare a dividend of all such stock to its current stockholders. Thus, Morris, Lisa, and Brad would own the former subsidiary in the same proportions in which they own the parent. Morris, as the majority owner of the new corporation, could then give further shares to Brad, enter into a buy-sell agreement with him, or sell him some shares. In any case, upon Morris’s death, Brad would succeed to unquestioned leadership in this corporation. Lisa would stay as a minority stockholder, or, if she wished, sell her shares to Morris while he was alive. Lisa would gain control of the former parent corporation upon Morris’s death.
 

In the second scenario (known as a split-off), after the formation of the subsidiary, Brad would sell his shares of Plant Supply to that parent corporation in exchange for stock affording him control of the subsidiary. Lisa would remain the only minority stockholder of the parent corporation (Brad’s interest having been removed) and would succeed to full ownership upon Morris’s death through one of the mechanisms discussed earlier.
 

Unfortunately, when Morris brought his ideas to his professional advisers, he was faced with serious tax objections. The IRS would likely take the position that the distribution of the subsidiary’s stock to Plant Supply’s stockholders in the first scenario was a taxable dividend to the extent of Plant Supply’s earnings and profits at the time of the distribution. This would be less of a concern if his corporation were operating as an S corporation, although even then, he would have to be concerned about undistributed earnings and profits dating from before the S election. And in the second scenario, Brad’s sale of his Plant Supply stock to the parent in exchange for stock in the subsidiary would be treated as a taxable sale or exchange of his stock.
 

Fortunately, however, recognizing that not all transactions of this type are entered into to disguise the declaration of a dividend, the Internal Revenue Code does allow spin-offs and split-offs to take place tax-free, under the limited circumstances described in Section 355. These circumstances track the scenarios concocted by Morris, but are limited to circumstances in which both the parent and the subsidiary will be conducting an active trade or business after the transaction. Moreover, each trade or business must have been conducted for a period exceeding five years prior to the distribution and cannot have been acquired in a taxable transaction during such time. Since Morris’s corporation acquired the molding business only two years previously and such transaction was not tax-free, the benefits of Section 355 are not available now. Short of another solution, it would appear that Morris will have to live with the bickering of Brad and Lisa for another three years.
 





Sale of the Corporation

 

Fortunately for Morris, another solution is not long in coming. Within months of the failure of his proposal to split up the company, Morris is approached by the president of a company in a related field who is interested in purchasing Plant Supply. Such a transaction is very intriguing to Morris. He has worked very hard for many years and would not be averse to an early retirement. A purchase such as this would relieve him of all his concerns over adequate liquidity for his estate and strategies for funding his retirement. He could take care of both Lisa and Victor with the cash he would receive, and both Lisa and Brad would be free to deal with the acquirer about remaining employed and collecting on their equity.
 

However, Morris knows better than to get too excited over this prospect before consulting with his tax advisers. And his hesitance turns out to be justified. Unless a deal is appropriately structured, Morris is staring at a significant tax bite, at both the corporate and the stockholder levels.
 

Morris knows from his experience with the molding plant that a corporate acquisition can be structured in three basic ways: a merger, a sale of stock, or a purchase of assets. In a merger, the target corporation disappears into the acquirer by operation of law, and the former stockholders of the target receive consideration from the acquirer. In the sale of stock, the stockholders sell their shares directly to the acquiring corporation. In a sale of assets, the target sells its assets (and most of its liabilities) to the acquirer, and the proceeds of the sale are then distributed to the target’s stockholders through the liquidation of the target. A major theme of all three of these scenarios involves the acquirer forming a subsidiary corporation to act as the acquirer in the transaction.
 

In each case, the difference between the proceeds received by the target’s stockholders and their basis in the target’s stock would be taxable as capital gain. Morris is further informed that this tax at the stockholder level could be avoided if these transactions qualified under the complex rules that define tax-free reorganizations. In each case, one of the requirements would be that the target stockholders receive largely stock of the acquirer rather than cash. Since the acquirer in this case is closely held and there is no market for its stock, Morris is determined to insist on cash. He thus accepts the idea of paying tax at the stockholder level.
 

Morris is quite surprised, however, to learn that he might also be exposed to corporate tax on the growth in the corporation’s assets over its basis in them if they are deemed to have been sold as a result of the acquisition transaction. He is further disappointed when reminded that even subchapter S corporations recognize all built-in gain that existed at the time of their subchapter S election if their assets are sold within 10 years after their change of tax status.
 

As a result of the previous considerations, Morris is determined not to structure the sale of his corporation as a sale of its assets and liabilities, to avoid any tax on the corporate level. He is also determined not to structure it as a sale of stock by the target stockholders, because he is not entirely sure Brad can be trusted to sell his shares. If he could structure the transaction at the corporate level, he would not need Brad’s minority vote to accomplish it. Thus, after intensive negotiations, he is pleased that the acquiring corporation has agreed to structure the acquisition as a merger between Plant Supply and a subsidiary of the acquirer (to be formed for the purpose of the transaction). All stockholders of Plant Supply will receive a cash down payment and a five-year promissory note from the parent acquirer in exchange for their stock.
 

Yet even this careful preparation and negotiation leaves Morris, Lisa, and Brad in jeopardy of unexpected tax exposure. To begin with, if the transaction remains as negotiated, the IRS will take the position that the assets of the target corporation have been sold to the acquirer, thus triggering tax at the corporate level. In addition, the target’s stockholders may have to recognize, as proceeds of the sale of their stock, both the cash and the fair market value of the promissory notes in the year of the transaction, even though they will receive payments on the notes over a period of five years. Fortunately, the latter exposure could always be eliminated by having Plant Supply adopt a plan of liquidation and complete the transaction within 12 months of its adoption.
 

As for the risk of double taxation, a small adjustment to the negotiated transaction can cure most of these problems. Through an example of corporate magic known as the reverse triangular merger, the newly formed subsidiary of the acquirer may disappear into Morris’s target corporation, but the target’s stockholders can still be jettisoned for cash, leaving the acquirer as the parent (see Exhibit 9.9). In such a transaction, the assets of the target have not been sold; they remain owned by the original corporation. Only the target’s stockholders have changed. In effect, the parties have sold stock without the necessity of getting Brad’s approval. Because the assets have not changed hands, there is no tax at the corporate level. In addition, since the target corporation has not liquidated, no plan of liquidation is required, and the target stockholders may elect installment treatment and pay tax on the notes when payment is received, just as if they had sold their shares directly.
 

Exhibit 9.9
Reverse triangular merger.
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Conclusion

 

Perhaps no taxpayers will encounter quite as many cataclysmic tax decisions in as short a time as did Morris and Plant Supply. Yet Morris’s experience serves to illustrate that tax issues lurk in almost every major business decision made by a corporation’s management. Many transactions can be structured to avoid unnecessary tax expense if proper attention is paid to tax implications. To be unaware of these issues is to play the game without knowing the rules.
 

Internet Links
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Problems

 

Assume that a limited liability company passes through to a taxpayer more loss that she can use due to the fact that she is not materially participating in the business in that year. Assume further that in the following year she ramps up her activities in the business and is now deemed to be materially participating. Can she now use the unused previous-year losses against active and portfolio income?
 

A taxpayer is the founder and CEO of a corporation owned by himself and his daughter. Getting close to retirement, the taxpayer arranges for the corporation to buy back all his stock. In order to avoid taxation as a dividend, he takes advantage of the waiver of family attribution rules by filing the required agreement to end any participation in the corporation for 10 years. However, his daughter requests that his expertise remain available and asks that he enter into a consulting agreement with the corporation. Can he do that without jeopardizing the tax treatment of his redemption payments?
 

A taxpayer is a doctor who practices through a C corporation of which she is the sole stockholder. All the corporation’s revenue comes from fees for medical services, and all the services are rendered by the taxpayer. After paying expenses, she distributes all the corporation’s revenue to herself. The corporation deducts all those distributions, and the doctor treats them as taxable compensation. In the past few years, her medical practice has generated a very high level of income. Imagine her surprise when the IRS takes the position that her distributions in those years were unreasonable compensation, recharacterizing them as dividends and subjecting them to double taxation. Is the IRS correct?
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The Integrity of Financial Reporting
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Introduction

 

Until the late 1990s, only a few occasional scandals disturbed the calm scene of U.S. corporate financial reporting. Certainly, there had been major corporate frauds and audit failures over the years, such as:• McKesson & Robbins (1940).

• BarChris Construction (1968).

• Continental Vending (1969).

• National Student Marketing (1975).

• Equity Funding (1978).

• The savings and loan debacle of the early 1990s.


 

But these scandals were isolated events, and, on the whole, the CPA profession retained the trust of the investment community. Investors had faith in the accuracy of the financial statements of our largest corporations because they carried the blue-chip imprimatur of one or another of the well-known and respected Big Five auditing firms.1
 

In the late 1990s U.S. stock markets soared to new highs on optimistic expectations. Few observers would have predicted the coming financial scandals that were soon to afflict U.S. financial markets. The symptom of trouble ahead was the increasing number of restatements of previously issued audited financial statements by U.S. corporations. A restatement is required when it is found that information in the previously issued financial statement has been materially misstated. By law, the previously issued financial statement must be withdrawn, and the restated financial statement must be issued.
 

The restatement of financial statements does not necessarily indicate that there was fraud or that the audit failed. For example, when a corporate merger takes place, the previous audited financial statements of the acquiring and acquired corporations must be withdrawn and replaced by merged financial statements of the new union, just as if the corporations had merged two years earlier. Otherwise there would be no merged financial statements for past years to compare with the postmerger audited financial statements. Further, no audit is absolutely guaranteed to detect material error or fraud. The auditor is not an insurer, and provides reasonable (but not absolute) assurance that the financial statements are free of material misstatement. An audit that is thorough enough to absolutely guarantee the absence of material misstatement would be prohibitively expensive. Therefore the occasional restatement is not necessarily a smoking gun that points to audit failure. But when restatements happen more than occasionally, they create suspicion. Coincidence can stretch only so far.
 





Restatements of Previously Published Financial Statements

 

Probably the best indicator of possible accounting and auditing failure is when a corporation restates its previously issued financial statements. Restatements are required by law when material misstatements are found to have occurred in previously issued financial statements. These restatements are sometimes claimed to have been necessary due to acquisitions (which is legitimate, but infrequent) or errors or misinterpretation of generally accepted accounting principles (GAAP) (also infrequent).
 

Excuses of this latter kind should be viewed with skepticism. In the case of public companies, the materially misstated financial statements had been produced by the professional accountants inside corporations, and had been audited by the outside independent auditors. It seems very unlikely that material misstatements would not be detected by either the inside professional accountants or the outside independent auditors. A suspicion is that the material misstatements were not accidental, but rather deliberate. In other words, one suspects fraud.
 

It is an acute embarrassment to a corporation, and to its outside auditors, when the financial statements that had received approval have to be restated. Corporations and their auditors have every incentive to avoid this embarrassment by getting the financial statements right the first time around. Naturally everything of a material nature would be very carefully checked to ensure that it is correct and in compliance with GAAP. One would think that restatements would very seldom be required if audits were thorough. One would also think that restatements could be a sign that the auditors had failed.
 

So restatements are a red flag, and raise a suspicion of fraud. That is why restatements are considered an indicator of accounting and auditing failures. And that is why there are studies published every year about restatements. In past years, restatements were rare. In recent years, they have become more frequent. In 2006, 1,300 U.S. public companies restated their financial statements.
 

The Wall Street Journal of December 23, 2006, reported a study of companies that restated their 1998 and 1999 financial statements. The study found that 47% of the CEOs of these restating companies were gone within two years of the restatements. This was twice the turnover of CEOs of similar companies in the same industries that had no restatements. Clearly, restatements are an embarrassing symptom of lax financial controls and/or fraud.
 

In 2002 the U.S. General Accounting (now Accountability) Office (GAO) made a study of restatements by publicly listed companies and reported:The number of financial statement restatements identified each year rose from 92 in 1997 to 225 in 2001. The proportion of listed companies on NYSE, AMEX, and NASDAQ identified as restating their financial reports tripled from less than 0.89 percent in 1997 to about 2.5 percent in 2001 and may reach almost 3 percent by the end of 2002. From January 1997 through June 2002, about 10 percent of all listed companies announced at least one restatement.... The 689 publicly traded companies we identified that announced financial statement restatements between January 1997 and March 2002 lost billions of dollars in market capitalization in the days around the initial restatement announcement.2
 


 


 

There were an alarming number of restatements in the late 1990s and early 2000s, often accompanied by accounting scandals involving huge sums. Some examples are:• Adelphia filed Chapter 11 bankruptcy in June 2002. This cable TV operator and several related individuals were sued in July 2002 by the Securities and Exchange Commission (SEC) and charged with one of the most extensive financial frauds ever to take place in a public company: fraudulently excluding from its mid-1999 to end of 2001 annual and quarterly financial statements over $2 billion in debt, caused by systematically recording those liabilities on the books of unconsolidated affiliates, which violated GAAP. The Rigas family, who founded Adelphia, received $3.1 billion in off-balance-sheet loans backed by Adelphia. Three Rigas family members were arrested on allegations of fraud. Adelphia sued its independent auditor3 for malpractice.

• Baptist Foundation of Arizona was an audit client of Arthur Andersen, which paid $217 million to settle lawsuits alleging malpractice in the Baptist Foundation audit.

• Enron Corporation filed Chapter 11 bankruptcy in December 2001, setting a record for the largest corporate bankruptcy up to that time. Enron announced restatements that reduced reported net income by a total of $586 million and increased reported debt by $2.6 billion for 1997 to 2001. Enron’s auditor, Arthur Andersen, was charged with obstruction of justice through destruction of audit work papers, and was no longer permitted to audit public companies in the United States. Andersen offered $750 million to settle civil lawsuits filed against that firm, which was turned down. Soon after that Andersen collapsed.

• Qwest Communications admitted inflating reported sales by $1.16 billion in its financial statements, and restated results for 2000 to 2002.

• Rite Aid Corporation announced restatements that reduced reported retained earnings by a total of $1.6 billion due to overstated net income for 1998 and 1999. Rite Aid did not restate 1996 and 1997 financial statements because it would require “unreasonable cost and expense,” but reported that the financial data for 1996 and 1997 should not be relied on. Rite Aid’s auditor, KPMG, resigned in November 1999 and withdrew its audit reports for 1997 to 1999, stating that it was unable to continue to rely on management’s representations (a polite way of saying that the auditors no longer could trust what management told them).

• Sunbeam Corporation filed Chapter 11 bankruptcy in February 2001. Sunbeam announced restatements that improved the reported 1996 net loss by $20 million, reduced reported 1997 net income by $71 million, and increased reported 1998 net income by $10 million. This strange pattern resulted from Sunbeam’s creation of improper reserves in 1996, which were used to inflate 1997 reported income and give the false impression of a rapid turnaround. Sunbeam’s auditor, Arthur Andersen, and other Sunbeam parties (including ex-CEO “Chainsaw” Al Dunlap) were sued, and settled in 2002 for $141 million, the largest portion of which was paid by Arthur Andersen.

• Tyco International lost more than 75% of its market value. All of its directors resigned, and its three most senior executives were accused of looting the company by taking hundreds of millions of dollars in secret, unauthorized, and improper low-interest loans from 1996 through June 2002.

• Waste Management, Inc. restatements reduced reported net income for 1992 through the first quarter of 1999 by more than $1.1 billion. Its auditor, Arthur Andersen, had issued clean audit opinions for those financial statements. Waste Management paid out $220 million to settle some, but not all, of the lawsuits filed against it.

• WorldCom was accused of overstating income by $9 billion (mainly in 2000), and it provided founder Bernard Ebbers $400 million in off-the-books loans. Two former WorldCom executives were arrested on allegations of fraud. WorldCom has superseded Enron as the largest-ever corporate bankruptcy. WorldCom’s auditor? Arthur Andersen.


 

As a result of these accounting scandals, the once-immaculate reputation of the certified public accountant (CPA) profession has been severely tarnished. In fact, the media constantly refer to the “accounting industry” rather than the “accounting profession.” In the past, CPAs were stereotyped as passive, boring, and unimaginative, but unquestionably honest. That is probably still true for the vast majority of CPAs. But a significant minority of CPAs has shown unsuspected imagination, aggression, and an absence of ethics.
 





Asleep at the Switch

 

There is plenty of blame from the corporate scandals for the abject failures of all the gatekeepers responsible for safeguarding the integrity of large corporations, namely:• Boards of directors.

• Audit committees of the boards of directors.

• Regulators, such as the SEC.

• Bond rating agencies.

• Major institutional stockholders such as pension funds and mutual funds.

• Professional associations such as the American Institute of Certified Public Accountants.

• Independent audit firms.


 

Every one of these gatekeepers has failed to perform its duty in one corporate fraud after another. But no failure has been as abject as that of the audit watchdogs that have turned out to be lapdogs. They have seriously eroded the credibility of audited financial statements and impaired the efficient functioning of the securities markets. They have been derelict in their duty to investors, employees, creditors, and the public. How is the lost trust in auditors going to be restored?
 





The Remedies

 

In 2002 the U.S. Congress passed the Sarbanes-Oxley Act (sometimes referred to as SOX) in response to the flood of corporate frauds. The main provisions of SOX4 are:• The self-regulation of independent auditors was replaced by the creation of the Public Company Accounting Oversight Board (PCAOB), which is under the jurisdiction of the SEC.

• Generally accepted auditing standards (GAAS) for public companies were transferred from the private sector to the PCAOB under the oversight of the SEC.

• Independent auditing firms are no longer permitted to provide certain management consulting services to their audit clients.5


• The CEO and CFO of each U.S. public company must certify that the company’s financial statements fairly present and disclose its operations and financial condition.

• Directors and officers of U.S. public companies are prohibited from fraudulently influencing, coercing, or manipulating the independent auditors.

• If financial statements are restated due to “material noncompliance” with financial reporting requirements, the CEO and CFO must disgorge any bonus or other incentive-based or equity-based compensation received during the 12 months following the issue of the noncompliant financial statements.

• It is a felony to knowingly destroy or create documents to impede any federal investigation, and auditors are required to maintain “all audit or review work papers” for five years.


 

How effective will these provisions be in preventing future Enrons and WorldComs? No doubt potential perpetrators of large-scale corporate fraud (including rogue accountants) will be chastened for the next few years by the punishments meted out to recent offenders. But memories may quickly recede, and the chastening effect may fade all too soon.
 

It seems that SOX does as much as any law can do to create compliance with the rules of financial reporting. Certainly SOX gets to key issues like fraud by CEOs and CFOs, audit failures, and ineffective audit committees. SOX erases classic defenses by corporate officers accused of fraud, such as:• “How was I to know? I’m not an accountant or a lawyer.”

• “I trusted the auditors.”

• “The lawyers said it was okay.”


 

SOX strengthens existing law and significantly increases penalties for violations, including imprisonment. Also it takes self-regulation out of the hands of the accounting profession and makes auditors the first and only U.S. profession to be regulated by the federal government.
 

SOX does have a major weakness—namely, feeble encouragement and feeble protection for whistle-blowers, who are put into the hands of the Occupational Safety and Health Administration (OSHA), a federal agency sadly lacking in knowledge, experience, and skill in corporate finance and financial markets.
 

While SOX does about as much as any law can do regarding financial reporting, it cannot assure the validity of financial statements. And from an economic perspective, SOX has several main flaws:• It creates substantial government interference in free financial markets, and economics tells us that government interference in free markets is usually expensive and often counterproductive.

• SOX adds significantly to the SEC bureaucracy, which has a very unimpressive past record of reducing financial fraud relating to the securities markets.

• It focuses on penalties for noncompliance, but offers few, if any, positive incentives to improve the validity of financial reporting. It seems blind to the importance of incentives in economics and unaware of the power of self-interest and Adam Smith’s “invisible hand.”


 

SOX contains little or no thinking outside the box. For example, with regard to internal control:• Since enactment of the Foreign Corrupt Practices Act (FCPA) of 1978, public companies have been required by law to create and maintain adequate systems of internal control. Regrettably, the FCPA simply mandated systems of internal control, but failed to make these systems subject to a cost-benefit test—which would have made more sense. For example, we could design an accounting system that could keep track of every paper clip, every postage stamp, and every eraser. But we don’t go that far, because so precise a system would be incredibly expensive to create and maintain, and it clearly flunks the cost-benefit test.

• SOX added the requirement for both the top management and the auditors of all public companies to report on the adequacy of the corporate internal control systems. Again, no provision was made for a cost-benefit test—which would have made more sense.

• To prove that they are meeting this requirement, and to protect against legal liability, top managements have spent large amounts of corporate funds on reviewing, documenting, and adding improvements to internal control systems—regardless of cost-benefit analysis.

• But internal control system weaknesses were not a factor in any of the major financial reporting scandals. In Enron and all the other major financial frauds, top management simply overrode or bypassed the corporate control systems when they perpetrated their huge financial frauds.

• It is well-known that a corrupt top management can always defeat internal controls by means of overriding, subverting, or bypassing any inconvenient internal control provisions. The Journal of Accountancy reported, “According to a 1999 COSO research project, at least 83% of 200 financial statement frauds were engineered by the CEO, CFO or both. These control frauds are most often accomplished by upper management by overriding existing internal controls.”6


• An important study about top management overrides of internal control can be found at www.aicpa.org/audcommctr/download/achilles_heel.pdf.

• Here is a short summary of the introduction to this study:Even though internal controls over financial reporting may seem well-designed and effective, they can be overridden by top management. Many financial statement frauds have been committed by intentional senior management override of internal controls. Top management override of internal controls is the Achilles’ heel of fraud prevention. Management is primarily responsible for the design, implementation, and maintenance of internal controls. Therefore, the entity is always exposed to the hazard of management override of controls. When the opportunity to override internal controls is combined with powerful incentives to meet accounting objectives, top management may engage in fraudulent financial reporting. Thus, otherwise effective internal controls cannot be relied upon to prevent, detect, or deter fraudulent financial reporting perpetrated by top management.
 


 



• So it makes little economic sense for SOX to require companies to make significant expenditures to upgrade their internal controls, when the best internal controls on the planet would not have prevented the major financial reporting scandals. Even a control system on steroids can be overridden or bypassed by a corrupt top management.

• Very few employees will risk their jobs to defy a top management that is overriding or bypassing internal controls.

• The major financial frauds were not due to weak controls. They were due to corrupt top management overriding or bypassing internal controls by bullying or bribing lower-level employees.


 

Conclusion: The SOX requirement for top management and the auditors of public companies to report on internal controls would have done nothing to head off top management fraud before SOX was enacted. It is very doubtful if it will be effective after SOX has been enacted. The recent financial scandals have shown us:• The dominance of powerful CEOs over weak boards of directors, as evidenced by breathtakingly high CEO compensation.

• The vulnerabilities of internal controls when top management is corrupt.

• The ineffectiveness of audit committees.

• The reluctance of auditors to stand up to corporate crooks and to risk being fired from large and lucrative audit engagements.

• The passivity of large stockholders, such as pension funds, mutual funds, and institutional investors like insurance companies and investment houses, which could have major influence but choose not to use it.

• The ineptness of government regulators.


 

In view of these considerations, it appears that some more enterprising approaches are needed to improve the validity of financial reporting. Maybe we should think outside the box, and use some carrots in addition to the sticks. Here are a few ideas:• Fraudulent financial reporting inflates the financial statements, making them look better than they really should look. That should attract the attention of corporate raiders and takeover artists. But laws designed to prevent takeovers and unfriendly mergers have handicapped corporate raiders and takeover artists. For example, the Williams Act requires any investor who acquires 5% or more of a company’s stock to file a report with the SEC. That alerts the target to the takeover threat, and gives it time to create defenses against takeovers, such as poison pills. It also causes the stock price of the takeover target to rise in anticipation of an offer by the raider to buy a controlling interest in the stock at a premium price.If laws that protect incumbent management, like the Williams Act, were repealed, a corrupt incumbent management would have less incentive to fake the financial statements to make them look better than they really should look. It would also have the effect of reducing excessive top management compensation, because corporate raiders would see the opportunity to launch a takeover in order to cut excessive top management compensation; this would raise profits and thus increase the stock price, giving the raider a capital gain over the price it paid for acquiring its stock.
 



• Conceivably, the outside auditors should no longer be hired by the corporations that they audit. As long as auditors are hired and fired by their audit clients, they cannot be truly independent. They don’t want to bite the hand that feeds them. Instead, it may be advisable to increase the independence of auditors by having them hired by:• The major stock exchanges, like the New York Stock Exchange or NASDAQ, to audit listed companies. That would create competition between stock exchanges to attract listed companies and investors in listed securities by assuring the integrity of reported financial information. And companies would compete to be listed on an exchange known for honest financial reporting.

• Insurance companies that sell directors and officers insurance against negligence to corporations. These insurance companies would require auditors to be truly independent and diligent, because that would reduce insurance claims for negligence by directors and officers.



• If the auditors are not employed by the major stock exchanges or insurance companies, as just suggested, there is an alternative method to protect auditors from being fired for standing up to a corrupt top management. That method would be to require a shareholder resolution with a 75% majority in order to replace an independent audit firm.

• Boards of directors could be strengthened by requiring:• Separate individuals to be CEO and chair of the board of directors. One person should not hold both offices; that concentrates too much power in one individual.

• No more staggered terms of office for directors. That is a defense against takeovers, and takeovers are a good way to replace top management that is serving its own selfish interests rather than the interests of stockholders. All directors should stand for election at the same time.

• Individual shareholders should nominate candidates for directorships—no more voting for or against one official slate of directors.

• Cumulative voting for election of directors; that would allow any stockholder to use all of his or her director votes for or against any single director.




 





It’s Not Just the Private Sector

 

In viewing financial improprieties, we should understand that the problems go beyond corporations. There are serious problems in the public sector as well as the private sector.
 

For example, here are some financial issues relating to our federal government.
 

• The federal government made at least $37 billion in overpayments in 2005. Current estimates are between $40 billion and $100 billion in annual overpayments.

• The Heritage Foundation reports:Federal spending has reached $22,000 per household, in constant dollars, for the first time since World War II. “Discretionary” spending voted on each year by Congress has jumped 49 percent in just three years, and entitlement spending nears 11 percent of gross domestic product (GDP) for the first time ever. Furthermore, the upcoming retirement of the baby boomers will put an enormous strain on Social Security, Medicare, and Medicaid and sharply increase spending. It is imperative for lawmakers to get the nation’s finances in order immediately by restructuring entitlement programs and reducing federal spending. Putting off the difficult decisions until the federal budget’s condition deteriorates further will result in much harsher and more expensive policy choices.7
 


 







Summary and Conclusions

 

Clearly ethics, the rule of law, and property rights have great importance in financial reporting. But this statement needs to be elaborated as follows:• The laws have to be based on sound economics in order to be cost-effective and efficient. SOX seems to be cost-effective and efficient in several ways, but the SOX provisions on whistle-blowers and internal control face serious doubts about being cost-effective and efficient.

• The proportion of stocks held by individual persons has greatly declined, and the proportion of stocks held by institutions such as mutual funds, pension funds, and hedge funds has greatly increased. As a result, the property rights of individuals in stocks have become diluted, so the vigilance of stock-owning individuals over top management has been eroded. Now the financial institutions do less to scrutinize the performance of top management and do more to pursue their own profit from money management fees. This dilution of individual property rights also dilutes economic efficiency, because people tend to be more careful with their own money than with other people’s money.

• The relationship between corporate owners and managers used to be one of principal (owner) and agent (manager). Now it is one of principal (owner), agent (financial institution), and subagent (manager). The new relationship is more distant, more remote, more bureaucratic, and more inefficient. The previously efficient ownership society has become the less efficient agency society.

• If laws that handicap corporate raiders were repealed, more stock would end up in the hands of individuals, and less in the possession of financial institutions. That would slow down the dilution of individual property rights that also dilutes economic efficiency.

• But one thing has not changed. Our economy and our society are as dependent on ethical behavior as they ever were. On the one hand, ethics cannot be forced upon the unwilling. On the other hand, unethical behavior can be punished and deterred with greater force. That is the main accomplishment of SOX.
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Forecasts and Budgeting
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The Concept of Budgeting

 

Budgets serve a critical role in managing any business, from the smallest sole proprietor to the largest multinational corporation. Businesses cannot operate effectively without estimating the financial implications of their strategic plans and monitoring their progress throughout the year. During preparation, budgets require managers to make resource allocation decisions and, as a result, to reaffirm their core operating strategy by requiring each business unit to justify its part of the overall business plan. During the subsequent year, variances of actual results from expectations serve to direct management to the areas that may deserve a greater allocation of capital and those that may need adjustments to retain their viability.
 

A budget is a comprehensive, formal plan, expressed in quantitative terms, describing the expected operations of an organization over some future time period. As you can see, the characteristics of a budget are that it deals with a specific entity, covers a specific future time period, and is expressed in quantitative terms.
 

This chapter describes the essential features of a budget and includes a comprehensive example of the preparation of a monthly budget for a small business. Although the focus of the chapter is on budgeting from a business perspective, many of the principles can be applied to an individual’s personal financial planning.
 





Functions of Budgeting

 

Planning and control are the two basic functions of budgeting. Planning encompasses the entire process of preparing the budget, from initial strategic direction through preparation of expected financial results. Planning is the process that most people think of when the term budgeting is mentioned. The majority of the time and effort devoted to budgeting is expended in the planning stage. Careful planning provides the framework for the second function of budgeting, control.
 

Control is the comparison of actual results with budgeted data, evaluation of the differences, and then the taking of corrective actions when necessary. The comparison of budget and actual data can occur only after a period is over and actual accounting data are available. For example, April manufacturing cost data are necessary to compare with the April production budget to measure the difference between planned and actual results for the month of April. The comparison of actual results with budget expectations is called performance reporting. The budget acts as a gauge against which managers compare actual financial results.
 





Reasons for Budgeting

 

Budgeting is a time-consuming and costly process. Managers and employees are asked to contribute information and time in preparing the budget and in responding to performance reports and other control-phase budgeting activities. Is it all worth it? Do firms get their money’s worth from their budgeting systems?
 

The answer to those questions cannot be generalized for all firms. Some firms receive far more value than others do for the dollars they spend on budgeting. Budgets do, however, provide a wealth of value for many firms that effectively operate their budgeting systems. I now discuss some of the reasons for investing in formal budgeting systems. In the next section of this chapter I discuss issues that contribute to effective budgeting.
 

Budgets offer a variety of benefits to organizations, including these seven:1. Requiring periodic planning.

2. Fostering coordination, cooperation, and communication.

3. Forcing quantification of proposals.

4. Providing a framework for performance evaluation.

5. Creating an awareness of business costs.

6. Satisfying legal and contractual requirements.

7. Orienting a firm’s activities toward organizational goals.


 



Periodic Planning

 

Virtually all organizations require some planning to ensure efficient and effective use of scarce resources. Some people are compulsive planners who continuously update plans that have already been made and plan for new activities and functions. At the other extreme are people who do not like to plan at all and, therefore, find little or no time to get involved in the planning process. The budgeting process closes the gap between these two extremes by creating a formal planning framework that provides specific, uniform periodic deadlines for each phase of the planning process. People who are not attuned to the planning process must still meet budget deadlines. Of course, planning does not guarantee success. People must execute the plans, but budgeting is an important prerequisite to the accomplishment of many activities.
 



Coordination, Cooperation, and Communication

 

Planning by individual managers does not ensure an optimum plan for the entire organization. The budgeting process, however, provides a vehicle for the exchange of ideas and objectives among people in the various organizational segments. The budget review process and other budget communication networks should minimize redundant and counterproductive programs by the time the final budget is approved.
 



Quantification

 

Because we live in a world of limited resources, virtually all individuals and organizations must ration their resources. The rationing process is easier for some than for others. Each person and each organization must compare the costs and benefits of each potential project or activity and choose those that result in the most appropriate resource allocation decisions.
 

Measuring costs and benefits requires some degree of quantification. Profit-oriented firms measure costs and benefits using monetary metrics. This task is not always an easy one, however. For example, an advertising campaign may generate increased sales and improve company image, but it is difficult to quantify precisely the additional revenue caused by a particular advertising campaign, and it is even more difficult to quantify the impact on the company’s image. In not-for-profit organizations such as government agencies, quantification of benefits can be even more difficult. For example, how does one quantify the monetary benefits of better police protection, more music programs at the city park, or better fire protection, and how should the benefits be evaluated in allocating resources to each activity? Despite the difficulties, resource allocation decisions necessitate some reasonable quantification of the costs and benefits of the various projects under consideration.
 



Performance Evaluation

 

Budgets can serve as means for measuring one’s performance. Managerial effectiveness in each budgeting entity is appraised by comparing actual results with budgeted projections. Most managers want to know what is expected of them so that they may monitor their own performance. Budgets help to provide that type of information. Of course, managers can also be evaluated on other criteria, but it is valuable to have some quantifiable measure.
 



Cost Awareness

 

Accountants and financial managers are concerned daily about the cost implications of decisions and activities, but many other managers are not. Production supervisors focus on output, marketing managers on sales, and so forth. It is easy for people to overlook costs and cost-benefit relationships. At budgeting time, however, all managers with budget responsibility must convert their plans for projects and activities to costs and benefits. This cost awareness provides a common ground for communication among the various functional areas of the organization.
 



Legal and Contractual Requirements

 

Some organizations are required to budget. Local police departments, for example, cannot ignore budgeting even if it seems too much trouble, and the National Park Service would soon be out of funds if its management decided not to submit a budget this year. Some firms commit themselves to budgeting requirements when signing loan agreements or other operating agreements. For example, a bank may require a firm to submit an annual operating budget and monthly cash budgets throughout the life of a bank loan.
 



Goal Orientation

 

Resources should be allocated to projects and activities in accordance with organizational goals and objectives. Logical as this may sound, it is sometimes difficult to relate general organizational goals to specific projects or activities. Many general goals are not operational, meaning that it is difficult to determine the impact of specific projects on the achievement of the general goals of the organization. For example, three organizational goals may be stated as follows:1. Earn a satisfactory profit.

2. Maintain sufficient funds for liquidity.

3. Provide high-quality products for customers.


 

These goals, which use subjective terms such as satisfactory, sufficient, and high-quality, are not tangible goals. The goals stated here may be interpreted differently by each manager. To be effective, goals must be more specific and provide clear direction for managers. For example, these same three goals can be made operational as follows:1. Provide a minimum return on gross assets invested of 18%.

2. Maintain a minimum current ratio of 2:1 and a minimum quick ratio of 1.2:1.

3. Products must receive at least an 80% approval rating on customer satisfaction surveys.


 





Effective Budgeting

 

For firms to use budgets as effective tools:• Budgets should be goal-oriented so that they help a firm accomplish its goals and objectives.

• Budgets must be realistic plans of action rather than wishful thinking.

• Participative budgeting should be utilized to instill a sense of cooperation and team play.

• The control phase of budgeting must be used effectively to provide a framework for evaluating performance and improving the budget-planning stage activities.

• Budgets should not be used as an excuse for denying appropriate employee resource requests.

• The budgeting process should be used by management as an excellent vehicle for modifying the behavior of employees to achieve company goals.


 



Goal Orientation

 

Some firms have more resources than others, but no firm seems to have all of the resources it needs to accomplish all of its goals. Consequently, budgets should provide a means by which resources are utilized for projects, activities, and business units in accordance with the goals and objectives of the organization. As logical as this may sound, it is sometimes difficult to relate general, organizational goals to specific projects or activities. Many general goals are not operational, meaning that it is difficult to determine the impact of specific projects on the achievement of the general goals of the organization.
 

A logical first step toward effective budgeting, then, is to formalize the goals of the organization. Starting at the top, general organizational goals should be as specific as possible, carefully established, and put in writing. Next, each major unit of the organization should develop more specific operational goals. The process should continue down the organizational structure to the lowest level of budget responsibility. This goal development process requires management at all levels to resolve difficult issues, but it also results in a budgeting framework that is much more likely to be effective. Even individuals need to understand their goals and objectives as they prepare budgets for their own activities.
 



Realistic Plan

 

Budgeting is not wishful thinking; rather it is a process designed to optimize the use of scarce resources in accordance with the goals of the company. Many firms have budget plans that call for sales growth, higher profits, and improved market share. To be effective, however, such plans must be based on specific executable plans, and on available resources and management talent that the company can bring to bear in accomplishing the budget plan. If the management of a firm wants to improve its level of operations, there must be a clearly defined path between the two points that the firm is able to travel.
 

The process begins with an analysis of the market and preparation of a strengths, weaknesses, opportunities, and threats (SWOT) analysis. Utilizing this background information, the company develops its overall strategy, together with the operational tactics required to achieve it. The financial impact of this strategy is then assessed in the preparation of the budget. If the financial results are unfavorable, strategies and tactics must be revisited until an acceptable outcome is achieved. Once the budget is finalized, strategies are implemented and the company’s operations are subsequently monitored throughout the year in the control phase, as discussed later. Exhibit 11.1 presents an iterative model that embodies these concepts.
 




Participative Budgeting

 

The concept of building budgets up from the bottom with the input from all employees and managers affected by the budget is called participative budgeting. Most behavioral experts believe that individuals work harder to achieve objectives that they have played a part in creating. Applied to budgeting, this concept states that employees will strive harder to achieve performance levels defined by budgets if they have had a role in creating the budget. By contrast, budgets imposed by top-level management may get little support from employees.
 

Exhibit 11.1
Comprehensive budgeting process.
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Exhibit 11.2
Budget variance report.
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Control Phase of Budgeting

 

The first and most time-consuming phase of budgeting is the planning process. The control phase of budgeting, however, may be when firms get the most value from their budgeting activities. Exhibit 11.2 is a budget-performance report for first quarter of the year. The difference between the budgeted amount and the actual amount is called a budget variance. Budget variances are reported for both revenues and costs separately. In this case, revenues were $20,000 under budget and are, therefore, considered as an unfavorable budget variance (U). Expenses, however, were $30,000 less than expected, a favorable budget variance (F). The net result is a favorable profit budget variance of $10,000.
 

Each category is then separately analyzed to uncover the source of the variance. Although revenues in total are lower than expected, management is interested in the actual product lines causing this variance. Further analysis might reveal, for example, that all of the product lines are performing satisfactorily except for one that is performing more poorly than expected. On the expense side, a favorable budget variance may be due to positive effects of management’s actions to operate the company more efficiently; or, positive variances may be due to the reduction of costs necessary for long-term performance to achieve short-term gains, such as a reduction in maintenance of machinery, research and development, advertising, and so forth.
 

Management must thoroughly investigate the causes for budget discrepancies so that corrective action can be taken. Are markets as a whole performing better or worse than expected? Is the company’s marketing support adequate? Has the competitive landscape changed? Are cost variances the result of management’s actions in response to competitive pressures or rather due to inadequate control? The answers to these questions may suggest changes in the company’s strategic and tactical plans to compensate for the variances.
 

When actual prices and quantities are compared with expected prices and quantities, an additional level of analysis can be conducted.
 

Exhibit 11.3 illustrates a more in-depth level of price and quantity variance analysis. During the month, the firm realizes a positive variance of $6,000 relating to the cost of aluminum required for the production of its products.
 

This $6,000 variance can then be further decomposed into a price variance and a quantity variance. The price variance is $21,000 favorable due to the lower than expected purchase price for aluminum. It is computed by multiplying the price variance per unit ($3 - $2.80) by the actual pounds utilized (105,000). The quantity variance of $15,000 unfavorable is a result of lower efficiency in the production process, which led to more material usage than had been expected. This variance is computed by multiplying the quantity variance (105,000 - 100,000) by the expected price ($3). This analysis reveals that the manufacturing process was less efficient than planned, in that it utilized more material to produce its products. This inefficiency was more than offset, however, by lower prices for direct materials than had been forecast. The price variance, therefore, masks the production inefficiency, and this would not be revealed without the additional level of analysis.
 

Exhibit 11.3
Price and quantity variance analysis.
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Comparing actual results with the budget, adjusting plans when necessary, and evaluating the performance of managers are essential elements of budget control. Many people, however, find the control phase difficult. When business results are less than expected, it may be painful to evaluate the results. For some it is much easier to look ahead to future time periods when they hope things will be better. But, frequently, plans for future success can be made realistically only when management learns from its past mistakes. The control phase of budgeting provides much of that learning process. Firms must be willing to evaluate performance carefully, adjusting plans and performance to stay on track toward achieving goals and objectives.
 

Many companies have intricate budget performance reporting systems in place, but the firms achieve little control from their use. In order to provide effective control, a business must use the system as an integral part of the reward system of the company. That is, employees must understand that budget performance reports are a component of their performance evaluation. There should be a relationship between budget performance and rewards such as pay raises, bonuses, and promotions.
 

Generally it is easy to determine whether a company’s budget performance reporting system is working effectively. If discussions with managers yield comments such as “If we fail to achieve the budget, we just add more to it next period,” it is likely that the budget control process is not effective. If, by contrast, employees state, “If we are over our budget by more than 2%, we will be called on the carpet and forced to explain the problem,” then one knows the control process is having an impact.
 



Improper Use of Budgets

 

Sometimes managers use budgets as scapegoats for unpopular decisions. For example, rather than telling a department head that his or her budget request for three additional employees was not convincing when compared with all of the other budget requests, the vice president says, “The budget just would not allow any new employees this year.” In another case, the director of the marketing department has requested travel funds to send all of his staff to an overseas education program. The vice president believes the program is a waste of money. Instead of giving the marketing director his opinion, the vice president says, “We would really like to send your staff to the program, but the budget is just too tight this year.” The truth in this situation is that the trip is not a good use of business resources, regardless of the condition of the budget. The marketing director is left with the impression that the real problem is the state of the budget, when in fact the benefits of his travel proposal did not outweigh the cost. Management should be careful not to undermine the budgeting process by assigning adverse characteristics to it.
 



Behavioral Issues in Budgeting

 

Many of the internal accounting reports prepared in business are intended to influence managers and employees to behave in a particular way. For example, many manufacturing cost reports are designed to make employees aware of costs with the intent of controlling or keeping costs at some desired or acceptable level. Similarly, reports that compare the performance of one division with the performance of others are used to evaluate the performance of division managers and encourage better results for each division.
 

Budgets and budget performance reports are among the more useful internal accounting reports used by businesses to influence employee performance in a positive manner. Budget control is based on the concept that managers are held responsible for activities they manage. Performance reports reflect the degree of achievement of plans as embodied in the budget. To minimize adverse behavioral problems, care should be taken to develop and administer budgets appropriately. Budgets should not be used as a hammer to demand unattainable performance from employees. The best safeguard against unrealistic budgets is participative budgeting.
 





Developing a Budget

 

Budgets are useful, and in most cases they are essential to the success of virtually all organizations, whether they are for-profit companies or not-for-profit organizations. The larger and more complex the organization, the more time, energy, and resources must be used in preparing and using the budget.
 



The Structure of Budgets

 

Regardless of the size or type of organization, however, most budgets can be divided into two categories: the operating budget and the financial budget. The operating budget consists of plans for all of those activities that make up the normal operations of the firm. For a manufacturing business, the operating budget includes plans for sales, production, marketing, distribution, administration, and any other activities that the firm carries on in its normal course of business. For a merchandising firm, the operating budget includes plans for sales, merchandise purchases, marketing, distribution, advertising, personnel, administration, and any other normal activities of the merchandising firm. The financial budget includes all of the plans for financing the activities described in the operating budget plus any plans for major new projects such as a new production plant or plant expansions. Both the operating and financial budgets are described later in more detail.
 

Exhibit 11.4
A manufacturing firm’s master budget.
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The Master Budget

 

The master budget is the total budget package for an organization; it is the end product of the budget preparation process. The master budget consists of all the individual budgets for each part of the organization combined into one overall budget. The exact composition of the master budget depends on the type and size of the business. However, all master budgets represent the organization’s overall plan for a specific budget period. Exhibit 11.4 lists the common components of a master budget for a manufacturing business.
 

The components of the master budget form the firm’s detailed operating plan for the coming year. As noted earlier, the master budget is divided into the operating budget and the financial budget. The operating budget includes revenues, product costs, operating expenses, and other components of the income statement. The financial budget includes the budgeted balance sheet, capital expenditure budget, and other budgets used in financial management. A large part of the financial budget is determined by the operating budget and the beginning balance sheet.
 

Exhibit 11.5 is a simplified budget for C&G’s Gift Shop. It is prepared on a monthly basis. The numbers after the following subheadings refer to the applicable lines in the budget.
 



Sales Budget (1-3)

 

The sales budget or revenue budget is the first budget to be prepared. It is usually the most important budget because so many other budgets are directly related to sales and are therefore largely derived from the sales budget. Inventory budgets, production budgets, personnel budgets, marketing budgets, administrative budgets, and other budget areas are all affected significantly by the level of overall sales volume expected.
 

Exhibits 11.5 C&C’s Gift Shop: 2009 master budget.
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For C&G’s Gift Shop, expected sales in units are reported on line 1. Note that the business is highly seasonal, with most of the sales and profits realized during the months of November and December. To keep the budget simple, we assume an average sales price of $100 per unit. In practice, however, the business would forecast unit sales by individual product lines.
 



Budgeted Cost of Goods Sold (4)

 

C&G assumes a cost of goods sold of 65% of sales revenues. This results in a gross profit of 35%. For a retail company, cost of goods sold represents the purchase cost of inventories sold during the period. It is computed as:[image: 252]

 where all inventories and purchases are computed at the purchase price to the company.

For a manufacturing company, cost of goods sold is computed similarly, but in place of purchases we have the cost of the raw materials of the goods manufactured, together with the labor and overhead incurred in the manufacturing process. Beginning and ending inventories consist of raw materials, work in process, and finished goods.
 



Administrative Expense Budget (7-10)

 

The expected administrative costs for an organization are presented in the administrative expense budget. The administrative expense budget may contain many fixed costs, some of which may be avoidable if subsequent operations indicate that some cost cuts are necessary. These avoidable costs, sometimes called discretionary fixed costs, include such items as research and development, employee education and training programs, and portions of the personnel budget. Fixed costs that cannot be avoided during the period are called committed fixed costs. Mortgage payments, bond interest payments, and property taxes are classified as committed costs. Variable administrative costs may include some personnel costs, a portion of the utility costs, computer service bureau costs, and supplies costs.
 

For C&G’s Gift Shop, selling expenses are budgeted at 15% of sales. These are variable costs since they change in proportion to the change in sales. You might think of these as commissions paid to the sales personnel as a percent of the sales made during the period. The fixed portion of administration expense is budgeted at $23,000 per month. These expenses might be rent, salaries of administrative personnel, and so forth. The administrative expense also contains a variable component, budgeted at 10% of sales. Finally, depreciation is computed on a straight-line basis over 15 years and is a fixed expense, budgeted at $3,472 per month.
 



Budgeted Income Statement (3-18)

 

The budgeted income statement shows the expected revenues and expenses from operations during the budget period. Budgeted income is a key figure in the firm’s profit plan and reflects a majority of the firm’s commitment of talent, time, and resources for the period.
 

A firm may have budgeted non-operating items such as interest on investments or gains or losses on the sale of fixed assets. Usually they are relatively small, although in large firms the dollar amounts can be sizable. If non-operating items are expected, they should be included in the firm’s budgeted income statement. Income taxes are levied on actual, not budgeted, net income, but the budget plan should include expected taxes; therefore, the last figure in the budgeted income statement is budgeted after-tax net income.
 

Non-operating items in C&G’s income statement include interest income and interest expense. Amounts borrowed carry an interest rate of 12% (1% per month), and cash in excess of the $25,000 required for daily transactions is invested in marketable securities earning an investment return of 6% per annum (0.5% per month). Finally, taxes are levied at the rate of 35% on pretax income.
 



The Financial Budget

 

The financial budget presents the plans for financing the operating activities of the firm. The financial budget is made up of the budgeted balance sheet and the budgeted statement of cash flows, each of which provides essential financial information.
 



Budgeted Balance Sheet (20-41)

 

The budgeted balance sheet is derived from the budgeted balance sheet at the beginning of the budget period and the expected changes in the account balances reflected in the operating budget, capital expenditure budget, and cash budget. It is necessary to use a budgeted balance sheet for the beginning of the period because the new budget is prepared before the previous accounting period has ended. When the budgeted balance sheet for the coming accounting period is prepared, there may be several months left in the current accounting period.
 

The budgeted balance sheet is more than a collection of residual balances resulting from other budget estimates. Undesirable projected balances and account relationships may cause management to change the operating plan. For instance, if a lending institution requires a firm to maintain a certain relationship between current assets and current liabilities, the budget must reflect these requirements. If it does not, the operating plan must be changed until the agreed requirements are met.
 


Budgeted Accounts Receivable (22)

 

Budgeted accounts receivable are a function of expected sales on open account and the period of time that the receivables are expected to be outstanding. For C&G’s Gift Shop, all sales are assumed to be on open account to other businesses. The company expects that 65% of the sales during the period will be collected in the following month, and 35% will be collected in the next month. For this exercise, we have assumed that all of the accounts are collectible. If not, the company would have to build in a provision for uncollectible accounts that would reduce expected collections and be reflected in the income statement as bad debt expense.
 


Budget of Ending Inventories (23)

 

Inventories comprise a major portion of the current assets of many manufacturing firms. Separate decisions about inventory levels must be made for raw materials, work in process, and finished goods. Raw material scarcities, management’s attitude about inventory levels, inventory carrying costs, inventory ordering costs, and other variables may all affect inventory-level decisions.
 

C&G’s Gift Shop has a policy to maintain inventory levels on hand equal to the next month’s expected cost of goods sold.
 


Capital Expenditure Budget (26)

 

The capital expenditure budget is one of the budget components that make up the financial budget. Each of the budget components has its own unique contribution to make toward the effective planning and control of business operations. Some budget components, however, are particularly crucial in the effective management of businesses. The cash budget and the capital expenditure budget are two of the most important.
 

Capital budgeting is the process of identifying, evaluating, planning, and financing major investment projects of an organization. Decisions to expand production facilities, acquire new production machinery, buy a new computer, or remodel the office building are all examples of capital expenditure decisions. Capital budgeting decisions made now determine to a large degree how successful an organization will be in achieving its goals and objectives in the years ahead. Capital budgeting plays an important role in the long-range success of many organizations because of several characteristics that differentiate it from most other elements of the master budget.
 

First, most capital budgeting projects require relatively large commitments of resources. Major projects, such as plant expansion or equipment replacement, may involve resource outlays in excess of annual net income. Relatively insignificant purchases are not treated as capital budgeting projects even if the items purchased have long lives. For example, the purchase of 100 calculators at $15 each for use in the office would be treated as a period expense by most firms, even though the calculators may have a useful life of several years.
 

Second, most capital expenditure decisions are long-term commitments. The projects last more than a year, and many extending over 5, 10, or even 20 years. The longer the life of the project, the more difficult it is to predict revenues, expenses, and cost savings. Capital budgeting decisions are long-term policy decisions and should reflect clearly an organization’s policies on growth, marketing, industry share, social responsibility, and other goals.
 

For purposes of this exercise, we have assumed that C&G’s Gift Shop will not incur any capital expenditures in the upcoming year. As a result, line 26, property, plant, and equipment, remains constant. Net PP&E (line 28), however, is reduced each period by the addition of depreciation expense to accumulated depreciation.
 


Budgeted Accounts Payable (33)

 

Accounts payable represent amounts owed to other businesses for the purchase of goods and services. These are usually non-interest-bearing. We have assumed that all of the inventories are purchased on open account and that the terms of credit require payment in full in the following month. As a result, accounts payable are equal to the cost of inventories in this example.
 


Budgeted Accrued Expenses (34)

 

Expenses are recognized in the income statement when incurred, regardless of the period in which they are paid. For this example, we assume that all of the operating expenses incurred and recognized during the month are paid in the following month. These expenses include selling expenses, administrative expenses other than depreciation, interest expense, and taxes.
 


Bank Loan (Line of Credit) (32)

 

Businesses require cash to cover the portion of inventories and accounts receivable that are not financed by trade accounts payable and accrued expenses. This need is very pronounced in seasonal businesses. For example, C&G’s Gift Shop must purchase inventories one month in advance of sales. And when these inventories are sold, 65% of the proceeds are collected in the subsequent month and 35% in the month thereafter. As a result, C&G has a considerable amount of cash invested in the business that is not recouped for at least two months.
 

Typically, short-term cash needs, such as the needs of seasonal businesses, are met with a bank line of credit that allows the company to borrow funds up to a predetermined maximum amount and to repay those loans at a later date. In this case, funds are borrowed to finance the purchase of inventories, and these amounts are repaid when the receivables are collected.
 


Stockholders’ Equity (37-39)

 

No sales of common stock are budgeted. Since no dividends are projected, retained earnings (line 38) increase by the amount of profit for the month.
 



Cash Budget

 

Of all the components of the master budget, none is more important than the cash budget. Of the two major goals of most profit-seeking firms—to earn a satisfactory profit and to remain liquid—liquidity is the more important. Many companies lose money for years, but with adequate financing they are able to remain in business until they can become profitable. In contrast, firms that cannot remain liquid are unable to pay their bills as they come due. In such cases, creditors can, and often do, force them out of business. Even government and not-for-profit organizations such as churches and charities must pay their bills and other obligations on time.
 

Meeting cash obligations as they come due is not as simple as it may appear. Profitability and liquidity do not necessarily go hand in hand. Some firms experience their most critical liquidity problems when they go from a break-even position to profitability. At that time, growing receivables, increased inventories, and growing capacity requirements may create cash shortages.
 

The cash budget is a very useful tool in cash management. Managers estimate all expected cash flows for the budget period. The typical starting point is cash from operations, which is net income adjusted for noncash items, such as depreciation, and required investment in net working capital (accounts receivable and inventories, less accounts payable). All non-operating cash items are also included. Purchase of land and equipment, sales of bonds and common stock, and the acquisition of treasury stock are a few examples of non-operating items affecting the cash budget. The net income figure for an accounting period usually is very different from the cash flow for the period because of non-operating cash flow items or changes in working capital.
 

Often, cash budgets are prepared much more frequently than other budgets. For example, a company may prepare quarterly budgets for all of its operating budget components such as sales and production, and also for its other financial budget components such as capital expenditures. For its cash budget, however, the firm prepares weekly budgets to ensure that it has cash available to meet its obligations each week and that any excess cash is properly invested. In companies with very critical cash problems, even daily cash budgets may be necessary to meet management’s information requirements. The frequency of cash budgets depends on management’s planning needs and the potential for cash management problems.
 

Cash management is intended to optimize cash balances; this means having enough cash to meet liquidity needs and not having so much cash that profitability is sacrificed. Excess cash should be invested in earning assets and should not be allowed to lie idly in the cash account. Cash budgeting is useful in dealing with both types of cash problems.
 



Budgeted Statement of Cash Flows—Indirect Method (42-55)

 

The final element of the master budget package is the statement of cash flows. The increased emphasis by management in recent years on cash and the sources and uses of cash have made this an ever more useful management tool. This statement is usually prepared from data in the budgeted income statement and changes between the estimated balance sheet at the beginning of the budget period and the budgeted balance sheet at the end of the budget period.
 

The statement of cash flows consists of three sections: net cash flows from operations, net cash flows from investing activities, and net cash flows from financing activities. Net cash flows from operations are equal to net income plus depreciation expense and plus or minus changes in current assets (other than cash) and current liabilities (other than bank loans). Increases (or decreases) in current assets are treated as cash outflows (or inflows) and increases (or decreases) in current liabilities are treated as cash inflows (or outflows).
 

Net cash flows from investing activities consist of changes in long-term assets. Since we do not project any capital expenditures, net cash flows from investing activities are equal to zero in all months.
 

Net cash flows from financing activities consist of changes in borrowed funds (short-term and long-term), changes in other long-term liabilities, changes in common stock, and dividends paid. The only activities of a financing nature in this example are increases (or decreases) in bank loans outstanding. The bank line of credit is the buffer that keeps assets equal to liabilities and stockholders’ equity. As assets grow with increases in inventories and accounts receivable, bank loans increase as well to finance this growth. As the inventories are sold and the receivables are collected during slower periods, the excess cash is used to repay the amounts borrowed. Banks typically require that the line of credit be paid in full at some point during the year. Any excess funds generated after repayment of the bank loans are invested in short-term marketable securities until they are required again to finance seasonal growth in assets.
 





Forecasting

 

Sales budgets are influenced by a wide variety of factors, including general economic conditions, pricing decisions, competitor actions, industry conditions, and marketing programs. Often the sales budget starts with individual sales representatives or sales managers predicting sales in their particular areas. The basic sales data are aggregated to arrive at a raw sales forecast that is then modified to reflect many of the variables mentioned previously. The resulting sales budget is expressed in dollars and must include sufficient detail on product mix and sales patterns to provide the information necessary for making decisions about changes in inventory levels and production quantities.
 

Exhibit 11.7
Dell, Inc. annual sales, 1999-2008.
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In addition to the input from sales personnel, companies frequently also utilize a number of statistical techniques to estimate future sales. For example, Exhibit 11.7 is a graph of the Dell, Inc.’s annual sales from 1999 to 2008.
 

Sales appear to demonstrate a pronounced upward trend. How would one forecast sales for the next three years? Projecting from the most recent sales level might understate the estimates if the last year was unusually low, say, due to the effects of a business downturn or new product introductions by competitors. Another alternative is to attempt to estimate the underlying trend in annual sales. Exhibit 11.8 presents such a graph.
 

In Exhibit 11.8, a statistical technique called regression analysis has been used to estimate a trend line for Dell’s annual sales. This line was estimated with a statistical software package called Minitab, but the analysis is also available in Microsoft Excel and many other programs. The equation for the trend line is Salest = $14,330 + ($4,796 × t). This equation states that the sales for the first forecast year are equal to $14,330 + ($4,796 × 11) (since our data ended at year 10), or $67,086 million. Our forecasts for years 2 and 3 extend linearly with a continuation of the same slope that was estimated in the trend line fit through the data.
 

A potential problem with fitting a trend line through the data with regression analysis is that each observation is treated the same way. That is, we are not weighting the information contained in the latest set of observations more heavily than those that occurred eight years ago. Other statistical techniques, such as exponential smoothing, are available to address this concern. Exhibit 11.9 presents the same annual sales data with a trend line that has been exponentially smoothed.
 

Notice how the estimated trend line reacts to changes in the annual sales. This technique weights recent observations more heavily than those in the distant past. The result is a trend line whose slope changes over time to reflect changes in sales growth. Projections for the next three years, then, begin with the last estimate of the underlying trend and at the most recent slope indicated by the data. For example, the estimate of Dell’s sales for the next year is $66,241.7 million, somewhat lower than the $67,086 million estimated for the next year’s sales using the trend line. This reduction weights the more recent downward trend more heavily, thus dampening the forecast.
 

Exhibit 11.8
Trend analysis for Dell, Inc. annual sales, 1999-2011.
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Exhibit 11.9
Double exponential smoothing of Dell, Inc.’s annual sales, 1999-2011.
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Many other statistical techniques can also be brought to bear on this problem. These provide an objective estimate of future sales from the data itself. Their advantage is that they are not prone to biases in the form of either wishful thinking or undue pessimism. Their drawback is that they cannot take into account all of the variables witnessed by sales personnel and, therefore, do not have as much of a feel for the market. Companies must utilize a variety of inputs into the projection process, and they derive some level of comfort when several different approaches yield similar results.
 

The projection process is a critical part of the budgeting process. It follows from the SWOT analysis and the resulting strategic and tactical plans. Once these are formulated, sales projections and the subsequent budgeting process just outlined provide an evaluation of the effectiveness of the business plan.
 





Fixed Budgets versus Flexible Budgets

 

Many organizations operate in an environment where they can predict with great accuracy the volume of business they will experience during the upcoming budget period. In such cases, budgets prepared for a single level of activity typically are very useful in planning and controlling business activities. Budgets prepared for a single level of activity are called fixed budgets.
 

Organizations that have trouble predicting accurately the volume of activity they will experience during the budget period often find that a budget prepared for only one level of activity is not very helpful in planning and controlling their business activities. These organizations can operate better with a budget prepared for several levels of activity and covering a range of possible levels of activity. This type of budget is called a flexible budget.
 



Fixed Budgets

 

A fixed budget, sometimes called a static budget, contains budget data for only one specific volume of activity. Because fixed budgets use only one volume of activity in determining all budgeted data, the fact that some costs are fixed and some costs are variable has no impact on the budgeted figures. The budget data used in preparing the budget for the planning phase of the process are also used in budget performance reports during the control phase of the budget process regardless of whether the volume of activity is actually achieved.
 

The planning and control framework provided by a budgeting system is an essential element of effective management. In many organizations, fixed budgets are tools that offer managers the ability to plan and control operations and to evaluate performance. If, however, the actual volume of activity achieved by a firm is sufficiently different from the volume of activity planned in the fixed budget, the fixed budget may be a very poor measure on which to base the performance measurement of employees.
 



Flexible Budgets

 

A flexible budget, also called a dynamic budget, is prepared for more than one level of activity. For example, a firm may prepare budgets for 10,000, 11,000, and 12,000 units of production. The purpose of preparing budgets for multiple activity levels is to provide managers with information about a range of activity in case the actual volume of activity differs from the expected level. Managers continue to rely heavily on the budget based on the expected level of activity for planning material acquisitions, labor needs, and other resource requirements, but the flexible budget provides additional information useful in modifying plans if operating data indicate that some other level of activity will occur. When performance reports are prepared, actual results are compared with a budget based specifically on the level of activity actually achieved.
 

Actual activity may differ significantly from budgeted activity because of an unexpected strike, cancellation of a large order, an unexpected new contract, or other factors. In a business that frequently experiences variations in its volume of activity, a flexible budget may be more useful than a fixed budget. Flexible budgets provide managers with more useful information for planning and a better basis for comparing performance when activity levels fluctuate than is available from a fixed budget.
 





The Profit Plan

 

The term profit plan is sometimes used to refer to a master budget. Profit plan probably best describes the operating part of the master budget of a profit-oriented firm. However, it can be argued that the entire master budget of profit-oriented firms is the total profit plan for the firm. The operating budget shows details of budgeted net income, but the financial budgets, such as cash and capital expenditure budgets, are also an integral part of the overall profit planning of the firm.
 

Naturally, the term profit plan is not suitable for public-sector firms. Organizations such as a fire department do not generate a net income. For public-sector organizations, master budget is the more logical term for the total budget package. Because we are concerned with both public- and private-sector organizations, we use master budget predominantly. However, be aware of profit plan, because it is used occasionally in practice.
 





The Budget Review Process

 

The budget plan determines the allocation of resources within the organization. Typically, the resources available are less than the demand for the resources. Consequently, there should be some systematic process for evaluating all proposals relating to the budget. The process of systematically evaluating budge proposals is referred to as the budget review process.
 

In the early planning stages, budget review may not be a formal process. Sometimes a few people (or even a single individual) may make the budgeting decisions. For example, production-line supervisors may determine resource allocations within their departments. Next, a plant budget committee may evaluate budget proposals for all production supervisors. The budget proposals for the entire plant go to a division budget committee, and the final budget review is made by a budget committee of the controller and corporate vice presidents.
 

The budget review process varies among organizations. Even within a single firm, different budget review processes may be used in various segments of the firm and at various levels of responsibility. However, the basic review process is fairly standard.
 

Accountants and financial managers participate in the preparation and implementation of the budget, but all business managers, including marketing managers, production supervisors, purchasing officers, and other nonfinancial managers are interested in developing budgets for their particular part of the business. In addition, each functional manager must be keenly interested in selling his or her budget to higher-level management. Selling the budget means convincing the budget review committee that a particular budget proposal should be accepted. For some managers, selling the budget is the single most important activity in their job, because if they fail at this task, even a tremendous management effort cannot obtain desired results.
 

With such an awesome description of the importance of selling the budget, one might conclude that it is an exceedingly difficult process. Not so! Actually, the process requires a mixture of logic and diligence. There is no precise formula for success, but some common suggestions are to:• Know your audience.

• Make a professional presentation.

• Quantify the material.

• Avoid surprises.

• Set priorities.


 



Know Your Audience

 

A large part of the budget selling strategy may be determined by the nature of the budget review audience, whether it is one person or a group of people. Information that may prove essential to the successful budget approval effort includes:• Strategies that have succeeded or failed in the past.

• Pet peeves or special likes of review members.

• A variety of other committee characteristics.


 



Make a Professional Presentation

 

Not all managers approach the budgeting process with the same level of enthusiasm. By the time budget review arrives, some managers just want to get it over with. Such an attitude can easily show during the budget review process. Review committees may interpret it as disdain for one’s job and one’s management function in general. Often the result is unfavorable action on the budget proposals under review.
 

A professional presentation includes:• Enthusiasm and polish.

• A neat, concise, and understandable budget proposal.

• Ample supporting documentation.

• A willingness and ability to answer relevant questions.


 



Quantify the Material

 

Because most resource allocation decisions are in some way affected by their cost-benefit relationships, it is necessary to quantify both the costs and benefits of virtually all budget proposals. Cost estimation is seldom easy, but it is usually far easier than the measurement of benefits. Even in the private sector, benefits are not always easy to measure in terms of the corporate goals of profitability and liquidity. In the not-for-profit sector, benefit measurement is even more difficult. For example, how does one measure the benefits of 20 new park rangers, 10 new police cars, or a decorative fountain in the city park? Obviously the quantification process would be different for each of these, and direct comparisons could be inconclusive. Yet, such comparisons may be necessary in arriving at final budget allocations.
 

It is easy to dismiss the value of quantification when the resulting numbers are hard to compare with other budget proposals, or the numbers are hard to verify. Nevertheless, some quantitative support typically is better than mere general statements about the desirability of the budget proposal. Budget salesmanship should be approached with the same ingenuity that is found in the external marketing effort. If certain budget proposals have benefits that are difficult to quantify directly, various types of statistics might support the projects in an indirect way. For example, if a police department wants to justify 10 new police officers, it might offer supporting statistics on rising population in the community, rising crime rates, or relatively low per-capita police cost ratios. Although none of the suggested statistics measures direct benefits, they may be more useful in swaying a budget review committee than a vague statement about the value of more officers. Statistics that are not direct measures of benefits can be used widely in both the public and private sectors when supporting budget proposals.
 



Avoid Surprises

 

Avoid surprises to the review committee as well as surprises to those who present the budget. New proposals and information are hard to sell to a budget review committee and should be introduced and developed long before the final review process.
 

Surprises to managers presenting the budgets most often occur during the questioning process or when a budget proposal is more detailed than prior budgets. To minimize this problem, budget presentations should be carefully rehearsed. The rehearsal might include a realistic or even pessimistic mock review committee. The mock review should ask pointed and difficult questions. Sometimes knowing the answer to a relatively immaterial question is enough to secure a favorable opinion.
 



Set Priorities

 

Few managers receive a totally favorable response to all budget requests. In a world of limited resources, wants exceed available resources, and managers should be prepared for a budget allocation that is somewhat different from the initial request. Typically, all proposed budget items are not equally desirable. Some projects and activities are essential; others are highly desirable. Some would be nice, but are really not essential.
 

Priority systems established by the managers of each budgeting entity before the review process starts aid in structuring the budget proposal so that important items are funded first. Setting priorities avoids embarrassing questions and last-minute decision crises that affect the quality of a professional presentation.
 





Recent Trends

 

The budgeting process provides a mechanism for planning, allocating resources, and performance evaluation that has endured, largely unchanged, for decades.1 Despite its longevity, managers have expressed frustration with the budgetary process on a number of levels:• Fixed targets do not take into account the myriad of events that can affect outcomes. The flexible budget discussed earlier estimates the impact on the profitability of differing levels of production and sales. Although a useful exercise, it does not address the more fundamental types of shocks that can render an existing business plan obsolete.

• Financial incentives may not build motivation and commitment. Budgets tend to elicit temporary compliance, but may not create a lasting commitment to value creation. Further, the basis for reward tends to be localized rather than across the entire organization.

• Centralized resource allocation may not be effective. Using the budgetary process for capital allocation removes the resource allocation process farther from the customer for which the capital investment is intended. Further, the resource allocation process is largely risk averse, focusing on more certain returns and short-term in nature.

• Segments of the business cannot be viewed in isolation. Businesses are highly integrated, and a budgetary process that is too localized can lead to conflicts, as cutbacks in one area may adversely affect another area’s ability to achieve its goals.

• Focus on financial metrics may not lead to discovery of root causes. Financial metrics reflect outcomes. The focus, however, must be on the root causes of those outcomes. Managers may be motivated to manage what the company measures rather than the underlying business dynamics.


 



The Alternative to Budgets

 

The budgetary process serves a useful function in organizations, and suggested alternatives do not typically include the substitution of another process for the budgetary process. Rather, they tend to focus on cultural changes to augment the budgetary process. Some suggestions include the following:• Primary focus on the customer. Companies succeed when they find ways of satisfying customer needs profitably. They must manage the entire production and delivery system, rather than focus on its components, to make sure that the entire organization is focused on the satisfaction of customer needs.

• Companies should focus on relative success. Static benchmarks tend to lead to a short-term focus and reversion to old habits once the objective is achieved or thought to be unachievable. Developing a culture of continual improvement may result in more long-lasting changes. Change, then, continues long after the benchmarks have been achieved.

• Planning need not revolve around a calendar. Annual monitoring is the cornerstone of financial reporting, and budgets are typically geared to this annual cycle. Businesses, however, are fluid. They operate on cycles that may not be annual in nature. Nor does the cycle of one business unit necessarily correspond to that of another. The planning process needs to take these inherent differences into account.

• Companies must decentralize decision making. Good decisions are made at all levels of an organization, and generally the closer the decision maker is to the customer, the better the decision.


 

Bill Gates, the founder of Microsoft, once described the organization as a web of relationships rather than a machine with distinct parts. The biological nervous system gives you the information that you need to trigger your reflexes so that you can react quickly to an external stimulus. In addition, it blocks out unimportant information that might distract you from reacting appropriately. Information systems for companies need to embrace those qualities: quickly provide only the needed information to those who need it so that they can make appropriate decisions to respond. Those who think beyond budgets embrace this type of thinking.
 





Internet Link

 

www.bbrt.org CAM-I Beyond Budgeting Round Table
 





Note

 

1 This discussion draws upon the ideas of Jeremy Hope and Robin Fraser, “Beyond Budgeting: Questions and Answers,” Beyond Budgeting Round Table, October 2001.
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Cost Structure Analysis, Profit Planning, and Value Creation
 

William C. Lawler

 

 

 

In the highly volatile markets of today’s economy, detailed profit planning is the foundation for long-term value creation. It is the basis for efficient resource allocation within a firm and the root of all strategic plans. This, however, is only a necessary condition, and by itself is not sufficient for the goal of value creation. One also must be able to identify the economic logic embedded in the strategic plan of competitors. Running a business is like playing a game of chess; in order to win one must be able to anticipate the moves of the competitor. And in order to achieve this insight, the first step is to discern the cost structure of that competitor.
 

Economic literature defines cost structure as the relative portion of a firm’s costs that are fixed as opposed to variable. The definitions of fixed and variable are very precise. A fixed cost does not vary in total with changes in output, whereas a variable cost in total will change in a manner proportionate with changes in volume.1 A term that is often used in describing this structure is degree of operating leverage. A firm with relatively high fixed costs is said to have high operating leverage. This implies that a firm has a choice in creating operating leverage; one could build a large infrastructure and lock oneself into high fixed cost for a period of time, or one could create a more variable cost structure. An example of this would be when a firm creates a strategic alliance with a supplier rather than building a vertically integrated value chain. In this case, as output increases, costs from sourcing would increase in a relative manner. That is, they would be variable in nature. If the firm were to have built the infrastructure, the costs would have been fixed.
 

Although this discussion can easily describe a manufacturing environment, it is also relevant for a service business. Throughout this chapter we will use the generic term output, which can describe a tangible unit of production or the more intangible unit of service. Finally, profit planning and the analysis of cost structure assume some type of relevant range since it is clear that if a firm were to double output, its fixed infrastructure costs would most certainly increase and variable costs per unit would be impacted by scale factors.2
 

History is overflowing with examples of the importance of cost structure analysis in strategic planning. In the early 1980s the U.S. airline industry was deregulated. Given a set number of routes flown every day, which then required a fleet of planes and salaried employees, this industry, at the time, had one of the highest operating leverage factors of any industry. Almost all of its costs were fixed. The more financially sound competitors cut prices, fully aware of the short-term impact on their profits. But they also realized that those less financially sound carriers would not be able to sustain the losses due to lack of coverage of the fixed cost burden. Airlines such as Braniff and Eastern soon fell into bankruptcy. Ten years later Sun Microsystems did much the same thing in the computer industry. At that time, Hewlett-Packard, IBM, and Digital Equipment Corporation all had vertically integrated infrastructures, which produced proprietary designed systems sold at premium prices. Andy Bechtolsheim, one of the three founders of Sun and the technology leader, realized that with the advances in technology, a competitive system now could be assembled from low-cost, readily available components at a fraction of the traditional cost. Sun built its business model on an open platform and priced aggressively. Management argued it was “better positioned to deal with low margins than IBM or DEC, who’ve got to financially feed layer upon layer of bureaucracy.”3 In approximately 10 years, this initiative restructured the industry from proprietary technology players with vertically integrated infrastructures and correspondingly high operating leverage to open players with minimal infrastructure and radically different cost structures. And in today’s business environment, all one has to do is follow the debate on outsourcing to understand the continued impact of cost structure on business models.
 

This chapter starts with a discussion of how one can estimate the cost structure of competitors given publicly available information and the pitfalls that can lead one to improper results. Given this information, we then discuss what are considered best practices for managing cost structure in today’s business environment. We conclude with how this analysis can be used internally by product managers who have much better cost data available to them.
 





Estimating Cost Structure from Publicly Available Information

 

Company X is a well-known U.S. technology firm with quarterly financial results as shown in Exhibit 12.1. This format is common for publicly traded companies and is based on the functional nature of costs. First, costs of producing and delivering the product (cost of sales) are matched against the revenues generated from sale of the products to arrive at a gross profit number. Next, the operating expenses associated with research and development, marketing and sales, and corporate administration (e.g., legal, accounting, and corporate management) are deducted to arrive at operating profit. For those analysts involved in developing competitive intelligence (and financial analysts), this is the line that is the focus of attention. It represents the profit from the primary function of the company—the results from the normal, recurring activities that then can be extrapolated into the future. From operating profit, taxable income is arrived at by compiling the results of other activities that are not the primary focus of the business. Common items such as interest income on investments of excess cash that will be needed in the future, interest expense on debt instruments, and losses from restructuring are included in the “Other” account for Company X. As stated earlier, these are not the primary focus of the business, are often nonrecurring and therefore cannot be extrapolated into the future, and are of little interest to analysts.4 Deducting income tax then yields the net income for the period. The quarterly numbers of Company X reflect the seasonal pattern of demand for this business, with sales peaking in quarter 2 and 3 and then falling off in quarter 4 and 1. As is evident, operating profit follows the same pattern. For any company traded on any stock exchange in the world, information such as this must be reported on a periodic basis. Formats will differ, but as a general rule financial information is reported with a focus on the functional nature of the cost item, as shown in Exhibit 12.1.
 

Exhibit 12.1
Company X—Quarterly Income Statements (costs reported by function).
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As stated earlier, analysts focus the majority of their attention on forecasting operating profit for the future. Those involved with the strategic planning process of a competitor would be building scenarios of Company X. Perhaps Company X has excess facilities and could increase output by 10% but this might require more aggressive pricing. Operationally this may make sense but would this move increase operating profits and create value for its investors? Is it possible to calculate what the lower price point would be to justify the increase in output? How about if changing its marketing messaging could garner more market share?
 

Questions such as these abound in the area of competitive intelligence, but the first step is reformatting the data to reflect the cost structure of the company of interest. As reported in Exhibit 12.1, one cannot extrapolate income numbers given a change in sales volume. What would happen if Company X were to increase sales volume by 10%? Would cost of sales increase by the same amount? It would, but only if this cost element was totally variable, which is highly improbable! So the challenge becomes: How can we estimate the cost structure of the various cost line items for Company X in order to run the scenarios?
 

The process is relatively straightforward. Cost of sales mostly likely is comprised of a fixed and a variable element. From quarter 1 to quarter 2 as net sales increased by $35.0 million ($253.7 → $288.7), cost of sales increased $11.2 million ($140.3 → $151.5). This implies that the variable cost element is 32% of net sales ($11.2 ÷ $35.0 = 0.32). And if we assume that this is true, then we can estimate the fixed cost element since total cost of sales = variable cost of sales + fixed cost of sales. Using either quarterly numbers:
 

Qrt 1 → $140.3 = 32% × $253.7 + Fixed Cost of Sales
 

Solving yields $140.3 = $81.2 + Fixed Cost of Sales, and Fixed Cost of Sales = $140.3 - $81.2 = $59.1.
 

Qrt 2 → $151.5 = 32% × $288.7 + Fixed Cost of Sales
 

Solving yields $151.5 = $92.4 + Fixed Cost of Sales, and Fixed Cost of Sales = $151.5 - $92.4 = $59.1.
 

The result of this analysis of the cost of sales line item for the first two quarters of data is therefore:[image: 257]
 



But how reliable is this analysis? With quarterly reports, one has four quarters of data, so we can apply the same analytic technique to each of the succeeding quarters to test for consistency and then test the result on the overall fiscal year total. Exhibit 12.2 contains the results.
 

Exhibit 12.2
Cost Behavior Analyses.
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Interestingly the numbers for quarters 3 and 4 are a bit different than our first analysis but are exactly the same and are still quite close to what was arrived at using quarter 1 and 2 figures.5 Given this result, one could feel very confident that cost of sales for Company X is somewhere close to 34% of net sales variable and approximately $54 million per quarter fixed. It should be understood that we are estimating the future and we do not expect to be correct to a decimal point. Using this estimate, we would have forecast cost of sales at $591.8 for the entire year if told that net sales would be $1,102.3 → $1,102.3 × 34% + $216.0 ($54 × 4 quarters). Given that the actual total was $588.8, an error of 0.34% is more than acceptable [($590.8 - $588.8)/$588.8] for this type of analysis.
 

Unfortunately, using the same technique for the operating expenses (R&D and selling, general, and administrative) does not work. Cost of sales is often called an “discretionary” cost, which means that it is the result of an infrastructure built to support a long-term strategic plan. Operating expenses are more often discretionary costs that are set by management’s judgment based on the revenue estimate for the coming fiscal year that would have to support them. They are more short-term in nature and fixed for the period. From the cost data in Exhibit 12.1 it looks like Company X set the R&D spend at about $50 million in the two lean quarters (quarters 1 and 4) and a bit above $52 million in the other quarters. Selling, general, and administrative looks more like a constant $63 million a quarter (or a bit under, to be exact).
 

Having now generated this cost structure information, is it possible to run forecasts for the scenarios mentioned earlier?
 

Company X could increase output by 10% by utilizing excess facilities but would probably have to be more aggressive in pricing to accomplish this or spend more on the marketing and sales promotion.6
 

To facilitate these types of analyses, it is helpful to reformat the income statement in a manner that now emphasizes the cost behavior of the firm rather than the functional nature of its costs. Exhibit 12.3 illustrates this by reformatting the fiscal year results for Company X, the first column showing the dollar amounts and the second the percentages based on sales for variable costs. net sales less variable cost of sales yields a number that is often called “contribution.”7 On a percentage basis, it reflects that for every dollar of incremental revenue, variable costs would increase by 34 cents, resulting in a net contribution of 66 cents. The term contribution is literal since this 66 cents contributes to a sum that must cover the fixed costs for the period as well as any profit that is needed to satisfy investors.
 

It also should be clear why the fixed cost elements are not shown as a percentage. This information would be at best meaningless, and at worst misleading, since these percentages would only be for a sales volume of $1,102. These costs are fixed, so the percentage of sales amounts would change as sales change. Note that in this format only the variable costs of sales are considered product-related costs and all the fixed cost are now termed period costs since they are more related to a period of time than a level of output. Also note that regardless of how the data are formatted, the operating profit is still the same (except of the minimal error of our estimates); all that is changed is the financial data now conveyed in a manner that facilitates scenario analysis.
 

Now turning to the scenarios, Exhibit 12.4 demonstrates how the contribution format facilitates forecasting. The first two columns show the base case from the past fiscal year, and the next four columns reflect the results of the price-cut scenario to increase volume split into two stages. The first two columns show the results of a 10% increase in volume under the current pricing scheme. The large increase in operating profit should not be surprising since the fixed costs have already been covered, and the 10% volume increase is utilizing idle facilities, so no additional infrastructure is needed. For any increase in sales dollars, 66% would drop through to the bottom line for a 10% increase in sales or $110; about $73 ($110 × 66%) would drop to the operating profit line, increasing it from $56 to $128.
 

But this volume increase might necessitate a corresponding 10% price decrease. The next two columns reflect the second stage of the scenario. Net sales would now be $1,091.3 ($1,102.3 × 110% × 90%) since a 10% price decrease would drop the first-stage forecasted sales of $1,212 by $121. And since the price has been changed, the 34% variable cost factor has to be adjusted. The easiest way is as follows: Since there is still the 10% volume increase, the variable costs of $412 from column 3 would remain the same but now these units would be sold for less, $1,091 versus $1,212, thereby increasing the variable cost percentage to 37.8% ($412.1/$1,091.3). Fixed costs would again remain the same, resulting in a drastic cut in operating profit. The conclusion of this scenario: It is highly unlikely that the top management of Company X would increase volume by dropping prices by this amount.
 

Exhibit 12.3 Company X—Quarterly Income Statements (costs reported by behavior).
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Exhibit 12.4 Scenarion analysis.
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Scenario 2 might be a volume increase driven by more aggressive marketing and sales expenditures rather than a price decrease. Sales would then be $1,212 and the last two columns show this result by solving for the maximum spend in the selling, general, and administrative discretionary fixed expense to drive a 10% volume increase, keeping prices constant. The $325 figure in the box shows that Company X could increase its budget in this area by 29% [($324.8 - $252.0)/$252.0] and still maintain its operating profit of $55.5.
 

These scenarios are rather simplistic but do demonstrate the power of developing this type of information on competitors. In a relatively short set of analyses, given the identification of the cost structure and the contribution format, it becomes clear that in this situation, scenario 2 is the much more probable one. Generalizing this, one can easily run multiple scenarios in a short period of time. Unfortunately, companies take great pains to make it difficult for this type of cost structure analysis to be done on their publicly available financial statements. The next section of this chapter discusses the pitfalls that can commonly occur when trying to decipher this information from Security and Exchange Commission (SEC) filings.
 





Pitfalls

 

Although this analytic technique can be very powerful, it is rife with assumptions. One must use this methodology carefully, because ceteris paribus exists only in textbooks.
 



Price and Variable Cost Changes

 

The scenario analysis discussed earlier illustrates a situation where a change in pricing required an adjustment in the estimated variable cost percentage. Since the dollar amount of variable cost per unit is assumed to remain relatively constant, a decrease in price of the unit would make the variable cost higher on a percentage basis. Likewise, variable cost factors are subject to market pressures. In 2008, petroleum cost indexes increased over 100%. One must constantly monitor trends and make the requisite adjustments to the variable cost percentage.
 



Product Mix

 

The earlier analysis of Company X over the four quarters assumed a constant product mix. Few companies, if any, offer only a single product. Company X has a service offering and two products groups, one high-end and the other midrange. Each of the three has a different cost structure, which implies that the calculated cost structure, 34% of sales variable and fixed costs of $672 annually, is correct if and only if the mix remains constant. The 10K SEC filing does report the service revenue separately at $165 million for the year and that it was relatively constant at 15% of total revenues for each of the four quarters. In addition, a close read of the annual report discloses that this service is mostly break/fix and totally outsourced, which means that the cost of service, reported at 45% of service revenue, is predominantly variable in nature. In addition, an industry report by an investment house estimates the ratio of high-end to midrange at 40:60 for the period, yielding sales estimates of $375 [40% × ($1,102 - $165)] and $562 [60% × ($1,102 - $165)], respectively. The variable costs for the two product classes, however, are not reported, but a competitor familiar with the products should be able to estimate them with some degree of accuracy.
 

Exhibit 12.5 illustrates the analysis. The known factors are the service data (columns 1 and 2) and the annual data that was calculated earlier (columns 7 and 8). In addition, the high-end and midrange revenue figures are estimated with some degree of confidence given the investment house report. What is necessary is to plug in estimates for the variable costs of these two offerings knowing that the total variable costs of all three offerings must be close to our annual estimate, $374.8. A competitor with a good sense of the market would probably have little trouble arriving at the figures in the boxes, 26% and 36%, which then yield a total variable cost for the mix very close to the $374.8 figure in column 7.
 

Assume that competitive pressures are commoditizing the market, driving the high-end to midrange mix from 40:60 to 1:2, and Company X is responding to this potential drop in profitability by aggressively driving its service business with a stated goal of increasing it to 25% of total revenue (that is, overall sales would remain about the same at $1.1 billion but now with services and high-end each at 25%, or $275 million, and midrange at the other 50%, or $550 million).
 

What would be the new estimated variable cost percentage, assuming pricing remains constant? Exhibit 12.6 demonstrates the impact on the variable cost element of the cost structure. The management of Company X seems to be planning well for this loss of value position. By driving the higher-contribution service business, if the 25% goal is attained, the cost structure would remain relatively the same, allowing Company X to maintain profitability at the same revenue level even with the negative shift of the product business. Unfortunately, sales mixes are always evolving, requiring constant vigilance of cost structure assumptions of competitors.
 



Data Reporting Format

 

In order to be thorough, one needs to read the footnotes that accompany the financial statements of the company under review. Often nonrecurring events such as write-offs of obsolete inventory are contained in the cost of sales figure. In this case, Company X did report a $15 million inventory charge in quarter 1 that was buried in the cost of sales number. This was pulled out of the “cost of sales” account and transferred to the “Other” account in order to once again focus only on the recurring nature of the costs. If this adjustment had not been made, the results for the quarter 1 to quarter 2 analysis would have shown an increase in sales of $35 million and a decrease in cost of sales of $4 million, clearly a result that makes no sense. Only in the footnotes was this revealed, which in turn led to the required adjustment which then yielded a meaningful result.
 



Relevant Range Assumption

 

So far the examples used to illustrate how cost structure analysis is employed in a competitive setting have assumed that (1) Company X had idle facilities sufficient to support a 10% increase in output and (2) a mix change would have no impact on facility requirements. Often this is not the case. The cost analysis discussed in the preceding pages of this chapter was applicable only for the current output capacity of Company X. If Company X were to grow beyond this, a new estimate would have to be calculated. Additional scale factors might drive variable costs down and would certainly increase fixed costs. Different industries have different inherent relevant ranges.
 

Exhibits 12.5 X—Product Mix Analysis.
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Exhibit 12.6
Variable cost element of the cost structure.
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Exhibit 12.7 illustrates the extremes. On the left is the large relevant range of a semiconductor company such as Intel or Texas Instruments where output is measured in millions of logic chips and a change in relevant range might require an investment in the area of $3 billion. On the right might be a consulting firm where output is measured in billable hours and senior associates are brought on in increments of 2,000 annual billable hours at a cost much less than that of a chip fabricator. When doing this type of competitive analysis, one must be aware of the size of the relevant range and be ready to adjust estimates accordingly.
 

The statement of cash flows provides a window into this area. By carefully comparing the depreciation expense for the period to the corresponding investment in plant, property, and equipment, one can monitor movement within and outside the relevant range. As demonstrated in the left-hand side of Exhibit 12.7, changes in relevant range are chunky. Texas Instruments investing in a new fabrication plant would be evidenced by an investment in plant, property, and equipment account much larger than the depreciation charge for the period.
 

Exhibit 12.8 shows the relevant portion of the statement of cash flows for Company X. Over the past three years, total investment in plant infrastructure of $128 million ($53.17 + $38.32 + $36.75) reflects the depreciation charges $130 million ($40.68 + $45.58 + $44.41), which indicates that this would be an ideal time period for this type of analysis—assuming all other factors constant. If there were a significant plant investment, then a new analysis would have to be compiled once there was adequate data to establish the impact of the changed cost structure. During the interim time period, the only way to estimate the new cost structure would be conjecture given what information could be found on the investment. At a minimum, three to four quarters of data would be needed.
 

Exhibit 12.7
Relevant Range Extremes.
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Exhibit 12.8
Company X—Cash Flow Data.
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Variable Cost as a Function of Output

 

Most experienced managers understand that costs do not vary only with output. In the services industry, the quantity of new business often drives costs. One spends a good deal of resources on first-time clients learning their industry and the uniqueness of their business practices, but follow-on business is much more efficient. In manufacturing, any experienced production manager would say that cost is a function of the size of the run as well as the quantity of output. Small lot sizes are almost always at the root of unfavorable cost variances. In all industries these front-end setups are a major driver of costs and can account for as much as 40% of variable costs. Most firms are aware of this and try to minimize these, but in industries where they are prevalent they may require some focused thought on how to adjust the analysis.
 





Profit Planning from an Internal Perspective

 

When done from an internal perspective, profit planning is often called cost-volume-profit (CVP) analysis. It is much less complex and more straightforward since both cost structures and profit targets are known. Rather than discussing it in the abstract, it is easier to demonstrate how this tool is used.
 

Returning to Company X, assume that it is true; management is targeting growth of the service revenue at 25% of total revenue due to market research it has compiled. Although the customer service revenue is indeed profitable as currently configured, management has found that growth is constrained by product sales, since service revenue is sold only as an add-on warranty to product sales. But market feedback has shown that customers could be using the product technology of Company X much more effectively to drive their own revenue growth. On a test basis, Company X has provided a targeted set of customers with more professionally oriented services. The result was that these customers were willing to pay high premiums in line with the additional revenues these services provided them—in essence, a price based on the value that these services created for the customers. The downside of this, however, is that the third party Company X uses to provide the basic break/fix warranty services is not skilled enough to provide these professional services. Company X would have to build a global service infrastructure to develop this business. After much analysis of the two alternatives—status quo, which means providing just the basic warranty services through the third party, or building the global professional services business—Company X chooses the second. Given the data shown next, do you agree with the decision? Before turning to Exhibit 12.9, run the numbers yourself to see what decision you would support.
 

• Status quo: Company X can expect the service revenue to remain relatively constant at $165 million per year and it might even drop a bit given the mix change moving more to the midrange product offering, which has a lower service component. The third-party costs were estimated correctly earlier at 45% of service revenue, but there also is a fixed component of $15 million annually associated with this business representing global spare parts warehousing and administrative expenses. These costs are not expected to change appreciably in the future.

• Build the professional business: Company X expects sales to increase to 25% of total revenues, and this initiative would offset the impact of the change in mix from the high-end product to the lower-priced midrange offering. Initially, Company X would build and staff four regional offices to cover the world, increasing fixed costs by an estimated $150 million per year. Once in place, the office would provide both service offerings (the original $165 million of warranty work) and the planned additional $110 million of professional services (i.e., total service would now be 25% of $1,100 million or $275 million). The third-party contract would be terminated, and it is estimated that Company X could provide each of these offerings internally at variable costs of 25% and 20%, respectively.

The status quo analysis in Exhibit 12.9 is straightforward. The cost structure is given, as is the service volume, so it takes little effort to arrive at the expected profit level of $75.8 million. The second scenario is a bit more complex. First, how was the variable cost of 23% calculated? Given that the service revenue components were $165 million for warranty and an incremental $110 million for the planned professional services, the planned services mix is 60:40 (60% of $275 = $165). This implies that the weighted average variable cost for this mix of services is 60% warranty at 25% and 40% professional services at 20% → 60% × 25% + 40% × 20% = 23%. Once this is understood, the rest of the analysis follows the same pattern as the first scenario, with the result being an expected profit of $61.8 million.
 

Exhibit 12.9
Service Scenarios.
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If scenario 2 yields a lower profit, why does the management team choose it? The short answer is growth. How much growth in the service revenue would be necessary for scenario 2 to be more profitable, and could the current four regional offices handle this increase? To answer the first question it is easier to use a shortcut equation than to do the analysis longhand as illustrated in Exhibit 12.9. Following the analysis in the exhibit, the last equation in either scenario in words is: Profit equals contribution margin less fixed costs. In these cases, we knew the cost structure and the output levels, and we simply solved for the resulting profit. In the question above, we now know the target profit of $75.8 in the first scenario and the cost structure of the second scenario and now must solve for the level of output required. This can be done by rearranging the equation to what is known as the classic CVP equation:
 

 

Contribution Margin × Quantity of Output = Fixed Cost + Target Profit
 

and therefore:
 

 

Quantity of Output = (Fixed Cost + Target Profit)/Contribution
 

To solve for what level of service revenue would be necessary to match the same profit level as scenario 1:Service Revenue = ($150 million + $75.8 million)/77%
 

Service Revenue = $293 million
 



 


 

This states that service revenue would have to increase by only approximately 7% for scenario 2 to be as profitable. This should not be a surprise since for every additional dollar of revenue, 77 cents drops through to the bottom line. Seven percent of $275 million is approximately $18 million in incremental revenue, and at 77% contribution margin this equals the difference in scenario profits (77% × $18 = $14 → $75.8 - $61.8).
 

This short example displays many aspects of CVP as a profit planning tool. First, one can use the longhand version as shown in Exhibit 12.9—Sales = Variable Costs + Fixed Costs + Profit—or the shortened version—Required Output to Reach a Targeted Level of Profit = (Fixed Costs + Target Profit)/Contribution—where output can be solved in units using the contribution margin per unit in the denominator or in dollars using the contribution percentage, as illustrated earlier. When one becomes experienced with this tool, it is very easy to use the shortened version; but when starting off, the longer version is less prone to error. In addition to the format of the calculations, this example also shows when this is used most effectively. CVP analysis is a simple, back-of-the-envelope method for doing first-pass analysis. Should Exhibit 12.9 be the only analysis done? Clearly, a more lengthy and in-depth discounted cash flow analysis would follow before an investment decision of this magnitude would be undertaken. But CVP allows one easily to identify the alternatives that should be scrutinized in more detail—it is a front-end time-saving analytic tool for profit planning. And last, this example shows that this type of analysis almost automatically leads to follow-on scenarios. Yes, scenario 2 is not as profitable, but once given transparency into the cost structures of each alternative, it is simple to see that scenario 2 is the better one if there is any growth at all in this scenario. Using the relevant range discussion from earlier in the chapter, the global infrastructure could easily accommodate $350 million in service offerings before any additional investments would have to be made. Once again, at 77% drop-through this could lead to a large additional profit pool.
 





Pricing in CVP Analysis

 

Cost-volume-profit (CVP) analysis is often erroneously used to set prices. The “P” in CVP does not stand for “price”; it stands for “profit.” A rule to remember is the following: There is no such thing as cost-based pricing. Prices are market driven. If a firm finds itself in a competitive marketplace where competition among rivals is based on delivering comparable value to customers at the lowest cost, the market sets the price. As Adam Smith wrote centuries ago, only the most efficient will survive. To use CVP analysis in this situation, one starts with estimates of the market-driven price and then calculates the profitability given probable unit demand and the current cost structure. If the forecast profit is not sufficient to satisfy investors, one must then focus on reducing costs, not raising prices.
 

Incumbent firm behavior in the U.S. health care industry after deregulation in the 1980s is a perfect example of incorrect use of this technique. New entrants into the lower-cost, more profitable segments of this industry—for example, the walk-in clinics that sprang up in metropolitan areas—gave patients (and insurance providers) a lower-cost option than traditional hospitals for minor health care procedures. Large hospitals responded to this loss of segment revenue by spreading their costs (mostly fixed) over their remaining health care offerings and raising prices. With those higher prices, the clinics were able to offer lower-cost alternatives for more complex procedures. With the loss of these revenues, the hospitals responded in the same manner. This doom loop led to the closing of many such institutions. The proper move for the hospitals should have been to pare expenses on the noncompetitive offerings.
 

For firms that compete by differentiating themselves from rivals by offering additional value to customers at comparable cost, pricing should be based on value to the customer and not cost. Microsoft certainly does not price its products on the costs to develop and deliver them. Bill Gates long ago understood the value of having the industry-standard PC operating system and has priced Microsoft’s offerings accordingly. The key here, of course, is that the additional value must exceed the costs to create it. CVP analysis in this situation is basically no different than in the Company X example. Only here, one starts with estimates of the value-based price and then calculates the profitability given probable unit demand and the current cost structure. If the forecast profit is not sufficient to satisfy investors, one must then focus on reducing costs or increasing the willingness of consumers to pay more, not simply on raising prices.
 





Predatory Pricing

 

In recent years a legal battle raged between two of the nation’s largest tobacco companies.8 The Brooke Group Inc. (previously known as Liggett Group Inc.) accused Brown & Williamson Tobacco Corporation of predatory pricing in the wholesale cigarette market. At trial in federal court, the jury decided that Brown & Williamson had indeed engaged in predatory pricing against Brooke. The jury awarded damages of $150 million to be paid to Brooke by Brown & Williamson. However, the presiding judge threw out this verdict. Brooke then filed an appeal, and the case continued.
 

Predatory pricing cases are not unusual, and damage awards as large as $150 million are not unheard of. Predatory pricing, as the name implies, is a tactic where the predator company slashes prices in order to force its competitors to follow suit. The purpose is to wage a price war and inflict upon the competition losses of such severity that they will be driven out of business. After destroying the competition, the predator company will be free to raise prices so that it can recover the losses it sustained in the price war and also rake in profits that will greatly exceed normal earnings at the competitive level. This final result is harmful to competition, and therefore predatory pricing has been made unlawful.
 

In order to determine whether a firm has engaged in predatory pricing, the courts need a test that will supply the correct answer. One of the usual tests is whether there is a sustained pattern of pricing below average variable cost. If the answer is yes, this indicates predatory pricing. Let us examine the logic underlying this widely used test.
 

First, recall that contribution is the margin between selling price and variable cost. Contribution goes toward paying fixed costs and providing a profit. Now, if price is less than variable cost, contribution is negative. In that case, the firm cannot fully cover its fixed costs, and certainly it will suffer losses. Therefore, it makes no sense for the firm to charge a price that is below variable cost unless the firm is engaging in predatory pricing in order to destroy competing firms. That is why pricing below variable cost is considered to be consistent with predatory pricing.
 

We should bear in mind that the variable cost used in the test is that of the alleged predator, not of the alleged victim. The reason is that the alleged predator may be an efficient low-cost producer, whereas the alleged victim may be an inefficient high-cost producer. Therefore, a price below the alleged victim’s variable cost may be above that of the alleged predator, in which case it could be a legitimate price and simply a reflection of the superior efficiency of the alleged predator. The antitrust laws are designed to protect competition, but not competitors (especially those competitors who are inefficient).
 

Of course, this is only one indicator of predatory pricing, and all of the relevant evidence must be considered. It is also appropriate to note that there should be a pattern of sustained pricing below variable cost. Prices that are slashed only sporadically or occasionally are probably legitimate business tactics, such as loss-leader pricing to attract customers or clearance sales to get rid of obsolete goods.
 

Predatory pricing is an important topic and has been the subject of major lawsuits in a wide variety of industries. Because it is a common test for predatory pricing, variable cost is also a very important topic that all successful businesspeople will benefit from thoroughly understanding.
 

Predatory pricing is usually thought of in a regional sense, or perhaps on a national scale. But it can also occur on an international basis. In that case, it is known as dumping.
 





Dumping

 

If a foreign company is the predator, there is no inherent difference in the tactics or the goal of predatory pricing. Pricing below variable cost would still remain a valid test. However, U.S. law imposes a stricter test on foreign than on domestic companies. The legal test for dumping does not involve variable cost. Rather, it focuses on whether the foreign company is selling its product here at a price less than the price in its home market.
 

Dumping is simply predatory pricing by a foreign company. So the logic that supported using variable cost as a test for predatory pricing would also support using the same test for dumping. But the test actually used is the domestic selling price (usually higher than variable cost). This test makes it easier to prove dumping than to prove predatory pricing. It favors the domestic firms and is harder on the foreign company. This may be a matter of politics as well as one of economics.
 

Perhaps the best-known cases of dumping have involved the textile and steel industries. Another recent case of dumping concerned Japanese auto companies accused by U.S. competitors of dumping minivans in this country. Also, the Japanese makers of flat screens for laptop computers (active matrix liquid crystal displays) were alleged to have sold their products in the United States at prices below those in the home market.
 

It is not always easy to ascertain the home market selling price. Even if there are list prices or catalog prices in the home market, there may be discounts or rebates that are difficult to detect. Therefore, instead of using the home market selling price as the test, the production cost may be used. This is reasonable, because the production cost is likely to be below the home market selling price. Therefore a dumping price below production cost is virtually certain to also be below the home market selling price. But production cost includes both fixed and variable costs and is therefore above variable cost. Also, it may be arguable as to what should be included in production cost. For example, some may include interest expense on money borrowed to purchase manufacturing material inventories. Others may believe that interest is not part of production cost.
 

If it is determined that dumping has indeed taken place, then the U.S. International Trade Commission (ITC) will impose an import duty on the foreign product involved. This duty will be sufficiently high to boost the U.S. selling price up to the same level as the home market price.
 

Dumping has a large potential impact on businesses and industries in our economy. By extension, production cost is also a subject that successful businesspeople will find profitable to understand.
 





Notes

 

1 Note that on a unit basis fixed costs will decline as output increases, but variable costs are assumed to be relatively static. This can be confusing, so when discussing cost structure ensure that all discussants have the same orientation.
 
2 This is where accountants deviate from the economics. Within this relevant range, accounting assumes that the variable cost per unit remains constant, whereas economists assume scale and scope factors will impact the per-unit variable cost rate. As long as the relevant range estimate is relatively narrow, the accounting assumptions will not cause material error.
 
3
Computerworld, July 7, 1990.
 
4 If they were material they would be scrutinized, but for Company X they comprise less that 3% of sales.
 
5 Those who want to test their understanding of this technique should use the data in Exhibit 12.1 to verify Exhibit 12.2 results.
 
6 As long as Company X utilizes excess facilities, the cost structure will not change. If the 10% increase necessitated an additional build-out of infrastructure, the fixed costs would increase.
 
7 In Europe this term is often called drop-through.
 
8 The final two sections of this chapter were written by John Leslie Livingstone for earlier editions of this book. They are reproduced here in their entirety.
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Activity-Based Costing
 

William C. Lawler

 

 

 

Leaving government agencies and not-for-profit organizations aside, the accounting profession can be divided into two camps, financial and managerial. Each has an important role in creating an economic environment where commerce can thrive. The former has the responsibility of developing and reporting financial information for external users such as current and potential investors to aid in the macroeconomic process of efficient allocation of capital. The latter, the managerial camp, has the task of providing information to internal managers to aid in their quest to create investor return, a more microeconomic process focused on providing relevant and timely cost information to drive optimized performance. This chapter focuses on the challenge of how one builds such a relevant management accounting system.
 

In 1987 Harvard Business School Press published an interesting research study on U.S. economic history by H. Thomas Johnson and Robert S. Kaplan entitled Relevance Lost: The Rise and Fall of Management Accounting. Johnson and Kaplan found that in the late 1800s through the early 1900s, as a result of work by business analysts such as Frederick Taylor, Alexander Church, and J. Maurice Clark, leading U.S. firms developed relatively sophisticated management accounting systems that were instrumental in the overall emergence of the post-industrial revolution American manufacturing sector. Carnegie Steel, both Ford and General Motors, and many of the railroads had sophisticated systems that produced daily reports connecting input factors to outputs, enabling management to optimize their systems. Management accounting was the dominant sector within the accounting profession.
 

Over time, two factors reversed this dominance, and the result had a negative influence on American competitiveness in the emerging global business environment. First, business processes became more complex as consumers demanded an expanded mix of product choices. Henry Ford was famous for his statement “You can have any color you want as long as it is black”; but that era ended with Alfred P. Sloan at General Motors indeed offering choice of not only color but also body style and other features. The process of developing relevant cost information where joint resources now produced this expanding mix of outputs required much more detail within these cost systems. At the same time, the rise of capital markets in the 1920s and the regulations that followed in the 1930s led to the increasing importance of financial information. But corporate annual reports required only that costs be reported in the aggregate, such as total cost of goods sold and sales, marketing, and administrative expenses. The focus on detailed cost information for the expanding mix of products needed to satisfy consumer demand became less important. By the late 1940s, further development of management accounting systems had all but ended.
 

The increasing operational complexity driven by consumer demand for more choice drove increased costs. As stated earlier, financial accounting systems did not require detailed accounting for this increased complexity, and management accounting systems were not modified to capture this complexity. As a result, the costs were simply aggregated and charged to products based on factors readily available within the financial systems. For example, overhead was aggregated in total for a production floor and then allocated based on labor hours, labor dollars, or some similar method. This overhead was spread like peanut butter over the product mix with no logical basis, and, as the overhead component of production cost increased during this time period, so, too, did the error. Interestingly, this, however, had minimal impact on U.S. business success for the next two decades, as evidenced by a comment from a Continental Can division manager: “Does it hinder our ability to compete? Probably not, because we’re no dumber than our competition.”1
 

But the post-World War II emergence of Japanese and European competition ended this era of unawareness. Unfettered by legacy infrastructures, the rebuilding of their business systems allowed these competitors to invest in both new technology and new thinking. By the 1970s, American industry had lost dominance in key industries such as steel, automobiles, and electronics.
 

Johnson and Kaplan argued that one major reason for this decline in competitiveness was the lack of relevant internal cost information needed to compete on this global stage. Poor management accounting systems did, in fact, hinder U.S. firms’ ability to compete. The authors then called for a rebuilding of management accounting systems based on the work of the early pioneers such as Church and Clark. In the ensuing years, many manuscripts were written detailing best practices in constructing internal management information systems that traced costs to outputs on a more logical or causal basis. This body of work became known as activity-based accounting (ABC), and this chapter discusses both the positive and the negative aspects of this movement.
 





Basics of Activity-Based Systems

 

It is perhaps easiest to first review how an ABC system is built and then reflect on the process. A relatively simple example is used here to illustrate.
 

Company Z was an entrepreneurial venture focused on Web merchandising. A number of executives experienced in this area formed the company to provide back-room operations to aspiring Web merchants. Processes such as credit verification, fulfillment, and delivery tracking were a constant headache to those selling online, especially if they did not have scale to provide these services in an efficient manner. By building a hosted network, the entrepreneurs reasoned that they could attract many of these merchants and build a revenue stream by providing an on-demand product, back-room transaction processing. They crafted the following customer value proposition:Join our network and get all these services seamlessly provided with state-of-the-art applications run by highly trained IT professionals. We will convert a difficult-to-manage fixed infrastructure cost into a totally scalable variable one since you pay only on a per-transaction basis. With us as your partner, you can spend your creative energies where your investors expect.
 



 


 

It was not surprising that, given the massive growth in Web commerce, first-round financing from venture capitalists (VCs) focused on proving the value proposition was oversubscribed. In 12 months, Company Z was back for second-round money to scale the business. In that time period the start-up had signed 10 merchants to contracts, built a smaller-scale system, and had 8 of the 10 merchants up and running on it. But what the new firm did not have was a concise explanation of the underlying economic model. The VC community did understand how one invested in bricks-and-mortar businesses but needed a clear understanding of the evolving Web commerce arena. Company Z was told to build this economic model if it wanted more funding.
 

A consultant was brought in to aid the firm. By talking with all involved in the business it established that Company Z had three high-level processes that led to value creation. First, it had to capture customers, defined as attaining a signed contract for transaction processing. Then it had to load these customers onto the network, enabling them to process all their back-room operations through Company Z systems. Only then could Company Z make money on the final process, transaction processing. Each process involved activities that required substantial time and resources. The key to building the economic model was to identify the resulting value and cost elements of these activities, because, ultimately, if the value did not exceed the costs, there was no business model.
 

The capture process had three activities: customer identification, customer qualification, and customer sale. To accomplish the first, Company Z advertised in trade publications, and employees attended trade shows where they demonstrated their system to identify leads (i.e., potential customers). These leads were then qualified through an outside third party that prepared a short one-page summary of each lead’s credit history, revenue size, and growth rate. From these outside reports, target customers were identified and a direct sales process followed. Over the past 12 months, 1,200 leads were generated, of which 80 were targeted and 10 ultimately signed contracts.
 

The first two activities were relatively homogeneous in accomplishing the end goal. Essentially, equal amounts of effort and resources were expended first to identify each customer and then to qualify. As a result, these could be aggregated and then averaged without any material error in the calculation. The sale activity, however, proved very different. It required visits to the customer site to demonstrate the relative cost of the current internal customer system compared to that of Company Z. For customers that were knowledgeable about the cost of their back rooms, this process went relatively smoothly and the sale became dependent on a CEO-to-CEO discussion of the long-term viability of Company Z. No firm wanted to outsource these critical operations, no matter what degree of pain they caused, if it did not have confidence in the service provider. For the customers that were not so aware of their costs—and unfortunately most of the 10 signed so far (7 out of 10) fell into this category—sales were much more difficult to close. The analysis showed that this group required more than twice the effort, and the close rate was far lower.
 

Unfortunately, the financial reporting system did not support this analysis. In it, costs were organized by function (e.g., sales and marketing, technicians, travel and entertainment, administration, etc.), and it took more than a month searching through travel reports, service procurement reports, and the like to arrive at an estimate of what those activities cost. The job was made even more complex by the yield factor. Of the 80 leads that were qualified, only 10 were brought to signed contracts, with the other 70 having fallen out of the process either due to their choice or by the decision of Company Z. It was possible to estimate the cost of the 10 signed contracts, but it was far too time-consuming to detail the effort wasted on those dropped individually. Exhibit 13.1 shows the final results.
 

Exhibit 13.1
Cost to capture a customer.
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Company executives were amazed at this outcome. They did know a great deal of money was spent on this process since this was a radically new business service requiring a great deal of customer contact, but the magnitude of the final acquisition cost numbers for the two customer groupings in Exhibit 13.1—$127,500 and $158,500—caused them to rethink their customer capture process. There was no doubt that it could be done in a more efficient manner.
 

The costs for the second process, loading 8 of the 10 customers signed to contracts onto the network, as shown in Exhibit 13.2, only added to this new focus on efficiency. The first two activities, an outsourced business process review that cost $4,000 apiece for a total of $32,000 (8 customers loaded × $4,000) and the approximately $5,000 internal system design cost that was relatively routine, were expected. The implementation and certification activity was once again a surprise. The 3 knowledgeable customers loaded in the first year had internal IT professionals that made this step simple and relatively inexpensive—$6,000 each—but for the 5 not so aware, Company Z had to do all the work once again, making this customer segment much more costly at $24,600. To spend at a minimum about $140,000 on getting a single customer (a knowledgeable customer cost $127,500 to get to signed contract and another $15,000 to load onto the network) to the revenue-producing stage of their business was a challenge. Research showed, however, that customers were willing to pay about 10 cents per individual transaction processed (e.g., a request for a credit check or the receiving of the credit check), which resulted in about $1.20 per item sold, so maybe this front-end investment could be recouped over time (see Exhibit 13.3 for back-room transaction details for every item sold).
 

Exhibit 13.2
Customer loading cost summary.
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Exhibit 13.3
E-commerce transaction detail.
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The final step was to understand the costs associated with transaction processing to see if, in fact, there was a viable business model. The network had to be running 24 hours 365 days a year, and to staff it required nine technicians working in shifts of two at a total annual fully loaded cost of approximately $750,000. The total costs of the IT infrastructure amounted to another $1.35 million annually for depreciation and amortization, utilities, and facility expenses, yielding a total overall cost of running the network of $2.1 million per year. At the time the eight customers that were on the network were averaging in total 20,000 transactions per day or 7.3 million for a year. Given the costs of $2.1 million, this resulted in a cost of about $0.29 per transaction.
 

It was costing Company Z far more to process a transaction than the customer’s willingness to pay—29 cents versus the 10 cents per transaction given earlier. Upon further analysis, it became evident what the root cause of this problem was. As Exhibit 13.4 illustrates, the IT infrastructure was poorly utilized. On one hand, approximately one-third was now idle—the difference between peak demand and capacity—but this was only a short-term issue since the other two contracts that had been signed but were not yet on the system would probably move the system toward full demand. Basically, one-third of the network may be idle currently but this would soon be marketable. The key problem was the volatility in the system—at the present time peak demand was 80,000 transactions per day, but the average was only 20,000. In essence, 50% of the network (the difference between peak and current average demand over total capacity) was not currently marketable due to the buffer needed to meet peak demand when it occurred. The distribution of costs as a function of volatility is shown in Exhibit 13.5, highlighting that $1.05 million, half the network cost, was currently idle but marketable if volatility could be solved.
 

Exhibit 13.4
Transaction processing demand.
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Exhibit 13.5
Transaction processing detail.
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This drove the customer identification process to focus on those companies with low variation in demand. Companies such as Flowers Are Us, Godiva Chocolates, and the like, with high peak demands for only short periods, were eliminated from the target group. In addition, Company Z was experimenting with offering off-peak pricing and batching rather than offering only real-time processing. Mathematically, it was easy to solve for the amount of volatility that could justify a business model, but it was much more challenging to build a customer base to match this targeted volatility. As Exhibit 13.6 illustrates, if all volatility was eliminated, the cost per transaction would fall to $0.048 ($2.1 million in annual costs spread over 120,000 transactions × 365 days). This, of course, would be impossible, but Company Z targeted a volume of 88,500 thousand transactions per day, which was equivalent to a productivity factor of about 75% or, stated another way, a spread between peak and average demand of about 25%. At this level, the cost per transaction would be $0.065, yielding a reasonably high 35% gross margin for this type of high-volume business ($0.10 - $0.065)/($0.10).
 

Exhibit 13.6
Transaction processing detail with and without volatility.
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To summarize the analysis, the business model for Company Z was relatively straightforward: Capture customers and then recoup these costs and build a profit flow through transaction processing. What was enticing was that once these customers were loaded onto the network, they were actually captured, since the switching costs for them would be high. If Company Z could deliver the service as promised, it would have loyal customers as long as the price remained in the target range. Its revised business plan reflected a targeted cost to capture and load of $60,000, a volatility factor of 25%, and a resulting gross profit per transaction of $0.035 (target price of 10 cents less the costs to process the transaction). If these were met, it would need to process only 1.7 transactions for a customer to recoup the front-end acquisition cost (1.7 million × $0.035 margin ≅ $60,000), and at 12 transactions per item sold, this amounted to a bit over 40,000 items to break even. Company Z did get second-round financing once this business model was presented along with the actions it was taking to (1) lower the costs of customer acquisition, (2) target that segment of the market that would drive volatility from the network, and (3) move from real-time processing to other methods that would also address the volatility issue.
 





Reflections

 

The preceding example provides a number of key lessons for building an ABC system. First and foremost, building the system requires an intimate knowledge of the operations. This is why more and more accountants are being moved from corporate headquarters to the regional business that they are supposed to support. Operations require resources; resources support activities; and it is only through a hands-on knowledge of how the activities consume the resources that one can understand the underlying cost model. The first step in building the ABC system is a high-level mapping of the processes and the activities that they entail.
 

When building these systems, the overriding criterion is the cost-benefit ratio. If total accuracy was desired for Company Z, one could examine the costs in minute detail and build a cost report for every customer targeted. This, however, would have been extremely time consuming and costly. As was discussed, a simple segmentation of “knowledgeable” versus “not so aware” was probably sufficient to provide actionable cost information with an acceptable level of accuracy. Getting the right balance of accuracy versus cost is a difficult decision to make and often a function of the level of competition in the marketplace.2
 

Microeconomics is based on the short-run assumption that all costs either are fixed or vary with units of output. The Company Z example shows that this is not true and demonstrates that costs are much more complex and can vary with many factors. For example, the cost to capture and load a customer varies with the knowledge of that customer, with the less aware customer segment costing 35% more ($127,500 + $15,000 v. $158,500 + $33,600). Exhibit 13.7 demonstrates the depth of analysis that was required at the activity level to support this conclusion. For a knowledgeable customer, a salesperson and a technician would spend three days on the road, typically one for travel and the other two at the client site demonstrating the system. A second trip by the salesperson was typically necessary to close the sale, as well as a call from the CEO of Company Z to discuss and authenticate the company’s capabilities. This call required a bit of preparation work on the client for the CEO prepared by the sales rep. Salary costs, travel, and lodging were estimated from travel reports. A like analysis supports the third activity for the customer loading process, implementation and certification, which together with the data in Exhibit 13.7 revealed the higher costs for the unaware customers. In general, an ABC analysis reveals four types of costs:1. Those that truly vary with output, which, in the case of Company Z, if output is defined as transactions processed, there are none.

2. Those that vary with the number of setups or batches, which in this example equates to the front-end costs of capturing and loading a customer. In some instances, these costs can be uniform, as for instance the $175 paid for the customer qualification or the $5,000 system design, which were the same for all potential customers. In other cases, such as the two segments of customers, one must seek more information, as discussed in Exhibit 13.7.

3. Those that vary at the product level. In the discussion earlier, Company Z had only one product, a transaction, but it is far more common to have a diverse mix of products, and this requires a careful analysis of which expenses can be traced to product-level activities. For instance, in the semiconductor industry, this may entail clean room facilities required for some products.

4. Those that are traced to capacity decisions for infrastructure investments (discussed next).


 

Exhibit 13.7
Cost of a customer sale.
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Capacity costs are probably the most difficult to deal with conceptually but also the most important, especially with advances in technology driving these costs upward. Most managers simply take the period capacity cost and divide by the units of output.3 As shown in Exhibits 13.5 and 13.6, this can be extremely misleading. To better manage an infrastructure cost, one must take into consideration the capacity of that infrastructure.4
 

As is evident from the previous discussion, ABC systems require a different format for aggregating costs. Financial accounting reports costs by function, which is close to worthless for internal decision making. The Company Z analysis focused on identifying the activities that consumed resources, thereby creating costs. The next step would be to aggregate these costs by activity, as shown in Exhibit 13.8. For example, the activity “customer identification” aggregates costs from the following line items in the financial ledger: sales expense, marketing expense, technical support, travel, and administration expense. See Exhibit 13.8.
 

Exhibit 13.8
Activity-based costing process.
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Having identified the appropriate level of activities and the resources that support them, building ABC systems is done in two steps. First, costs are pooled for each activity; then the underlying causal driver for each pool is identified and used to attach or trace these costs to the unit of analysis. Cost pools that are more variable in nature have usage drivers. For example, Company Z incurred $32,000 in total cost for the business process review activity supporting the customer loading process (see Exhibit 13.2). This was a variable cost for the eight reviews outsourced, and since they were all the same in intensity of resources, the driver is simply “a review”—one would cost $4,000, two would cost $8,000, and so on. For those that differ in intensity, such as the customer sale activity, shown in Exhibit 13.7, a driver that reflected the intensity, in this case “knowledgeable” versus “not so aware,” was used—still a variable cost but with different drivers. Those cost pools that are more fixed should have drivers reflecting their causal factor, capacity, and not usage. The previous discussion around Exhibits 13.5 and 13.6 reflects the danger of using a usage driver for a fixed cost pool. Idle costs were buried in the initial calculation of the $0.29 per transaction, indicating the absence of a viable business model. It was only when these idle costs were identified and a capacity cost was derived that the potential business model emerged.
 

The purpose of ABC analysis is not costing but rather to make the economics of the underlying business model transparent. Once this is accomplished, one automatically seeks to optimize the model; that is, ABC leads to what is called activity-based management (ABM). As such, ABC analysis is more a journey than a destination. By making the economics transparent, ABM then seeks to optimize the business model. Note that in the Company Z example, once executives understood that the costs they saw simply as period-related sales and marketing costs were attached to the causal factor, capturing a customer, they immediately began to seek other ways of managing this process. Likewise, when the data on the capacity costs were presented, they quickly identified the root cause, volatility, and shifted their focus to the customer segment that had a steadier demand flow. These seems very simple on the face of it, but until the ABC analysis revealed the underlying costs, business in year 2 was being transacted much as was done in the first year. As discussed throughout this chapter, financial reporting simply does not provide data in a format that supports such analysis and decision making.
 





What an ABC Systems Is and Is Not

 

As with any new management development, consulting firms quickly built ABC practices and software companies wrote applications. Unfortunately, many of these new entrants did not fully appreciate the tool and did more harm than good. Most sold ABC as a better way to organize data, which it was, but for the inventory valuation function within financial reporting rather than as a support tool for management decision making. They were focused on the dominant part of the accounting profession, financial reporting. Large firms attempted to replace parts of their legacy financial systems with ABC modules with disastrous results. Rather than poor application, ABC as an overall business tool carried the brunt of the blame.
 

A large abrasives firm with a complex mix of offerings, from standard sandpaper to high-tech grinding wheels, that installed an ABC system provides a telling example of this. The system as designed had over 6,000 activity cost pools and almost that many drivers. Costs reports for product managers ran multiple pages showing the allocations from the many pools, with drivers abbreviated to three letters, most undecipherable. The consultants who designed and installed the system were long gone, and the reports were so complex that even the internal personnel who worked on the project could not explain them. As a result, the reports were ignored—managers favored no information (or gut assumptions) over these reports. Over time, processes changed and new technology was introduced, but no one was experienced enough to adapt the system. As a result, the system became obsolete. Within three years, the large, multimillion-dollar project was scrapped. Any further mention of ABC systems within the company was deemed “career limiting.”
 

At the same time, this firm was rebuilding its distribution channel infrastructure, moving away from a predominantly direct method where its own salespeople sold all products in the mix to all customers to a more indirect system. The top 100 key accounts were identified and assigned key account managers, while the rest were designated for placement with outside third-party distributors and value-added resellers (VARs). An analysis showed that this change would save four to five percentage points on the sales and marketing line of the financial report. Nine months into this, the targeted cost had actually increased.
 

A consultant was brought in to analyze the situation and make recommendations for restructuring the distribution system. The first step was a detailed mapping of the indirect channel architecture and the resources that supported it. On a sampling basis, the consultant identified and studied both the distributor and VAR relationships. The results were interesting.
 

First, the indirect channel third parties could be put into three classifications, or buckets. There were those that were called one-stop shops. They sold everything from toilet paper to sandpaper. The second sold only abrasives, carried the full line from low end to high end, and had extensive contacts within the manufacturing sector. The third group were more focused players who had deep technical knowledge of the high-end segment of the abrasives market. They often worked as consultants with their manufacturing clients recommending which abrasive technologies would fit their needs.
 

In addition, the resources dedicated to these three buckets followed a Noah’s Ark approach. When approaching a new client or trying to expand the mix for an existing client, it was typical for a technical field salesperson from the company to accompany the indirect partner. In many instances, this two-by-two approach led to redundant resources focused on the client and additional non-value-added costs. Not only was the company paying the distributor its commission, but it was also incurring the cost for the salesperson. But this did not happen in all instances. Often, the full-line distributor from the second bucket did not have the expertise to present the higher-end technologies and needed the technical support. Different circumstances dictated different approaches.
 

The final report from the consultant recommended the following five steps:1. Divide the indirect channel partners into the three classifications as just discussed.

2. For each of these, map the activities necessary to satisfy the end customer, regardless of who provides them—third party or company.

3. Identify the company resources that support each of these activities (e.g., technical field sales, internal sales, etc.).

4. Derive the costs for each of these activities.

5. Offer a sliding commission schedule that reflects the activity costs from step 4.


 

It became clear that the one-stop shops were merely order takers that dedicated few resources to building the business. Abrasive products were a necessary element for their portfolios of products, and their primary focus was on building the overall volume from a client since this drove their revenues. They needed the abrasives line as much as the company needed this indirect channel, and a lower commission might be acceptable.
 

The full-line group was a bit different. Their primary focus was on abrasive products, and their revenue line was dependent on building volume in this arena only. With the higher-end offerings, they often needed technical assistance and did see the value of this. To build volume in this area, they would be willing to adjust the commission in recognition of the effort of the technical field salesperson; they basically saw it as a payment for services rendered.
 

The high-end group were mostly VARs who needed little technical assistance but who dedicated a good amount of resources in building their businesses. To compensate them for the sales they generated, a much higher commission structure was necessary.
 

The company was very happy with this report and implemented it with little change. There was some push-back from those who wound up with lower commissions, but the logic of the changes when communicated often was accepted. On the high end, sales increased markedly and within two quarters the overall costs for channel management were moving in the right direction.
 

It should be clear that the basis of this analysis was ABC. If, however, the consultant had called it such, the job would have been lost. This discussion represents the bad and the good of ABC systems. It can be argued that ABC was never developed as a better model for inventory costing within a financial reporting system. It is best used as a process analysis tool to add transparency in the area of value creation. As in the earlier Company Z example, once the costs of the indirect distribution activities for the abrasives company became apparent, the obvious next step was to reengineer the system to capture the value embedded in the system.
 



Activity-Based Costing
→
Activity-Based Management
→
Strategic Cost Management

 

An interesting reflection on the two examples discussed so far might be: Why are the companies examining their costs systems after the fact? Would not the insights gained from the analyses have been of more value in the planning process—before the fact rather than after the fact? Shank and Govindarajan argued exactly this point and called for a change in context in management accounting systems. Rather than focusing only on the internal scorekeeping and problem-solving arena, they urged a more strategic view, noting that “what we do starts with our consensus about why we do it.”5 They called this strategic cost management (SCM) and defined it as the development of cost information systems for strategic planning. This required three changes in mind-set:1. A more expansive view for cost analysis is needed. Since many costs are influenced by decisions made by either upstream or downstream partners, one must move from the internal company perspective to the value system level. The abrasives example discussed earlier is a micro-example of this where the costs were a function of the distribution of activities between the channel partner and the firm, but, again, it was done after the fact. In developing the strategic plan for implementing the indirect channel, much of the same analysis could have been done ex ante. It has been rumored that Coca-Cola management has mapped its entire value system from a customer putting money into a vending machine for a can of Coke all the way back to the sugar beet farmer and aluminum smelter. Like the small distribution example, once understood, Coca-Cola managers can then optimize the entire value system rather than the individual pieces.

2. One size does not fit all. A firm pursuing a cost leadership strategy would need a management accounting system that drove efficiency, since pricing is controlled by market conditions. Quite the opposite, one pursuing a differentiation strategy would need to focus more on customer willingness to pay, costs to differentiate, and value-based pricing. In the SCM world, management accounting systems are designed to fit the strategy.

3. In the strategic planning stage, all costs are variable and are dependent on both the strategy’s formulation and its implementation. In the formulation stage, cost drivers now are based on decisions concerning scale (how big), scope (where to play in the value system), technology (how to play), and complexity (how broad a product offering). At implementation, execution factors such as capacity utilization, product design, and employee involvement come to the forefront. In essence, costs are now driven by strategic choice and the ability to execute.


 

The entry of Airborne Express into the express mail delivery industry is an excellent example of the proper use of SCM. A structural analysis of this industry quickly identifies it as not very attractive. It has high entry barriers, little ability to differentiate, intense competition from two large entrenched companies (UPS and FedEx), and powerful customers. This competition focused on cost leadership, and both major players were far along the experience curve. Yet Airborne was able to enter, capture about 20% of the market, and do it profitability. How did it accomplish this?
 

In developing its entry strategy, Airborne precisely structured its operations to minimize costs. First, it assured itself of scale and minimized complexity by targeting a narrow band of high-volume customers in a limited number of locations. This customer segment had to meet two other criteria besides high volume—business-to-business and low volatility of demand. It purposely ignored the residential customer, who created high variability in demand for UPS and FedEx. This target customer population also allowed Airborne to minimize its technology investment in relation to those two competitors. An analysis of the most important executional cost driver, capacity utilization, reveals the wisdom of Airborne’s structural choices.
 

The largest cost item for this industry is transportation. Airborne had 175 planes and over 13,000 trucks. For the planes, by targeting that segment of the population with low variability in demand, it was able to fly its planes at an average of 80% of capacity, substantially higher than the industry average of 67%. Since all competitors used basically the same type of plane, Airborne calculated its relative cost of capacity as follows:
 

At full capacity, the cost per package delivered by plane = $$/Cap, where $$ is the total cost of the flight (basically fixed) and Cap the number of packages at full capacity.
 

If Airborne attains 80% of capacity, its cost per package = $$/(80%)Cap, which can be rewritten as 1/80% × $$/Cap, which equals 1.25 $$/Cap.
 

At 67% of capacity, a competitor’s cost per package = $$/(67%)Cap, which can be rewritten as 1/67% × $$/Cap, yielding 1.50 $$/Cap.
 

In summary, by computing the ratio of Airborne’s air delivery cost to its competitors’ costs, the impact of this lower-volatility strategic target on cost per package can be calculated: 1.25 $$/Cap ÷ 1.50 $$/Cap = 83%. In an industry that competes based on cost leadership, Airborne has a 17% cost advantage in the air delivery cost. An analysis of the truck utilization factor shows an even larger advantage, given that drivers make fewer stops due to the narrowly defined customer characteristics and pick up more at each stop. Although this cost advantage may seem small, assuming that Airborne passes on, say, half this advantage in the form of lower prices to the targeted customers and keeps the rest, any services purchasing manager whose performance is based on attainment of budget would jump at an 8% drop in price of a high-volume delivery cost.
 

A short but precise definition of strategy is to do something different that others cannot imitate. Is Airborne’s cost advantage sustainable? Can FedEx or UPS easily copy? A thorough analysis would reveal that before Airborne’s entry, this high-volume, low-volatility customer segment was subsidizing the other customers. In response, both the competitors could match Airborne’s price in this segment, but this would mean that if they wish to maintain profitability they would have to raise prices to the other more volatile customers while providing them the same level of service. Those firms that have found themselves in this situation realize how hard this is to accomplish.
 

A noteworthy epilogue to this story is that approximately 10 years prior to Airborne’s entry into this market, FedEx did much the same thing to UPS. At that time UPS dominated package delivery but did not recognize express as a separate segment. FedEx targeted this segment with a value proposition based on uniqueness of service and low cost, successfully capturing a large and profitable portion of UPS’s business. In the “Reflections” section of this chapter I stated that defining the right level of detail for an ABC system is based on a cost-benefit criterion, which, in turn, is a function of the competitiveness of an industry. In hindsight, should FedEx have understood the cost structure of the segment Airborne targeted and acted accordingly, thereby closing the door before Airborne entered? Maybe the cost for this level of detail was deemed greater than the benefit. Hindsight being 20/20, there is no doubt that FedEx and/or UPS now wish they had built this level of detail into their cost systems. The lesson here is that one cannot ignore the competitive forces in an industry. SCM systems must be constantly monitored to ensure that they produce the requisite level of detail as industries evolve.
 





Lessons from Japan

 

By the early 1990s a number of researchers began studying Japanese management cost systems. They hypothesized that the recent dominance of these firms in such industries as automobiles, steel, and electronics might be due to better management cost information. Their findings were to the contrary. If anything, Japanese cost systems had more “peanut buttering” of overhead costs than their U.S. counterparts.
 

A closer study, however, revealed something else. Many Japanese firms understood that reporting costs after the fact was of little value and dedicated few resources to these systems. Instead, well-developed SCM systems were an integral part of the product development process. Early in this process, market research established price ranges, and return on investment (ROI) criteria were applied to the asset intensity for the planned production infrastructure to calculate necessary profits. The difference between the expected price and the required return established a target cost for the development process, which was then cascaded down through the various components. Project managers at every level were expected to meet this target. All project managers were schooled in target costing and value engineering disciplines to aid in this process, and this permeated down through the development organization. For instance, new project managers at Toyota might start at a minor component such as a brake caliper; if successful, they would graduate to a brake assembly, and on up until ultimately responsible for a new car model. No product was released to production without first meeting its target cost, and once in production these targets were monitored closely.
 

From a U.S. accounting perspective, the detail and rigor embedded in the system was eye-opening but also somewhat disconcerting since the engineering function actually had responsibility for this finely tuned SCM system. When asked where they found the insight for such a finely tuned system, Toyota management provided references to systems developed in Detroit in the early 1950s.
 





Summary

 

Activity-based costing is a powerful management tool when used properly. It is not a narrow product costing methodology but, rather, a key element of any process management analysis. By making the economics of a business model transparent, it is the necessary first step of any planning initiative whether it be the reengineering of a flawed process or the creation of a new strategic plan. The design of ABC systems is based on a simple paradigm: Costs are a function of activities that consume resources that have been acquired to execute a strategy. Only when this is understood at the value system level can one effectively lead an organization.
 





Notes

 

1 “Accounting Bores You? Wake Up,” Fortune, October 12, 1987, 44.
 
2 This will be discussed further in the final section of this chapter.
 
3 If there is a mix of units, then equivalent units are often used, such as the semiconductor industry using the number of layers to define an equivalent unit (e.g., an equivalent unit might be a chip with five layers, so a more complex chip with, say, 10 layers would be the equivalent of two chips).
 
4 This will be discussed in more detail later in the chapter.
 
5 John Shank and Vijay Govindarajan, “Strategic Cost Management: New Wine, or Just New Bottles?” Journal of Management Accounting Research (Fall 1989): 47-65.
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How This Chapter Fits in a Typical MBA Curriculum

 

Business planning is often central to teaching entrepreneurship.1 Entrepreneurship is an iterative cycle between thinking and acting. If would-be entrepreneurs only think and never act on that thinking, then they are what I affectionately term “cocktail entrepreneurs.” For any new business or invention that comes around, cocktail entrepreneurs will regale you with tales about how they thought of this idea first and how the company that ultimately launched it stole their idea or some other reason why the entrepreneur didn’t act. In reality, “cocktail entrepreneurs” are missing a key component to entrepreneurial success—the ability to act on their ideas. Likewise, entrepreneurs who act without thinking are apt to make more mistakes, and those mistakes are often much more costly than the less serious missteps of entrepreneurs who are active thinkers. Thus, entrepreneurship is an iterative balance between thinking and acting.
 

Within most MBA programs, there is a course that is focused on business planning, because it is a means to gain deep learning about the opportunity that you wish to pursue. While most MBA courses focus on producing a formal finished product that the entrepreneur can share with investors or other stakeholders, it is the process that is important. As I tell my students, I don’t care whether they produce an actual written document or just accumulate numerous computer files on areas of importance. But following a formal process can help ensure that you don’t miss any important gaps in your planning process. As General Dwight D. Eisenhower famously stated, “In preparing for battle I have always found that plans are useless, but planning is indispensable.”2
 





Who Uses This Material in the Real World

 

Business planning is widely used throughout the business world. Entrepreneurs use business planning to launch nascent ventures, and managers throughout existing organizations use business planning on a regular basis as they anticipate their companies’ next moves. Large Fortune 500 companies also see the benefits of business planning. For example, Bert DuMars, vice president of e-business and interactive marketing at Newell Rubbermaid, was tasked with integrating social media marketing into well-established products, such as the Sharpie pen. “This is a new area for us and heavy investing (whether dollars, personnel or both) without understanding how, when and why our consumers would like to engage with us is risky and dangerous for our brands.”3 For Newell Rubbermaid, it would be considered reckless to pursue a new opportunity without the benefit of thoughtful evaluation that is achieved through a well-prepared business plan.
 





The Story of Your Business

 

The purpose of business planning is to tell a story: the story of your business. Thorough business planning can establish that there is an opportunity worth exploiting and should then describe the details of how this will be accomplished. During the dot-com boom of the late 1990s, many entrepreneurs and venture capitalists questioned the importance of business planning. Typical of this hyper-start-up phase are stories like that of James Walker, who generated financing on a 10-day-old company based on “a bunch of bullet points on a piece of paper.” He stated, “It has to happen quick in the hyper-competitive wireless-Internet-technology world. There’s a revolution every year and a half now.”4 The implication was simple: Business planning took time—time that entrepreneurs didn’t have.
 

April 2000 was a sobering wake-up call for investors and entrepreneurs who had invested in the dot-com boom of the late 1990s. Previously, many entrepreneurs believed that all that was needed to find investors and go public were a few PowerPoint slides and a good idea. The NASDAQ crash in April dispelled those beliefs as people came to realize that the majority of these businesses never had the potential to produce profits. Today, investors have learned from this lesson and demand well-researched market opportunities and solid business planning. Entrepreneurs also have learned the various benefits of a well-researched plan.
 

There is a common misperception that business planning is primarily used for raising capital. Although a good business plan assists in raising capital, the primary purpose of the process is to help entrepreneurs gain a deeper understanding of the opportunity they are envisioning. Many would-be entrepreneurs doggedly pursue ideas that will never be profitable because they lack deep understanding of the business model. The relatively little time spent developing a sound business plan can save thousands or even millions of dollars that might be wasted in a wild goose chase. For example, if a person makes $100,000 per year, spending 200 hours on a business planning process equates to a $10,000 investment in time spent ($50/hour × 200 hours). However, launching a flawed business concept can quickly accelerate into millions in spent capital. Most entrepreneurial ventures raise enough money to survive two years, even if the business will ultimately fail. Assuming the only expense is the time value of the lead entrepreneur, a two-year investment equates to $200,000, not to mention the lost opportunity cost and the likelihood that employees were hired and paid and other expenses were incurred. So do yourself a favor and spend the time and money up front.
 

The business planning process helps entrepreneurs shape their original vision into a better opportunity by raising critical questions, researching answers for those questions, and then answering them. For example, one question that every entrepreneur needs to answer is: “What is the customer’s pain?” Conversations with customers and other trusted advisers assist in better targeting the product offering to what customers need and want. This pre-start-up work saves untold effort and money that an entrepreneur might spend trying to reshape the product after the business has been launched. While all businesses adjust their offerings based on customer feedback, business planning helps the entrepreneur to anticipate some of these adjustments in advance of the initial launch.
 

Perhaps the greatest benefit of business planning is that it allows the entrepreneur to articulate the business opportunity to various stakeholders in the most effective manner. The plan provides the background so the entrepreneur can communicate the upside potential and attract equity investment. The business plan provides the validation needed to convince potential employees to leave their current jobs for the uncertain future of a new venture. It is also the instrument that can secure a strategic partner or key customer or supplier. In short, business planning provides entrepreneurs with the deep understanding they need to answer the critical questions that various stakeholders will ask. Completing a well-founded business plan gives the entrepreneur credibility in the eyes of various stakeholders.
 





Types of Plans

 

A business plan can take a number of forms depending on its purpose. Each form requires the same level of effort and leads to the same conclusions, but the final document is crafted differently depending on who uses it and when they use it. For instance, when you are introducing your concept to potential investors, you might send them a short, concise summary plan. As their interest grows and they want to more fully investigate the concept, they may ask for a more detailed plan. Although commonly associated with raising capital, a business plan serves so much more than the needs of potential investors. Employees, strategic partners, financiers, and board members all may find use in a well-developed business plan. Most important, the entrepreneurs themselves gain immeasurably from the business planning process as it allows them not only to run the company better, but also to clearly articulate their story to stakeholders who may never read the plan. Different consumers of the business plan require different presentations of the work.
 

If outside capital is needed, a business plan geared toward equity investors or debt providers typically is 25 to 40 pages long. Entrepreneurs need to recognize that professional equity investors, such as venture capitalists, and professional debt providers, such as bankers, will not read the entire plan from front to back. That being the case, the entrepreneur needs to produce the plan in a format that facilitates spot reading. We will investigate the major sections that comprise business plans throughout this chapter. My general rule of thumb is that “less is more.” For instance, I’ve seen more plans receive venture funding that were closer to 25 pages than 40 pages.
 

A second type of business plan, the operational plan, is primarily for the entrepreneur and his or her team to guide the development, launch, and initial growth of the venture. There really is no length specification for this type of plan; however, it is common for these plans to exceed 80 pages. The basic organizational format of the two types of plans is the same; however, the level of detail tends to be much greater in an operational plan. The creation of this document is where the entrepreneur really gains the deep understanding so important in discerning how to build and run the business. Since this document is typically for internal use only, it may not be published per se, but it might exist virtually on various computer files.
 

The last type of plan is called a dehydrated business plan or expanded executive summary. This type is considerably shorter than the previous two, typically no more than 10 pages. The purpose of this plan is to provide an initial conception of the business. As such, it can be used to test initial reaction to the entrepreneur’s idea. It is a document that the entrepreneur can share with confidants and receive feedback before investing significant time and effort on a longer business planning process.
 

After entrepreneurs complete the business planning process, I encourage them to come back and rewrite the dehydrated plan. This expanded executive summary can be used to attract attention. For instance, entrepreneurs may send it to investors whom they have recently met to spur interest and a meeting. It is usually better to send an expanded executive summary than a full business plan, as investors will be more apt to read the shorter version. If they are interested, they will call the entrepreneur in for a meeting. If the meeting goes well, the investor often then asks for the full business plan.
 





From Glimmer to Action: The Process

 

Perhaps the hardest part of business planning is getting started. Compiling the data, shaping it into an articulate story, and producing a finished product can be a daunting task. That being the case, the best way to attack business planning is in steps. First, write a short (less than five pages) summary of your current vision. This provides a road map for you and others to follow as you complete the rest of the planning process. Second, start attacking major sections of the planning process. Although each section interacts and influences every other section, it is often easiest for entrepreneurs to write the product/service description first. This is usually the most concrete component of the entrepreneur’s vision. Keep in mind, however, that business planning isn’t purely a sequential process. You will be skipping around, filling in different parts of the plan simultaneously or in whatever order makes the most sense in your mind. Finally, after completing a first draft of all the major sections, it is time to come back and rewrite a shorter, more concise executive summary. Not too surprisingly, the new executive summary will be quite different from the original summary because of all the learning and reshaping that the business planning process facilitates.
 

Wisdom is in realizing that the business plan is a living document. Although your first draft will be polished, most business plans are obsolete the day they come off the presses. That means that entrepreneurs are continuously updating and revising their business plan. Each major revision should be kept and filed, and occasionally looked back upon for the lessons you have learned. Remember, the importance of the business plan isn’t the final product, but the learning that is gleaned from writing the story line of your vision. It articulates what you see in your mind and crystallizes that vision for you and your team. It also provides a history, a photo album if you will, of the birth, growth, and maturity of your business. Although daunting, business planning can be exciting and creative, especially if you are working on it with your founding team. So now let us dig in and examine how to effectively conduct the business planning process.
 





The Story Model

 

One of the major goals of business planning is to attract various stakeholders and convince them of the potential of your business. Therefore, you need to keep in mind how these stakeholders will interpret your plan. The guiding principle is that you are writing a story. All good stories have a theme, a unifying thread that ties the setting, characters, and plot together. If you think about the most successful businesses in the United States, they all have well-publicized themes. When you hear these taglines, you instantly gain insight into the business (see Exhibit 14.1). For example, when you hear the tagline “Absolutely, positively has to be there overnight,” most people connect that to FedEx and package delivery. In addition, most people think of reliability—the quality that is associated with FedEx. Similarly, “Just do it.” is intricately linked to Nike and the image of athletic proficiency. A tagline is a sentence, or even a fragment of a sentence, that summarizes the pure essence of your business. It is the theme that every sentence, paragraph, page, and diagram within your business plan should adhere to, the unifying idea of your story. A useful tip is to put your tagline in a footer that runs on the bottom of every page. As you are writing, if the section doesn’t build on, explain, or otherwise directly relate to the tagline, it most likely isn’t a necessary component to the business plan. Rigorous adherence to the tagline facilitates writing a concise and coherent business plan.
 

Exhibit 14.1
Taglines.
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The key to the story model is capturing the reader’s attention. The tagline is the foundation, but in writing the plan you want to create a number of visual catch points. Too many business plans are text-laden, dense manifestos. Only the most diligent reader will wade through all that text. Help the reader by highlighting different key points throughout the plan. How do you create these catch points? Some effective techniques include extensive use of headings and subheadings, strategically placed bullet-point lists, diagrams, charts, and the use of sidebars.5 The point is to make the document not only content rich, but visually attractive.
 

Now, let’s take a look at the major sections of the plan (see Exhibit 14.2). Keep in mind that although there are variations, most plans have these components. It is important to keep your plan as close to this format as possible, because many stakeholders are accustomed to the format and it facilitates spot reading. If you are seeking venture capital, for instance, you want to facilitate quick perusal because venture capitalists often spend as little as five minutes on a plan before rejecting it or putting it aside for further attention. A venture capitalist who becomes frustrated with an unfamiliar format is more likely to reject it rather than try to pull out the pertinent information. Even if you aren’t seeking venture capital, the standard structure is easy for other investors to follow and understand. Furthermore, the sections highlighted provide a road map for questions that you need to consider as you prepare to launch your business.
 





The Business Plan

 

We will progress through the sections in the order that they typically appear, but keep in mind that you can work on the sections in any order that you wish.
 

Exhibit 14.2
Business plan outline.
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The Cover

 

The cover of the plan should include the following information: company name, tagline, contact person and address, phone, fax, e-mail address, date, disclaimer, and copy number (see Exhibit 14.3). Most of the information is self-explanatory, but a few things should be pointed out. First, the contact person for a new venture should be the president or another founding team member. I have seen some business plans that failed to have the contact person’s name, e-mail address, and phone number on the cover. Imagine the frustration of an excited potential investor who can’t find out how to contact the entrepreneur to gain more information. More often than not, that plan will end up in the rejected pile. Second, business plans should have a disclaimer along these lines:This business plan has been submitted on a confidential basis solely to selected, highly qualified investors. The recipient should not reproduce this plan, nor distribute it to others without permission. Please return this copy if you do not wish to invest in the company.
 


 


 

Controlling distribution is particularly important when seeking investment, especially if you do not want to violate Regulation D of the Securities and Exchange Commission, which specifies that you may solicit only qualified investors (high-net-worth and high-income individuals).
 

The cover should also have a line specifying the copy number. For example, you will often see on one of the bottom corners of the cover a line that says something like “Copy 1 of 5 copies.” Entrepreneurs should keep a log of who has copies so that they can control for unexpected distribution.
 

Finally, the cover should be eye-catching. If you have a product or prototype, a picture of it can draw the reader in. Likewise, a catchy tagline draws attention and encourages the reader to look further.
 



Executive Summary

 

This section is the most important part of the business plan. If you don’t capture readers’ attention in the executive summary, it is unlikely that they will read any other parts of the plan. This is just like a book’s jacket notes. Most likely, readers will buy the book only if they are impressed with the notes on the jacket flaps. Therefore, you want to hit them with the most compelling aspects of your business opportunity right up front.
 

Exhibit 14.3
Cover of The History Shoppe business plan.
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Hook the Reader

 

That means having the first sentence or paragraph highlight the potential of the opportunity. “The current market for widgets is $50 million, growing at an annual rate of 20%. Moreover, the emergence of mobile applications is likely to accelerate this market’s growth. Company XYZ is positioned to capture this wave with its proprietary technology: the secret formula VOOM.” This creates the right tone. The first sentence emphasizes that the potential opportunity is huge and that company XYZ has some competitive advantage that enables it to become a big player in this market. Yet, I have read too many plans that start with “Company XYZ, incorporated in the state of Delaware, will develop and sell widgets.” Ho-hum. That does not excite me. I don’t really care, at this point, that the business is incorporated or that it is a Delaware corporation (aren’t they all?). Capture my attention immediately or risk losing me altogether.
 

Common subsections within the executive summary include:• Description of Opportunity.

• Business Concept.

• Industry Overview.

• Target Market.

• Competitive Advantage.

• Business Model and Economics.

• Team and Offering.

• Financial Snapshot.


 

Remember that since this is an executive summary all of these components are covered in the body of the plan. As such, we will explore them in greater detail as we progress through the sections. Keep it brief here.
 

Because the executive summary is the most important part of the finished plan, it should be written after you have gained your deep learning by going through all of the other sections. Don’t confuse the executive summary included in the plan with the expanded executive summary that I suggested you write as the very first step of the business plan process. Again, the two summaries are likely to be significantly different, as the later summary incorporates all the deep learning that you have gained throughout the process. Don’t recycle your initial summary. Rewrite it entirely based on the hard work you have done going through the business planning process.
 



Table of Contents

 

Continuing the theme of making the document easy to read, a detailed table of contents is critical. It should include major sections, subsections, exhibits, and appendixes. The table provides the reader a road map to your plan (see Exhibit 14.4).
 



Industry, Customer, and Competitor Analysis

 

The first major section of the business planning process creates a platform that answers the question of why your product/service is needed. Too many entrepreneurs lead with a detailed description of the product/service, but it is more effective to illustrate the gap in the marketplace that you’re filling. Remember, people will know what your product is from the executive summary so there is no need to lead with it here. Get them excited about the opportunity. To do that, focus on the industry, the customers, and the competition.
 

Exhibit 14.4
Sample table of contents.
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Industry

 

The goal of this section is to illustrate the opportunity and how you are going to capture that opportunity. Before you can develop your plot and illustrate a theme, you need to provide a setting or context for your story. A useful framework for visualizing the opportunity is Timmons’s Model of Opportunity Recognition.6 Using the “3 Ms” helps quantify an idea and assess how strong an opportunity the idea is.
 

First, examine Market demand. If the market is growing at 20% or better, the opportunity is more exciting. Second, we look at Market size and structure. A market that is currently $50 million with $1 billion potential is attractive. This often is the case in emerging markets, those that appear poised for rapid growth and have the potential to change how we live and work. For example, the PC, disk drive, and computer hardware markets of the 1980s were very hot. Many new companies were born and rode the wave of the emerging technology, including Apple, Microsoft, and Intel. In the 1990s, it was anything dealing with the Internet. eBay, Google, and Facebook have leveraged the Internet and changed the way we live. Today, we are seeing important trends in energy and environment that have created a clean technology boom. According to the 2008 Clean Energy Trends report, revenue from clean technologies grew 40% from $55 billion in 2006 to $77 billion in 2007 and is projected to grow to $255 billion by 2017.7
 

Another market structure that tends to have promise is a fragmented market where small, dispersed competitors compete on a regional basis. Many of the big names in retail revolutionized fragmented markets. For instance, category killers such as Wal-Mart, Staples, and Home Depot consolidated fragmented markets by providing quality products at lower prices. These firms replaced the dispersed regional and local discount office supply and hardware stores.
 

The final M is Margin analysis. Do firms in the industry enjoy high gross margins (revenues minus cost of goods sold) of 40% or greater? Higher margins allow for higher returns, which again lead to greater potential businesses.
 

The 3 Ms help distinguish opportunities and therefore should be highlighted as early as possible in your plan. Describe your overall industry in terms of revenues, growth, and pertinent future trends. Within this section, avoid discussing your concept—the proposed product or service you will offer. Instead, use dispassionate, arm’s-length analysis of the industry with the goal of highlighting a space or gap that is underserved. How is the industry segmented currently, and how will it be segmented in the future? After identifying the relevant industry segments, identify the segment that your product will target. Again, what are the important trends that will shape the segment in the future?
 


Customer

 

Once the plan has defined the market space it plans to enter, the target customer needs to be examined in detail. The entrepreneur needs to define who the customer is by using demographic and psychographic information. The better the entrepreneur can define the specific customers, the more apt the new company is to deliver a product that the customer truly wants. Although you may argue that everyone who is hungry is a restaurant’s customer, such a vague definition makes it hard to market to the core customer. As a middle-aged man with a family, I have different eating habits than I did in my twenties. I frequent different types of establishments and expect certain kinds of foods within a certain price range. Entrepreneurs need to understand who their core customer is so that they can create a product that the core customer wants and then market a message to which the core customer responds.
 

A venture capitalist recently told me that the most impressive entrepreneur is the one who comes into his office and not only identifies who the customer is in terms of demographics and psychographics, but can also name who that customer is by address, phone number, and e-mail address. When you understand who your customers are, you can assess what compels them to buy; how your company can sell to them (direct sales, retail, Internet, direct mail, etc.); how much it is going to cost to acquire and retain that customer; and so forth. For example, Best Buy has profiled a variety of customers, which serves as an aid to help employees to better understand their customers’ needs. “Buzz” is a young urban male who might be interested in video games, whereas “Barry” is an upscale suburban client who wants premium products that are packaged as a total solution.8 A schedule inserted into the text describing customers in terms of the basic parameters can be very powerful. It communicates a lot of data quickly.
 


Competition

 

The competition analysis follows directly from the customer analysis. Specifically, you have previously identified your market segment, described what the customer looks like, and stated what the customer wants. The key factor leading to competitive analysis is what the customer wants in a particular product. These product attributes form a basis of comparison against your direct and indirect competitors. A competitive profile matrix not only creates a powerful visual catch point, it conveys information regarding your competitive advantage and also the basis for your company’s strategy (see Exhibit 14.5).
 

The competitive profile matrix should lead the section and be followed by text describing the analysis and its implications. In Exhibit 14.5, the entrepreneur rates each competitor (or competitor type) on various key success factors using a five-point scale (with 1 being strong on the attribute and 5 being weak). The entrepreneur has also listed his concept, The History Shoppe (THS), in the matrix. We can see that THS expects to do well on most attributes, except for price. The rationale is that customers are willing to pay a bit more for the added benefit of the THS concept. Up to this point in his business plan, the entrepreneur has been setting the platform to introduce his concept by using dispassionate analysis of the industry, customer, and competition. By including THS in the matrix, he is foreshadowing the company section.
 

Exhibit 14.5
The History Shoppe (THS) competitive profile matrix.
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Exhibit 14.6
Sample sources for information on public/private companies.
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Finding information about your competition can be easy if the competitor company is public, harder if it is private, and very difficult if it is operating in stealth mode (it hasn’t yet announced itself to the world). Most libraries have access to databases that contain a wealth of information about publicly traded companies (see Exhibit 14.6 for some sample sources), but privately held companies or those stealth ventures represent a greater challenge.
 

The best way for savvy entrepreneurs to gather competitor information is through their network and via trade shows. Who should be in the entrepreneur’s network? First and foremost are the customers the entrepreneur hopes to sell to in the near future. Just as you are (or should be) talking to your potential customers, your existing competition is interacting with the customers every day, and your customers are likely to be aware of the stealth competition that is on the horizon.
 

Although many entrepreneurs are fearful (verging on the brink of paranoia) that valuable information will fall into the wrong hands and lead to new competition that invalidates the current venture, the reality is that entrepreneurs who operate in a vacuum (meaning they don’t talk to customers or show up to trade shows, etc.) fail far more often than those who are talking to everybody they can. Take the risk. Talking allows entrepreneurs to get valuable feedback that enables them to reshape their offering prior to launching a product that may or may not be accepted by the marketplace. So, network not only to find out about your competition, but also to improve your own venture concept.
 

Exhibit 14.7
The History Shoppe’s customer value proposition.
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Company and Product Description

 

Completing the dispassionate analysis described in the previous section lays the foundation for describing your company and concept. In one paragraph, identify the company name, state where it is incorporated, and provide a brief overview of the concept for the company. This section should also highlight what the company has achieved to date—what milestones you have accomplished that show progress.
 

More space should be used to communicate the product. Again, graphic representations are visually powerful (see Exhibit 14.7). Highlight how your product fits into the customer value proposition. What is incorporated into your product and what added value do you deliver to the customer? Which of the customer’s unmet wants and needs are fulfilled by your offering? The History Shoppe uses retailing research by Pine and Gilmore9 that identify the attributes customers desire in experiential shopping. As shown in Exhibit 14.7, The History Shoppe then illustrates how it meets the needs of the customer in each quadrant (it will have guest speakers, display historical artifacts, and sell books and historical merchandise, all in a pleasing atmosphere). The diagram captures The History Shoppe’s customer value proposition and explains why THS believes its customers will pay a bit more for its books than they would at Barnes & Noble.
 

This section should clearly and forcefully identify your venture’s competitive advantage. Based on your competitive analysis, why is your product better, cheaper, faster than what customers currently have access to? Your advantage may be a function of proprietary technology, patents, distribution, and so on. In fact, the most powerful competitive advantages are derived from a bundle of factors, because this makes them more difficult to copy. The History Shoppe, for example, plans on bundling products, museumlike atmosphere, and educated sales personnel (history buffs) with locations near historic sites. Achieving a good fit among all the items in this bundle is what will set your business apart.
 

Entrepreneurs also need to identify their market entry and growth strategies. Since most new ventures are resource constrained, especially in terms of available capital, it is crucial that the lead entrepreneur establish the most effective way to enter the market. Based on analysis in the market and customer sections, entrepreneurs need to identify their primary target audience (PTA). Focusing on a particular niche or subset of the overall market allows new ventures to effectively utilize scarce resources to reach those customers and prove the viability of their concept.
 

The business plan should also sell the entrepreneur’s vision for growth, because that indicates the true potential for the business. Thus, a paragraph or two should be devoted to the firm’s growth strategy. If the venture achieves success in its entry strategy, it will either generate internal cash flow that can be used to fuel the growth strategy or be attractive enough to get further equity financing at improved valuations. The growth strategy should talk about the secondary and tertiary target audiences that the firm will pursue. For example, The History Shoppe plans on building a flagship store in Lexington, Massachusetts (birthplace of the Revolutionary War), and then expanding to other states with strong customer demographics and important historic sites. Other industries might show growth strategies along other dimensions. For instance, technology companies might shift from selling to users who want the best performance (early adopters) to users who want ease of use (mainstream market).
 



Marketing Plan

 

Up to this point we have described your company’s potential to successfully enter and grow in a market place. Now we need to devise the strategy that will allow the company to reach its potential. The primary components of this section include a description of the target market strategy, the product/service strategy, pricing strategy, distribution strategy, advertising and promotion, sales strategy, and sales and marketing forecasts. Let’s take a look at each of these subsections in turn.
 


Target Market Strategy

 

Every marketing plan needs some guiding principles. Based on the knowledge gleaned from the customer analysis, entrepreneurs need to target and position their product accordingly. For instance, product strategies often fall on a continuum with the endpoints being rational purchase and emotional purchase. As an example, when I buy a new car, the rational purchase might be a low-cost, reliable car such as the Ford Focus. However, there is an emotional element as well. I want the car to be an extension of my personality. So, based on my economic means and self-perception, I might buy a BMW or an Audi because of the emotional benefits I derive from it. Within every product space, there is room for products measured at different points along this continuum. You may also find other dimensions that define continuums upon which you can classify your marketplace. These tools help entrepreneurs decide where their product fits (or where they would like to position it). Your target market strategy determines the other aspects of the marketing plan.
 


Product/Service Strategy

 

Building from the target market strategy, this section of the plan describes how your product is differentiated from the competition. Discuss why the customer will switch to your product and how you will retain customers so that they don’t switch back to your competition in the future. Using the attributes defined in your customer profile matrix, a product attributes map is a powerful visual to show how your firm compares to the competition. It is best to focus on the two most important attributes, putting one on the x-axis and the other on the y-axis. The map should show that you are clearly distinguishable from your competition on desirable attributes.
 

Exhibit 14.8
Competitive map for The History Shoppe.
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Exhibit 14.8 shows the competitive map for The History Shoppe. The two attributes upon which it evaluates competitors are atmosphere (is this a place that people will linger?) and focus (broad topic focus or specialized focus). As you can see from Exhibit 14.8, The History Shoppe (THS) plans to have a high level of history specialization and atmosphere, placing it in the upper right quadrant. The competitor map identifies how THS plans on distinguishing itself from the competition. THS believes that history specialization and atmosphere will attract history buffs and entice them to return time and again.
 

This section should also address how you will service the customer. What type of technical support will you provide? Will you offer warranties? What kind of product upgrades will be available and when? It is important to detail all these efforts, as they must all be accounted for in the pricing of the product. Many times, entrepreneurs underestimate the costs of these services, which leads to a drain on cash and ultimately to bankruptcy.
 


Pricing Strategy

 

Determining how to price your product is always difficult. The two primary approaches can be defined as a “cost-plus” approach and as a “market demand” approach. I advise entrepreneurs to avoid cost-plus pricing for a number of reasons. First, it is difficult to accurately determine your actual cost, especially if this is a new venture with a limited history. New ventures consistently underestimate the true cost of developing their products. For example, how much did it really cost to write that software? The cost would include salaries and burden, computer and other assets, overhead contribution, and so on. Since most entrepreneurs underestimate these costs, there is a tendency to underprice the product. Often, I hear entrepreneurs claim that they are offering a low price so that they can penetrate and gain market share rapidly. The problems with a low price are that it may be difficult to raise the price later; it can send a signal of lower quality; demand at that price may overwhelm your ability to produce the product in sufficient volume; and it may unnecessarily strain cash flow.
 

Therefore, the better method is to canvass the market and determine an appropriate price based on what the competition is currently offering and how your product is positioned. If you are offering a low-cost value product, price below market rates. Price above market rates if your product is of better quality and possesses many features (the more common case).
 


Distribution Strategy

 

This section identifies how you will reach the customer. A company’s distribution strategy is more than an operational detail. It can define a company’s fortune as much as or more than the company’s product. Much of the cost of delivering a product is tied up in its distribution. For example, the e-commerce boom of the late 1990s assumed that the growth in Internet usage and purchases would create new demand for pure Internet companies. Yet the distribution strategy for many of these firms did not make sense. Pets.com and other online pet supply firms were based on a strategy where the pet owner would log on, order the product from the site, and then receive delivery via UPS or the U.S. Postal Service. In theory this works, except that the price the market would bear for this product didn’t cover the exorbitant shipping costs of a 40-pound bag of dog food.
 

It is wise to examine how the customer currently acquires the product. If I buy my dog food at Wal-Mart, then you should probably use primarily traditional retail outlets to sell me a new brand of dog food.
 

This is not to say that entrepreneurs might not develop a multichannel distribution strategy, but if they want to achieve maximum growth, at some point they will have to use common distribution techniques or reeducate the customer on a new buying process (which can be very expensive). If you determine that Wal-Mart is the best distribution channel, the next question becomes whether you can access it. As a new start-up in the dog food industry, it may be difficult to get shelf space at Wal-Mart. That may suggest an entry strategy of boutique pet stores to build brand recognition. The key here is to identify appropriate channels and then assess how costly it is to access them.
 


Advertising and Promotion

 

Communicating effectively to your customer requires advertising and promotion. Resource-constrained entrepreneurs need to carefully select the appropriate strategies. What avenues most effectively reach your primary target audience (PTA)? If you can identify your PTA by names, then direct mail may be more effective than mass media blitzes. Try to utilize grassroots techniques such as public relations efforts geared toward mainstream media. Sheri Poe, founder of Ryka shoes, geared toward women, appeared on The Oprah Winfrey Show touting shoes for women, designed by women. The response was overwhelming. In fact, she was so besieged by demand that she couldn’t supply enough shoes.
 

Referring again to the dot-com boom of the late 1990s, the soon-to-be-defunct Computer.com made a classic mistake in its attempt to build brand recognition. It blew over half of the venture capital it had raised on a series of expensive Super Bowl ads for the January 2000 event (it spent $3 million of $5.8 million raised on three Super Bowl ads).10
 

As you develop a multipronged advertising and promotion strategy, create detailed schedules that show which avenues you will pursue and the associated costs (see Exhibits 14.9a and 14.9b). These types of schedules serve many purposes, including providing accurate cost estimates that will help in assessing how much capital you need to raise. These schedules also build credibility in the eyes of potential investors, as they show that you understand the nuances of your industry.
 

Exhibit 14.9a
Advertising schedule.
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Exhibit 14.9b
Magazine advertisement schedule: Budget for year 1.
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Sales Strategy

 

This section provides the backbone that supports all of the aforementioned endeavors. Specifically, it illustrates what kind and level of human capital you will devote to the effort. How many salespeople, customer support personnel, and so on do you need? Will these people be internal to the organization or outsourced? If they are internal, will there be a designated sales force or will different members of the company serve in a sales capacity at different times? Again, this section builds credibility if the entrepreneur demonstrates an understanding of how the business should operate.
 


Sales and Marketing Forecasts

 

Gauging the impact of these efforts is difficult. Nonetheless, to build a compelling story, entrepreneurs need to show projections of revenues well into the future. How do you derive these numbers? There are two methods: the comparable method and the buildup method. After detailed investigation of the industry and market, entrepreneurs know the competitive players and have a good understanding of their history. The comparable method models sales forecasts after what other companies have achieved, adjusting for age of company, variances in product attributes, support services such as advertising and promotion, and so on. In essence, the entrepreneur monitors a number of comparable competitors and then explains why his or her business varies from those models.
 

In the buildup method, the entrepreneur identifies all the revenue sources and then estimates how much of that revenue type the company can generate per day, or some other small time period. For example, The History Shoppe generates revenues from books and artifacts. The entrepreneur would estimate the average sales price for each category, and then might estimate the number of people to come through the store on a daily basis and what percentage would purchase each revenue source. Those estimates can then be aggregated into larger blocks of time (months, quarters, or years) to generate rough estimates, which might be further adjusted based on seasonality in the retail industry.
 

The buildup technique is an imprecise method for the new start-up with limited operating history, but it is critically important to assess the viability of the opportunity. It is so important, in fact, that I advise entrepreneurs to use both the comparable and buildup techniques to assess how well they converge. If the two methods are widely divergent, go back through and try to determine why. The deep knowledge you gain of your business model will greatly help you articulate the opportunity to stakeholders, as well as manage the business when it is launched. Chapter 11, “Forecasts and Budgeting,” provides more detail on how to derive these estimates.
 

The one thing we know for certain is that these forecasts will never be 100% accurate, but the question is the degree of error. Detailed investigation of comparable companies reduces that error. Triangulating the comparable results with the buildup method reduces that error further. The smaller the error, the less likely the company will run out of cash. Rigorous estimates also build credibility with your investors.
 



Operations Plan

 

The key in the operations section is to address how operations will add value to your customers. The section details the production cycle, allowing the entrepreneur to gauge the impact on working capital. For instance, when does the company pay for inputs? How long does it take to produce the product? When does the customer buy the product and, more important, when does the customer pay for the product? The time from the beginning of this process until the product is paid for will drain cash flow and has implications for financing. Counterintuitively, many rapidly growing new companies run out of cash even though they have increasing sales and substantial operating profit, because they fail to properly finance the time cash is tied up in the procurement, production, sales, and receivables cycle.
 


Operations Strategy

 

The first subsection provides a strategy overview. How does your business win/compare on the dimensions of cost, quality, timeliness, and flexibility? The emphasis should be on those aspects that provide your venture with a comparative advantage.
 

It is also appropriate to discuss geographic location of production facilities and how this enhances the firm’s competitive advantage. Discuss available labor, local regulations, transportation, infrastructure, proximity to suppliers, and so on. The section should also provide a description of the facilities, how the facilities will be acquired (bought or leased), and how future growth will be handled (e.g., renting an adjoining building). As with all sections detailing strategy, it is imperative that you support your plans with actual data.
 


Scope of Operations

 

What is the production process for your product or service? A diagram of the operations flow facilitates the decision as to which production aspects to keep in-house and which to outsource (see Exhibit 14.10a). Considering that cash flow is king and that resource-constrained new ventures typically should minimize fixed expenses on production facilities, the general rule is to outsource as much production as possible. However, there is a major caveat to that rule. Your venture should control aspects of production that are central to your competitive advantage. Thus, if you are producing a new component with hardwired proprietary technology—let’s say a voice recognition security door entry—it is wise to internally produce that hardwired component. The locking mechanism, however, can be outsourced to your specifications. Outsourcing the aspects that aren’t proprietary reduces fixed cost for production equipment and facility expenditures, which means that you don’t have to raise as much money and give up as much equity.
 

Exhibit 14.10a
Operations flow.
 

Source: Adapted from Professor Bob Eng, Babson College.
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The scope of operations should also discuss partnerships with vendors, suppliers, and partners. Again, the diagram should illustrate the supplier and vendor relationships by category (or by name if the list isn’t too long and you have already identified your suppliers). The diagram helps you visualize the various relationships and strategies to better manage or eliminate them. The operations diagram also helps entrepreneurs to identify personnel needs. For example, the diagram provides an indication of how many production workers might be needed depending on the hours of operations, number of shifts, and so forth.
 


Ongoing Operations

 

This section builds on the scope of operations by providing details on day-to-day activities. For example, how many units will be produced in a day, and what kinds of inputs are necessary? An operating cycle overview diagram graphically illustrates the impact of production on cash flow (see Exhibit 14.10b). As entrepreneurs complete this detail, they can start to establish performance parameters, which will help monitor and modify the production process in the future. If this is an operational business plan, the level of detail may include specific job descriptions, but for the typical business plan, this level of detail would be much more than an investor, for example, would need or want to see in the initial evaluation phase.
 

Exhibit 14.10b
Operating cycle overview.
 

Source: Adapted from Professor Bob Eng, Babson College.
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Development Plan

 

The development plan highlights the development strategy and also provides a detailed development time line. Many new ventures will require a significant level of effort and time to launch the product or service. This is the prologue of your story. For example, new software or hardware products often require months of development. Discuss what types of features you will develop and tie them to the firm’s competitive advantage. This section should also talk about patent, trademark, or copyright efforts, if applicable.
 


Development Strategy

 

What work remains to be completed? What factors need to come together for development to be successful? What risks does the firm face? For example, software development is notorious for taking longer and costing more than most companies originally imagined. Detailing the necessary work and what is required for the work to be considered successful helps entrepreneurs understand and manage the risks involved. After you have laid out these details, a development time line is assembled.
 


Development Time Line

 

A development time line is a schedule that highlights major milestones and can be used to monitor progress and make changes. Exhibit 14.11 details the steps The History Shoppe needs to take prior to opening its doors. The time line helps entrepreneurs track major events and schedule activities to best execute on those events. It is also a good idea to show what has already transpired as of the writing of the business plan. Illustrate which development milestones you have already achieved. It is also helpful to assign names to the tasks. Who is responsible for ensuring that the milestone is met? As the old adage says, time is money. For every day your product is in development and not on the market, you lose a day’s worth of sales. So work hard to meet those deadlines, especially in industries where speed to market is critical.
 

Exhibit 14.11
Month-to-month activities.
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Team

 

Georges Doriot, the father of venture capital and founder of American Research and Development Corporation (the first modern-day venture capital firm), said that he would rather “back an ‘A’ entrepreneur with a ‘B’ idea than a ‘B’ entrepreneur with an ‘A’ idea.” The team section of the business plan is often the section that professional investors read after the executive summary. This section is also critically important to the lead entrepreneur. It depicts the members responsible for key activities and conveys why they are exceptionally skilled to execute on those responsibilities. The section also helps the entrepreneur consider how well this group of individuals will work together. It is well established that ventures started by strong teams tend to succeed at a greater rate.
 


Team Bios and Roles

 

Every story needs a cast of characters. The best place to start is by identifying the key team members and their titles. Often, the lead entrepreneur assumes a CEO role. However, if you are young and have limited business experience, it is usually more productive to state that the company will seek a qualified CEO as it grows. In these cases, the lead entrepreneur may assume a chief technology officer role (if you develop the technology) or vice president of business development. However, don’t let these options confine you. The key is to convince investors that you have assembled the best team possible and that your team can execute on the brilliant concept you are proposing.
 

A simple, relatively flat organization chart is often useful to visualize what roles you have filled and what gaps remain. It also provides a road map for reading the bios that follow. The bios should demonstrate records of success; if you have previously started a business (even if it failed), highlight the company’s accomplishments. If you have no previous entrepreneurial experience, discuss your achievements within your last job. For example, bios often contain a description of the number of people the entrepreneur previously managed and, more important, a measure of economic success, such as growing division sales by 20+%. The bio should demonstrate your leadership capabilities. To complement this description, resumes are often included as an appendix.
 


Advisory Boards, Board of Directors, Strategic Partners, External Members

 

To enhance the team’s credentials, many entrepreneurs find that they are more attractive to investors if they have strong advisory boards. In building an advisory board, identify individuals with relevant experience within your industry. Industry experts provide legitimacy to your new business as well as strong technical advice. Other advisory board members may bring other skills, such as financial, legal, or management expertise. Thus, it is common to see lawyers, professors, and accountants who can assist the venture’s growth on advisory boards. Moreover, if your firm has a strategic supplier and/or key customer, it may make sense to invite them onto your advisory board. Typically, these individuals are remunerated with a small equity stake and compensation for any organized meetings.
 

By law, most organization types require a board of directors. This is different from an advisory board (although these members can also provide needed expertise). The board’s primary role is to oversee the company on behalf of the investors. Therefore, the business plan needs to briefly describe the size of the board, its role within the organization, and any current board members. Most major investors, such as venture capitalists, will require one or more board seats. Usually, the lead entrepreneur and one or more inside company members (e.g., chief financial officers, vice presidents, etc.) will also have board seats.
 

Strategic partners may not necessarily be on your advisory board or your board of directors, but they still provide credibility to your venture. In such cases, it makes sense to highlight their involvement in your company’s success. It is also common to list external team members, such as the law firm and the accounting firm that your venture uses. The key in this section is to demonstrate that your firm can successfully execute the concept. A strong team provides the foundation that conveys your venture will implement the opportunity successfully.
 


Compensation and Ownership

 

A capstone to the team section should be a table containing key team members by role, compensation, and ownership equity. A brief description of the table should explain why the compensation is appropriate. Many entrepreneurs choose not to pay themselves in the early months. Although this strategy conserves cash flow, it would misrepresent the individual’s worth to the organization. Therefore, the table should contain what salary the employee is due, and then, if deemed necessary, that salary can be deferred until a time when cash flow is strong. Another column that can be powerful shows what the person’s current or most recent compensation is/was and what he or she will be paid in the new company. I am most impressed when I see highly qualified entrepreneurs taking a smaller salary than at their previous job. Doing so suggests that the entrepreneur really believes in the upside payoff the company’s growth will generate. Of course, the entrepreneur plans on increasing this salary as the venture grows and starts to thrive. Therefore, the description of the schedule should underscore the plan to increase salaries in the future. It is a good idea to hold stock aside for future key hires and also establish a stock option pool for lower-level but critical employees, such as software engineers. Again, the plan should discuss such provisions.
 



Critical Risks

 

Every new venture faces a number of risks that may threaten its survival. Although the business plan, to this point, is creating a story of success, there are a number of threats that readers will identify and recognize. The plan needs to acknowledge these potential risks; otherwise, investors will believe that the entrepreneur is naive or untrustworthy, and they may possibly withhold investment. How should you present these critical risks without scaring your investors? Identify each risk and then state your contingency plan (see Exhibit 14.12). Critical risks are critical assumptions, factors that need to happen if your venture is to succeed as currently planned. The critical assumptions vary from one company to another, but some common categories are: market interest and growth potential, competitor actions and retaliation, time and cost of development, operating expenses, and availability and timing of financing.
 


Market Interest and Growth Potential

 

The biggest risk any new venture faces is that once the product is developed, no one will buy it. Although there are a number of things that can be done to minimize this risk, such as market research, focus groups, and beta sites, it is difficult to gauge overall demand and growth of that demand until your product hits the market. This risk must be stated, but countered with the tactics and contingencies the company will undertake. For example, sales risk can be reduced by an effective advertising and marketing plan or identifying not only a primary target customer but also secondary and tertiary target customers that the company will seek if the primary customer proves less interested.
 

Exhibit 14.12
Sample critical risk.
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Competitor Actions and Retaliation

 

Having the opportunity to work with entrepreneurs and student entrepreneurs over the years, I have always been struck by the firmly held belief that direct competition either didn’t exist or that it was sleepy and slow to react. I caution against using it as a key assumption of your venture’s success. Most entrepreneurs passionately believe that they are offering something new and wonderful that is clearly different from what is currently being offered. They go on to state that existing competition won’t attack their niche in the near future. The risk that this assessment is wrong should be acknowledged. One counter to this threat is for the venture to have room in its gross margins and cash available to withstand and fight back against such attacks. You should also identify some strategies to protect and reposition yourself should an attack occur.
 


Time and Cost to Development

 

As mentioned in the development plan section, many factors can delay and add to the expense of developing your product. The business plan should identify the factors that may hinder development. For instance, as the popularity of mobile device applications grows, there will be an increased demand for software engineers who are skilled in mobile application development. That leads to the risk of not being able to hire and retain the most qualified professionals. One way to counter the problem might be to outsource some development to the underemployed engineers in India. Compensation, equity participation, flexible hours, and other benefits that the firm could offer might also minimize the risk.
 


Operating Expenses

 

Operating expenses have a way of growing beyond expectations. Sales and administration, marketing, and interest expenses are some of the areas that the entrepreneur needs to monitor and manage. The business plan should highlight how these expenses were forecast (comparable companies and detailed analysis), but also talk about contingencies such as slowing the hiring of support personnel, especially if development or other key tasks take longer than expected.
 


Availability and Timing of Financing

 

I can’t stress enough how important cash flow is to the survival and flourishing of a new venture. One major risk that most new ventures face is that they will have difficulty obtaining needed financing, both equity and debt. If the current business plan is meant to attract investors and is successful, that isn’t a near-term risk, but most ventures will need multiple rounds of financing. If the firm fails to make progress (or meet key milestones), it may not be able to secure additional rounds of financing on favorable terms. A contingency to this risk is to identify alternative sources that are viable or strategies to slow the burn rate.11
 

There are a number of other risks that might apply to your business. Acknowledge them and discuss how you can overcome them. Doing so generates confidence in your investors and helps you anticipate corrective actions that you may need to take.
 



Offering

 

Based upon the entrepreneur’s vision and estimates of the capital required to achieve it, the entrepreneur can develop a “sources and uses of funds” schedule (see Exhibit 14.13). The sources section details how much capital the entrepreneur needs and the types of financing such as equity investment and debt infusions. The uses section details how the money will be spent. Typically, the entrepreneur should secure enough financing to last 12 to 18 months. An entrepreneur who takes more capital than needed has to give up more equity. If the entrepreneur takes less capital than needed, it may mean that the entrepreneur runs out of cash before reaching milestones that equate to higher valuations.
 



Financial Plan

 

If the proceeding plan is your verbal description of the opportunity and how you will execute it, the financial plan is the mathematical equivalent. The growth in revenues speaks to the upside of your opportunity. The expenses illustrate what you need to execute on that opportunity. Cash flow statements serve as an early warning system to potential problems (or critical risks), and the balance sheet enables monitoring and adjustment of the venture’s progress. That being said, generating realistic financials is one of the most intimidating hurdles that many entrepreneurs face. Chapter 11, “Forecasts and Budgeting,” goes into detail on how to construct your pro forma financials.
 

This section of the plan should include a description of the key drivers that impact your revenues and costs so that the reader can follow your pro forma financials. I typically break the description down into four main sections. First, the “Overview” paragraph briefly introduces the business model. For example, The History Shoppe might highlight that the projections are based on one store in year 1, growing to three stores by year 5. This helps the reader understand the growth in revenues. The overview might then reiterate the main sources of revenues and any other information that gives a sense of the numbers behind the concept.
 

Exhibit 14.13
Sources and uses of funds.
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The first subsection should discuss the income statement. Talk about the factors that drive revenue, such as store traffic, percentage of store visitors that buy, average ticket price, and so forth. It is also important to talk about seasonality and other factors that might cause uneven sales growth. Then, discuss the expense categories, paying attention to cost of goods sold and major operating expense categories, such as rent, interest expense, and so forth. Based on your description, the reader should be able to look at and understand the actual financials. The key focus here is to help the reader follow your financials; you don’t need to provide the level of detail that accountants might if they were auditing your company.
 

The next subsection should discuss the cash flow statement. Here, you focus on major infusions of cash, such as equity investments and loan disbursements. It is also good to describe the nature of your accounts receivable and payable. How long, for instance, will it be before your receivables convert to cash? If you are spending money on leasehold improvements, plant and equipment, and other items that can be depreciated, you should mention them here. Typically, the discussion of the cash flow statement is quite a bit shorter than the discussion of the income statement.
 

The final subsection discusses the balance sheet. Here you would talk about major asset categories, such as amount of inventory on hand and any liabilities that aren’t clear from the previous discussion.
 



Appendixes

 

The appendixes can include anything and everything that you think adds further validation to your concept, but doesn’t fit or is too large to insert in the main parts of the plan. Common inclusions would be one-page resumes of key team members, articles that feature your venture, technical specifications, and so on. As a general rule, I try to put all exhibits discussed within the written part of the plan on the same page that the exhibit is discussed. This facilitates reading, as the reader doesn’t have to keep flipping back to the end of the plan to look at an exhibit. However, some exhibits are very large (such as the store layout of The History Shoppe). In such cases, it is acceptable to put large exhibits in the appendix.
 





Conclusion

 

The business plan is more than just a document; it is a process, a story. Although the finished product is often a written plan, the deep thinking and fact-based analysis that goes into that document provide the entrepreneur with keen insight needed to marshal resources and direct growth. The whole process can induce pain, but it almost always maximizes revenue and minimizes costs, as it allows the entrepreneur to better anticipate instead of react. Business planning also provides talking points so that entrepreneurs can get feedback from a number of experts, including investors, vendors, and customers. Think of business planning as one of your first steps on the journey to entrepreneurial success.
 





Other Resources

 

A number of resources exist for those seeking help to write business plans. There are numerous software packages, but I find that generally the templates are too confining. The text boxes asking for information drive writers into a dull, dispassionate tone. The best way to learn about business plans is by digging out the supporting data, writing sections as you feel compelled to, and circulating drafts among your mentors and advisers. Nonetheless, I have provided links to some business planning software sites. I also firmly believe that the entrepreneur should read as many other articles, chapters, and books about writing business plans as possible. You will want to assimilate different perspectives so that you can find your own personal voice.
 





Internet Links

 

Business Plan Preparation Sites
 

www.bplans.com/
 

www.pasware.com/
 

www.brs-inc.com/
 

www.jian.com/
 

Other Great Sites
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Financial Management of Risks
 

Steven P. Feinstein

 

 

 

For better or worse, the business environment is fraught with risks. Uncertainty is a fact of life. Profits are never certain, input and output prices change, competitors emerge and disappear, customers’ tastes constantly evolve, technological progress creates instability, the economy may be volatile, and interest rates, foreign currency values, and asset prices fluctuate. Nonetheless, managers must continue to make decisions. Businesses must cope with risk in order to operate. Managers and firms are often evaluated on overall performance, even though performance may be affected by risky factors beyond their control. The goal of risk management is to maximize the value of the firm by reducing the negative potential impact of forces beyond the control of management.
 

There are essentially four basic approaches to risk management: risk avoidance, risk retention, loss prevention and control, and risk transfer.1 Suppose after a firm has analyzed a risky business venture and weighed both the costs and benefits of exposure to risk, management chooses not to embark on the project. They determine that the potential rewards are not worth the risks. Such a strategy would be an example of risk avoidance. Risk avoidance means choosing not to engage in a risky activity because of the risks. Choosing not to fly in a commercial airliner because of the risk that the plane might crash is an example of risk avoidance.
 

Risk retention is another simple strategy, in which the firm chooses to engage in the project and do nothing about the identified risks. After weighing the costs and benefits, the firm chooses to proceed. It is the “damn the torpedoes” approach to risk management. For many firms, risk retention is the optimal strategy for all risks. Investors expect the company’s stock to be risky, and they do not reward managers for reducing risks. Investors cope with business risks by diversifying their holdings within their portfolios, and so they do not want business managers to devote resources to managing risks within the firm.
 

Loss prevention and control involves embarking on a risky project, yet taking steps to reduce the likelihood and severity of any losses potentially resulting from uncontrollable factors. In the flying example, loss prevention and control would be the response of the airline passenger who chooses to fly, but also selects the safest airline, listens to the preflight safety instructions, sits near the emergency exit, and perhaps brings his or her own parachute. The passenger in this example has no control over how many airplanes crash in a given year, but he or she takes steps to make sure not to be on one of them, and if so, to be a survivor.
 

Risk transfer involves shifting the negative consequences of a risky factor to another person, firm, or party. For example, buying flight insurance shifts some of the negative financial consequences of a crash to an insurance company and away from the passenger’s family. Should the airplane crash, the insurance company suffers a financial loss, and the passenger’s family is financially compensated. Forcing foreign customers to pay for finished goods in your home currency rather than in their local currency is another example of risk transfer, whereby you transfer the risk of currency fluctuations to your foreign customers. If the value of the foreign currency drops, the customers must still pay you an agreed-upon number of dollars, for example, even though it costs them more to do so in terms of their home currency.
 

No one risk management approach is ideal for all situations. Sometimes risk avoidance is optimal; sometimes risk retention is the desired strategy. Recent developments in the financial marketplace, however, have made risk transfer much more feasible than in the past. More and more often now, especially when financial risks are involved, it is the most desirable alternative.
 

In recent years there has been revolutionary change in the financial marketplace. The very same marketplace that traditionally facilitated the transfer of funds from investors to firms has brought forth numerous derivative instruments that facilitate the transfer of risk. Just as the financial marketplace has been innovative in engineering various types of investment contracts, such as stocks, bonds, preferred stock, and convertible bonds, the financial marketplace now engineers risk transfer instruments, such as forwards, futures, options, swaps, and a multitude of variants of these derivatives.
 

Reading stories about derivatives in the popular press might lead one to believe that derivative instruments are dangerous and destabilizing—evil creatures that emerged from the dark recesses of the financial marketplace. Time magazine once introduced a cover story about derivatives with a caption “High-tech supernerds are playing dangerous games with your money.”2 The use of derivatives has been implicated in many of the financial calamities over the past two decades: the bankruptcy of Lehman Brothers, the demise of Bear Stearns, the collapse of Barings Bank, and devastating losses suffered by Procter & Gamble, Metallgesellschaft, Askin Capital Management, Orange County (California), Union Bank of Switzerland, and Long-Term Capital Management. In each of the cases, vast sums of money quickly vanished, and derivatives seemed to be to blame.
 





What Went Wrong: Case Studies of Derivatives Debacles

 

Derivatives were not solely responsible for the financial calamities of the 1990s and 2000s. Greed, speculation, and probably incompetence were. But just as derivatives facilitate risk management, they facilitate greed and accelerate the consequences of speculation and incompetence. For example, consider the following case histories and then draw your own conclusions.
 



Barings Bank

 

On February 26, 1995, Baring PLC, Britain’s oldest merchant bank and one of the most venerable financial institutions in the world, collapsed. Did this failure follow years of poor management and bad investments? Hardly. All of the bank’s $615 million of capital had been wiped out in less than four months by one employee halfway around the world from London. It seems that a Barings derivatives trader named Nicholas Leeson, stationed in Singapore, had taken huge positions in futures and options on Japanese stocks. Leeson’s job was supposed to be index arbitrage, meaning that he was supposed to take low-risk positions exploiting discrepancies between the prices of futures contracts traded in both Singapore and Osaka. Leeson’s job was to buy whichever contract was cheaper and sell the one that was more dear. The difference would be profit for Barings. When he was long in Japanese stock futures in Osaka, he was supposed to be short in Japanese stock futures in Singapore, and vice versa. Such positions are inherently hedged. If the Singapore futures lost money, the Japanese futures would make money, so little money, if any, could be lost.
 

Apparently, Leeson grew impatient taking hedged positions. He began to take unhedged bets, selling both call options and put options on Japanese stocks. Such a strategy, consisting of writing call options and writing put options, is called a straddle. If the underlying stock price stays the same or does not move much, the writer keeps all the option premium and profits handsomely. If, in contrast, the underlying stock price either rises or falls substantially, the writer is vulnerable to large losses. Leeson bet and lost. Japanese stocks plummeted, and the straddles became a huge liability. Like a panicked gambler, Leeson tried to win back his losses by going long in Japanese stock futures. This position was a stark naked speculative bet. Leeson lost again. Japanese stocks continued to fall. Leeson lost more than $1 billion, and Barings had lost all of its capital. The bank was put into receivership.
 



Procter & Gamble

 

Procter & Gamble, the well-known manufacturer of soap and household products, had a long history of negotiating low interest rates to finance operations. Toward this end, Procter & Gamble entered an interest rate swap with Bankers Trust in November 1993. The swap agreement was far from plain-vanilla. It most certainly fit the description of an exotic derivative. The swap’s cash flows were determined by a formula that involved short-term, medium-term, and long-term interest rates. Essentially, the deal would allow Procter & Gamble to reduce its financing rate by 0.4% on $200 million of debt if interest rates remained stable until May 1994. If, however, interest rates spiked upward, or if the spread between 5-year and 30-year rates narrowed, Procter & Gamble would lose money and have to pay a higher rate on its debt.
 

Even in the rarefied world of derivatives, one cannot expect something for nothing. In order to achieve a cheaper financing rate, Procter & Gamble had to give up or sell something. In this case, implicit in the swap, the company sold interest rate insurance. The swap contained an embedded option, sold by Procter & Gamble. If the interest rate environment remained calm, Procter & Gamble would keep a modest premium, thereby lowering its financing costs. If interest rates became turbulent, Procter & Gamble would have to make big payments. Most economists in 1993 were forecasting calm, so the bet seemed safe. But it was a bet, nevertheless. This was not a hedge; this was speculation. And Procter & Gamble lost.
 

The Federal Reserve unexpectedly raised interest rates on February 4, 1994. Procter & Gamble suddenly found itself with a $100 million loss. Rather than lower its financing rate by 0.4%, it would have to pay an additional 14%!
 

Instead of licking its wounds and retiring from swaps, Procter & Gamble went back for more—with prodding, of course, from Bankers Trust. As losses mounted on the first deal, Procter & Gamble entered a second swap, this one tied to German interest rates. German medium-term interest rates are remarkably stable, so this bet seemed even safer than the first one. Guess what happened. Another $50 million of losses mounted before Procter & Gamble finally liquidated its positions. Losses totaled $157 million. Procter & Gamble sued Bankers Trust, alleging deception, mispricing, and violation of fiduciary responsibilities. Procter & Gamble claimed that it did not fully understand the risks of the swap agreements, nor how to calculate their value. Bankers Trust settled with Procter & Gamble, just as it settled with Gibson Greeting Cards, Air Products and Chemicals, and other companies that lost money in similar swaps.
 



Metallgesellschaft

 

Experts are still divided over what went wrong in the case of Metallgesellschaft, one of Germany’s largest industrial concerns. This much is certain: In 1993, Metallgesellschaft had assets of $10 billion, sales exceeding $16 billion, and equity capital of $50 million. By the end of the year, this industrial giant was nearly bankrupt, having lost $1.3 billion in oil futures.
 

What makes the Metallgesellschaft case so intriguing is that the company seemed to be using derivatives for all the right reasons. An American subsidiary of Metallgesellschaft, MG Refining and Marketing (MGRM), had embarked on an ingenious marketing plan. The subsidiary was in the business of selling gasoline and heating oil to distributors and retailers. To promote sales, the company offered contracts that would lock in prices for a period of 10 years. A variety of different contract types was offered, and the contracts had various provisions, deferments, and contingencies built in, but the important feature was a long-term price cap. The contracts were essentially forwards. The forward contracts were very popular, and MGRM was quite successful at selling them.
 

MGRM understood that the forward contracts subjected the company to oil price risk. MGRM now had a short position in oil. If oil prices rose, the company would experience losses, as it would have to buy oil at higher prices and sell it at the lower contracted prices to the customers. To offset this risk, MGRM went long in exchange-traded oil futures. The long position in futures should have hedged the short position in forwards. Unfortunately, things did not work out so nicely.
 

Oil prices fell in 1993. As oil prices fell, Metallgesellschaft lost money on its long futures, and had to make cash payments as the futures were marked to market. The forwards, however, provided little immediate cash, and their appreciation in value would not be fully realized until they matured in 10 years. Thus, Metallgesellschaft was caught in a cash crunch. Some economists argue that if Metallgesellschaft had held on to its positions and continued to make margin payments the strategy would have worked eventually. But time ran out. The parent company took control over the subsidiary and liquidated its positions, thereby realizing a loss of $1.3 billion.
 

Other economists argue that Metallgesellschaft was not an innocent victim of unforeseeable circumstances. They argue that MGRM had designed the entire marketing and hedging strategy just so it could profit by speculating that historical patterns in oil prices would persist. Traditionally, oil futures prices are lower than spot prices, so the general trend in oil futures prices is upward as the contracts near expiration. MGRM’s hedging plan was to repeatedly buy short-term oil futures, holding them until just before expiration, at which point they would roll over into new short-term futures. If the historical pattern had repeated itself, MGRM would have profited many times from the rollover strategy. It has been alleged that the futures was the planned source of profits, while the forward contracts with customers was the hedge against oil prices dropping.
 

Regardless of MGRM management’s intent, the case teaches at least two lessons. First, it is important to consider cash flow and timing when constructing a hedge position. Second, when a hedge is working effectively, it will appear to be losing money when the position it is designed to offset is showing profits. Accounting for hedges should not be independent of the position being hedged.
 



Askin Capital Management

 

Between February and April 1994, David Askin lost all $600 million that he managed on behalf of the investors in his Granite Hedge Funds. Imagine the surprise of the investors. Not only had they earned over 22% the previous year, but the fund was invested in mortgage-backed securities—instruments guaranteed by the U.S. government not to default. The lesson from the Askin experience is that in the age of derivatives, investments with innocuous names might not be as safe and secure as they sound.
 

The particular type of mortgage-backed securities that Askin purchased were collateralized mortgage obligations (CMOs), which are bonds whose cash flows to investors are determined by a formula. The formula is a function of mortgage interest rates and also of the prepayment behavior of home buyers. Since the cash flow to CMOs is a function of some other economic variable, interest rates in this case, these instruments are categorized as derivatives. Some CMOs rise in value as interest rates rise, whereas others fall. Askin’s CMOs were very sensitive to interest rates. His portfolio rose in value as interest rates fell in 1993. When interest rates began to rise again in February 1994, his portfolio suffered. Interest rate increases alone, however, were not the sole cause of Askin’s losses. As interest rates rose and CMO prices fell, CMO investors everywhere got scared and sold. CMO prices were doubly battered as the demand dried up. It was a classic panic. Prices fell far more than the theoretical pricing models predicted. Eventually, calm returned to the market, investors trickled back, and prices rebounded. But it was too late for Askin. He had bought on margin, and his creditors had liquidated his fund at the market’s bottom.
 



Orange County, California

 

Robert Citron, treasurer of Orange County, California, in 1994, fell into the same trap that snared Procter & Gamble and David Askin. He speculated that interest rates would remain low. The best economic forecasts at the time supported this outlook. Derivatives allowed speculators to bet on the most likely scenario. Small bets provided modest returns, and big bets promised sizable returns. What these speculators did was akin to selling earthquake insurance in New York City. The likelihood of an earthquake there is very small, so insurers would almost certainly get to keep the modest premiums without having to pay out any claims. If an earthquake did hit New York, however, the losses to the insurers would be enormous.
 

Citron bet and lost. The earthquake that toppled his portfolio was the series of unexpected interest rate hikes beginning in February 1994. Citron had borrowed against the bonds Orange County owned, and he invested the proceeds in derivative bonds called inverse floaters, whose cash flow formulas made them extra sensitive to interest rate increases. Citron lost about $2 billion of the $7.7 billion he managed, and Orange County filed for bankruptcy in December 1994.
 



Union Bank of Switzerland

 

What happened at Union Bank of Switzerland (UBS) in 1997 would be funny if it weren’t so sad. Imagine a bakery that sells cakes and cookies for less than the cost of the ingredients. Business would no doubt be brisk, but eventually the bakers would discover that they were not turning a profit. This is essentially what happened to UBS. UBS manufactured and sold derivatives to corporate customers. Unfortunately, there was an error in its pricing model, and the bank was selling the derivatives for too low a price. By the time it found the mistake, it had managed to lose over $200 million. Swiss banking officials concluded that losses sustained by the Global Equity Derivatives Business arm of UBS amounted to 625 million Swiss francs (about $428 million), but these losses stemmed not only from the pricing model error, but also from unlucky trading, an unexpected change in British tax laws, and market volatility. Some speculate that these losses forced the merger of UBS with Swiss Bank Corporation, a merger that was arranged exactly when the derivatives losses were discovered.
 



Long-Term Capital Management

 

The most surprising of the derivatives debacles is the saga of Long-Term Capital Management (LTCM). LTCM was a company founded by John Meriwether, and joined by Myron Scholes and Robert Merton. Meriwether had a reputation for being one of the savviest traders on Wall Street. Scholes and Merton are Nobel Prize laureates, famous for inventing the Black-Scholes option pricing model.3 Unlike the folks at Procter & Gamble, these individuals cannot plead ignorance. They were without a doubt among the smartest players in the financial marketplace. Paradoxically, it may have been their intellectual superiority that did them in. Their overconfidence engendered a false sense of security that seduced investors, lenders, and the portfolio managers themselves into taking enormous positions. The story of LTCM is a classic Greek tragedy set on modern Wall Street.
 

LTCM was organized as a hedge fund. A hedge fund is a limited partnership that, in exchange for limiting the number and type of investors who can buy in, is not required to register with the Securities and Exchange Commission, and is not bound by the same regulations and reporting standards imposed on traditional mutual funds. Investors must be rich. A hedge fund can accept investments from no more than 500 investors who each have net worth of at least $5 million, or no more than 99 investors if they each have net worth of at least $1 million. A hedge fund is essentially a private investment club, unfettered by the rules designed to protect the general public.
 

Ironically, hedge funds are generally unhedged. Most hedge funds speculate, aiming to capture profits by taking risks. LTCM was a little different, and for it the moniker “hedge fund” appeared to fit. Capitalizing on its brainpower, LTCM sought to exploit market inefficiencies. That is, with an understanding of what the prices of various financial instruments should be, LTCM would identify instruments that were priced too high or too low. Once such an opportunity was identified, the fund managers would buy or sell accordingly, hedging long positions with matching shorts. As the prices in the financial marketplace tended toward the fair equilibrium dictated by the financial models, the prices of the assets held long would rise, and the prices of the instruments sold short would fall, thereby delivering to LTCM a handsome profit. LTCM’s deals were generally not naked speculation, but hedged exploitation of arbitrage opportunities. With price risk thought to be hedged out, LTCM and its investors felt comfortable borrowing heavily to lever up the impact of the trades on profits. The creditors, banks, and brokerages mostly happily obliged.
 

LTCM opened its doors in 1994 with an initial equity investment of $150 million from the founding partners and an investment pool of $1.25 billion in client accounts. Success was immediate and pronounced. The hedge fund thrived in the tumultuous market of the mid-1990s. Apparently, as some of the institutions described earlier lost fortunes during this period, it was LTCM that managed to be on the receiving end. The fund booked a 28% return in 1994, a whopping 59% in 1995, followed by another 57% return in 1996. Word of this success spread, and new investors were clamoring to get into LTCM.4
 

LTCM could be picky when it came to choosing investors. This was not a fund for your typical dentist or millionaire next door. Former students of mine who have gone on to jobs at some of the world’s largest banks and investment companies have confided to me that their firms subcontracted sizable portions of their portfolios to LTCM. By the end of 1995, bolstered by reinvested profits and by newly invested funds, LTCM managed $3.6 billion of invested funds. However, the portfolio was levered 28 to 1. For every $1 a client invested, the fund was able to borrow $28 from banks and brokerage houses. Consequently, LTCM managed positions worth over $100 billion. Moreover, because of the natural leverage inherent in the derivatives they bought, these positions were comparable to investments of a much larger magnitude, estimated to be in the $650 billion range.
 

By 1997, however, when the fund’s capital base peaked at $7 billion, managers realized that profitable arbitrage opportunities were growing scarce. The easy pickings of the early days were over. The partners began to intentionally shrink the fund by returning money to investors, essentially forcing them out. Performance was sound in 1997, a 25% return, but with the payout of capital, the fund’s capital base fell to $4.7 billion.
 

Things unraveled disastrously in 1998. Each of LTCM’s major investment strategies failed. Based on sophisticated models and historical data, LTCM gambled that (1) stock market volatility would stay the same or fall, (2) swap spreads—a variable used to determine who pays whom how much in interest rate swaps—would narrow, (3) the spread of the interest rate on medium-term bonds over long-term bonds would flatten out, (4) the credit spread—the interest rate differential between risky bonds and high-grade bonds—would narrow, and (5) calm would return to the financial markets of Russia and other emerging markets. However, in each case the opposite happened. Equity volatility increased. Swap spreads widened. The yield curve retained its hump. Credit spreads grew. Emerging markets deteriorated.
 

Though LTCM had spread its bets over a wide variety of positions, the hedge fund seemed to gain no diversification benefit. Everything went wrong at once. Recent research has shown that diversification does not protect speculative positions when markets behave erratically. Markets tend to go awry in tandem.
 

In August 1998 alone, the fund suffered losses of $1.9 billion. Losses for the year so far were 52%. Fund managers were confident that their strategies were sound and that time would both prove them right and reward their prescience. But time is not a friend to a levered fund losing money. Banks and brokerages itched for their loans back. How ironic it was that Long-Term Capital Management faced a short-term liquidity crunch.
 

Leverage amplified LTCM’s remaining $2.28 billion of equity into managed assets of $125 billion. If the market continued to move against its positions, LTCM would be wiped out in short order, and that is essentially what happened. On September 10, LTCM lost $145 million. The next day, it lost $120 million. The following three trading days brought losses of $55 million, $87 million, and $122 million, respectively. On one day alone, Monday, September 21, 1998, LTCM lost $553 million. By now traders at other firms could guess what LTCM’s positions were, and by anticipating what LTCM would eventually have to sell, they could gauge which securities were good bets to short. This selling pressure added to LTCM’s losses and woes.
 

At this point, in September 1998, any of several banks could bankrupt LTCM by calling in its loans. The Federal Reserve, which is the central bank of the United States and is responsible for guaranteeing the stability of the American banking system, monitored the predicament. Though LTCM’s equity was shrinking precipitously, on account of its borrowed funds and the inherent leverage of its derivatives positions, the notional principal of its positions was about $1.4 trillion. To put this quantity into perspective, the gross national product of the United States was about $8.8 trillion in 1998. Total bank assets in the United States stood at $4.3 trillion. It was feared that if LTCM went bankrupt, it would probably default on its derivatives positions, triggering a domino effect of defaults and bankruptcies throughout the world’s financial markets. It was decided that LTCM was too big too fail.
 

The Federal Reserve orchestrated a plan for LTCM’s creditors to buy the hedge fund’s portfolio. Each of 14 banks ponied up money in exchange for a slice of the portfolio. The $3.65 billion paid by the bank syndicate for the portfolio was clearly greater than the value of the portfolio by then, but this infusion of capital prevented defaults that would have cost the banks much more. The money was used to pay off debts and shore up the trading accounts so that existing positions would perform without default. Very little was left over for the original partners, who were required to run the fund until it was ultimately liquidated in 1999. The bottom line is that LTCM had lost $4.5 billion since the start of 1998. These losses included the personal fortunes amassed so quickly by the founding partners, which totaled $1.9 billion at one point but were completely wiped out by the end.
 



The Casualties of Credit Default Swaps

 

Many factors contributed to the financial market meltdown of 2008 and 2009, and further research is required to arrive at a full understanding of all the causes. However, the early analysis points to derivative instruments known as credit default swaps as being partly responsible. Credit default swaps are essentially private insurance contracts linked to the credit status of a third party’s outstanding debt. For example, a bank and an investor may enter into a credit default swap tied to the credit performance of XYZ, Inc.’s corporate bonds. If XYZ defaults on the bonds, under the terms of the credit default swap the bank would have to pay some specified amount of money to the investor. In this case, the bank is acting like an insurance company, and the investor is buying insurance on XYZ’s bonds.
 

Financial engineers designed a wide variety of credit derivatives to accommodate the particular needs of various investors, issuers, and speculators. For example, some credit derivative structures were designed to pay off when the credit rating of the underlying bond is downgraded even if no default occurs.
 

Many credit default swaps were linked to mortgage bonds, which are bonds backed by pools of mortgages rather than issued against the cash flows earned by corporations. Credit default swaps were used to enhance the credit ratings of bonds issued against risky mortgage pools—that is, pools of subprime mortgages. In theory, a pool of low-rated mortgages coupled with the insurance of a credit default swap should be just as safe as a pool of high-rated mortgages. If the subprime mortgage bond defaults, the payment from the credit default swap would make up the loss.
 

An investor who wished to invest in a pool of subprime mortgages but did not want to bear the default risk inherent in subprime mortgages would seek to enter a credit default swap as an insurance guarantee. Financial institutions were willing to offer the insurance in exchange for the premiums they expected to receive.
 

What went wrong in recent years in the markets for subprime mortgages and credit default swaps is still a matter of some debate. Apparently, while credit default swaps were used to shift risk around, the aggregate level of risk in the mortgage market was not well understood. Derivatives can spread risk around, but they cannot eliminate it. Also, while some institutions apparently gauged the risk embedded in subprime mortgages assuming normal real estate market conditions, they failed to consider what would happen if the entire real estate sector declined severely. The earthquake insurance example described earlier is again apt. A property insurance company can probably handle losses from a fire that damages one or several insured homes, but would have difficulty satisfying its obligations if a natural disaster devastated an entire city. Similarly, the parties bearing subprime mortgage risk could probably have handled sporadic mortgage defaults, but a downturn in real estate values nationwide, as did happen starting in mid-2006, was another matter altogether.
 

So, how did credit default swaps impact the venerable investment banks Lehman Brothers and Bear Stearns? Were credit default swaps responsible for the Lehman bankruptcy and the Bear Stearns collapse? These questions are still being investigated and litigated, and the verdict is not yet in. However, it seems that the crises at Lehman and Bear Stearns were precipitated by their investments in subprime mortgages, not their insurance of those mortgages via credit default swaps. Both Lehman and Bear Stearns were major players in the business of selling bonds backed by subprime mortgages. Those banks held on to the risky mortgage bonds they could not sell, so they were not only issuers of risky mortgage bonds, but also heavy investors. When the real estate and mortgage bond markets crashed, the value of their investments declined, wiping out the banks’ equity. One might argue on the one hand that the banks suffered from not engaging enough in credit default swaps. They needed protection for their risky investments. On the other hand, the advent of credit default swaps helped make the subprime mortgage bond market possible, fed the speculative frenzy during which the market grew dangerously big, and brought down the banks when the speculative bubble popped.
 

When Bear Stearns was in trouble, the federal government feared that credit default swaps would create a domino effect, as credit derivatives now linked the fortunes of financial institutions throughout the system. Because of credit default swaps, a default at one bank would create financial obligations at other banks. One bank failure could precipitate many. Acting on this concern, the federal government orchestrated a rescue of Bear Stearns. Surprisingly, however, Lehman Brothers, which found itself in a similar situation as Bear Stearns, was allowed to fail.
 

Because the credit default swap market is largely unregulated, no one knows for sure how much money was transferred to settle the credit default swaps linked to Lehman Brothers’ bonds. Some estimate the amount at $6 billion, whereas others estimate over $100 billion. Similarly, there is not enough transparency in the system to determine to what extent losses from the Lehman failure, spread via credit default swaps, contributed to the subsequent collapses of numerous other investment banks, commercial banks, and investment funds in 2008 and 2009.
 



Moral of the Story

 

The lesson from these case studies should now be obvious. Risk management is not the art of picking good bets. Bets, no matter how good, are speculation. Speculation increases risk and subjects corporations, investors, and even municipalities to potential losses. Derivatives are powerful tools to shed risk, but they can also be used to take on risk. The root causes of the debacles described in these cases are greed, speculation, and in some cases incompetence, not derivatives. But just as derivatives facilitate risk management, they facilitate greed and speculation. Anything that can be done with derivatives can be done more slowly the old-fashioned way with positions in traditional financial instruments. Speculators have always managed to lose large sums. With the aid of derivatives they now can lose larger sums faster.
 

Superior intellect and sophistication cannot protect the speculator. As the Long-Term Capital Management story illustrates, when you are smarter than the market, you can go broke waiting for the market to wise up.
 

Government regulation is not the answer, either. The benefits of regulation must be weighed against the costs. Derivatives, properly used, are too important in the modern financial marketplace to be severely restricted. Abuse by a few does not warrant constraints on all users. A better solution to prevent repetition of the past debacles is full information disclosure by firms, portfolio managers, and municipalities. Investors and citizens should demand to know how derivatives are being used when their money is at stake. Better information and oversight provide the most promising approach to prevent misuse of derivatives while retaining the benefits.
 

Derivatives can be dangerous, but they can also be tremendously useful. Dynamite is an appropriate analogy. Misused, it is destructive; handled with care, it is a powerful and constructive tool.
 

Derivatives are tools that facilitate the transfer of risk. Interest rate derivatives enable managers to shed business exposure to interest rate fluctuations, for example. But when one party sheds risk, another party necessarily must take on that very exposure. And therein lies the danger of derivatives. The same instrument that serves as a hedge to one firm might be a destabilizing speculative instrument to another. Without a proper understanding of derivatives, a manager who intends to reduce risk might inadvertently increase it. This chapter aims to provide the reader with a basic understanding of derivatives so that they can be used appropriately to manage financial risks. This understanding should help the reader avoid the common pitfalls that have proved disastrous to less informed managers.
 





Size of the Derivatives Market and Widespread Use

 

A derivative is a financial instrument whose value or contingent cash flows depend on the value of some other underlying asset. For example, the value of a stock option depends on the value of the underlying stock. Derivatives as a class comprise forwards, futures, options, and swaps. Numerous hybrid instruments combining the features of these basic building blocks have also been engineered. The first thing the interested manager must understand about derivatives is that the business in these instruments is now huge and their use is pervasive. Since the initiation of trading in the first stock index futures contract in December 1982—the Standard & Poor’s 500 futures contract—the daily volume of stock index futures has grown so that it now rivals the daily volume in all trading on the New York Stock Exchange. (Volume of futures is measured in terms of notional principal, which is a measure of exposure.)
 

Similarly, the swaps market has revolutionized banking and finance. The notional principal of outstanding swaps today is greater than the sum total of all assets in banks worldwide. The Bank for International Settlements reports that the sum total of all assets in banks around the world was approximately $39 trillion in June 2008. At that same time, according to the same source, the notional principal of outstanding swaps was over $680 trillion. Measured this way, the swaps business is now far bigger than traditional banking.
 

The volume of the derivatives market reflects how widespread derivatives use has become in business. Almost all major corporations now use them in one form or another. Some use derivatives to hedge commodity price risks. Some use them to speculate on price movements. Some firms reduce their exposures to volatile interest rates and foreign exchange. Other firms take on exposures via derivatives in order to potentially increase profits. Some firms use derivatives to secure cheaper financing. Many corporations use derivatives to reduce the transaction costs associated with managing a pension fund, borrowing money, or budgeting cash. Some firms implement derivatives strategies to reduce their tax burdens. Many companies offer stock options, a derivative, as employee compensation. Some investment funds enhance returns by replacing traditional portfolios with what are called synthetic portfolios—portfolios composed in part of derivatives. Some investment funds buy derivatives that act as insurance contracts, protecting portfolio value. Since their emergence in the early 1980s, derivatives have touched every aspect of corporate finance, banking, the investments industry, and, arguably, business in general.
 





The Instruments

 

The major derivative instruments are forwards, futures, options, and swaps. Also available today are hybrid instruments, exotics, and structured or engineered instruments. The hybrids, exotics, and engineered instruments are contracts that combine features of the basic building blocks: the options, futures, forwards, and swaps. Consequently, familiarity with the basic building blocks goes a long way toward understanding the whole mélange of derivative instruments available today. We begin with forwards.
 



Forwards

 

Imagine the following nearly idyllic scenario. It is late summer. You are a wheat farmer in Kansas. The hard work of sowing and tending your acreage is about to pay off. You expect a bumper crop this year, and the harvest is just a few weeks away. The weather is expected to remain favorable. The crops have been sprayed to protect them from pests. In fact, you may even have purchased crop insurance to protect against crop damage.
 

Still, you cannot relax. One major uncertainty is keeping you awake at night. You figure that if you are expecting a bumper crop, the likelihood that your neighbors are also expecting a bumper crop is high. If the market is flooded with wheat, prices will plummet. If prices drop, you will receive little revenue for your harvest, and perhaps you will show a loss for the year. A worst-case scenario might be that prices fall so low that you cannot make the mortgage payments on your land or loan payments for the machinery you bought. You very well might lose the farm—and through no fault of your own. You farmed well, but if prices fall, you will fail nevertheless.
 

Meanwhile, at the same time, another group of businesspeople is feeling similar anxiety. A baked goods company has recently built a new cookie bakery. The company identified its market niche as a provider of inexpensive, mass-produced, medium-quality cookies. The project analysis that led to the go-ahead for the new bakery assumed that wheat prices would stay fixed at their current levels. If wheat prices should rise, it is altogether possible that the firm will not be able to sell its cookies for a profit. The new bakery will appear to be a failure.
 

In these scenarios, both the farmer and the bakers are exposed to wheat price risk. The farmer worries that wheat prices will fall. The bakers worry that prices will rise. A forward contract is the obvious solution for both parties.
 

The farmer and the bakers can negotiate a deferred wheat transaction. The farmer will deliver wheat to the bakers one month from now for a price currently agreed upon. Such a contract for a deferred transaction is a forward contract. A forward contract specifies an underlying asset to be delivered, a price to be paid, and the date of delivery. The specified transaction price is called the forward price. The party that will be selling wheat (farmer) is known as the short party; the party that will be buying wheat (bakers) is known as the long party. In the jargon of the derivatives market, the long party is said to buy the forward, and the short party sells the forward. Note, however, that when the deal is initially struck, no money changes hands and no one has yet bought or sold anything. The buyer and seller have agreed to a deferred transaction.
 

Notice that the wheat forward reduces risk for both the farmer and the bakers. In this transaction, both parties are hedgers; that is, they are using the forward to reduce risk. Forward contracts are over-the-counter instruments, meaning that they are negotiated between two parties and custom-tailored, rather than traded on exchanges.
 

Suppose after one month, when the forward expires and the wheat is delivered, the current, or spot, price of wheat has risen dramatically. The farmer, on the one hand, may have some regret that he entered into the contract. Had he not sold the forward, he would have been able to receive more for his wheat by selling on the spot market. He may feel like a loser. The bakers, on the other hand, will feel like winners. By contracting forward they insulated themselves from the rising wheat price. When spot prices rise, the long party wins while the short party loses. A little reflection, however, will convince the farmer that although he lost some money relative to what he could have gotten on the spot market, going short in the forward was indeed a worthwhile strategy. He had peace of mind over the one month. He was guaranteed a fair price, and he did not have to fear losing the farm. Though there was an opportunity loss, he benefited by shedding risk. The farmer probably never regrets that he has not collected on his life insurance, either. He similarly should not regret that the forward contract represents an opportunity loss. He would be well advised to go short again next year.
 

The wheat forward contract can be used by speculators as well as hedgers. An agent who anticipates a rise in wheat prices can profit from that foresight by going long in the forward contract. By going long in the contract, the speculator agrees to buy wheat at the fixed forward price. Upon expiration of the contract, the speculator takes delivery of the wheat, pays the forward price, and then sells the wheat on the spot market for the higher spot price. The profit is the difference between the spot and forward prices. Of course, if the speculator’s forecast is wrong, and the wheat price falls, the speculator would suffer losses equal to the difference between the forward price and the spot price. For example, suppose the initial spot price is $3 per bushel, and the forward price is $3.50 per bushel. If the spot price upon expiration is $4.50 per bushel, the long speculator would earn a profit of $1 per bushel. The profit is the terminal spot of $4.50 minus the $3.50 initial forward price. If, alternatively, the terminal spot price is $3.25, the speculator would lose 25 cents per bushel—that is, $3.25 minus $3.50. Notice that the $3 initial spot price is irrelevant in both cases.
 

Speculators play important roles in the derivatives markets. First, speculators provide liquidity. If farmers wish to short forward contracts but there are no bakers around who want to go long, speculators will step in and offer to take the long side when the forward price is bid down low enough. Similarly, they will take the short side when the forward price is bid up high enough. Speculators also bring information to the marketplace. The existence of derivatives contracts and the promise of speculative profits make it worthwhile for speculators to devote resources to forecasting weather conditions, crop yields, and other factors that impact prices. Their forecasts are made known to the public as they buy or sell futures and forwards.
 



Futures

 

Futures contracts are closely related to forward contracts. Like forwards, futures are contracts that spell out deferred transactions. The long party commits to buying some underlying asset, and the short party commits to sell. The differences between futures and forwards are mainly technical and logistical. Forward contracts are custom-tailored, over-the-counter agreements, struck between two parties via negotiation. Futures, alternatively, are standardized contracts that are traded on exchanges between parties who probably do not know each other. The exact quantity, quality, and delivery location can be negotiated in a forward contract, but in a futures contract the terms are dictated by the exchange. Because of their standardization and how they are traded, futures are very liquid, and their associated transaction costs are very low.
 

Another feature differentiating futures from forwards is the process of marking to market. All day and every day, futures traders meet in trading pits at the exchanges and cry out orders to buy and sell futures on behalf of clients. The forces of supply and demand determine whether futures prices rise or fall. Marking to market is the process by which at the end of each day losers pay winners an amount equal to the movement of the futures price that day. For example, if the wheat futures price at Monday’s close is $4.00 per bushel and the price rises to $4.10 by the close on Tuesday, the short party must pay the long party 10 cents per bushel after trading ends on Tuesday. If the price has fallen 10 cents, then long would pay short 10 cents per bushel. Both long and short parties have trading accounts at the exchange clearinghouse, and the transfer of funds is automatic. The purpose of marking to market is to reduce the chance of default by a party who has lost substantially on a futures position. When futures are marked to market, the greatest possible loss due to a default would be an amount equal to one day’s price movement.
 

As mentioned, futures are marked to market every day. When the contract expires, the last marking to market is based on the spot price. For example, suppose two days prior to expiration the futures price is $4.10 per bushel. On the second to last day the futures price has risen to $4.30. Short pays long 20 cents per bushel. Suppose at the end of the next day, the last day of trading, the spot price is recorded at $4.55. The last mark-to-market payment is from short to long for 25 cents per bushel, equal to the difference between the spot price upon expiration and the previous day’s futures price.
 

Upon expiration, the futures contract might stipulate that the short party now deliver to the long party the specified quantity of wheat. The long party must now pay the short party the spot price for this wheat. Yes, the spot price, not the original futures price! The difference between the terminal spot price and the original futures price has already been paid via marking to market. A numerical example will make the mechanics of futures clearer and show how similar futures are to forwards.
 

Suppose with five days remaining until expiration, the wheat futures price is $4.00 per bushel. A baker buys a futures contract in order to lock in a purchase price of $4.00. Suppose the futures prices on the next four days are $4.10, $3.90, $4.00, and $4.25. The spot price on the fifth day, the expiration day, is $4.30. Given those price movements, short pays the long baker 10 cents the first day. The long baker pays short 20 cents on the second day. On the third day, short pays long 10 cents, followed by a payment from short to long of 25 cents on the fourth day, and a payment from short to long of 5 cents on the last day. On net, over those five days, short has paid long 30 cents. When long now pays the spot price of $4.30 to short for delivery of the wheat, long indeed is paying $4.00 per bushel, net of the 30 cents profit on the futures contract. Recall that $4.00 was the original futures price. Thus, the futures contract did effectively lock in a fixed purchase price for the wheat.
 

A contract that stipulates a spot transaction in which the underlying commodity is actually delivered at expiration is called a “physical delivery” contract. Many futures contracts do not stipulate such a final spot transaction with actual delivery of the underlying asset. After the last marking to market, the game is over—no assets are delivered. Contracts that stipulate no terminal spot transaction are called “cash settled.” It should make little difference to traders whether a contract is cash settled or physical delivery. A cash settled contract can be turned into a physical delivery deal simply by choosing to make a spot transaction at the end. Likewise, a physical delivery contract can be turned into a cash settled deal either by making an offsetting spot transaction at the end or by exiting the futures contract just before it expires.
 



Examples of the Use of Forwards and Futures in Risk Management

 

A wide variety of underlying assets is covered by futures and forwards contracts these days. For example, exchange-traded futures contracts are available on stocks, bonds, interest rates, foreign currencies, oil, gasoline, grains, livestock, metals, cocoa, coffee, sugar, and even orange juice. Consequently, these instruments are versatile risk management tools in a wide variety of situations. The most actively traded futures, however, are those that cover financial risks. Consider the following examples.
 


A Foreign Currency Hedge

 

Suppose an American electronics manufacturer has just delivered a large shipment of finished products to a customer in France. The French buyer has agreed to pay 1 million euros in exactly 30 days. The manufacturer is worried that the euro may be devalued relative to the American dollar during that interval. If the euro is devalued, the dollar value of the promised payment will fall and the American manufacturer will suffer losses. The American manufacturer can shed this foreign currency exposure by going short in a euro forward contract or a euro future. The contract will specify a quantity of euros to be exchanged for dollars at a fixed exchange rate 30 days in the future. The contract locks in the terms at which the deferred euro revenue can be converted to dollars. No matter what happens to the euro-dollar exchange rate, the American manufacturer now knows exactly how many dollars it will receive.
 


A Short-Term Interest Rate Hedge

 

Suppose a manufacturer of automotive parts has just delivered a shipment of finished products to a client. Business has been growing, and the company has approved plans to expand capacity next year. The manufacturer expects to receive payment from the customer in 60 days, but will need to use those funds for the planned capital expenditure 90 days after that. The plan is to invest the revenue in three-month Treasury bills as soon as the revenue is received. Interest rates are currently high. Managers worry that by the time the receivables are collected from the customer, however, interest rates will fall, resulting in less interest earned on the invested funds. The company can hedge against this risk by buying a Treasury bill futures contract that essentially locks in the price and yield of Treasury bills to be purchased 60 days hence.
 


Longer-Term Interest Rate Hedge

 

A manufacturer of speed boats notices that when interest rates rise, sales fall, and the value of the firm’s stock gets battered. The correlation is easy to understand. Customers buy boats on credit, and so when rates rise, the boats effectively become more expensive to buy. In order to insulate the company’s fortunes from the vicissitudes of interest rates, the company could enter a contract that pays money when rates rise. A short position in a Treasury bond futures contract would pay off when rates rise and could thus be a desirable hedge. Each time the futures contract expires, the company can roll over into a new contract. The size of the position in the futures should be geared to the fluctuation in sales resulting from changes in interest rates. The Treasury bond hedge can reduce the volatility in the firm’s net income, as well as the volatility of the firm’s equity value.
 


Synthetic Cash

 

A company’s pension fund is invested primarily in the stocks of the Standard & Poor’s 500 index. The pension fund manager worries that there may be a downturn in the stock market sometime over the next six months. She considers selling all of the stock and investing the funds in Treasury bills. An alternative hedge strategy that will save considerable transaction costs would be to short S&P 500 futures contracts. By establishing a short futures position, she locks in the price at which the stocks will be sold six months hence. The fund is now insulated from any fluctuations in stock prices. Since the fund is now essentially risk free, it will earn the risk-free interest rate. Selling futures while holding the underlying spot instrument is a strategy known as “synthetic cash.” The strategy essentially turns stock into cash. The fund performs as if it were invested in Treasury bills.
 


Synthetic Stock

 

A company’s pension fund is invested primarily in Treasury bills. The stock market has been rising rapidly in recent weeks, and the pension fund manager wishes to participate in the boom. One strategy would be to sell the T-bills and invest the proceeds in equities. A more economical strategy would be to leave the value parked in T-bills, and gain exposure to the stock market by going long in stock futures. When the market rises, the futures will pay off. Should the market fall, the fund will suffer losses. The fund will thus behave as if it were invested in stocks. Ergo the name “synthetic stock.”
 


Market Timing

 

A manager wishes to be exposed to the stock market when he anticipates a market rise, and be out of stocks and into T-bills when he anticipates a drop. Buying and selling stocks to achieve this purpose is very expensive in terms of commissions, but entering and exiting the market via futures is very cheap. The manager should keep all his funds invested in T-bills. When he feels the market will rise, he should go long in stock index futures, such as S&P 500 futures. When he feels the market will drop, he should sell those futures, unwinding the position. If, alternatively, he wished to assemble a diversified portfolio such as the S&P 500 the old-fashioned way—a portfolio consisting of actual stocks and no derivatives—he would have to buy each of the 500 stock issues while selling his Treasury bills. This positioning would involve 501 separate transactions. Turning the actual stock portfolio back into T-bills would similarly require 501 transactions. Turning T-bills effectively into stocks via long futures contracts, however, involves just one futures trade. Unwinding the futures position would also be just a single trade. Market timing is much more economically executed with futures contracts than with actual equity trades.
 


A Cross-Hedge

 

A manufacturer of plastic water pistols wishes to hedge against increases in raw plastic pellet prices. Unfortunately, there are no futures contracts covering plastics prices. There is, however, a contract on oil prices, and the price of plastic is highly correlated with the price of oil. By going long in an oil contract, the manufacturer will be paid money when oil prices rise, which is also likely to be when plastics prices rise. Hedging an exposure with a contract tied to a correlated underlying instrument is called a cross-hedge.
 



A Common Pitfall

 

The ease with which futures facilitate hedging may coax managers to occasionally take speculative positions. A photographic film manufacturer, for example, might become experienced and comfortable hedging silver prices by going long in silver futures. Managers at the firm might come to believe that no one is better able to forecast silver prices than they are. A time may come when they wholeheartedly believe that silver prices will fall. Not only might they choose not to enter a long silver futures hedge at this time, but they may choose to go short in silver futures so as to capitalize on the falling price. If silver prices fall, not only will they benefit from a cheaper raw input, but the short silver futures will pay off as well. The danger here is that the manufacturer has lost sight of the fact that it is in the film manufacturing business, not the business of speculating on commodity prices. Although silver prices might be expected to fall, there is always the possibility that they will rise instead. The probability of a rise might be small, but the consequences would be catastrophic. Not only will the firm’s raw material price rise, but the firm will suffer additionally as it loses on the futures contract. The lesson here is that firms should stay clearly focused on what their business line is and what role the use of futures plays in their business. Futures use should generally be authorized only for hedging and not for speculation. Auditing systems should be in place to oversee that futures are used appropriately.
 



Futures and Forwards Summary

 

As these examples illustrate, futures and forwards are useful tools for hedging a wide variety of business and financial risks. Futures and forward contracts essentially commit the two parties to a deferred transaction. No money changes hands initially. As prices subsequently change, however, one party wins at the other’s expense. Futures and forwards thus enable businesses to shed or take on exposure to changing prices. When used to offset an exposure the firm faces naturally, futures and forwards reduce risk.
 



Options

 

Options are another breed of derivatives. They share some similarities with futures and forwards, but they also differ in many important respects. Like futures and forwards, option prices are a function of the value of an underlying asset; thus they satisfy the definition of derivative. Unlike futures and forwards, however, options are assets that must be paid for initially. Recall that no money changes hands initially as parties enter into forwards and futures. Options, though, are an asset that have to be bought for a price at the outset.
 

There are two kinds of options, call and puts.
 



Call Options

 

A call option is an asset that gives the owner the right but not the obligation to buy some other underlying asset for a set price, on or up to a set date. For example, consider a call option on Disney stock that gives the owner the right to purchase one share of Disney stock for $30 per share, on or up to next June 15. (Actually, options are usually sold in blocks covering 100 shares. For expository purposes, however, we will describe an option on only a single share.) The underlying asset would be one share of Disney stock. The prespecified price, known as the “strike price,” would be $30 per share. The expiration date would be June 15. The Disney option might cost $3 initially.
 

If on the expiration date, June 15, the market price of Disney stock stood at $35, the call option owner would exercise the option and buy a share of Disney stock for $30. The new share owner could then turn around and sell the share for $35 in the marketplace, realizing a terminal payoff from the option of $5. The terminal payoff is $5, so the profit net of the $3 initial option price is $2.
 

Suppose, alternatively, that the market price of Disney stock on June 15 were $29. It would not be profitable to exercise the call option and thereby purchase for $30 what is elsewhere available for $29. In such a case, the option owner would choose not to exercise, and the call would expire worthless. It is the right not to execute the transaction that is the major difference between options and forwards. The long party in a forward contract must buy the goods upon expiration whether it is advantageous to do so or not. By contrast, call option owners do not have to buy the underlying asset if they choose not to. At expiration, a call option should be exercised if and only if the market price exceeds the strike price. When the market price is above the strike price, the call option is said to be “in the money.” When the market price is less than the strike price, the call is “out of the money.” When the market price equals the strike price, the option is “at the money.” An option that is out of the money, or even at the money, at expiration will expire unexercised and worthless.
 

An option’s payoff is defined as the maximum amount of money the option owner would receive at expiration, if she totally liquidated her position. If the option expires out of the money, the payoff is zero. If the option expires in the money, the payoff is the amount of money received from exercising the call option and then selling the stock in the open market. For example, if the strike price is $30 and the terminal stock price is $20, the payoff would be zero, since the option would be out of the money and should not be exercised. If the terminal stock price were $40, the payoff would be $10, since the option should be exercised, allowing the owner to buy the stock for $30, and then sell that stock for $40 in the open market. Mathematically, the payoff is the maximum of zero or the stock price minus the strike price.
 

The payoff ignores the initial price that was paid for the option. Payoff treats the initial price as a sunk cost, and measures only what the option owner might subsequently receive. The payoff minus the initial price is known as the option profit. The option payoff is the same for all owners of the option, regardless of what they each initially paid for it. Profit, however, depends on what was initially paid and therefore differs from one investor to another.
 

A payoff diagram is a valuable analytical device for understanding options. A payoff diagram graphs the payoff of an option as a function of the underlying asset’s spot price at expiration. Exhibit 15.1 depicts the payoff diagram for the Disney call option with a strike price of $40. The payoff diagram is a picture of the option. It tells you when you will receive money and when you will not. It helps to visualize how the contract will perform, and whether the option is appropriate for any particular application.
 

Exhibit 15.1
Call option payoff diagram.
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The payoff diagram is flat and equal to zero in the entire range where the option is out of the money—that is, where the stock price is less than the strike price. This means that someone who buys an option might lose his entire investment in that option. You may pay $3 for the option and lose 100% of that $3 by the expiration date. On the brighter side, the payoff diagram confirms that the most you can lose in an option is the initial premium, the $3 you paid for it. Unlike futures or forwards, an option will never call upon you to make additional payments at a later date. Initially, you pay for the option, perhaps $3. From then on you can only receive cash inflows.
 

Note that the payoff diagram begins to rise at the point where the stock price equals the strike price. The payoff is dollar for dollar greater than zero for every dollar that the stock price exceeds the strike price. Thus we see that a call option rises in value as the underlying asset rises in price. For this reason, some people refer to call options as bullish instruments.
 


Hedging with a Call Option

 

Consider the trucking company whose rates are regulated, yet costs fluctuate with market prices. The chief raw material purchased by the company is diesel fuel. If fuel prices rise, the trucking company will suffer losses, and may in fact be put out of business. As we saw earlier, the company can guarantee a fixed price for fuel by going long in a future or a forward. Another strategy would be to buy a diesel fuel call option contract. The strike price of the call option would lock in the highest price that the company will have to pay for fuel. If fuel prices should drop below the strike price, the company would be under no obligation to exercise the option. It would simply buy fuel at the low market price. If, however, fuel prices rise above the strike price, the company would exercise the option and buy fuel at the relatively low strike price.
 

The added flexibility of the option over the futures strategy comes at a cost. When the company buys the call option, it must pay a price or “premium.” The call option is essentially an oil price insurance contract for the firm, insuring that fuel prices will not exceed the strike price. If fuel prices remain low, below the strike price, the company will not collect on this insurance policy, and the initial premium, which paid for the insurance, will be lost.
 


Pricing Options

 

At this point the reader may wonder how the initial price of an option is determined. Option pricing is no trivial exercise, and a thorough treatment of option pricing is beyond the scope of this chapter. Some basic principles, however, can be explained here. First, an option’s intrinsic value prior to expiration is equal to its payoff. That is, if an option is out of the money, its intrinsic value is zero. If a call option is in the money, for example if the strike price is $40 and the current stock price is $50, then the intrinsic value equals the stock price minus the strike price, $10.
 

The value of an option, however, exceeds its intrinsic value. An out-of-the-money option is worth more than zero, and the in-the-money option described earlier is worth more than $10. This extra value is due to the fact that the downside losses are capped off, but the upside potential is unlimited. As long as there is still time remaining in the option’s life, it is possible that an out-of-the-money option can go in the money. An in-the-money option can go further in the money, and has more upside potential than downside.
 

A call option’s value is a function of the underlying stock price, the strike price, the amount of time remaining to expiration, the interest rate, the stock’s dividend rate, and the volatility of the underlying asset price. As the underlying stock price rises, so will the call option’s value. Holding the other variables constant, a call option’s value will be greater when there is a higher stock price, lower strike price, longer time to expiration, higher interest rate, lower dividend rate, and more volatility in the underlying asset. Researchers have succeeded in formalizing an equation that prices options as a function of these input variables. The formula is known as the Black-Scholes option pricing formula. It is widely available on programmed computer software and in many options theory textbooks.
 


A Written Call Option

 

In the case of life insurance or automobile insurance, when the insured party collects, another party must pay. It is a zero-sum game. So it is with options. The party that sells the option is liable for the future payoff. “Writing” an option and shorting an option are synonymous with selling an option. The payoff diagram for a written call option position is the mirror image of the long or bought call option position. As shown in Exhibit 15.2, the x-axis is the reflecting surface.
 

Note that once the call option writer has received the initial premium, all subsequent cash flows will be outflows. The best the writer can hope for is that the call will expire out of the money. Note that the potential liability of the written option position is unlimited. Notice as well that the amount of money the buyer of the option might receive at expiration is the exact amount that writer will have to pay. Thus, when the media report that a particular company has lost millions of dollars in options, the reader should realize that this means some other party has made millions. The newspapers tend to focus on the losers.
 

Exhibit 15.2
Payoff diagram for a written call option position.
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Strategies Using Written Call Options

 

Why would anybody wish to sell a call option if doing so subjects them to the possibility of unlimited future liabilities? One answer is that speculators sometimes deem the risks worthwhile in light of the expected reward. They may be confident that the underlying asset price will not rise and the option will expire worthless.
 

Written call options can also be used to hedge in certain circumstances. Consider oil-exporting nations such as Mexico and Venezuela. When oil prices are low, they are hungry for funds, funds that are much needed for national development projects. When oil prices are high, they have plenty of excess revenue. A reasonable strategy would be to sell high-strike-price oil call options when oil prices are low. The country thus receives premiums when funds are most needed, and incurs a liability that needs to be paid only when funds are most plentiful. The oil call options help to smooth the flow of funds into the country. Abken and Feinstein, in their 1994 paper “Covered Call Options: A Proposal to Ease Less Developed Country Debt,” elaborate on the use of written call options in such a setting.
 


Warrants

 

Warrants are call options that are sold by the company whose stock is the underlying asset. If Microsoft pays its executive with Microsoft call options, those options would be called warrants. When the warrants are exercised, the total outstanding supply of Microsoft stock would rise. Warrants are valuable, even if they are not yet in the money. Clearly they must be worth something; otherwise, executives would not want them and would give them away! Offering warrants as compensation to executives is not free for the firm’s shareholders. Stories abound nowadays of young Internet executives who became fabulously wealthy when they exercised warrants paid to them as part of their employment compensation.
 



Put Options

 

The second type of option is a put. A put option is a contract that gives the owner the right but not the obligation to sell some underlying asset for a prespecified price, on or up to a given date. Consider a put option on Exxon stock. Suppose the strike price is $100 and the expiration date is December 15. The put option owner has the right, but not the obligation, to sell a share of Exxon stock for $100, on or up to December 15. If the market price of Exxon is above $100, for example $120, the put option owner would not exercise. Why should he force someone to pay $100 for the stock? He can make more money by selling the stock in the open market. Thus, a put option is out of the money if the stock price is above the strike price. If the stock price is below the strike price, however, then the put option is in the money. If the market price of Exxon is $80 on December 15, the owner of the put can reap a $20 payoff. To realize this payoff, he would buy the Exxon stock in the marketplace for $80, and then turn around and sell it for $100 by exercising the put option. Thus, a put option is in the money when the stock price is below the strike price. A put option’s payoff at expiration, and its intrinsic value prior to expiration, is the strike price minus the stock price, or zero, whichever is greater.
 

Exhibit 15.3 presents the payoff diagram for a put option. Should the stock price fall to zero, the put option’s payoff would be equal to the strike price. At that point the put option owner would have the right to sell a worthless stock for $100. From that point, the put option payoff falls one dollar for each dollar that the stock price rises. The payoff reaches zero when the stock price equals the strike price, and then remains at zero no matter how much higher the stock price goes. As is the case with call options, the put option cannot fall in value below zero. Once the put option premium is paid, the owner is never called upon to make another payment. Any subsequent cash flow is positive. It is altogether possible, however, for the buyer of the put option to lose the entire premium, so one should not think that buying a put option is a safe investment.
 

Exhibit 15.3
Put option payoff diagram.
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Notice that the put option payoff rises as the stock price falls. For this reason, puts are thought of as bearish instruments—instruments that are more profitable the further the underlying asset falls in value. Because of this negative relationship with the underlying asset, puts can be good hedging instruments for someone who owns the underlying asset.
 

Like the call option’s payoff diagram, the put’s payoff diagram is kinked; that is, there is an elbow at the strike price. A kinked payoff diagram is the hallmark of an option. If a payoff diagram has no kink, then the instrument depicted is not an option.
 

The payoff diagram for a written put option position is the mirror image of the purchased put’s payoff diagram. Such a payoff diagram is shown in Exhibit 15.4. The possible payoff reaped by the buyer of the put option is exactly equal to the possible outflow paid by the writer. Put options, too, are a zero-sum game. Notice that whereas the writer of a call option has unlimited potential liability, the writer of a put option has a potential liability limited to the strike price. Furthermore, notice that a long put option payoff looks nothing like that of a short call option. Similarly, notice that a long call option payoff is not the same as that of a short put. Both long puts and short calls are bearish positions, just as both short puts and long calls are bullish positions, but each of these four positions is unique in the direction, size, and timing of cash flows. Long calls and long puts have to be paid for up front, and then receive a subsequent positive payoff depending on what happens to the underlying stock. Short calls and short puts receive all of their cash inflows up front and then become potential liabilities.
 

Exhibit 15.4
Payoff diagram for a written put option position.
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A Protective Put Strategy

 

A put option can be thought of as price insurance for someone who owns the underlying asset. For example, suppose you are a pension fund manager, and you hold hundreds of shares of Exxon stock. You hold the stock because you believe the stock will rise in value. You worry, however, that if the stock price does fall, losses could be so great that the fund would be unable to meet the needs of the retirees. An effective hedging strategy would be to buy Exxon put options. You would choose the strike price to be at a level that would guarantee the solvency of the fund. If Exxon stock falls below the strike price of the put options, the put options will pay off the difference between the new lower market price and the strike price. If Exxon stock rises, the put options would expire out of the money. The insurance would not pay off, but you would reap the high return of the rising stock. This strategy is known as buying a protective put. It is essentially portfolio insurance. The strategy allows for the upside appreciation of the portfolio, yet sets a floor below which the value of the portfolio cannot fall.
 

A protective put strategy can also be implemented by producers who face the risk of their products’ prices falling. For example, cattle ranchers can buy put options on cattle, thereby fixing the lowest price at which they will be able to sell their herd.
 



Swaps

 

The third category of derivative we examine is swaps. A swap is an agreement between two parties to exchange cash flows over a period of time. The size and direction of the cash flows are determined by an agreed-upon formula spelled out in the swap agreement—a formula that is contingent on the performance of other underlying instruments. Due to this contingency on other underlying assets, swaps are considered derivatives.
 

One easy type of swap to understand is the equity swap. Suppose Back Bay Investment Management owns a large block of Standard & Poor’s 500 stocks. Suppose another firm, Capital Bank, owns a large block of NASDAQ stocks. Back Bay would like to diversify into NASDAQ stocks, and simultaneously Capital Bank would like to diversify into S&P 500 stocks. The old-fashioned way of achieving the desired objectives would be for each party to sell the stocks they do not want and reinvest the proceeds in the stocks they do want. Such an approach is very expensive in terms of commissions. A much cheaper alternative is for each party to keep its own portfolio intact, and arrange between themselves an equity swap.
 

Exhibit 15.5
Equity swap.
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The swap agreement might dictate the following terms. For every percentage point that the NASDAQ stock index rises over the course of the year, Capital Bank will pay Back Bay Investment Management $1 million. Simultaneously, for every percentage point that the S&P 500 rises over the course of the year, Back Bay will pay Capital Bank $1 million. Thus, if the NASDAQ index rises 15% and the S&P 500 rises 11%, there will be a net payment of $4 million from Capital Bank to Back Bay. If in the following year the NASDAQ index rises 23% and the S&P 500 rises 29%, Back Bay will pay Capital Bank $6 million on net. The equity swap is illustrated in Exhibit 15.5.
 

In this equity swap, the notional principal is $100 million; that is, the payments equal a base of $100 million times the indexes’ respective returns. The net effect of the swap is to essentially convert $100 million of Back Bay’s Standard & Poor’s stocks into $100 million of NASDAQ stocks. Simultaneously, $100 million of Capital Bank’s NASDAQ stocks will now perform as if they were $100 million of Standard & Poor’s 500 stocks. Both sides keep their assets parked where they were, but they swap exposures on the notional principal.
 

Some arithmetic will prove the point that Back Bay’s portfolio will now perform as if it were invested in NASDAQ stocks instead of S&P stocks. If Back Bay did in fact own $100 million of NASDAQ stocks, by the end of the first year, after the 15% rise in NASDAQ stocks, this portfolio would have grown to be worth $115 million. But Back Bay owns $100 million of S&P stocks, and has a position in an equity swap. The $100 million of S&P stocks grows to $111 million after the 11% S&P rise in the first year. The swap, however, pays Back Bay $4 million at the end of the first year. Thus, at the end of the first year, Back Bay does have $115 million in total portfolio value. The total value of Capital Bank’s portfolio at the end of the first year will be $111 million, just as if it had invested $100 million in S&P stocks.
 

Since the notional principal remains fixed at $100 million, the swap will continue to convert $100 million of Back Bay’s S&P stocks into $100 million of NASDAQ stocks, and vice versa for Capital Bank. Total portfolio performance in subsequent years depends on how the swap proceeds are reinvested by each party.
 

Exhibit 15.6
Interest rate swap.
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Interest Rate Swaps

 

The most common type of swap is an interest rate swap. The typical or plain-vanilla interest rate swap is a “fixed for floating” swap, whereby cash flows depend on the movement of variable interest rates. For example, consider two firms Crowninshield Manufacturing (C) and Healing Heart Hospital (H). The swap agreement might specify that C pays H a fixed 10% per year on a notional principal of $100 million, and H pays to C the prime rate, as quoted in the Wall Street Journal, times $100 million. Settlement might be once per year. The prime rate quoted at the beginning of each year will determine the cash flow paid at the end. Thus, if at first the prime rate is 12%, H will pay C $2 million at the end of the first year. If by the end of the first year the prime rate has fallen to 7%, at the end of the second year C will pay H $3 million. And so the swap continues for a specified number of years. H will benefit if rates fall; C will benefit if rates rise. This interest rate swap is depicted in Exhibit 15.6.
 


Examples of Hedging Interest Rate Exposure with a Swap

 

The Keating Computer Company assembles and markets computer hardware systems. In the past several years Keating Computer has been one of the fastest-growing computer hardware companies. It borrowed extensively to finance this growth. Currently on the books is a very large long-term variable-rate loan. Also on the books is a sizable amount of short-term debt. The managers of Keating Computer have observed that they are dangerously exposed to interest rate risk. If rates should rise, they will have to pay more in debt service on the variable-rate loan, and they will face higher interest rates when they roll over their short-term debt. The company is currently profitable, but they worry that rising interest rates can wipe out that profit. Since the company is planning an equity offering in coming years, management is very concerned about the prospect of reporting any losses over the near term.
 

One solution to Keating Computer’s problem would be to refinance at fixed interest rates. The transaction costs of refinancing, however, are sizable, and the rates currently offered on long-term debt are not favorable. Entering an interest rate swap is a better hedging strategy. The company should enter as the fixed rate payer, which means it would be the variable rate receiver. As interest rates rise, the company will make money on the swap, offsetting the higher payments it must make on its own debt. Since swaps are over-the-counter instruments, the company can tailor the terms of the swap so that the hedge will be in force for the exact number of years needed. Moreover, the notional principal can be tailored so that the money received when rates rise is closely matched to the new higher debt service obligations.
 


Another Example

 

Kayman Savings and Loan holds most of its assets in the form of long-term mortgages, mortgage-backed securities, and 30-year Treasury bonds. The liabilities of Kayman Savings are mostly short-term certificates of deposit. Kayman has also sold some short-term commercial paper of its own. Stephen Kayman, the president of Kayman Savings, suddenly realizes that the institution is in the same precarious predicament as that of many savings and loans (S&Ls) that went bust in the 1980s. Long-term fixed-income instruments are more sensitive to interest rates than short-term instruments. When interest rates rise, both long-term and short-term instruments fall in value, but the long-term instruments fall much more. Consequently, if interest rates should rise, the market value of the S&L’s assets will fall further than the market value of its liabilities. When this happens, the S&L’s equity will be wiped out. The bank will be bankrupt. Even if government auditors do not shut down the S&L, the institution will experience cash flow problems. The relatively low fixed-interest revenue from the long-term assets will not be enough to keep up with the rising interest expenses of the short-term liabilities. What can Kayman do to protect against the risk of rising interest rates?
 

The predicament faced by Kayman Savings is known as a “duration gap.” The duration of the assets is greater than the duration of the liabilities. As rates rise, equity vanishes. Kayman Savings needs a hedge that will pay off when rates rise. Entering an interest rate swap as the fixed payer can close the duration gap. The swap will grow in value as rates rise, offsetting the equity losses. Again, the size, timing, and other terms of the interest rate swap can be tailored to meet the particular needs of Kayman Savings.
 





How to Choose the Appropriate Hedge

 

We have now examined forwards, futures, call options, put options, and swaps. We have observed how these instruments can be used to hedge in a wide variety of risky scenarios. How does one choose which of these instruments to use in a particular situation? When is a future better than a forward? When should an option be used instead of a future? Should interest rate exposure be hedged with bond futures or with swaps? The following steps will provide some guidance.
 

The first task in implementing a hedge strategy is to identify the natural exposures that the firm faces. Does the firm gain or lose when interest rates rise? Does it gain or lose as the dollar appreciates? Is a falling wheat price good news or bad news for the company? What about oil prices and stock prices? How about foreign stock and bond prices? Is the company exposed, and if so, which direction causes a loss?
 

Clearly the answers to these questions vary from firm to firm. The bakers benefited from falling wheat prices while the farmer suffered. Rising interest rates might hurt a firm that has variable-rate debt, but might help a pension fund that is about to invest in bonds. A rising dollar benefits American importers but hurts American exporters. The first step in risk management is to identify the exposures.
 

Once the exposures are identified, one should narrow the search for an appropriate hedge to the set of derivatives that compensate the firm when the adverse scenario is realized. For example, an airline that purchases jet fuel will see higher costs when the price of oil rises. The airline should look for derivatives that pay off when oil prices rise. Thus, the airline should consider a long position in an oil futures contract, or a long oil forward, or an oil call option. A bank that suffers losses when interest rates rise should consider a short position in a bond future or forward, bond put options, or the fixed-payer side of an interest rate swap. An exporter that expects to receive Mexican pesos might wish to go short in peso futures or forwards, or buy peso puts.
 

The next step is to choose from among futures, forwards, options, and swaps. This is perhaps the trickiest part of the analysis. To guide the selection, it is helpful to categorize the risks and the instruments as either symmetric or asymmetric. Futures, forwards, and swaps are symmetric hedging instruments, in that they pay off money if prices move in one direction, but incur losses if prices move in the opposite direction. Options, by contrast, are asymmetric hedging instruments. They pay off money if prices move in one direction, yet result in no cash outflows if prices should move the other way. A symmetric risk is one in which the firm is hurt if underlying prices move one way but benefits if prices move in the opposite direction. An asymmetric risk is one in which the firm is hurt if prices move in one direction, but the firm does not benefit appreciably if the price moves in the other direction. For example, a firm that exports to Japan and receives payment in yen benefits when the value of the yen rises, but is hurt when the yen falls in value. This foreign exchange risk is thus symmetric. The symmetric foreign exchange risk can be eliminated almost completely with a symmetric instrument such as a future or forward, not an option.
 

A portfolio manager invested in stocks also faces a symmetric risk. The portfolio benefits if stock prices rise, and loses money if stock prices fall. The portfolio manager, however, might wish to modify the exposure in an asymmetric way, insuring against losses on the downside while maintaining the potential for upside appreciation. An asymmetric instrument, a put option, would be the appropriate hedge instrument in this case, since an asymmetric instrument converts a symmetric risk into an asymmetric exposure.
 

An automobile leasing company is an example of a commercial venture that faces an asymmetric risk. If interest rates rise, the firm’s interest expenses rise. If the firm tries to offset these higher costs by charging higher prices to customers, the firm would lose business. However, if interest rates fall, buying an automobile on credit becomes a more attractive substitute for leasing unless the leasing company also lowers its prices. Thus, the leasing company suffers when rates rise, but does not benefit when rates fall. An asymmetric hedge such as a bond put option would be the best choice of instrument in this case. The bond put option will pay off when rates rise, but will not require a cash outflow when rates fall.
 

The key to choosing between symmetric and asymmetric instruments is to first identify the nature of the risk that is faced, and then choose the type of instrument that will modify the risk appropriately. A symmetric risk can best be eliminated with a symmetric instrument. An asymmetric risk can best be eliminated with an asymmetric instrument. A symmetric risk can be turned into an asymmetric exposure with an asymmetric instrument.
 

Finally, the last step is to choose whether the instruments should be of the exchange-traded or over-the-counter variety. Forwards and swaps are over-the-counter instruments; futures are exchange-traded instruments. Options are generally exchange-traded, but they can also be bought over the counter. Exchange-traded instruments are standardized, and are thus liquid and entail low transaction costs. But since they are standardized, they may not perfectly suit the risk exposure the firm wishes to hedge. Over-the-counter instruments can be custom tailored, but they are therefore less liquid and more expensive in terms of transaction costs. The firm must weigh the costs and benefits of liquidity, differences in transaction costs, and custom fit. The correct choice depends on the particular hedging situation.
 

A couple of examples will illustrate the process of putting all the factors together to pick the best-suited hedge. An American manufacturing firm owns a production facility in Canada. Rent and wages are paid in Canadian dollars. Consequently, if the Canadian dollar rises in value, the wages and rent translated into American dollars would become more expensive. If the Canadian dollar falls, the expenses in terms of American dollars decline. Thus, the exposure is symmetric. If the firm wishes to completely eliminate the exposure, a symmetric instrument is called for, ruling out options.
 

The firm should go long in Canadian dollar futures or forwards, since either of these instruments will provide positive cash flows when the Canadian dollar is rising. An exchange-traded Canadian dollar futures contract is available. The commission on the forward is greater than the commission on the futures, but the futures contract covers slightly more Canadian dollars than the firm wishes to hedge, and the timing does not exactly correspond to the timing of wage and rent payments. An over-the-counter forward contract could be constructed so that cash flows are synchronized with wage and rent payments. After weighing the two alternatives, the managers decide that the benefit from lower commissions on the futures contract outweighs the disadvantage of the futures’ slight mismatch in the hedge. They go long in Canadian dollar futures.
 

The same manufacturing firm has many customers in Venezuela. If the Venezuelan currency (the bolivar) falls in value, the American dollar value of the revenue will fall. If the Venezuelan currency rises in value, the dollar revenue will rise. Thus, the risk is symmetric, and so the list of hedging candidates is narrowed to futures and forwards. The firm benefits from a rise in the bolivar, and loses when the bolivar falls. Thus, the firm should go short in bolivar futures or forwards, so that a cash flow will be received if the bolivar falls. No bolivar futures contracts are available on exchanges, so the firm must go short in over-the-counter Venezuelan bolivar forwards.
 

A producer of copper wire purchases large amounts of copper as a raw material. When copper prices rise, the firm must either absorb the higher expenses or raise the price of copper wire. Raising the price of wire, however, causes customers to cut back on purchases, causing the firm to be stuck with unsold inventory. When copper prices fall, alternatively, competitors lower their prices, so the firm must also lower its price in order to sell its output. Consequently, the firm’s profits suffer when copper prices rise, but profits do not increase when copper prices fall. Management would like to increase production capacity, but it is difficult to forecast how much the firm can sell, given recent copper price fluctuations. With current levels of raw copper inventory, management believes that raw copper prices can rise as much as 10% without significantly impacting the firm’s bottom line. What is the appropriate hedge?
 

Clearly, the firm faces an asymmetric risk. The firm is hurt when copper prices rise, but does not benefit when the price falls. An option will best mitigate the risk. Since the firm is hurt when copper prices rise, a call option that pays off when copper prices rise is the best choice. Since the firm can tolerate a 10% rise in copper prices without suffering significant losses, an out-of-the-money copper call option that begins to pay off only when copper prices rise more than 10% is ideal. Exchange-traded copper call options exist, so, due to their greater liquidity and low transaction costs, they would be the best choice.
 

A cellular communications firm has sold a six-year variable-rate bond whose interest payments are tied to the London Interbank Offered Rate (LIBOR). When LIBOR rises, so too do the company’s interest payments. When LIBOR falls, the firm’s interest payments fall. The company’s interest payments are due twice a year, on the last days of February and August. The firm raised $160 million this way. With competition holding cellular telephone rates down, the executives worry that an increase in interest rates can wipe out all profits. What is the appropriate hedge instrument?
 

The interest rate exposure is symmetric, ruling out options. The firm needs an instrument that will pay it money when interest rates rise. Thus, the firm should go short in either bond futures or forwards, or the firm should be the fixed-rate payer in an interest rate swap. Since the cash flows that the firm is trying to hedge do not conform to those of any exchange-traded futures contract, the correct choice is narrowed to the over-the-counter instruments—a forward or a swap. The firm must hedge 12 interest rate payments, two per year for six years. Forwards are generally constructed to provide one payment only. Swaps are designed to hedge multiple payments over longer terms. Thus, entering a six-year interest rate swap as the fixed payer is the ideal hedge in this situation.
 





Summary and Final Recommendations

 

This chapter has presented the basics of risk management using derivatives. By separating an asset’s value from its exposure, derivatives allow firms to exchange exposures without exchanging the underlying assets. It is much more economical to transfer exposures rather than assets, and thus derivatives have greatly facilitated risk management. Derivatives are indeed powerful risk management tools, but in the wrong hands they can be dangerous and destructive. It is essential that managers fully understand how much and under what conditions derivatives will provide positive cash flows or require cash outflows. If it is not absolutely clear when and how much the cash flows will be, do not enter the contract. Managers should strive to identify the nature, magnitude, and size of their risk exposures. They can then match those exposures with countervailing positions in derivatives. Managers should never forget that their job is to preserve value by reducing risk. The temptation to speculate should be avoided. Don’t be greedy.
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1 Zvi Bodie and Robert C. Merton, Financial Economics, 2nd ed. (Upper Saddle River, NJ: Prentice Hall, 2009) deserve credit for this perspective on risk management techniques.
 
2
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3 Fischer Black, who co-invented the model, passed away prior to recognition from the Nobel committee.
 
4 All data referring to equity positions, assets under management, exposure, and profits and losses in this section come from Roger Lowenstein, When Genius Failed: The Rise and Fall of Long-Term Capital Management (New York: Random House, 2000).
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Business Valuation
 

Michael A. Crain

 

 

 

It has been said that estimating the value of a private business is similar to analyzing securities of public companies. The theories are similar and not overly complex on the surface. There are even Web sites that say they can value a private firm. But like so many things in the business world, the devil is in the details. The valuation of a closely held business depends on many variables. While valuation theory does not seem overly complex, the accuracy is only as good as the variables that go into it. The valuation of private firms is often complicated by the quantity and quality of information and the way private firms are operated. Unlike public companies, private firms often do not have complete and accurate information available. Dollar for dollar, the time to value most profitable private firms is out of proportion to the analysis of public company securities. This is shown in the following case study, which illustrates valuation theory and types of information that are used.
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For the past 20 years, Bob has owned and operated a manufacturing business that has grown significantly since it started. Bob is 60 years of age, and his children do not appear capable of taking over the company. He is thinking about the future of the firm at a time when he would like to slow down. One of his options is selling his business. Bob’s company, Acme Manufacturing, Inc., makes certain types of adhesives and sealants and has revenues of approximately $50 million. It has six plants throughout the country. Bob owns 100% of the firm’s common stock. He does not know what the business is worth, nor does he know how its value would be determined. Bob asked his accountant about valuing the business. The accountant recommends that Bob hire someone who specializes in business valuations. After interviewing several candidates, Bob hires Victoria to value his firm. The valuation date is December 31, 2008, and the standard of value is fair market value. Victoria explains the valuation process and the scope of her work.
 





Three Approaches to Value

 

Victoria tells Bob that the value of a firm is usually estimated by considering three approaches:1. Income approach.

2. Market approach.

3. Asset (or cost) approach.


 

The income approach estimates a value by using a method to convert expected future economic benefits, such as cash flows, into a present single amount. This approach is based on the concept that the value of an asset—such as a stock or a business—is all of its expected future benefits expressed in present-value dollars. (A simple example of present value is that a dollar to be received a year from now is worth perhaps 95 cents today.)
 

Next, the market approach is a way of estimating a value by observing the prices of identical or similar assets. For instance, real estate appraisals using the market approach often rely on the sales prices of comparable properties. In business valuation, it is sometimes possible to observe prices of similar firms that have been sold.
 

The asset approach is a way of estimating value based on the individual values of the firm’s assets less its liabilities. The firm’s balance sheet serves as a starting point. This approach requires that all of the assets be identified—even if they do not appear on the balance sheet. Often, a balance sheet does not include assets that the firm has created through internal activity, such as goodwill and other intangible assets. Once all the firm’s assets and liabilities have been identified, each item is valued.
 





Different Types of Buyers

 

Victoria explains to Bob that buyers have different motives for buying businesses. They may be willing to pay different prices for the same business depending on their motive. Most buyer motives can be grouped into these categories:• Financial buyers. These buyers are mostly motivated to earn a reasonable return on their investment. Financial buyers often have a wide range of investment options, because they seek financial returns on whatever sort of investment they make. Furthermore, financial buyers are also often focused on an exit strategy to sell their investment in the future. Finally, those sorts of buyers usually pay fair market value (defined later).

• Strategic/investment buyers. These buyers probably already know the firm or already operate in its industry. Therefore, the number of potential strategic buyers of a firm is usually smaller than the number of financial buyers. A strategic buyer is often looking to integrate its operations with the target firm. Most of these sorts of buyers will pay a higher price that reflects business synergies that are not available to financial buyers. This price is called investment value, which is different than the concept of fair market value.


 

The smallest of businesses—sometimes called mom-and-pop businesses—often have two other types of buyers with different motives: lifestyle buyers and those seeking employment. A lifestyle buyer wants to buy a business that provides a desired lifestyle (e.g., a motel in the mountains or a business that complements a hobby). Another type of buyer of small businesses is motivated to provide employment for the buyer and/or family members.
 

After explaining the different types of buyers to Bob, Victoria discusses how they apply to Acme. Obviously, Bob would like to obtain the highest price possible if he sold his business. Neither Bob nor Victoria, however, has any way to foresee who that buyer may be or that buyer’s strategic motives for buying Acme. Therefore, Victoria is going to estimate what a financial buyer would likely pay—the firm’s fair market value. Practically, determining the fair market value will help Bob set a minimum target price to accept when selling Acme. But if Bob can find a strategic buyer who would pay a higher price, he would, of course, prefer to do that.
 

Bob asks Victoria to explain fair market value and how it differs from investment value. She tells him that fair market value is commonly defined as “the price, expressed in terms of cash equivalents, at which property would change hands between a hypothetical willing and able buyer and a hypothetical willing and able seller, acting at arm’s length in an open and unrestricted market, when neither is under compulsion to buy or sell and when both have reasonable knowledge of the relevant facts.”1 The idea of fair market value is what the market of buyers and sellers would agree on as a price. Alternatively, investment value is the price a specific buyer would pay based on that buyer’s needs and expectations. It often reflects a higher price than fair market value because of unique synergies between the buyer and target firm. But, as discussed earlier, investment value requires some idea of a specific buyer.
 





An Overview of the Business Valuation Process

 

Victoria explains to Bob that a thorough business valuation is both a quantitative and a qualitative process involving an analysis of many factors, such as risk and investment return. A valuation is more than simply analyzing the firm’s historical financial statements or its financial forecast. Valuations that give the most reliable results analyze qualitative factors such as technology changes, competition, and customers. In addition, other factors are also often analyzed, such as macroenvironment factors like the firm’s industry and the national and local economies. A business valuation will often include the following areas:• Analysis of the company.

• Industry analysis.

• Economic analysis.

• Analysis of the firm’s financial statements.

• Application of valuation methods.

• Application of any needed valuation adjustments.


 

A large part of valuing a firm is analyzing the investment risk of buying and owning a business. After the sale, the buyer bears the risk that the expected economic benefits may not materialize in the future. Of course, there is no guarantee of actually receiving the forecasted earnings. A key concept in finance is the relationship between risk and reward in making any investment. Rational people make investment decisions by weighing the risk of an investment against the expected rewards. For instance, a certificate of deposit from a bank that is guaranteed against default may have a rate of return (interest) of 5%. This investment has virtually no risk. But over the long run, investments in large and small public company stocks have historically earned an average of 10% to 12% and 15% to 20% per year, respectively. These three types of investments illustrate the relationship between risk and reward. Buying large company stocks instead of certificates of deposit carries more risk, and the market has rewarded the investors with a higher return. Furthermore, small company stocks are usually more risky than large company stocks, and they have historically rewarded investors with even higher returns. This idea flows to business valuation. A large part of the analysis looks at the risk of an investment in a firm and compares it to the risks of other types of investments. Next, the relative rewards to an investor are considered.
 

Victoria further explains that valuation concepts are founded in several economic principles. The first is the principle of alternatives, which states that each person has alternatives to completing a particular transaction. In the preceding example, someone has options of investing funds in a bank certificate of deposit, large company stocks, or small company stocks. Investing in a private firm is yet another alternative.
 

The second economic principle in valuation is the principle of substitution. It states that the value of something tends to be determined by the cost of acquiring an equally desirable substitute. For instance, someone who is selling a home will likely set the asking price based on recent sales prices of other houses in the neighborhood. If the asking price is significantly higher than prices of other houses in the area, it is unlikely that anyone will buy that home. Rather, they would buy a home in the same neighborhood for less money. Likewise, a potential buyer of a business is not likely to pay significantly more than the price for a similar firm or other similar investment.
 

In business valuation, we must remember that buyers have other ways to invest their money, and they will generally not pay significantly more for a business than the price of comparable investments. Thus, a business valuation will usually benchmark a profitable private firm against other investments. This process involves an analysis of the risk of those other investments as well as of the risk of the business being valued.
 



Industry Analysis

 

Acme operates in the adhesive and sealant industry. The U.S. government’s Standard Industrial Classification (SIC) for this industry is number 2891. Victoria researches this industry and finds that the segment consists of approximately 1,100 U.S. establishments primarily engaged in manufacturing industrial and household adhesives, glues, caulking compounds, sealants, linoleum, tile, and rubber cements. The annual sales in this industry segment are $16.9 billion, and the industry employs roughly 36,000 people. The industry has grown at an average annual compound rate of 6.7% over the past 10 years. Victoria finds that this industry segment is a large growing global segment. However, the U.S. portion is highly fragmented, and a significant majority of the industry participants are small and regional companies. It is expected that the industry will consolidate as companies seek to enhance operating efficiencies in new product development, sales and marketing, distribution, production, and administrative overhead.
 

From her analysis, Victoria concludes that the industry outlook is positive in revenues and earnings, but it is moderated by the high degree of competition from numerous smaller firms selling similar products.
 





The Fundamental Position of the Firm

 

During Victoria’s interviews with the firm’s managers, she discovers that Bob founded Acme 20 years ago, and its history has been one of relative success. It started in a small garage and grew by expanding the number of products and its customer base. Over the years, Acme acquired new facilities, not only in its hometown but in other cities as well. The firm’s growth was primarily funded by reinvesting its profits and with long-term financing when purchasing real estate. During the past five years, Acme’s sales increased from $33 million to $50 million. Acme expects to expand its manufacturing capacity by adding equipment to the existing locations.
 

Victoria’s analysis reveals that Acme has competition from many firms, and many of them are small, private companies. She also finds that Acme’s customers are retail distributors of its products, and the firm does not have any significant customer concentration. In general, customer relationships have historically been long-term.
 

Acme has several trademarks and products that are widely known to the public, as is Acme’s name. Victoria also finds that the risk of product obsolescence or replacements by new products is a minimal risk to Acme.
 

Acme has had research and development activities, and those costs have ranged from $250,000 to $500,000 per year over the past five years. Management does not expect any significant product developments in the near future.
 

Victoria’s financial analysis includes looking at Acme’s dividend-paying capacity. Because the company is private, she asks for information about compensation paid to family members and perquisites. Victoria finds that officers’ compensation, shareholder distributions, and perquisites over the past five years have been as follows:[image: 298]
 



Private firms are often operated to minimize taxable income and therefore taxes. In contrast, public companies are usually operated to maximize earnings for their shareholders and to increase share prices.
 

When valuing a firm, a financial analysis should make adjustments so that revenues and expenses are normalized. In this case, Victoria analyzes the amount of wages the family members have taken from the firm and compares that amount with lower market wages of other people employed in similar positions. The difference between the two amounts is a form of Acme’s profits flowing out of the firm as wages instead of dividends. Victoria’s analysis strives to identify the firm’s total earnings, even though they are different from what is reported on the income statement.
 

In addition, Acme has about 240 employees at its six locations. The top three individuals in management are family members, including Bob. Should the company be sold, it is unlikely that the three family members would remain working there.
 



Summary of Positive and Negative Fundamental Factors

 

As a result of Victoria’s analysis, she identifies the following key positive and negative factors of the firm.
 

Positive
• Acme has been in existence for 20 years.

• Acme has a long-term history of growing sales and profits.

• Acme owns several trademarks for products that are well known.

• Acme has diversification in the number of its manufacturing locations.

• Acme’s industry outlook is moderately positive.

• The demand for Acme’s products is expected to continue.


 

Negative
• Acme is highly dependent on the three family members who hold the top management positions.

• Acme’s products face a high degree of competition.


 





Financial Statement Analysis

 

An analysis of a firm’s historical financial statements is usually needed—unless it is a start-up business—as the past is often a basis to forecast future earnings. If a firm has had high growth in recent years, that might indicate future growth potential. If past earnings have been volatile, this might be a signal of risk for a buyer. While an analysis of the financial statements is important, valuation does not stop with only looking at the firm’s past performance. The goal of an analysis is estimating the firm’s future earnings since that is what a buyer is looking to receive.
 



Balance Sheet Analysis

 

Victoria prepares Exhibit 16.1, which is a summary of Acme’s historical balance sheets in condensed form for the most recent five years.
 

She finds that total assets grew an average of 15% per year over the five years and a similar amount in the most recent year. The current assets consist mostly of accounts receivable and inventory. Moreover, fixed assets mostly consist of land, buildings, improvements, machinery and equipment, factory construction in progress, and transportation equipment. As of the most recent year-end, Acme’s depreciable fixed assets were amortized to 48% of their original costs.
 

The most recent year reflects unamortized intangible assets, consisting mostly of goodwill that is related to Acme’s purchase of a plant.
 

Current liabilities consist of accounts payable and the amounts due within the next year on promissory notes and capital leases.
 

Acme is moderately leveraged from borrowings. During the past five years, Acme’s interest-bearing debt—both current and noncurrent portions—increased from $6.6 million to $10.4 million. Debt consists of real estate mortgage notes, term loans, a revolving line of credit, and obligations under capital leases.
 

Over the past five years, the shareholders’ equity increased from $6.7 million to $11.4 million. Shareholders’ equity decreased slightly as a percentage of total liabilities and equity over the past five years.
 



Income Statement Analysis

 

Victoria also prepares Exhibit 16.2, which is a summary of Acme’s historical income statements in condensed form for the past five years. She also prepares Exhibit 16.3, which is a graph of Acme’s annual revenues for the previous five years. It illustrates the revenues from Exhibit 16.2 and more clearly shows a trend in revenue growth. The firm had a compounded annual growth rate in revenues of 11.1% during the previous five years and 3.5% for the most recent year. Acme’s revenue growth rate over the past five years was substantially higher than the 5.6% revenue growth reported by the chemical products industry.
 

Exhibit 16.1 Acme Manufacturing Inc.: Summary of condensed balance sheets, 2004-2008.
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Exhibit 16.2 Acme Manufacturing, Inc.: Summary of condensed income statements, 2004-2008.
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Exhibit 16.3
Acme Manufacturing, Inc.: Revenue growth, 2004-2008.
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Cost of goods sold as a percentage of revenues were in a range of 66.6% to 69.9% over the past five years. Operating expenses, exclusive of officers’ compensation, varied between 9.8% and 11.8%, with an upward trend.
 

Acme reported consistent profitability during the past five years. In 2004, income before officers’ compensation and taxes was $6.5 million ($4.31 + $2.23). For 2008, it increased to $8.7 million ($5.29 + $3.38).
 





Ratio Analysis

 

Victoria also prepares Exhibit 16.4, which summarizes financial operating ratios of Acme for the past five years.
 

Liquidity ratios show Acme’s ability to meet current obligations as they come due. The current ratio decreased from 1.9 to 1.0 during the five-year period. Working capital also decreased from $4.2 million to $190,000 during the same five-year period. These statistics indicate that the firm has a greater risk in not being able to pay its bills.
 

Activity ratios reveal how effectively a firm’s managers are utilizing its assets. The average number of days in Acme’s accounts receivable was similar over the past five years, at around 50 days. The average number of days that inventory remained at the plant before being sold decreased from 58 days to 47 days. The average number of days of accounts payable was fairly similar over the five-year period, at around 48 days.
 

Coverage ratios indicate a firm’s ability to pay its debt. The number of times interest was earned, as measured by earnings before interest and taxes (EBIT) divided by interest expense, decreased from 8 to 7 times.
 

Leverage ratios generally indicate a firm’s vulnerability to business downturns. Firms with high leverage have more risk to downturns than those with less debt. Acme’s debt to tangible worth increased in the past five years from 1.5 to 1.8. Fixed assets to tangible worth increased from 1.0 to 1.5.
 

Exhibit 16.4
Acme Manufacturing, Inc.: Ratio analysis, 2004-2008.
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Profitability ratios reflect the returns earned by Acme and assist in evaluating manager performance. Acme has been consistently profitable in each of the past five years. The earnings before taxes to tangible worth fluctuated between 55% and 66%. Officers’ compensation ranged from $2.2 million to $3.5 million during the five years and was $3.4 million in the most recent year.
 





Comparison to Industry Averages

 

Victoria also compares Acme’s key financial ratios to peer companies. The main differences between Acme and other firms of similar size in the same industry are as follows:• Acme’s liquidity is much less than that of other firms in the group. Similar companies have a ratio of 1.6, whereas Acme has a current ratio of 1.0. This is likely to be due to Acme having a large part of its debt due within 12 months instead of long-term financing.

• The average number of days in accounts payable for Acme is 48 days, which is much higher than the peer group’s average of 32 days. This is probably due to the firm taking longer to pay for raw materials and inventory because of its low working capital.

• The times interest earned measure for Acme is much higher than its peer group’s average. The firm had a measure of 7.3 as compared to its peers at 4.0. This is likely to be due to Acme having a higher profit margin than its peers.

• Acme is much more leveraged that its peer group. Its measure of debt to tangible worth is 1.8, compared to its peers at 1.2. Furthermore, the firm’s measure of fixed assets to tangible worth is 1.5, compared to its peers at 0.5. Acme has a higher amount of fixed assets compared to its tangible worth.

• Acme is more profitable than its peers. The measure of earnings before taxes to total assets is 18%, compared to its peers at 12%. In addition, Acme’s earnings before taxes to tangible worth is 55%, compared to its peers at 22%. This is due to Acme’s profit margin of 11%, compared to its peers at 5%.


 

The purpose of this part of Victoria’s analysis is to evaluate the risk factors of owning this business as compared to an investment in the average peer company. As previously discussed in this chapter, investors have options of where to place their capital and rational investors require a higher reward—in the form of returns—for investments with higher risks.
 





Valuation Methods

 

Victoria tells Bob that Acme’s shares of common stock are private securities and there is no liquid market for their sale. Furthermore, no obvious firms can easily be found that would serve as price benchmarks to value Acme. Next, in her analysis, Victoria considers all relevant valuation approaches and ultimately relies on two ways to estimate the value of Acme’s common stock—the market approach and the income approach. She rejects the asset approach because the premise of value is a going concern and the company has no intention to liquidate its assets. In addition, the asset approach does not clearly reflect the value of this firm arising from its earnings potential.
 





Debt-Free Analysis

 

Victoria further explains to Bob that there are two ways to value the shares of a private firm using the income approach. The first way is the direct equity methodology. Using this approach, a firm’s net cash flow drives the value of its stock. This methodology either capitalizes the net cash flow for one year or calculates the present value of a series of future cash flows.
 

The second way is the debt-free methodology (sometimes called the invested capital methodology). How much or how little a firm is leveraged can have a significant impact on the value of its stock. If a firm has too little leverage or too much leverage compared to an ideal blend of debt and equity capital, the direct equity methodology may result in a distorted valuation of the firm; therefore, the debt-free method should be used instead to value the firm.
 

A firm’s invested capital represents all of its sources of capital to fund the business—capital from investors (equity) and creditors (debt). When we say the value of a business or a business enterprise, it has a different meaning from the value of the firm’s equity. This concept is illustrated in the accompanying diagram.
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When we talk about the value of a business enterprise, we are usually referring to the value of the firm without thinking about its debt. (This idea is similar to talking about the value of a house. The mortgage loan does not affect the home’s value.) The business enterprise value is represented by the left-hand graph. This amount is equal to the values of the firm’s equity and debt. After subtracting the value of the debt from the business enterprise value, the resulting amount is the value of the firm’s equity. We might want to know the business enterprise value in a sale transaction because many sales are structured to transfer only a firm’s assets to the buyer, and it is up to the buyer to raise capital from investors and/or borrow from lenders. (In an asset sale, the seller would be responsible for paying off the firm’s existing debt, usually upon receipt of the sales proceeds.)
 

We usually think about the debt-free methodology in two steps. First, determine the business enterprise value based on the firm’s cash flow. But this level of cash flow should be before any principal and interest payments on the firm’s debt. Second, if the firm’s equity is being valued, then subtract the value of the firm’s debt from the business enterprise value.
 

Alternatively, the direct equity methodology values a firm’s equity by using the net cash flow after the firm makes payments on its debt. The result of this method is the value of the firm’s equity.
 

The direct equity and debt-free methodologies are summarized as follows:[image: 304]
 







Cost of Capital

 

Bob asks Victoria to explain the concept of cost of capital. She says that when a business manager or prospective buyer of a firm is raising capital, debt capital is less expensive than equity capital. Debt capital is monies borrowed from lenders, such as banks, to fund a business. The lender expects a return on its investment in the form of interest. In financial terms, interest expense on debt is called the firm’s cost of debt. Therefore, a firm pays interest—or a cost of debt—that is based on lending rates in the capital markets. Acme’s current cost of debt is 9% per year. However, since Acme can take a tax deduction for its interest expense, its after-tax cost of debt capital is 5.4% based on a 9% borrowing rate less 40% of that amount in reduced taxes: 5.4% = 9% × (1 - 40%). So, for every $100 Acme pays in interest expense to the bank, its income tax obligation is lowered by $40 because interest is a business expense that lowers the firm’s taxable income. Thus, in this example, Acme’s after-tax interest expense is $60 ($100 paid to the bank minus $40 in reduced taxes).
 

In order for a firm to raise equity capital by selling stock to investors, it needs to offer an incentive: the hope of earning a fair reward for making an investment. For stocks, those rewards come in the form of dividends or capital gains, or both. Collectively, these rewards are an investor’s return on investment. As previously discussed, stocks of large U.S. public companies have created average historical returns of 10% to 12% per year over the long run. Small public company stocks in the United States have had average historical annual returns of 15% to 20% over the long run. Since private firms are usually riskier than most small public companies, private firms must offer a rate of return to their shareholders higher than the returns of less risky stocks of small public firms.
 

When raising capital by a stock offering, investors can get a higher rate of return if the stock price is lower. In other words, a lower stock price results in a lower investment for the person buying the shares. Holding the expected future returns to investors constant, their return on investment is higher when buying the shares at a low price and, conversely, their return on investment is lower if they pay a high price for the shares.
 

Let’s say that a private firm is raising capital by selling stock. The returns a firm gives its stockholders are called the firm’s cost of equity. In other words, to raise new equity capital, the firm needs to work to reward those new investors. Those rewards are the firm’s cost of equity.
 

Furthermore, a firm has both a cost of debt capital and a cost of equity capital, and these two costs differ. Combined, these costs are called a firm’s cost of capital. The cost of debt is less than the cost of equity. Lenders demand a lower rate of return than investors because lenders are in a less risky position since they normally get paid before investors. Moreover, a firm’s managers can maximize the returns to its shareholders by using a blend of debt financing (less expensive) and equity capital (more expensive). When managers get capital from lenders, the firm does not issue as much stock and, therefore, the firm’s profits are divided among fewer shares. Say that a prospective buyer of a firm must raise $10 million to acquire a target company. If it raised the entire $10 million from the sale of stock, it would need to offer those shareholders a rate of return of, say, 20% per year on average. Alternatively, it could raise a portion of the $10 million by borrowing from a bank at, say, an after-tax interest cost of 5%. In this example, the cost of debt is significantly less than the cost of equity. If the buyer borrows $5 million from the bank and raises another $5 million through the sale of stock, its overall cost of capital is much lower than if the full amount was raised from the sale of stock. The following tables compare the cost of capital in two situations:Blended Capital Structure of Debt and Equity
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This example illustrates that with the prudent blending of debt and equity capital, managers can decrease the firm’s total cost of capital from 20% to 12.5%. This has the effect of increasing the current shareholders’ rate of return. It also has a positive effect on the firm’s stock price.
 

The relevance of all of this to valuing a business is that if the goal is to value a firm’s shares—rather than the business enterprise value—and the firm does not already have the good blend of debt and equity capital, a valuation may produce a wrong result unless the debt-free methodology is used. When valuing stock, the direct equity methodology does not take into account a firm’s optimal blend of debt and equity—unless the business already happens to have it. Consequently, the result of the valuation of a firm’s shares using the direct equity methodology may result in an incorrect value because the firm’s cost of capital is misestimated. However, if the firm already has a good blend of capital, the direct equity method produces a reasonable estimate of the stock’s value and is a simpler methodology.
 

Victoria’s analysis shows that Acme does not have the ideal capital structure. Therefore, she concludes that a debt-free methodology is necessary to properly value Acme’s shares. This methodology first estimates Acme’s cash flows before paying its debt. This level of cash flows will be higher than a firm’s net cash flows, which has reductions for principal and interest payments to the firm’s lenders. Using this higher level of cash flows produces a higher value. Conceptually, this higher level of cash flows and value is shared between investors and lenders. This concept was illustrated in the graphic earlier in this chapter. Once Acme’s business enterprise value is estimated, then the value of its debt capital is subtracted, resulting in the value of Acme’s equity.
 

Victoria summarizes these ideas for Bob. The debt-free methodology first estimates Acme’s business enterprise value. If Bob were to sell Acme in an asset sale, he would be interested in this value. But if the transaction were structured as a sale of all of Acme’s stock, Bob would want to know the value of the shares. In this case, the value of Acme’s debt capital would be subtracted from its business enterprise value, which would produce an estimate of the value of Acme’s shares. Victoria tells Bob that although the debt-free methodology is more complex than the direct equity methodology, it is needed to value Acme’s shares since the firm does not have the optimal capital structure of debt and equity.
 





Adjustments to Earnings for Valuation Purposes

 

As discussed earlier, financial statements of private firms sometimes do not show the true profitability. Victoria tells Bob that adjustments to the financial statements are sometimes needed for a valuation analysis.
 

These adjustments fall into two areas. The first type removes unusual or nonrecurring items. These sorts of adjustments remove the effect of past events that are not expected to occur again, such as operations that have been closed, legal costs to defend an extraordinary lawsuit, or a nonrecurring capital gain from the sale of an asset. A buyer of a firm would not expect these items to occur in the future and, therefore, they are not relevant to the analysis.
 

The second type of adjustment is economic. These include adjustments to costs on the financial statements that are not shown at their market values, such as officers’ wages being paid at an above-market amount, the firm’s rent expense being paid to a related party at an amount different from market rent, or a shareholder’s extra perquisites being expensed by the business for tax purposes. In addition, some private firms fail to report all of their revenues in order to improperly lower their taxes, and any unreported sales would be an adjustment. Furthermore, expenses related to non-operating assets (e.g., a ski condominium owned by the firm but used only for nonbusiness reasons) would also be eliminated. Many adjustments of the second type arise from activities between the firm and related parties.
 

Once these adjustments are made to the historical income statements, they represent what the firm would have earned if revenues, related-party transactions, and so forth were properly recorded and if unusual or nonrecurring events had not occurred. Those adjusted earnings are a historical benchmark for estimating the firm’s future earnings and cash flows.
 

For Acme, Victoria determines that the amount of officers’ wages paid to Bob and his family were more than the wages the firm would have paid to nonfamily employees in the same job positions. Thus, officers’ wage expense on the historical income statements are reduced to the amount of market wages, and therefore the firm’s earnings increase. In addition, Bob personally owns the property where the factories are located, leases the properties to the firm, and collects rents. Victoria finds that Acme is paying rents to Bob that exceed market rents, so she reduces the firm’s rent expense. As reflected in Exhibit 16.2, Acme has elected to be treated as an S corporation for U.S. income tax purposes. Thus, Acme does not pay income taxes since the income is reported on Bob’s personal income tax return. As a result, Bob—rather than Acme—pays the income taxes on the firm’s profits, and Acme’s income statements do not show an expense for income taxes. Victoria believes the most likely buyer of Acme would be a large corporation that would not be able to maintain Acme’s S corporation tax status. The buyer would be a corporation that pays income taxes. Therefore, Victoria makes an economic adjustment to Acme’s income statements to include an expense for income taxes. This adjustment is made because the after-tax income is what a typical buyer of Acme expects to earn. That buyer would use Acme’s after-tax income—what it would receive as its return on investment—in estimating a price it would pay to buy the firm.
 

Once Victoria determines Acme’s true historical profitability, she now applies the valuation methodologies.
 





Income Approach: Discounted Cash Flow Method

 

As discussed earlier, the income approach is based on the concept that the value of an asset today represents its expected future benefits discounted to a present value. Victoria uses the discounted cash flow (DCF) methodology in her analysis. This method forecasts Acme’s cash flows for several years—often five years—into the future and discounts them to a present value. In addition, this method assumes that Acme will be sold at some point in the future and the owner will receive sales proceeds at that time. That estimated future sales price—called the residual value or terminal value—is also discounted back to a present value. Next, the sum of the present values of future cash flows and the present value of the residual value are added together to estimate the value of Acme. This concept is summarized as follows:Discounted Cash Flow Valuation Method (Simplified)
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As discussed earlier, cash flows may be after-debt costs (called the net cash flow to equity holders) or on a debt-free basis (called the net cash flow to the firm). The formulas for these two levels of cash flows are shown next. The use of either level of cash flow can be used in a DCF model.
 

Net Cash Flow to Equity Holders
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Net Cash Flow to the Firm
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Application of DCF Model
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An error when using the income approach is mismatching the level of cash flows and the type of discount rate. The net cash flow to equity holders represents the return to investors. Thus, the discount rate for this level of cash flows is the firm’s cost of equity capital. Alternatively, the net cash flow to the firm is the return the firm generates to pay the investors and lenders. For this level of cash flows, the DCF model should use the firm’s weighted average cost of capital as the discount rate.
 

In summary, it is very important to think about the level of cash flows in the valuation model and match it with the proper type of discount rate.
 



Forecasted Financial Statements

 

Acme’s managers have prepared a financial forecast and discuss it with Victoria. The forecasts are presented in Exhibits 16.5, 16.6, and 16.7. Key assumptions in the forecasts include:• Sales would grow 12% in 2009 and 2010, 11% in 2011 and 2012, and 10% in 2013.

• Costs of goods sold are 69% of sales.

• Operating expenses (exclusive of officers’ wages) are 12% of sales.

• Officers’ wages (at market amounts) are 3.1% of sales.

• The 2009 capital expenditures are $2.8 million and increase thereafter 5% per year.

• The firm needs a minimum cash balance of $200,000.

• The dividend payout ratio (the amount of cash flows actually distributed to shareholders; the remainder is reinvested in the firm) ranges from 55% to 65% per year.


 



Residual Value

 

The DCF valuation methodology assumes that the firm will be sold in the future and the shareholders will receive the proceeds at that time. Victoria assumes Acme will be sold five years in the future on December 31, 2013. (Five years is common among analysts for mature firms. Start-up firms, however, may require financial forecasts for a longer period until the firm’s earnings growth rate becomes stable.) The value of a firm at that time is called the residual value, as discussed earlier. The residual value of Acme is estimated from its forecasted net cash flows in 2013 and then by estimating the cash flows for the following year, 2014. The model assumes that the firm will be sold at the end of 2013, its earnings growth rate is stable on average, and a hypothetical new owner would expect to receive the amount of 2014 cash flows reflected in the model.
 

Next, a price multiple is applied to Acme’s estimated 2014 net cash flow in order to estimate the firm’s residual value at December 31, 2013. The multiple is based on a formula: the reciprocal of the firm’s weighted average cost of capital less its estimated sustainable long-term earnings growth rate. This formula is:Discount Rate - Sustainable Long-Term Earnings Growth Rate = Capitalization Rate 1 ÷ Capitalization Rate = Price Multiple
 


 


 

Exhibit 16.5
Acme Manufacturing, Inc.: Forecasted income statements, 2009-2013.
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Discount Rate for the Valuation Model

 

As discussed earlier, since Acme is being valued using a debt-free methodology, Victoria uses the weighted average cost of capital (WACC) as the discount rate in her valuation model. WACC uses both the firm’s cost of debt and cost of equity and weights them based on the firm’s ideal capital structure. Each element of Acme’s weighted average cost of capital is discussed in the following sections.
 

Exhibit 16.6
Acme Manufacturing, Inc.: Forecasted net cash flows to the firm, 2009-2013.
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Cost of Equity

 

As discussed earlier in this chapter, investors have many choices to invest their funds, and a rational investor expects to receive a higher rate of return when an investment is riskier than alternatives. In estimating Acme’s cost of equity capital, Victoria uses the modified capital asset pricing model (CAPM), which is defined as:Cost of Equity = Risk-Free Rate + (Equity Risk Premium × Beta)
 

+ Premium for Size Risk + Premium for Risks Unique to Firm
 



 


 

Investments in private firms are widely considered to be long-term rather than short-term investments. Accordingly, the risk-free rate, the first part of the modified CAPM, is based on the 20-year U.S. Treasury bond yield. U.S. Treasuries are considered risk-free investments because they have virtually no default risk. Victoria finds the yield on the 20-year Treasury bonds is 6.4%, which is a proxy for the risk-free rate in the modified CAPM.
 

Exhibit 16.7
Acme Manufacturing, Inc.: Forecasted balance sheets, 2009-2013.
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Victoria explains that the second part of the modified CAPM is the equity risk premium . This is the extra return investors require above a risk-free rate to invest in risky stocks. A common benchmark for the equity risk premium is the returns of the S&P 500 stock index. Several researchers and commercial data providers have analyzed historical equity risk premiums. For instance, Morningstar’s Ibbotson Associates performs annual empirical studies of the historical equity risk premium going back to 1926. Since investors in private firms have long investment horizons, business valuation theory uses an equity risk premium with a long-term perspective. Based on her research, Victoria believes a reasonable estimate of Acme’s equity risk premium is 8.1% above the risk-free rate.
 

The modified CAPM uses the sensitivity of a firm’s stock price to swings in the broader market. Beta is a measure of the relationship between the returns on an individual stock to returns of the overall market. A proxy for the market is often a stock index such as the S&P 500 index. Moreover, the prices of some stocks tend to rise and fall faster than the overall market. When a stock’s beta is greater than 1.0, its returns tend to be more volatile than those of the market. Alternatively, a stock with a beta below 1.0 tends to be less volatile than overall market returns. In summary, beta measures a stock’s volatility relative to the overall market. If a stock has a beta greater than 1.0, its returns are more volatile and, therefore, it is riskier than the overall market. If beta is less than 1.0, its returns are less volatile, and it is less risky than the market.
 

One can obtain beta measurements of public stocks from free Web sites like Yahoo! Finance or MSN Money and from proprietary financial sources like Bloomberg. But how does one get the beta of a private firm to apply the modified CAPM? One way is to use the average beta of public firms that are in the same industry as a proxy.
 

Victoria’s analysis finds that the average beta of public firms in Acme’s industry is 0.99. She believes this average is a reasonable proxy for Acme’s beta for use in the modified CAPM. Furthermore, she estimates Acme’s equity risk premium is 8.0% (the general equity risk premium of 8.1% multiplied by the average industry beta of 0.99).
 

Victoria tells Bob that the capital asset pricing model widely used by analysts and portfolio managers assumes a stock’s unsystematic risks can be eliminated by portfolio diversification. But owners of private firms often do not (or cannot) diversify their portfolios and therefore do not avoid the unsystematic risks of an investment. Business valuation theory has modified the common CAPM to add a premium for unsystematic risks of a private firm investment. Acme’s unsystematic risks are discussed shortly.
 

Research has shown that the returns of small public company stocks are higher than those of large public company stocks over the long run. Many argue that these higher returns occur because smaller firms are riskier than larger ones. Historical data from Morningstar’s Ibbotson Associates shows that the smallest 20% of public firms have produced an extra 2% to 4% return above the returns of companies in the S&P 500 index over the long run. Business valuation theory adopts this idea and adds a premium in the modified CAPM for the extra risk from a private firm’s smaller size relative to S&P 500 companies. Based on her research, Victoria adds a premium of 2.2% to Acme’s cost of equity for the risks associated with its size.
 

Finally, differences between Acme and small public firms are analyzed. Victoria has identified Acme’s features that are positive and negative risk factors (these factors were discussed earlier in this chapter). After reviewing her analysis, she determines that Acme is slightly more risky than small public firms. In Victoria’s judgment, she adds a 2% premium to Acme’s cost of equity.
 

In summary, Victoria estimates Acme’s cost of equity using the modified CAPM, as shown in Exhibit 16.8.
 

Exhibit 16.8
Acme Manufacturing, Inc.: Cost of equity.
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Exhibit 16.9
Acme Manufacturing, Inc.: Cost of debt.
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Cost of Debt

 

Victoria analyzes Acme’s audited financial statements—including the footnotes—and interviews management on the firm’s current borrowing rates for its long-term financing. Based on her analysis, she estimates the firm’s current borrowing rate is 9%. Since interest is a business expense that reduces tax income, the effective interest rate is less than 9%. Victoria finds that Acme has a 40% tax rate. Therefore, she finds Acme’s after-tax cost of debt is 5.4%, as presented in Exhibit 16.9.
 



Weighted Average Cost of Capital

 

Victoria estimates that Acme’s optimal capital structure is 40% debt and 60% equity. She bases her findings on the average capital structures of public firms in the same industry as Acme and then considers that Acme does not have the same access to equity capital as do public firms.
 

Based on this weighting between debt and equity, Victoria estimates Acme’s weighted average cost of capital at 13.3%. The calculation is presented in Exhibit 16.10.
 



Discounted Cash Flow Calculation

 

As discussed earlier, Acme’s forecasted net cash flows for 2009 to 2013 are discounted to a present value as of the December 31, 2008, valuation date. The discount rate Victoria uses is Acme’s weighted average cost of capital of 13.3%. In addition, Acme’s residual value as of December 31, 2013, is discounted to a present value using the same discount rate.
 

Victoria prepares Exhibit 16.11, which shows the discounting of the cash flows for the five-year period and the discounting of the residual value. Her calculations assume that the annual cash flows are earned equally during each year. Therefore, the present value calculation for the annual cash flows uses the middle of each year—June 30—for the discounting computations. For instance, the first forecasted year (2009) is discounted one-half year—rather than one full year—to the valuation date of December 31, 2008.
 

Exhibit 16.10
Acme Manufacturing, Inc.: Weighted cost of capital.
 

[image: 315]

Exhibit 16.11
Acme Manufacturing, Inc.: DCF method of valuation as of December 31, 2008.
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The residual value is based on the expected net cash flow to the firm in the last year of the forecast in 2013 of $4.533 million. Victoria estimates Acme’s long-term sustainable earnings growth rate is 5% per year on average. Therefore, she estimates the cash flow for 2014 at $4.760 million ($4.533 million × 1.05). She applies a price multiple of 12 to this cash flow. The calculation for the multiple is presented in Exhibit 16.11. Therefore, Acme’s future residual value as of December 31, 2013, is estimated as $57.1 million. Next, Victoria calculates the present value as of December 31, 2008, of the residual value as $30.6 million.
 

The present values of the five years of cash flows are added together along with the present value of the residual value. The sum of the present values represents Acme’s business enterprise value of $42.1 million. Next, Acme’s interest bearing debt of $10.4 million is subtracted, resulting in $31.7 million for the value of Acme’s common stock as of December 31, 2008.
 

Next, Victoria considers whether valuation adjustments should be made to the $31.7 million value. If Acme were sold, it would probably take months or even longer to sell. The process of selling private firms is much different than selling marketable securities that generally have an active market. Unlike marketable securities like public stocks and bonds, the market for private firms is thin and often requires a team of professional advisers to verify the firm’s information, perform valuations, draft legal documents, and so forth. Since the discounted cash flow model Victoria used relies on a discount rate developed from marketable securities, Victoria will make a valuation discount from the $31.7 million for Acme’s lack of liquidity.
 

In summary, the discounted cash flow methodology determines the value of Acme’s stock, which represents all of the owner’s expected future benefits discounted to a present value. The DCF method forecasts Acme’s cash flows into the future and discounts them to their present value. Furthermore, this method assumes that an owner will sell the firm in the future and receive that sales price. That estimated future sales price—the residual value—is also discounted back to a present value. The present values of the future cash flows and the present value of the residual value are added together. Depending on the circumstances, an analysis could estimate either a firm’s business enterprise value or the value of its stock. In this case, Victoria estimates the value of Acme’s stock.
 





Market Approach: Publicly Traded Guideline Companies Method

 

Bob asks Victoria to explain the market approach of valuation. She says it is a general way of estimating a value by comparing an asset to identical or similar assets that have sold where the prices can be observed. For instance, if Bob owned 100 shares of Microsoft stock, his stock could be easily valued by observing prices of Microsoft shares in recent sales transactions. Similarly, a real estate appraiser will often value a property by observing the prices of comparable properties that have recently been sold. But the sales of private firms are less frequent and data about the sales are often private, making the task more challenging.
 

In a business valuation, the market approach might be applied by observing the prices of any prior sales of the firm’s stock, sales of private or public firms, or the share prices of public firms traded on a stock exchange. In the latter two cases, careful analysis should be done to evaluate whether those other firms provide a reliable pricing benchmark. Other firms that are used as benchmarks are sometimes called guideline companies or comparables. The American Society of Appraisers describes guideline public companies as those firms that provide:a reasonable basis for comparison to the investment characteristics of the company . . . being valued. Ideal guideline companies are in the same industry as the subject company; however, if there is insufficient market evidence available in that industry, it may be necessary to select other companies having an underlying similarity to the subject company in terms of relevant investment characteristics such as markets, products, growth, cyclical variability, and other relevant factors.2
 


 


 

In Acme’s case, there have never been any prior sales of its stock. Furthermore, Victoria is unable to find any sales of entire guideline companies where good data are available. She is, however, able to identify five public firms whose shares are actively traded that might serve as pricing benchmarks.
 

Having identified these public firms through online searches, Victoria then analyzes those firms to evaluate whether their stock prices are reliable pricing benchmarks. She analyzes each firm’s financial statements, growth rates, margins, returns on assets and equity, and financial ratios. Next, she calculates several price multiples of those public firms such as:• Market value of invested capital to sales.

• Market value of invested capital to earnings before interest, taxes, depreciation, and amortization (EBITDA).

• Market value of invested capital to earnings before interest and taxes (EBIT).

• Market value of equity to pretax income.

• Market value of equity to net income.

• Market value of equity to cash flow.

• Market value of equity to book value.


 

Based on her analysis of those firms and comparing them to Acme, Victoria finds that several types of price multiples are more consistently correlated than others. She believes four of these multiples provide a good basis for pricing benchmarks. Those multiples are: market value of invested capital to sales, market value of invested capital to EBITDA, market value of invested capital to EBIT, and market value of equity to pretax income. For these multiples, the median price multiples of the five public firms are:[image: 317]
 



Next, Victoria applies these median multiples to Acme. See Exhibit 16.12 for her calculations. This analysis shows a value of Acme’s equity at December 31, 2008, of $35.2 million (rounded).
 





Reconciliation of Valuation Methods

 

The overall results of Victoria’s analysis before any valuation adjustments are:[image: 318]
 



Victoria believes both approaches are equally reliable. Therefore, she weights them equally and calculates the average of $33.5 million.
 

Exhibit 16.12 Acme Manufacturing, Inc.: Publicity traded guideline companies method of valuation.
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Adjustment for Illiquidity

 

As previously discussed, when shares of a public firm are sold, the seller will usually receive the proceeds in just a few days. These sorts of investments are liquid and can be quickly converted to cash because they are mostly traded in active markets. But Acme’s shares—like those of most private firms—are relatively illiquid. In most cases, an owner of these sorts of shares cannot quickly sell them. It may take months—if not longer—to sell these types of investments. Since people prefer to own assets that are liquid over assets that are not, research shows that people will pay more for liquid assets. Conversely, people pay less for illiquid assets.
 

Victoria believes that she needs to make a valuation adjustment to consider Acme’s illiquidity since she used valuation methods that have not already considered illiquidity. Recall that Victoria used rates of returns from publicly traded securities in developing Acme’s cost of equity for the income approach. Furthermore, she used price multiples of publicly traded shares when she applied the market approach. Victoria believes that the values that result from these two approaches represent amounts as if Acme’s shares were liquid. Therefore, she makes a downward adjustment from the $33.5 million value developed from her analysis.
 

Victoria discusses this concept with Bob. She tells him the closest empirical evidence to quantify this sort of adjustment comes from studies of prices of restricted stocks and studies of share prices just prior to initial public offerings. In the first type, the studies compare stock prices of public firms that are freely traded in markets to the prices of stocks whose shares have some sort of legal restriction preventing their sale in public stock exchanges. The second type of study compares stock prices of firms before and after the firms went public through an initial public offering. In each type of study, the two share prices were different. Researchers and analysts believe this evidence shows that investors demand a lower price for shares that are relatively illiquid. From those studies, the observed differences in prices produce a range of valuation discounts that are often attributed to illiquidity. The price differences from these types of studies show valuation adjustments from the liquid prices of around 35% to 45% on average. In other words, these studies suggest that illiquid stocks typically sell for 35% to 45% less than liquid stocks.
 

Since this research studied shares with minority equity positions in public firms instead of controlling positions, Victoria believes that a valuation adjustment for all of Acme’s shares should be smaller because she is not valuing a minority position in the firm. Based on her analysis and judgment, she believes a 10% downward adjustment to the $33.5 million value is needed to account for Acme’s relative illiquidity.
 





Valuation Conclusion for Acme

 

Victoria has now completed her valuation analysis. She estimates the fair market value of Acme’s shares is $30.2 million ($33.5 million less 10% valuation adjustment for illiquidity).
 





Valuing Minority Interests

 

The Acme case study estimated the value of all of the shares in the firm. Had Bob owned, say, only 25% of the shares and wanted only those shares valued, Victoria would need to do some further work. The financial characteristics of a block of shares that has legal rights to control the operations and policies of a firm are different from the characteristics of a noncontrolling, minority block of shares. With only a 25% interest in Acme, Bob would no longer have the legal right to control the firm. He would have only a small voice. Furthermore, if Bob sold his shares to someone, that person would not be able to control the firm, either (unless the person already owned shares).
 

People generally prefer to have control over something than not have control. Research shows that controlling positions in firms sell for higher prices than noncontrolling positions, all other things being equal. For instance, a 51% ownership in a firm would normally sell for much more than a 49% interest—more than what is explained by the small difference in percentage. One can reason that a 51% position sells for a higher price because it provides control over the firm whereas a 49% position does not.
 

An equity position of less than 50% of the shares in a firm is called a minority interest. In many cases, owners of minority interests in private firms do not have much influence or control over the firm’s operations and policies. Alternatively, an equity position of more than 50% is a controlling interest in a firm that generally has power over how the business operates, distributes its profits, and so forth.
 

Owning a stock position that has the legal rights to control the firm is more desirable, and investors usually pay more for that privilege over minority stock positions. In a business valuation analysis, this idea leads to two types of valuation adjustments. The first sort of adjustment accounts for differences in value due to the inability to control or influence the firm. The second type of valuation adjustment accounts for the difference in value arising from illiquidity of the minority shares—which are even more illiquid than Bob’s 100% stock interest in the case study. Both of these types of adjustments are often applied when valuing noncontrolling, minority equity interests in a private firm.
 

Furthermore, when both adjustments are made, they can be large—perhaps 50% or more from the equivalent value of a controlling stock interest, all other things being equal. One can reason that this discount might be so large because noncontrolling interests in most private firms are difficult to sell and have few legal rights other than getting their portion of whatever the managers decide to distribute to shareholders. These features make buying this sort of investment not very desirable in most cases.
 





Business Valuation Standards

 

Individuals who specialize in business valuation often follow published professional standards when doing their work. Those guidelines usually cover what one should do in a business valuation analysis and what should be in a valuation report. In North America, business valuation standards have been published by several organizations, including the American Institute of Certified Public Accountants, American Society of Appraisers, The Appraisal Foundation, Canadian Institute of Chartered Business Valuators, Institute of Business Appraisers, and National Association of Certified Valuation Analysts.
 





Value Engineering

 

Just as the CEO of a public firm tries to enhance the value of the shares, managers of a private firm can work to increase the value of the firm. Some factors can have a large effect on the value of a private firm. Managers can focus on these factors to possibly increase the firm’s value in the future. Some of the factors are obvious, while some are not. The factors include the following:• Decrease expenses (doing so increases cash flows).

• Increase revenues (increases cash flows).

• Significantly increase the earnings growth rate (may increase earnings forecasts, and lower the capitalization rate due to the growth factor).

• Eliminate the owners’ nonbusiness expenses and perquisites (increases cash flows and lowers a buyer’s risk of inaccurate financial information).

• Report all revenue on the financial statements and tax return (increases cash flows).

• Develop a team of qualified managers for the possibility that the current owner(s) may leave the firm upon a sale (lowers buyer’s risk of earnings volatility and other uncertainties).

• Plan for the current owner-managers to continue working for the firm under new ownership for a fixed period (lowers buyer’s risk of earnings volatility and loss of customers, employees, and vendors).

• Have the firm’s annual financial statements audited or reviewed by a certified public accountant (a chartered accountant in some countries), and improve interim financial reporting (lowers buyer’s risk of inaccurate financial information).

• Develop a list of possible strategic buyers (search for buyers willing to pay a higher price for unique synergies between the buyer and the target firm).

• Decrease dependency on major customers and vendors (lowers buyer’s risk of earnings volatility in the event of the loss of a key customer or vendor).

• Develop and organize business data that would be needed by potential buyers (lowers buyer’s risk of perceptions of potential earnings volatility without having such knowledge).

• Improve any current financial statistics or ratios that are poor (lowers buyers financial risk).


 

Public firms report their earnings and performance at least quarterly, and the share prices often react quickly. Values of private firms usually react more slowly to changes. Thus, managers of private firms may need to start working on value improvements one to two years before selling a firm.
 





Summary

 

The fair market value of a private firm is essentially an estimate of the price that a willing buyer would pay and a willing seller would accept. Buyers have different motives for buying a business. Financial buyers look for a return on their investment. Strategic buyers often look to integrate their firm with the target firm for strategic reasons. Theoretically, financial buyers pay fair market value, whereas strategic buyers often pay a higher price that reflects synergies.
 

Although it seems possible to quickly value a private firm by simply plugging numbers into a discounted cash flow model or applying a price multiple to the firm’s historical earnings, the question remains whether the resulting value is indeed reliable. Many variables go into a valuation analysis, and those variables often require lots of work to develop. Most private firms have much less information readily available than public firms have. A business valuation analysis is both a quantitative and a qualitative process that is mostly focused on evaluating investment risk and investment return. It is largely an assessment of the risks an investor is taking on by acquiring and owning the firm. In addition, a valuation analysis often attempts to forecast the earnings an investor can expect to receive in the future as a return on investment.
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Author’s Note: This chapter is not intended to be a complete discussion of business valuation. It is meant to illustrate many of the fundamental ideas of business valuation and their application through examples. The proper application of valuation theory in practice depends on the specific facts and circumstances of the business or business interest being valued.
 

Internet Links
 

[image: 321]





Notes

 

1
International Glossary of Business Valuation Terms, jointly published by the American Institute of Certified Public Accountants, American Society of Appraisers, Canadian Institute of Chartered Business Valuators, Institute of Business Appraisers, and National Association of Certified Valuation Analysts. Further terminology from this jointly published glossary is included in the Glossary at the end of this book.
 
2 American Society of Appraisers, Statements on ASA Business Valuation Standards, SBVS-1 Guideline Public Company Method, revised July 2008.
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Profitable Growth by Acquisition
 

Richard T. Bliss

 

 

 

The subject of this chapter is growth by acquisition, and few other business transactions receive more scrutiny in both the popular and the academic presses. There are several reasons for this. One is the sweeping nature of the deals, which typically result in major upheaval and job losses up to the highest levels of the organization. A second is the sheer magnitude of the deals—the merger in 2000 between Time-Warner and America Online (AOL), worth more than $150 billion, exceeds the 2007 gross domestic products (GDPs) of 80% of the world’s nations! Third, the products involved are known to billions of people around the world. Budweiser, M&M’s, The Wall Street Journal, and Porsche are just a few of the world-renowned brand names involved in recent mergers and acquisitions (M&A) transactions. Finally, the personalities and plots in M&A deals are worthy of any novelist or Hollywood scriptwriter. The 1988 leveraged buyout of RJR Nabisco—at that time the largest deal ever at $25 billion—was the subject of a New York Times best seller and a popular film, both called Barbarians at the Gate. In the ensuing two decades, there have been numerous other best-selling books and movies based on real and fictional M&A deals.
 

In spite of this publicity and the huge amounts of money involved, it is important to remember that M&A transactions are similar to any other corporate investment; that is, they involve uncertainty and the fundamental trade-off between risk and return. To lose sight of this simple fact or to succumb to the emotion and frenetic pace of M&A deal-making activities is a sure path to an unsuccessful result. The goal of this chapter is to identify the potential pitfalls you may face and to create a road map for a successful corporate M&A strategy. We review the historical evidence and discuss some of the characteristics of both unsuccessful and successful deals. The importance of value creation is highlighted, and we present simple analytical tools that can be used to evaluate the potential of any merger or acquisition. Practical aspects of initiating and structuring M&A transactions are presented and the issues critical to the successful implementation of a new acquisition are briefly described. It is important to understand that there are many legal and financial intricacies involved in most M&A transactions. Our objective here is not to explain each of these in detail, as there are professional accountants, lawyers, and consultants available for that. Instead, we hope to provide valuable and concise information for busy financial managers so that they can design and implement an effective M&A strategy.
 





Definitions and Background

 

Before examining the historical evidence on acquisitions, we need to define some terminology. An acquisition is one form of a takeover, which is loosely defined as the transfer of control of a firm from one group of shareholders to another. In this context, control comes with the ability to elect a majority of the board of directors. The firm seeking control is called the bidder and the one that surrenders control the target. Other forms of takeovers include proxy contests and going private. We will briefly discuss going-private transactions, which have increased with the recent surge in private equity deals, but the focus of this chapter is takeover via acquisition.
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As we can see, acquisitions may occur in several ways. In a merger, the target is absorbed by the bidder and the target’s original shareholders receive shares of the bidder. In a consolidation, the firms involved become parts of an entirely new firm, with the bidder usually retaining control of the new entity. All original shareholders hold shares in the new firm after the deal. The two transactions have different implications for shareholders, as the following examples make clear.
 

Example 1 There has recently been a wave of takeover activity in the stuffed animal industry. Griffin’s Giraffes Inc. (GGI) has agreed to merge with Hayley’s Hippos Inc. (HHI). GGI offers one of its shares for three shares of HHI. When the transaction is completed, HHI shares will no longer exist. The original HHI stockholders own GGI shares equal in number to one-third of their original HHI holdings. GGI’s original shareholders are unaffected by the transaction, except to have their ownership stake diluted by the newly issued shares.
 

Example 2 Kristen’s Kangaroos Inc. (KKI) wishes to take over the operations of Michael’s Manatees Inc. (MMI) and Brandon’s Baboons Inc. (BBI). Rather than giving its shares to the owners of MMI and BBI, KKI decides to establish a new firm, Safari Ventures Inc. (SVI). After this consolidation, shareholders of the three original companies (KKI, MMI, and BBI) will hold shares in the new firm (SVI), with KKI having the controlling interest. The three original firms cease to exist.
 

Another method of acquisition involves the direct purchase of shares, either with cash, shares of the acquirer, or some combination of the two. These stock acquisitions may be negotiated with the managers of the target firm or by appealing directly to its shareholders, often via a newspaper advertisement. The latter transaction is called a tender offer, which typically occurs after negotiations with the target firm’s management have failed.
 

Exhibit 17.1
The Sirius/XM merger.
 

Source: Company filings, www.fundinguniverse.com. All data as of year-end 2006.
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Finally, an acquisition can be effected by the purchase of the target’s assets. Asset acquisitions are sometimes done to escape the liabilities (real or contingent) of the target firm or to avoid having to negotiate with minority shareholders. The downside is that the legal process of transferring assets may be expensive.
 

Acquisitions can be categorized based on the level of economic activity involved according to the following:• Horizontal: The target and bidder in a horizontal merger are involved in the same type of business activity and industry. These mergers typically result in market consolidation (i.e., more market share for the combined firm). Because of this, the proposed merger is subject to extra antitrust scrutiny. The 2008 merger of Sirius and XM—the two main satellite radio providers—is an example of a horizontal merger (see Exhibit 17.1). Because the combined entity would have a near-monopoly market share in the United States, the Justice Department demanded caps on price increases before approving the deal.

• Vertical: A vertical merger involves firms that are at different levels of the supply chain in the same industry. For example, the 1984 merger between Texaco and Getty was prompted by the former’s desire to secure Getty’s drilling operations and oil fields to complement Texaco’s strengths in refining, distribution, and marketing.

• Conglomerate: In a conglomerate merger, the target and bidder firms are not related. These were popular in the 1960s and 1970s, but are rare today. An auto manufacturer acquiring an ice cream producer would be an example.


 

In the typical going private transaction, all of a public company’s outstanding shares are purchased on the open market and the company becomes a private entity. Many of these deals are initiated by private equity (PE) firms, often in conjunction with a management team, and they typically involve high levels of debt.1 PE buyers usually have a four- to seven-year time horizon and look to exit their investments either by finding a strategic purchaser or returning the business to public ownership.
 

Armed with a basic understanding of the types of acquisitions and how they occur, we now turn our attention to the track record of M&A transactions. Be forewarned that it is spotty at best and that many practitioners, analysts, and academics believe that the odds are stacked against acquirers. We do not say this to dissuade anyone from pursuing an acquisition strategy, but rather to highlight the fact that without careful planning, there is little chance of success.
 





Recent Trends and the Performance Record of Mergers and Acquisitions

 

After recovering from the market meltdown at the start of the decade, global M &A activity reached an all-time high in 2007, before declining significantly in both the number and dollar value of M&A transactions with the financial crisis of 2008 (see Exhibit 17.2). Exhibit 17.3 lists the 10 largest M&A transactions since 2000.
 

The upturn in M&A activity in 2004 coincided with an increased role for private equity firms. After accounting for less than 3% of M&A volume between 1996 and 2003, PE deals surged to almost one-quarter of all M&A activity in the second quarter of 2007 (see Exhibit 17.4). This jump was due in part to the ready availability of cheap debt, a critical component of most highly leveraged PE transactions. Exhibit 17.4 also shows the predictable impact of the 2007-2008 credit crunch on PE deals.
 

The historical volume of deal making might lead one to assume that mergers and acquisitions are an easy way for corporate managers to create value for their shareholders. To assess this, we now examine the empirical evidence on mergers and acquisitions. Let’s begin with the wealth of academic studies that analyze M&A performance.2
 

Exhibit 17.2
Global M&A activity, 2000-2008.
 

Source: Wall Street Journal, January 2, 2009; data from Dealogic.
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Exhibit 17.3
Largest M&A deals, 2000-2008.
 

Source:
http://watchmojo.com/web/blog/index.php/2008/01/09/largest-internet-ma-deals-of-all-time/, January 12, 2009.
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M&A activity has been the focus of volumes of academic research over the past 40 years. The evidence is mixed, but we can draw several clear conclusions from the data. We break our discussion into two pieces: short-term and long-term M&A performance. The short-term is a narrow window—typically three to five days—around the merger announcement. Long-term studies examine postmerger performance two to five years after the transaction is completed.
 

Exhibit 17.4
Private equity activity.
 

Source: Copyright © 2008 Dow Jones & Company, Inc. All rights reserved.
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We can offer three unambiguous conclusions about the short-term financial impact of M&A transactions:1. Shareholders of the target firms do very well, with average premiums between 20% and 40%, depending on the return window and time period.3


2. Returns to bidders have fallen over time as the market for corporate control becomes more competitive; recent evidence finds bidder returns indistinguishable from zero or even slightly negative.

3. The combined return of the target and the bidder (i.e., the measure of overall value creation) was slightly positive.


 

However, these results are highly variable depending on the specific samples and time periods analyzed. The findings on the long-term performance of mergers and acquisitions are not any more consistent or encouraging. Agrawal et al. (1992) report that “shareholders of acquiring firms experience a wealth loss of about 10% over the five years following the merger completion.” Other studies’ conclusions range from underperformance to findings of no abnormal postmerger performance. The strongest conclusions offered by Weston et al. (1999, 133 and 140) are that “It is likely, therefore, that value is created by M&As” and that “Some mergers perform well, others do not.” So much for the brilliance of the academy!
 

If the academic literature seems ambivalent about judging the financial wisdom of M&A decisions, the popular business press shows no such hesitancy. In a 2002 special report, BusinessWeek carefully analyzed over 300 recent deals valued at $500 million or more and reported, “Fully 61% of buyers destroyed their own shareholders’ wealth” (Henry and Jespersen 2002). This value destruction is primarily attributed to overpaying for the target. These dismal results hold for both the acquirer’s short-term and long-term performance, and are by and large predicted by investors at the time of announcement. An early article exploring the same topic makes the point that poor performance is not a benign result, and places the blame squarely on corporate CEOs (Zweig et al. 1995).
 

All this indicates that many large-company CEOs are making multibillion-dollar decisions about the future of their companies, employees, and shareholders in part by the seat of their pants. When things go wrong, as the evidence demonstrates that they often do, these decisions create unnecessary tumult, losses, and heartache. While there clearly is a role for thoughtful and well-conceived mergers in American business, all too many don’t meet that description.
 

Moreover, in merging and acquiring mindlessly and flamboyantly, dealmakers may be eroding the nation’s growth prospects and global competitiveness. Dollars that are wasted needlessly on mergers that don’t work might better be spent on research and new-product development. And in view of the growing number of corporate divorces, it’s clear that the best strategy for most would-be marriage partners is never to march to the altar at all.
 

—BusinessWeek, October 30, 1995
 


 

A 1996 survey of 150 companies by the Economist Intelligence Unit in London found that 70% of all acquisitions failed to meet the expectations of the initiator. Coopers & Lybrand studied the postmerger performance of 125 companies and reported that 66% were financially unsuccessful. In summary, there is extensive evidence that most mergers benefit the acquired company at the expense of the buyer’s shareholders.
 

We now turn our attention to three specific M&A transactions. (See Exhibits 17.5, 17.6, and 17.7.) While not the most recent deals, these are all well-known companies and brands, and as examples they very clearly highlight the all-too-common pitfalls. As the BusinessWeek articles painfully show, companies continue to make the same mistakes. And although this case study approach is unscientific, it is more informative and certainly more interesting than reviewing academic research. We purposely focus on failed deals in an attempt to learn where the acquirers went wrong. After discussing failed deals, in the next section we examine the acquisition strategy and policies of Cisco Systems, the acquirer ranked number one in a recent survey of corporate M&A practices.
 

Exhibit 17.5
Disaster deal #1: Mercedes-Benz/Chrysler.
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Exhibit 17.6
Disaster deal #2: Quaker Oats/Snapple.
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Exhibit 17.7
Disaster deal #3: AT&T/NCR.
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As you read about these dismal transactions, can you speculate on the reasons for failure? On their faces, they seemed like strategically sound transactions. While one might question AT&T’s push into personal computers, the other two deals were simple horizontal mergers (i.e., an extension of the existing business into new product lines or geographic markets). In hindsight, each deal failed for different reasons, but there are some common issues. The lessons learned are critical for all managers considering growth by acquisition. We now examine these colossal failures in more detail.
 

In the Daimler/Chrysler merger, there were culture issues from the start, and it quickly became apparent that co-CEOs were not the way to manage a $130 billion global giant. Chrysler CEO Robert Eaton left quietly at the beginning of 2000, and there were other departures of high-level American executives. Morale suffered as employees in the United States realized that the so-called merger of equals was taking on a distinctive German flavor, and in November 2000 the last remaining Chrysler executive, James Holden, the company’s U.S. president, was fired.
 

Rather than deal with these issues head-on, Daimler CEO Jürgen Schrempp took a hands-off approach as Chrysler’s operations slowly spiraled downward. The company lost several top designers, delaying new product introductions and leaving Chrysler with an aging line of cars at a time when its competitors were firing on all cylinders. The delay in merging operations meant cost savings were smaller than anticipated, as were the benefits from sharing technology. Finally, analysts suggested that Daimler paid top dollar for Chrysler at a time when the U.S. automobile industry was riding a wave of unprecedented economic prosperity. As car sales began to sag at the end of 2000, all three U.S. manufacturers were facing excess capacity and offering huge incentives to move vehicles. This was not the ideal environment for quickly restructuring Chrysler’s troubled operations, and Daimler was facing a 35% drop in projected operating profit between 1998 and 2001. Several shared-platform vehicles were introduced in 2004, including the Crossfire, which combined German engineering with American design. However, too much damage had already occurred and a single car was not going to fix it. DaimlerChrysler continued to lose money until 2007, when Daimler had finally had enough and sold 80% of Chrysler to Cerberus Capital Management. Cerberus could not turn Chrysler around, and in early 2009, the once-proud company filed for bankruptcy protection.
 

What doomed the Quaker/Snapple deal? One factor was haste. Quaker was so worried about becoming a takeover target in the rapidly consolidating food industry that it ignored evidence of slowing growth and decreasing profitability at Snapple. The market’s concern was reflected in Quaker’s stock price drop of 10% on the acquisition announcement. In spite of this, Quaker’s managers proceeded, pushing the deal through on the promise that Snapple would be the beverage industry’s next Gatorade. This claim unfortunately ignored the realities on the ground: Snapple had onerous contracts with its bottlers, fading marketing programs, and a distribution system that could not support a national brand. There was also a major difference between Snapple’s quirky, offbeat corporate culture and the more structured environment at Quaker.
 

Most important, Quaker failed to account for the possible entrance of Coca-Cola and Pepsi into the ready-to-drink tea segment—and there were few barriers to entry—which ultimately increased competition and killed margins. In this case, Quaker’s management was guilty of two mistakes: failure to analyze Snapple’s products, markets, and competition correctly and overconfidence in their ability to deal with the problems. Either way, their lapses cost Quaker’s shareholders billions.
 

Analysts believe that the merger between AT&T and NCR failed due to managerial hubris, overpayment, and a poor understanding of NCR’s products and markets. A clash of culture between the two firms proved to be the final nail in the coffin. In 1990 AT&T’s research division, Bell Labs, was one of the world’s premier laboratories. With seven Nobel Prizes and countless patents to its name, it was where the transistor and the UNIX operating system had been invented. AT&T’s executives mistakenly believed that this research prowess and $20 billion of annual long-distance telephone revenues, along with the NCR acquisition, would guarantee the company’s success in the PC business. They were confident enough to increase their original offer price by $1.4 billion. The problem was that by this time, PCs had become a commodity and were being assembled at low cost around the world using off-the-shelf components. Unlike the microprocessor and software innovations of Intel and Microsoft, AT&T’s research skills held little profit potential for the PC business.
 

AT&T hoped to use NCR’s global operations to expand its core telecom business. But NCR’s strengths were in developed countries, while the fastest-growing markets for communications equipment were third-world regions. And in many companies, the computer and telephone systems were procured and managed separately. Thus, the anticipated synergies never materialized.
 

Finally, the two companies had very different cultures. NCR was tightly controlled from the top, while AT&T was less hierarchical and more politically correct. When AT&T executive Jerre Stead took over at NCR in 1993, he billed himself as the “head coach,” passed out T-shirts, and told all of the employees they were “empowered.” This did not go over well in the conservative environment at NCR, and by 1994, only five of 33 top NCR managers remained with the company.
 

Conclusions: These three case studies highlight some of the difficulties firms face in achieving profitable growth through acquisitions. Rather than being unique situations, they are representative of the way many M&A transactions unfold. Managerial hubris and a competitive market make it easy to overestimate the merger’s benefits and therefore overpay. A deal that makes sense strategically can still be a financial failure if the price paid for the target is too high. This is especially a problem when economic conditions are good and high stock prices make it easy to justify almost any valuation if the bidder’s managers and directors really want to do a deal. Shrewd managers can sell deals that make little strategic sense to unsuspecting shareholders and then ignore signals from the market that the deal is not a good one.
 

The previous examples make it clear that it is easy to overstate the benefits that will come after the transaction is completed. Whatever their source, these benefits are elusive, expensive to find and implement, and subject to attack by competitors and economic conditions. Managers considering an acquisition should be conservative in their estimates of benefits and generous in the amount of time budgeted to achieve these benefits. The best way to accurately estimate the benefits of the merger is to have a thorough understanding of the target’s products, markets, and competition. This takes time and can come only from careful due diligence, which must be conducted using a disciplined approach that fights the tendency for managers to become emotionally attached to a deal. In spite of the time pressures inherent in any merger transaction, this is truly a situation where haste makes waste.
 

A common factor in each of these transactions—and one often overlooked by managers and researchers in finance and accounting—is culture. Two types of culture can come into play in an acquisition. One is corporate or industry culture and the second is national culture, which is a factor in cross-border deals. If the target is in a different industry than the bidder, a careful analysis of the cultural differences between them is essential. Culture is especially critical in industries where the main assets being acquired are expertise or intellectual capital. Failure to successfully merge cultures in such industries can be particularly problematic because key employees will depart for better working conditions. When Microsoft withdrew its “friendly” $44 billion bid for Yahoo! in 2008, it did so partly out of fear that pursuing a hostile takeover would alienate Yahoo!’s most valuable asset, the employees.
 

However, these differences can be overcome, as illustrated by the successful 2001 combination of Hewlett-Packard Corporation (HP) and Compaq Computer. Since the deal closed, HP’s share price has tripled. Later in this chapter, we discuss the keys to successful merger implementation. In the next section we examine the acquisition strategy of Cisco Systems Inc. We do this to make it clear that there are ways to increase your chances of success when planning and implementing an M&A strategy.
 





Anatomy of a Successful Acquirer: The Case of Cisco Systems Inc.

 

Cisco Systems, the Silicon Valley-based networking giant, is one of the world’s most successful corporations. Since going public in 1990, Cisco has posted an eye-popping 35% compounded annual growth rate (CAGR). Revenues for the fiscal year ending July 2008 were up 13% to $39.5 billion, while net income grew to $8.0 billion, resulting in a healthy 20% net profit margin. What is behind such phenomenal results? Cisco decided early on that rapid growth was an important strategy and that acquisition was part of that strategy.
 

Since 1993, Cisco has acquired 132 companies, 16 of them in the 12-month period ending January 2008.4 Most were small, privately held companies with technologies closely related to Cisco’s core networking equipment business. Not every one of the deals has been a winner, and certainly some elements of Cisco’s strategy are unique to the high-technology industry. However, in a recent survey of corporate M&A policies, Cisco was ranked number one in the world, and there are lessons for any potential acquirer in its practices.5
 

We will focus on two aspects of Cisco’s acquisition strategy: the competitive and economic forces behind it and how new acquisitions are merged into the corporate fold. The strategic imperative behind Cisco’s acquisition spree is simple. Each year the company gets 30% to 50% of its revenue from products that it did not sell 12 months before. Technological change means that Cisco cannot internally develop all of the products its customers need. The company has two choices: to limit its offerings or to buy the products and technology it can’t or chooses not to develop. In this case, the strategy is driven by customer’s demands and by the realities of the industry. Once CEO John Chambers and Cisco’s board made rapid growth a priority, an effective M&A plan was the only way to accomplish this goal. This was the genesis for the company’s “build, buy, partner” approach to innovation and growth. The “build” refers to Cisco’s own internal research and development (R&D) efforts, on which the company spends approximately $5 billion per year. “Buy” and “partner” mean using investments in startups and partnerships with established firms to gain access to emerging sectors. To minimize risk, Cisco often begins with a small investment in order to get a better look at a potential acquisition and to assess its products, customers, and culture. Cisco believes “build,” “buy,” and “partner” are not independent, but that each plays a role in a successful growth strategy. Ned Hooper, Cisco’s senior vice president of corporate development, notes, “Acquisition is not the strategy, it’s the tool.”6
 

When it comes to postacquisition integration, Cisco’s M&A strategy is best captured by “consistent, repeatable, adaptable.”7 The “consistent” and “repeatable” parts are just recognition of the high number of deals Cisco does and the need for standardized procedures. The focus is on talent retention and making the acquired company’s employees feel like part of the Cisco family, and Cisco strives to have a new acquisition fully integrated within two months. Cisco’s acquisition of fiber-optic equipment maker Cerent Corporation is a good example of this strategy. Cisco purchased a 9% stake in Cerent in 1998 as a hedge against what analysts viewed as Cisco’s lack of fiber-optic expertise. Through this small investment, Cisco CEO John Chambers got to know Cerent’s top executive, Carl Russo. He quickly realized that they had both come up through the high-tech ranks as equipment salesmen and had built their companies around highly motivated and aggressive sales teams. Cerent’s 266 employees included a 100-member sales team that had assembled a rapidly growing customer base. Cerent also favored sparse offices—a Cisco trademark—and Russo managed the company from an eight-foot-square cubicle. All of these factors gave Cisco important insights into Cerent’s strengths and corporate culture.
 

When Chambers felt comfortable that Cerent could successfully become part of Cisco, he personally negotiated the $7 billion purchase price for the remaining 91% stake with Russo. The discussions took a total of two and a half hours over three days. When the deal was announced on August 25, 1999, the second—and arguably the most important—phase of Cisco’s acquisition strategy kicked in. Over the years, including an occasional failure, Cisco had developed a finely tuned implementation plan for new acquisitions. The plan has three main pieces:1. Don’t forget the customer.

2. Salespeople are critical.

3. The small things garner loyalty.


 

There is often a customer backlash to merger announcements, as their perception of products and brands may change. In the recent spate of pharmaceutical industry mergers, only those firms that avoided pairing up experienced substantial sales growth. As part of the external environment, customers are easy to ignore in the short term when the tendency is to focus on the internal aspects of the implementation. This is a big mistake. To allay customer fears, in the weeks after Cerent was acquired, Russo and his top sales executive attended the annual Cisco sales convention meeting and Chambers joined sales calls to several of Cerent’s main customers.
 

This lesson did not come cheaply. When Cisco acquired StrataCom in 1996, it immediately reduced the commission schedule of StrataCom’s sales force and reassigned several key accounts to Cisco salespeople. Within a few months a third of StrataCom’s sales team had quit; sales fell drastically, and Cisco had to scramble to retain customers. In the Cerent implementation, the sales forces of the two companies remained independent and Cerent’s salespeople received pay increases of 15% to 20% to bring them into line with Cisco’s compensation practices. As a result, there was little turnover, and sales grew.
 

Cisco executives realized early on that the strategic rationale for an acquisition and their grand plans for the future meant little to the target’s mid- and low-level employees. They had more basic concerns like job retention and changes in their day-to-day activities. Cisco had also learned that quickly winning over these employees and keeping them focused on their jobs were critical to a successful implementation. This process begins weeks before the deal is done, as the Cisco transition team works to map each employee at the target into a Cisco job.
 

As Cerent employees left the meeting where the acquisition was announced, they were each given an information packet on Cisco, telephone and e-mail contacts for Cisco executives, and a chart comparing the vacation, medical, and retirement benefits of the two companies. There were follow-up sessions over the next several days to answer any lingering questions. Cisco also agreed to honor several aspects of Cerent’s personnel policies that were more generous than their own (e.g., more generous expense allowances and permitting previously promised sabbaticals to be taken). Cisco understood that these were relatively small items in the larger context of a successful and timely transition.
 

When the merger was actually completed, Cerent employees had new IDs and business cards within days. By the following week, the e-mail and voice mail systems had been converted to Cisco’s standards, and all of Cerent’s computer systems were updated. By the end of September, one month after the acquisition announcement, the new employee mapping had been implemented. Most employees kept their original jobs and bosses; about 30 were reassigned because they had positions that overlapped directly with Cisco workers. Overall, there was little turnover.
 

The “adaptable” part of Cisco’s integration strategy has manifested itself in the past five years, as Cisco has moved from small investments related to its core networking technology into large platform bets. Since 2003, Cisco has spent $2.5 billion on 44 companies in its core business, and over $11 billion on just four platform deals, including the 2006 $6.9 billion acquisition of set-top box manufacturer Scientific Atlanta.8 These large deals for established companies have forced Cisco to adapt its integration approach, allowing the acquired firms to retain more autonomy, lengthening the integration time considerably (up to two years), and being careful not to damage existing brands and relationships. As a result, these platform deals have been largely viewed as successes and have become major contributors to Cisco’s sales growth and profitability.
 

This section highlights some of the factors important to developing and implementing a successful acquisition strategy for one company. However, not all companies are like Cisco, and what works for Cisco may not guarantee you a winning acquisition plan. Cisco is fortunate to be in a rapidly growing industry in continuous need of new technologies and products. At the same time, the keys to successful implementation discussed earlier (i.e., concern for the customer, taking care of salespeople, and understanding what creates employee loyalty) are universal and must be part of any acquisition strategy. In the next section we look more closely at the question of value creation in M&A decisions.
 





Creating Value in Mergers and Acquisitions

 

We have already presented the dubious historical evidence on the financial performance of mergers and acquisitions. This record makes it clear that a significant number destroy shareholder value, some spectacularly. In this section, we more closely examine the issue of value creation, focusing on its sources in mergers and acquisitions. We begin the discussion with an assumption that the objective of managers in initiating these transactions is to increase the wealth of the bidder’s shareholders. We will ignore the reality that managers may have personal agendas and ulterior motives for pursuing mergers and acquisitions, even those harmful to their shareholders. A discussion of these issues is beyond the scope of this chapter.9
 

To be very clear, recall the source of all value for holders of corporate equity. Stock prices are a function of two things: expected future cash flows and the risk of those flows. These cash flows may come as dividends, share price increases, or some combination of the two, but the important thing to understand is that changes in share prices simply reflect the market’s expectations about future cash flows or their risk—nothing more and nothing less. If investors believe a company’s cash flows in the future will be smaller or more risky, ceteris paribus, the share price will decline. If the expectation is for larger or less risky cash flows, the share price goes up. Thus, when we talk about M&A decisions creating value, there can only be two sources of that value: more cash flow or less risk. Our discussion focuses primarily on the former.
 

Consider two independent firms, A and B, with respective values VA and VB. Assume that the managers of firm A feel that the acquisition of firm B (i.e., the creation of a merged firm AB) would create value. That is, they believe VAB> VA + VB. The difference between the two sides of this equation, VAB - (VA + VB), is the incremental value created by the acquisition, sometimes called the synergy. That is,
 

(1)
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Clearly, positive synergy would be a prerequisite to going forward with the acquisition. In practice, things are a bit more complicated for two reasons: the costs of an acquisition and the target premium. The acquisition process carries significant direct costs for lawyers, consultants, and accountants. There is also the indirect cost caused by the distraction of the bidder’s executives from their day-to-day operation of the existing business. Finally, the data presented earlier in the track record section shows that target shareholders in acquisitions typically receive a 30% to 40% premium over market price. Some transactions have smaller premiums, but in almost all cases, the acquirer pays a price above the preacquisition market value. All of these costs can be factored into the evaluation as follows:(2)
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Example 3 Midland Motorcycles Inc. is considering the acquisition of Scotus Scooters. Midland’s current market capitalization is $10 million, while Scotus has a market capitalization of $2 million. The executives at Midland feel the combined firm would be worth $14 million due to synergies. Current takeover premiums average 35%, and the total cost of the acquisition is estimated at $1.5 million. Should Midland proceed with the deal?
 

Using equation 2,
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The deal would destroy $200,000 of value. Note that this is in spite of the fact that there are $2 million of positive synergies created by the acquisition. The reality is that this synergy is more than offset by the costs of the transaction and the premium paid for the target, a typical problem in acquisitions. For example, consider Coca-Cola’s 2001 interest in Quaker Oats, which Coke CEO Douglas Daft felt “fit perfectly into Coke’s strategy of boosting growth by increasing its share of non-carbonated drinks. . . .”10 Even Coke’s directors felt that the strategic rationale behind the transaction was sound. But the deal was ultimately rejected because of the price. Warren Buffett, a major Coca-Cola shareholder, said, “Giving up[image: 333]of the Coca-Cola Company was just too much for what we would get.”11
 

Note that the bracketed term in equation 2 is just the synergy as defined in equation 1. Where does this synergy or incremental value originate? From the earlier discussion, we know that value can come from only two places—increased cash flows or reduced risk. In this case, the synergy can be computed as follows:(3)
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 where ΔCFt is the incremental cash flow in period t, and r is the appropriate risk-adjusted discount rate.

The total synergy is just the present value of all future cash flows. Equation 3 makes it clear that changes in future cash flows or their risk are at the root of any M&A synergies. Before considering how a merger might impact cash flows, recall how they are computed:[image: 335]
 



With this in mind, we can look more closely at potential sources of incremental cash flows—and therefore, value—in acquisitions. We focus on the following three areas:1. Incremental revenue.

2. Cost reductions.

3. Tax savings.


 



Incremental Revenue

 

More revenue for the combined firm can come from marketing gains, strategic benefits, or market power. Increased revenue through marketing gains results from improvements in advertising, distribution, or product offerings. For example, when Citicorp and Travelers Inc. announced their merger in 1998, incremental revenue was a key factor: Finally, there is the central justification of the deal: cross-selling each other’s products, mainly to retail customers. Over the next two years, Citigroup ought to be able to generate $600 million more in earnings because of cross-selling.
 

—BusinessWeek, April 20, 1998, 37
 


 


 

After acquiring Miller Brewing Company in 1970, Philip Morris used its marketing and advertising strength to move Miller from the #7 to the #2 U.S. beer maker by 1977.
 

Some acquisitions provide strategic benefits that act as insurance against or options on future changes in the competitive environment. As genetic research has advanced, pharmaceutical firms have used acquisitions to ensure they participate in the commercial potential offered by this new technology. The 2001 acquisition of SmithKline Beecham PLC by Glaxo Wellcome PLC was motivated by Glaxo’s fear of missing out on this revolution in the industry. SmithKline had entered the genetic research field in 1993 by investing $125 million in Human Genome Sciences, a Rockville, Maryland, biotechnology company created to commercialize new gene-hunting techniques.
 

Finally, the acquisition of a competitor may increase market share and allow the merged firm to charge higher prices. By itself, this motive is not valid justification for initiating a merger, and any deal done solely to garner monopolistic power would be challenged by global regulators on antitrust grounds. However, market power may be a by-product of a merger done for other reasons. The XM-Sirius merger was a matter of financial survival, as neither company had the critical mass of subscribers needed to become profitable. The resultant near-monopoly market share of the merged corporation was a by-product of the economic reality.
 



Cost Reductions

 

Improved efficiency from cost savings is one of the most often cited reasons for mergers. This is especially true in the banking industry, as the 2000 merger between JPMorgan and Chase Manhattan makes clear.
 

The key to executing the merger, say analysts, will be how quickly Chase can trim its expenses. It plans to save $500 million through job cuts, $500 million by consolidating the processing systems of the two institutions and $500 million by selling off excess real estate. In London, for example, the two banks have 21 buildings, and they won’t need all of them.
 

—Wall Street Journal, September 21, 2000, C22
 


 

In total, there was an estimated $1.5 billion of annual savings. The link between this and value creation is easy for investors to understand, and the benefits from cost reductions are relatively easy to quantify. These benefits can come from economies of scale, vertical integration, complementary resources, and the elimination of inefficient management.
 

Economies of scale result when a certain percentage increase in output results in a smaller increase in total costs, resulting in reduced average cost. It doesn’t matter whether this increased output is generated internally or acquired externally. When the firm grows to its optimal size, average costs are minimized and no further benefits are possible. There are many potential sources of economies of scale in acquisitions, the most common being the ability to spread fixed overhead (e.g., corporate headquarters expenses, executive salaries, and the operating costs of central computing systems) over additional output.
 

Vertical integration acquisitions can reduce costs by removing supplier volatility, by reducing inventory costs, or by gaining control of a distribution network. Such benefits can come in any industry and for firms of all sizes. Waste Systems International, a regional trash hauler in the United States, acquired 41 collection and disposal operations between October 1996 and July 1999 with the goal of enhancing profitability.
 

The business model is fairly straightforward. Waste Systems aims to own the garbage trucks that pick up the trash at curbside, the transfer stations that consolidate the trash and the landfills where it’s ultimately buried. Such vertical integration is seen as crucial for success in the waste business. Owning landfill space gives a trash company control over its single biggest cost, disposal fees, and, equally important, produces substantial economies of scale.
 

—Wall Street Journal/New England, July 28, 1999, NE3
 


 

One firm may acquire another to better utilize its existing resources. A chain of ski retailers might combine with golf or tennis equipment stores to better utilize warehouse and store space. These types of transactions—dependent upon complementary resources—are typical in industries with seasonal or very volatile revenue and earnings patterns.
 

Personnel reductions are often used to reduce costs after an acquisition. The savings can come from two sources, one being the elimination of redundancies and the second the replacement of inefficient managers. When firms combine, there may be overlapping functions (e.g., payroll, accounts payable, information systems, etc.). By moving some or all of the acquired firm’s functions to the bidder, significant cost savings may be possible. In the second case, the target firm managers may actually be making decisions that limit or destroy firm value. By acquiring the firm and replacing them with managers who will take value-maximizing actions, or at least cease the ones that destroy value, the bidder can effect positive changes.
 

The U.S. oil industry in the late 1970s provides an excellent example of this. Excess production, structural changes in the industry, and macroeconomic factors resulted in declining oil prices and high interest rates. Exploration and development costs were higher than selling prices, and companies were losing money on each barrel of oil they discovered, extracted, and refined. The industry needed to downsize, but most oil company executives were unwilling to take such action and, as a result, continued to destroy shareholder value. T. Boone Pickens of Mesa Petroleum was one of the few industry participants who not only understood these trends, but was also willing to act. By acquiring several other oil companies and reducing their exploration spending, Pickens created significant wealth for his and the targets’ shareholders.12
 



Tax Savings

 

Corporations in the United States pay billions of dollars each year in corporate income taxes. M&A activity may create tax savings that would not be possible absent the transaction. While acquisitions made solely to reduce taxes would be disallowed, substantial value may result from tax savings in deals initiated for valid business purposes. We consider the following three ways that tax incentives may motivate acquisition activity:1. Unused operating losses.

2. Excess debt capacity.

3. Disposition of excess cash.


 

Operating losses can reduce taxes paid, provided that the firm has operating profits in the same period to offset. If this is not the case, the operating losses can be used to claim refunds for taxes paid in the three previous years or carried forward for 15 years. In all cases, the tax savings are worth less than if they were earned today due to the time value of money.
 

Example 4: Consider two firms, A and B, and two possible states of the economy, boom and bust, with the following outcomes:[image: 336]
 



Notice that for each possible outcome, the firms together pay $400 of taxes. In this case, operating losses do not reduce taxes for the individual firms. Now consider the impact of an acquisition of firm B by firm A.
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The taxes paid have fallen by 50% to $200 under either scenario. This is incremental cash flow that must be considered when assessing the acquisition’s impact on value creation. This calculation must be done with two caveats. First, only cash flows over and above what the independent firms would ultimately save in taxes should be included; second, the tax savings cannot be the main purpose of the acquisition.
 

Interest payments on corporate debt are tax deductible and can generate significant tax savings. Basic capital structure theory predicts that firms will issue debt until its additional tax benefits are offset by the increased likelihood of financial distress. Because most acquisitions provide some degree of diversification and reduce the variability of profits for the merged firms, they can also reduce the probability of financial distress. This diversification effect is illustrated in the previous example, where the postmerger net income is constant. The result is a higher debt-equity ratio, more interest payments, lower taxes, and value creation.
 

Many firms are in the enviable position of generating substantial operating cash flows and, over time, large cash surpluses. At the end of 2008, for example, Microsoft and Apple held a combined $45 billion in cash and short-term investments. Firms can distribute these funds to shareholders via a dividend or through a stock repurchase. However, both of these transactions have tax consequences for shareholders. A third option is to use the excess cash to acquire another company. This strategy would solve the surplus funds “problem” and carry tax benefits, as no tax is paid on dividends paid from the acquired firm to the acquiring firm. Again, the acquisition must have a business rationale beyond just saving taxes.
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The following example summarizes the sources of value discussed in this section and illustrates how we might assess value creation in a potential acquisition.
 

Example 5: MC Enterprises Inc. manufactures and markets value-priced digital speakers and headphones. The firm has excellent engineering and design staffs and has won numerous awards from High Fidelity magazine for its most recent wireless bookshelf speakers. MC wants to enter the market for personal computer (PC) speakers, but does not want to develop its own line of new products from scratch. MC has three million outstanding shares trading at $30 per share.
 

Digerati Inc. is a small manufacturer of high-end speakers for PCs, best known for the technical sophistication of its products. However, the firm has not been well managed financially and has had recent production problems, leading to a string of quarterly losses. The stock recently hit a three-year low of $6.25 per share, with two million outstanding shares.
 

MC’s executives feel that Digerati is an attractive acquisition candidate that would provide them with quick access to the PC market. They believe an acquisition would generate incremental after-tax cash flow from three sources:1. Revenue enhancement: MC believes that Digerati’s technical expertise will allow it to expand its current product line to include high-end speakers for home theater equipment. MC estimates these products could generate incremental annual cash flow of $1.25 million. Because this is a risky undertaking, the appropriate discount rate is 20%.

2. Operating efficiencies: MC is currently operating at full capacity with significant overtime. Digerati has unused production capacity and could easily adapt its equipment to produce MC’s products. The estimated annual cash flow savings would be $1.5 million. MC’s financial analysts are reasonably certain these results can be achieved and suggest a 15% discount rate.

3. Tax savings: MC can use Digerati’s recent operating losses to reduce its tax liability. The tax accountant estimates $750,000 per year in cash savings for each of the next four years. Because these values are easy to estimate and relatively safe cash flows, they are discounted at 10%.


 

The premerger values of MC and Digerati are computed as follows:[image: 339]
 



Assume that MC pays a 50% premium to acquire Digerati and that the costs of the acquisition total $3 million. What is the expected impact of the transaction on MC’s share price?
 

Solution: We first compute the total value created by each of the incremental cash flows. 13
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The total value created by the acquisition is $18.63 million. A 50% premium would give $6.25 million of this incremental value to Digerati’s shareholders. After $3 million of acquisition costs, $9.38 million remains for MC’s shareholders. Thus, each share should increase by $3.13 ($9.38 million divided by the three million shares outstanding) to $33.13.
 

Note that the solution to Example 5 assumes the market knows about and accepts the value creation estimates described. Investors will often discount management’s estimates of value creation, believing them to be overly optimistic or doubting the timetable for their realization. In practice, estimating the synergistic cash flows and the appropriate discount rates is the analyst’s most difficult task.
 

Summary: The sole motivation for initiating a merger or acquisition should be increased wealth for the acquirer’s shareholders. We know from the empirical evidence presented earlier in the track record section that many transactions fail to meet this simple requirement. The main point of this section on creating value is that value can come from only two sources—incremental future cash flows or reduced risk. If we can estimate these parameters in the future, we can measure the acquisition’s synergy, or potential for value creation. For the deal to benefit the acquirer’s shareholders, management must do two things. The first is to make sure the premium paid is less than the potential synergy. Many acquisitions that make strategic sense and generate positive synergies fail financially simply because the bidder overpays for the target. The second task for the acquirer’s management is to implement the steps needed after the transaction is completed to realize the deal’s potential for value creation. This is a major challenge and is discussed further in the section on postmerger implementation. In the next section we briefly present some of the key issues managers should consider when initiating and structuring acquisitions.
 





Some Practical Considerations

 

In this section, we briefly discuss the following issues you may encounter in developing and executing a successful M&A strategy:• Identifying candidates.

• Cash versus stock deals.

• Purchase accounting.

• Tax considerations.

• Antitrust concerns.

• Cross-border deals.


 

This is not meant to be a comprehensive presentation of these topics. Rather, the important aspects of each are described with the focus on how they can influence cash flows and synergy. The goal is to make sure that you are at least aware of how each item might affect your strategy and the potential for value creation.
 



Identifying and Screening Candidates

 

Bidders must first identify an industry or market segment they will target. This process should be part of a larger strategic plan for the company. The next step is to develop a screening process to rank the potential acquisitions in the industry and to eliminate those that do not meet the requirements. This first screen is typically done based on size, geographic area, and product mix. Each of the target’s product lines should be assessed to see how it relates to (1) the bidder’s existing target market, (2) markets that might be of interest to the bidder, and (3) markets that are of no interest to the bidder. Keep in mind that undesirable product lines may be sold.
 

It is also important to evaluate the current ownership and corporate governance structure of the target. If public, how dispersed is share ownership, and who are the majority stockholders? What types of takeover defenses are in place, and have there been previous acquisition attempts? If so, how have they fared? For a private company, there should be some attempt to discern how likely the owners are to sell. Information about the recent performance of the firm or the financial health of the owners may provide some insight.
 

The original list of potential acquisitions can be shortened considerably by using these criteria. Each company on this shortened list should first be analyzed assuming it would remain as a stand-alone business after the acquisition. This analysis should go beyond just financial performance and might include the criteria listed in Exhibit 17.8.
 

Other popular tools for this analysis include strengths, weaknesses, opportunities, and threats (SWOT) analysis, Porter’s Five Forces model, and gap analysis.14 Once this process is completed, the potential synergies of the deal should be assessed using the approach presented in the previous section. The result will be a list of potential acquisitions ranked by both their potential as stand-alone companies and the synergies that would result from a combination.
 



Cash versus Stock Deals

 

The choice of using cash or shares of stock to finance an acquisition is an important one. In making it, the following three factors should be considered:1. Risk sharing: In a cash deal, the target firm shareholders take the money and have no continued interest in the firm. If the acquirer is able to create significant value after the merger, these gains will go only to its shareholders. In a stock deal, the target shareholders retain ownership in the new firm and therefore share in the risk of the transaction. Stock deals with Microsoft or Cisco in the 1990s made many target firm shareholders wealthy as the share prices of these two firms soared. 

2. Overvaluation: An increase in the acquirer’s stock price, especially for technology firms, may leave its shares overvalued historically and even in the opinion of management. In this case, the acquirer can get more value using shares for the acquisition rather than cash. However, investors may anticipate this and view the stock acquisition as a signal that the acquirer’s shares are overpriced.

3. Taxes: In a cash deal, the target firm’s shareholders will owe capital gain taxes on the proceeds. Exchanging shares means the transaction is tax-free (at least until the target firm stockholders choose to sell their newly acquired shares of the bidder). Taxes may be an important consideration in deals where the target is private or has a few large shareholders, as Example 6 makes clear.


 

Exhibit 17.8
Criteria for analyzing a potential acquisition.
 

Source: Adapted from Coyle (2000, 32).
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Chrysler Corporation stockholders, in contrast, saw the postmerger value of the Daimler-Benz shares they received fall by 60%.
 

Often firms will make offers using a combination of stock and cash. In a 2001 study of U.S. mergers between 1973 and 1998, only 35.4% of the deals were cash-only. Stock-only (45.6%) and combination cash and stock (19%) accounted for approximately two-thirds of the deals.15 This contrasts with the 1980s when many deals were cash offers financed by the issuance of junk bonds. The acquirer’s financial adviser or investment banker can help sort through these factors to maximize the gains to shareholders.
 

Example 6: Sarni Inc. began operations 10 years ago as an excavating company. Jack Sarni, the principal and sole shareholder, purchased equipment (a truck and bulldozer) at that time for $40,000. The equipment had a six-year useful life and has been depreciated to a book value of zero. However, the machinery has been well maintained and because of inflation has a current market value of $90,000. The business has no other assets and no debt.
 

Pave-Rite Inc. makes an offer to acquire Sarni for $90,000. If the deal is a cash deal, Jack Sarni will immediately owe tax on $50,000, the difference between the $90,000 he receives and his initial investment of $40,000. If he instead accepts shares of Pave-Rite Inc. worth $90,000 in a tax-free acquisition, there is no immediate tax liability. He will owe tax only if and when he sells the Pave-Rite shares. Of course in this latter case, Sarni assumes the risk that Pave-Rite’s shares may fall in value.
 



Purchase Accounting

 

Since 2001, only the purchase method of accounting has been accepted for acquisitions; the pooling of interests method is no longer permitted.16 The purchase method requires the acquiring corporation to allocate the purchase price to the assets and liabilities it acquires. All identifiable assets and liabilities are assigned a value equal to their fair market value at the date of acquisition. The difference between the sum of these fair market values and the purchase price paid is called goodwill. Goodwill appears on the acquirer’s books as an intangible asset and is amortized, or written off as a noncash expense for book purposes over a period of not more than 40 years. The amortization of purchased goodwill is deductible for tax purposes and is taken over 15 years, although it must be evaluated annually for a loss in fair value or impairment. If the value of the goodwill has fallen, it is written down or impaired by the amount of the decrease. Time-Warner AOL’s 2002 loss of $98.7 billion—the largest in corporate history—included $45 billion write-down of goodwill and was a clear admission that the merger two years earlier had been a dismal financial failure.
 

To illustrate the basics of purchase accounting, we offer the following simple example:
 

Example 7: Consider the predeal balance sheets for B.B. Lean Inc. and Dead End Inc., both clothing retailers (see Exhibit 17.9).
 

Now assume that B.B. Lean offers to purchase Dead End for $18 million worth of its stock. Assume further that Dead End’s building has appreciated and has a current market value of $12 million. Under purchase accounting, B.B. Lean’s balance sheet after the deal appears as shown in Exhibit 17.10.
 

Note that the acquired building has been written up to reflect its market value of $12 million and that the difference between the acquisition price ($18 million) and the market value of the assets acquired ($15 million) is booked as goodwill. B.B.
 

Exhibit 17.9
Predeal balance sheets.
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Exhibit 17.10
B.B. Lean Inc.: Postmerger balance sheet.
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Lean’s equity has increased by the $18 million of new shares it issued to pay for the deal.
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Entire volumes have been written on the accounting treatment of acquisitions, and this is a very complex and dynamic issue. Because of this, it is important to get timely, expert advice on these issues from competent professionals.
 



Tax Issues

 

Taxes were discussed briefly in the paragraph comparing cash and stock deals. In a tax-free transaction, the acquired assets are maintained at their historical levels and target firm shareholders don’t pay taxes until they sell the shares received in the transaction. To qualify as a tax-free deal, there must be a valid business purpose for the acquisition and the bidder must continue to operate the acquired business. In a taxable transaction, the assets and liabilities acquired are marked up to reflect current market values, and target firm shareholders are liable for capital gain taxes on the shares they sell.
 

In most cases, selling shareholders would prefer a tax-free deal. In the study by Weston and Johnson (1999), 65% of the transactions were nontaxable. However, there are situations where a taxable transaction may be preferred. If the target has few shareholders with other tax losses, their gain on the deal can be used to offset these losses. A taxable deal might also be optimal if the tax savings from the additional depreciation and amortization outweigh the capital gain taxes. In this case, the savings could be split between the target and bidder shareholders (at the expense of the government). Again, it is important to get current, expert advice from knowledgeable tax accountants when structuring any transaction.
 



Antitrust Concerns

 

Regulators around the world routinely review M&A transactions and have the power to disallow deals if they feel they are anticompetitive or will give the merged firm too much market power. More likely than an outright rejection are provisions that require the deal’s participants to modify their strategic plan or to divest certain assets. When the Federal Trade Commission (FTC) approved the 2006 $27 billion acquisition of Guidant Corporation by Boston Scientific, it required the merged firm to divest its vascular business, which was sold to Abbott Laboratories for $4.1 billion. Such concessions can have important implications for cash flow and ultimately shareholder value.
 

The basis for antitrust laws in the United States is found in the Sherman Act of 1890, the Clayton Act of 1914, and the Hart-Scott-Rodino Act of 1976. Regulators assess market share concentration within the context of the economics of the industry. Factors such as ease of entry for competitors and the potential for collusion on pricing and production levels are also considered. In the end, antitrust enforcement is an inexact science that can have a major impact on M&A activity. When assessing potential acquisition candidates, the potential for regulatory challenges—and an estimate of the valuation impact of likely remedies—must be considered in the screening and ranking process.
 



Cross-Border Deals

 

In 2007, cross-border M&A transactions totaled $2 trillion and accounted for 41% of global M&A deal volume. Although total deal volume increased only 24%, the $2 trillion of cross-border deals was a staggering 78% increase over 2006. In addition, the value of deals with U.S. firms as the target was $100 billion greater than deals where U.S. firms were the acquirer ($360 vs. $254 billion).17 By any measure, the level of international M&A activity is increasing as the globalization of product and financial markets continues. All of the issues discussed in this chapter apply to cross-border deals, in some cases with significant added complexities, which are discussed briefly next.
 

Each country has its own legal, accounting, and economic systems. This means that tax and antitrust rules may vary greatly from U.S. standards. While there is a move to standardized financial reporting via International Financial Reporting Standards (IFRS), there is still great variability in the frequency and reliability of accounting data around the world. Unfortunately, developing nations, which offer some of the best acquisition opportunities, have the most problems.
 

Doing M&A transactions across borders brings additional risks that have not been previously discussed. These include currency exchange risk, political risk, and the additional risk of national cultural differences. If a company is going to execute an effective international M&A strategy, all of these must be identified and quantified, as they can have a significant impact on synergies and the implementation timetable. It is critical for a bidder to have capable financial and legal advisers in each country where it is considering acquisitions.
 





Successful Postmerger Implementation

 

The section on track records makes it clear that most acquisitions fail to meet the expectations of corporate managers and shareholders. This dismal record is attributable to various causes, including ill-conceived acquisition strategies, poor target selection, overpayment, and failed implementation. In a study of 45 Forbes 500 firms, Smolowitz and Hillyer (1996) asked senior executives to rate a list of reasons for the poor performance record of acquisitions. The following were the five most frequently ranked factors:1. Cultural incompatibility.

2. Clashing management styles and egos.

3. Inability to implement change.

4. Poor forecasting.

5. Excessive optimism with regard to synergy.


 

The last two are premerger problems, but the first three occur in the postmerger transition process. Deloitte & Touche Consulting estimates that 60% of mergers fail largely because of integration approach. Managers must understand that the acquisition closing dinner marks the end of one stage of the transaction and the beginning of the process that will determine the deal’s ultimate success or failure. In this section we briefly discuss the following key components of a successful implementation plan:• Expect chaos and a loss of productivity.

• Create a detailed plan before the deal closes.

• Keep your executives happy.

• Speed and communication are essential.

• Focus managerial resources on the sources of synergy.

• Culture, culture, culture.


 

The process of merging two firms creates havoc at every level of the organization. The moment the first rumors of a possible acquisition begin, an air of uncertainty and anxiety permeates the company. The first casualty in this environment is productivity, which grinds to a halt as the gossip network takes over. While the executives debate grand, strategic issues, the employees are concerned with more basic issues and need to know several key things about their new employers, their compensation, and their careers before productivity will resume. Managers must understand that this “me first” attitude is human nature and must be addressed—especially in transactions where the most important assets are people.
 

The first step in any postmerger implementation must be a detailed plan. We saw how Cisco maps the future of every employee in a soon-to-be-acquired firm. For those continuing on, their new positions and duties within Cisco are clearly defined from the beginning. The employees who will be relocated or terminated are also identified, and a separate plan for handling them is created. Relocation and severance packages must be generous to signal retained workers that their new employer is ethical and fair. The second reason for a detailed plan is that it allows transition costs to be accurately estimated. The costs to reconfigure, relocate, retrain, and sever employees must be budgeted, as they can have a significant impact on postmerger cash flows.
 

The detailed plan must start at the highest levels of the organization. If executives from the two firms are going to lead the transition, they must be confident of their future roles and comfortable with their compensation plans. In the Daimler-Benz/Chrysler deal, there was a good deal of animosity between executives as the German managers watched their American counterparts walk away with multimillion-dollar payoffs from their Chrysler stock options while simultaneously receiving equity in the newly merged firm. A fair incentive system must be in place at the corporation’s executive suite before any implementation plan begins.
 

Once the key managers have been identified, retained, and given the proper incentives, they must carry the vision of the merger to the rest of the organization. To combat the productivity problems discussed earlier, managers have two critical weapons: speed and communication. Remember that the enemy from the employees’ perspective is uncertainty, and absent timely information from above, they will usually assume the worst. Executives must move quickly to convey the vision for the merged entity and to assure key employees of their role in executing this vision.
 

While all employees should be part of this process, those who deal with the firms’ customers should receive special attention. We saw how Cisco moves quickly to retain key salespeople and reassure important customers that the merger will only improve product offerings and services. In contrast, the 1997 merger between Franklin Planner and Covey Systems failed to heed this advice. Combining sales forces was seen as a key source of synergy, but the company was unsuccessful in merging the two compensation programs.
 

Divisions were especially strong within the company’s 1,700-person sales force, which marketed its seminars and training sessions. Former Covey salespeople got higher bonuses than Franklin staffers. Covey employees also kept their free medical coverage, while Franklin’s had to pay part of their premiums.
 

—BusinessWeek, November 8, 1999, 125
 


 

This situation created such sniping by sales reps on both sides that productivity plunged.
 

The implementation plan must focus management resources on those areas at the root of the deal’s synergies. If value is going to be created, it will only be by executing on those aspects of the deal that were the original rationale for merging. Without a plan, it is too easy for managers to get bogged down in details of the implementation that have little marginal impact on shareholder wealth. In the failed AT&T/NCR merger, the hoped-for technological synergies between telecommunications and computers never materialized as managers worried more about creating a team environment.
 

In many cases, the disappointing performance of mergers can be traced to a failure to account for cultural differences between organizations. These differences can be based in corporate culture—or national culture in the case of cross-border deals. In many transactions, both corporate and national cultural differences are present. Because they are intangible and difficult to measure, cultural differences are often ignored in the preacquisition due diligence. This is unfortunate since they can ultimately be the most costly aspect of the implementation process. In mergers where the firms have similar cultures, the rapid combination of the two organizations can actually be easier. However, where there are large cultural differences, executives should consider keeping the entities separate for some time period. This allows each to operate comfortably within its own culture while at the same time learning to appreciate the strengths and weaknesses of the cultural differences between the organizations. Such an arrangement may delay the realization of certain synergies, but in the end is the most rational plan. The key is that culture can have a huge impact on value (both positive and negative), and therefore needs to be part of the planning process from the very beginning—even before any acquisition offer is made.
 

To ensure success, the postmerger implementation process must be carefully planned and executed. Even when this is done, there will undoubtedly be surprises and unanticipated problems. However, a well-thought-out plan should minimize their negative impact. The most important parts of the plan are speed and communication, which are critical weapons in the fight against successful implementation’s main enemies—uncertainty, anxiety, and an inevitable drop in productivity. A plan conceived and implemented swiftly by the firms’ executives, with their full and active leadership, improves the chances for a successful transition. As always, we urge acquirers to seek the advice of knowledgeable experts on the implementation process.
 





Summary and Conclusions

 

Mergers and acquisitions are a popular way for firms to grow, and as economic globalization continues, there is every reason to believe their size and frequency will increase. A 2008 study by consulting and accounting firm Grant Thornton International found that 44% of all surveyed firms had plans to grow by acquisition in the ensuing three years; that number rose to 60% for the rapidly growing BRIC (Brazil, Russia, India, and China) countries.18 However, it is not the case that profitable growth by acquisition is easy. The empirical data presented in this chapter make it clear that corporate combinations have historically often failed to meet the operational and financial expectations of the acquiring firm’s managers and shareholders. While target firm shareholders typically earn 30% to 40% premiums, M&A transactions do not create value on average for the acquirer’s stockholders. This information should make it clear that a carefully designed acquisition strategy, realistic estimates of the potential synergies, and an efficient implementation plan are critical if the historical odds are to be overcome.
 

Managers must understand that the only sources of incremental value in corporate mergers and acquisitions are incremental future cash flows or reduced risk. These cash flows can come from increased revenues, reduced costs, or tax savings. The sum of the potential value created from these incremental cash flows is called synergy. For a deal to be successful financially, the premium paid and the costs of the transaction must be less than the deal’s total synergy. Only then will the bidder’s shareholders see their wealth increase. This sounds simple, but in a competitive market for corporate control, there must be a relatively unique relationship between the bidder and the target that other firms cannot easily match. The market must perceive the target as worth more as part of your firm than alone or with some other firm.
 

There are many practical details that potentially impact the creation of value in M&A transactions. These include the choice of payment (cash vs. stock), tax considerations, and antitrust concerns. Each of these may affect future cash flows and synergies and therefore must be part of the premerger due diligence process. We describe briefly how each factor can impact value creation, but refer potential bidders to investment bankers, professional accountants, tax experts, and attorneys for the most timely and customized advice.
 

The final and most important part of the process is the postmerger implementation plan. Managers often focus on completing the transaction, which is unfortunate since the transition to a single organization is where the keys to value creation lie. A detailed implementation plan must be developed before the transaction closes and communicated quickly and effectively to employees by the firm’s new leadership. The plan must focus on the roots of synergy in the deal to ensure the successful creation of the anticipated shareholder value. In deals where there are major cultural differences, special attention must be paid to smoothly integrating these differences. Failure to do so can doom an otherwise sound transaction.
 

In the end, profitable growth by acquisition is possible, but difficult. The market for corporate control is competitive, and it is easy for bidders to overestimate potential synergies and therefore overpay for acquisitions. To avoid this, managers must develop and stick to an acquisition plan that makes strategic and financial sense. Only then can they hope to overcome history, human nature, and the odds against successfully creating shareholder value through mergers and acquisitions.
 

Internet Links
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Notes

 

1 The term private equity refers to the sources of these firms’ capital, not the type of companies in which they invest. Private equity firms raise capital from pension funds, endowments, foundations, hedge funds, and wealthy individuals—all nonpublic sources. Private equity firms invest in both public and private companies.
 
2 Chapter 7 of Weston et al. (1998) provides a concise summary of and more detail on empirical tests of M&A performance. More recent confirmation of these data is in Andrade et al. (2001) and Bhagat et al. (2005).
 
3 See, for example, Andrade, Mitchell, and Stafford (2001) and Rossi and Volpin (2004).
 
4
http://en.wikipedia.org/wiki/Cisco_Systems_acquisitions; data downloaded January 19, 2008.
 
5
Merger & Acquisition Integration Excellence (Chapel Hill, NC: Best Practices, LLC, 2000.
 
6 TheDeal.com, December 1, 2008, www.thedeal.com/corporatedealmaker/2008/12/two_kinds_of_integration.php (downloaded January 19, 2008).
 
7 Ibid.
 
8 “Cisco Changes Tack in Takeover Game,” Wall Street Journal, April 17, 2008, A1.
 
9 For a more thorough discussion of this topic, see Weston et al. (1998), Chapter 5.
 
10
Wall Street Journal, November 30, 2000, B4.
 
11 Ibid.
 
12 See Harvard Business School Case 285053, Gulf Oil Corp.—Takeover, for a complete discussion of this value creation.
 
13 We assume all cash flows continue in perpetuity. To value a perpetual cash flow, simply divide the amount of the cash flow by the discount rate; in this case, $1.25 million per year ÷ 20% = $6.25 million.
 
14 For an explanation of Porter’s Five Forces see www.quickmba.com/strategy/porter.shtml.
 
15 See Andrade, Mitchell, and Stafford (2001).
 
16 Prior to June 30, 2001, the pooling of interests method was also permissible. Under pooling, the assets of the two firms were combined, or pooled, at their historical book values. There was no revaluation of assets to reflect market value and therefore no creation of goodwill.
 
17 Stephen Grocer, “M&A in 2007: Inside the Numbers,” Deal Journal, Wall Street Journal, January 3, 2008.
 
18 Grant Thornton International Ltd., “Mergers and Acquisitions: Opportunities for Global Growth,” International Business Report, 2008.
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Outsourcing
 

Theodore Grossman

 

 

 

The 2008 financial crisis underscored the fragility of the economy. This event was not just domestic, but also global. Because of both the wild swings in the price of oil and the financial credit crisis, companies saw their bottom lines erode dramatically. It is especially during times of declining profits that companies look to shed costs and find more efficient ways of conducting business.
 

Outsourcing is not new. Outsourcing dates back to biblical times when the production of materials was outsourced to other tribes. Outsourcing as a business strategy, however, was first mentioned in 1979. Prior to that date, many companies “farmed out” a number of their needs. In the 1960s, many companies outsourced their data processing. Small companies utilized accounting firms to perform many of the functions that would normally be handled in-house. Publishing companies rarely performed their own composition, printing, and distribution. Yet, in the 1970s and 1980s, vertical integration became the trend. More and more companies believed that there were efficiencies in controlling all of the functions involved in producing and supporting their products. The recession in 1990, however, prompted businesses to closely evaluate what services should be performed in-house. Companies reviewed their organizations to determine their core competencies. Those functions that did not fit the model were considered for outsourcing. Thus, many companies eliminated departments such as legal services, information technology (IT), accounting, internal audit, product design, and even some manufacturing. If companies did not deem it strategic, many outsourced it.
 

Offshore outsourcing increased dramatically in the late 1990s as a result of the Y2K problem. Companies faced the daunting task of remediating millions of lines of COBOL code, a task far too large for companies’ existing infrastructures, but one for which a booming workforce in India had capacity. India always possessed a wealth of technical talent. Because of the lack of demand within India, most of that talent tried to emigrate to the United States for employment. Yet, there were many who were not fortunate enough to overcome the U.S. immigration quotas. As a result, companies such as Tata Consulting Services, Wipro, and Infosys developed Y2K factories in India where thousands of skilled programmers modified the code to meet the requirements of the new millennium.
 

Then, with the growth of inexpensive broadband technology and the Internet, it no longer mattered where a company’s support services were located. Almost any support services could be performed offshore. Law firms outsourced document examination and patent applications. Hospitals outsourced radiological interpretations during nighttime hours. Call centers and technical support services were popular functions to be outsourced. Bangalore became the center of outsourcing services in India. In the United States, major American companies reinvented themselves as outsourcing companies. IBM and Hewlett-Packard became significant powers in providing outsourced services. For example, in the late 1990s, Sears outsourced all of its point-of-sale installation, maintenance, and call center support to IBM, which located 1,500 of its employees at various Sears facilities. (See Exhibit 18.1.)
 





Motivation to Outsource

 

What motivates a company to outsource some of the internal functions that do not fit its core competencies?
 

• Cost reduction and cost control. Most companies begin here. When business is booming, prices are stable, and credit is plentiful, companies become complacent. However, as soon as business turns down or competition increases, companies look for areas to trim costs and to increase margins. The last thing a company wishes to do is incur the wrath of Wall Street or its investors by not meeting their expectations. History has shown that the Street will penalize share price, and therefore market capitalization, if a company disappoints. Therefore, in times of stress, companies look to outsource any function that will produce cost savings.

• Improved company focus. At the turn of the millennium, Procter & Gamble had a separate services division to provide information technology, real estate, and human resources services to all of its operating divisions. It had determined in the early 1990s that a centralized service organization was more efficient than providing those services in each of the divisions. In the early 2000s, P&G reevaluated whether those services should continue to be provided in-house or should be outsourced to external entities.

After analyzing the alternatives, P&G awarded a $3 billion 10-year contract to Hewlett-Packard to manage P&G’s IT infrastructure. It awarded IBM a long-term contract to manage the company’s payroll, benefits, travel services, and relocation services, among other tasks. An estimated 700 Procter & Gamble employees would shift to being employed by IBM as part of the contract. In 2004, P&G increased its relationship with Hewlett-Packard to include processing its accounts payable systems.
 

Jones Lang LaSalle oversees 14 million square feet of real estate for P&G at 165 sites in 60 countries, 50 of which, including the corporate headquarters in Cincinnati, are located in North America. Sales offices and research facilities are located throughout the world.
 

• Access to state-of-the-art talent or capabilities. Many smaller companies can neither afford nor compete for world-class talent. Sometimes skills are in short supply in a specific geographical area or the issues of geographic relocation or immigration laws make it difficult to attract talent. Frequently, cultural differences prevent a company from taking advantage of resources. Labor shortages in the United States led to India’s outsourcing market. How do you bring 50 top-notch people on board for a short-term project and then abandon them? Outsourcing provides an answer. 

• Ability to react quickly to rapidly changing business needs. In the 1940 and 1950s, the life cycle of a business process lasted 15 to 20 years, and information systems lasted 10 to 20 years. At the turn of the millennium, the average life cycle of a business process decreased exponentially to a rate of near continuous change, and the life cycle for information technology was barely one or two years. How does a company support change that is occurring so rapidly? The Internet and electronic business have changed the operational landscape forever. Companies that cannot change overnight are left behind as industry laggards, constantly on the defensive. Outsourcing allows a company to corral the external resources necessary to overcome constant change.

• Availability of internal resources. When companies have limited resources to attack a problem or an opportunity, where should they apply those resources? All too often company resources are dedicated to fighting fires and not to exploiting opportunities. Companies are not like an accordion, able to expand and contract easily to meet the short-term demands of the marketplace. How does a company staff up to meet those demands? The cost of finding, training, and then disposing of that talent, along with the bad reputation that accompanies fickle hiring, is more expensive than outsourcing those functions.
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Exhibit 18.1
Outsourcing and offshoring industry overview.
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Source: Plunkett’s Outsourcing & Offshoring Industry Almanac 2009. Copyright © 2008, Plunkett Research Ltd. All rights reserved. Reprinted by permission.
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Of companies outsourcing, 44% reported increased productivity, 38% realized labor cost savings, and 26% retained competitive position.2
 

The most important reason cited for utilizing offshore outsourcing was reducing labor costs (29% of respondents). 1
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Of the companies outsourcing offshore, 61% reported that it allowed them to remain competitive, 54% reported a reduction in labor costs, and 36% benefited from increased labor pool skills.3
 

In the end, outsourcing is all strategic—minimizing risk, sharing risk with a partner, and getting the best return from the company’s own resources.
 





Domestic versus Offshore Outsourcing

 

What are the pros and cons of the two alternatives? Clearly, cost is the main motivation for offshore outsourcing. Labor costs in India are typically one-third U.S. labor costs. However, as demand has increased, the cost of technical talent in India has as well. Though more expensive than before, Indian labor cost is still dwarfed by that of U.S. talent. In addition, the time difference of approximately 9 to 12 hours offers the strategic advantage of 24-hour productivity.
 

For example, many hospitals in the United States do not staff their radiology departments at night to read x-rays. Rather, because most radiological exams are now digital, the images are transmitted to facilities in countries such as India, where they are read immediately. When the hospitals’ radiologists arrive in the morning, they verify the readings. IT maintenance can also now be scheduled during the overnight with database maintenance and optimization performed remotely from offshore sites.
 

To summarize:
 

Trends
• Large numbers of companies have cut in-house spending, but have increased offshore spending.

• The number of firms utilizing offshore providers has increased dramatically each year.


 

Why the Demand?
• Low cost—savings of greater than 25% and high return on investment (ROI).

• High quality.

• Speed to market.

• Reliability.


 





Issues with Using Offshore Providers

 

Periodically, terrorism impacts outsourcing regions, especially in India, where hostilities between Pakistan and India can erupt. The province of Kashmir provides a lightning rod for violence in cities such as Mumbai and Delhi. In 2005, there was a coup in Nepal, which has a small but substantial number of outsourcing providers. Communications, including the Internet, were cut off for several days. Also, the 9/11 terrorist attack has created challenges for offshore outsourcing, as representatives and temporary workers from offshore companies frequently cannot obtain visas for work in the United States.
 

Infrastructure issues can wreak havoc offshore. Whereas here in the United States power is generally not lost except during natural disasters, in Asia and the Caribbean inconsistent power is a way of life. Consequently, many of the offshore providers in India have their own generating sources to protect their infrastructures. Telephone service, even today, can also be inconsistent at times. In some countries, potable water supplies may frequently be turned off. In addition, developing countries do not necessarily have the necessary building codes and, therefore, physical infrastructures to withstand natural disasters. While the United States can withstand some significant disruptions caused by major floods and earthquakes, the devastation caused by disasters in developing countries is much worse, with many of the outsourcing companies lacking the necessary redundancies of facilities and staff.
 

There are a number of challenges associated with communication. Time zone differences, for example, while a boon for some projects, can be obstacles for others. Some of the larger outsourcing companies such as Wipro and Infosys provide on-site liaison personnel to assist in the communication issues. However, cultural differences can still drive the organization to distraction, and language differences even within the same country only complicate matters. There are 26 languages spoken in India, and each of the states within India has different laws and regulations. That said, India has been very successful in providing a plethora of outsourced services, including information technology, accounting, human resources management, and legal research.
 

Companies must also cope with the stigma of exploiting workers in the third world. Over the past 30 years sweatshop stories, many true, have circulated about children and women being forced to work long hours in subhuman conditions, while being paid subhuman wages. In the 1990s, Wal-Mart, in response to such criticism, created its “made in America” program in an effort to silence its critics. Although working conditions have improved offshore and there is less activism concerning this subject, it periodically becomes an issue for companies manufacturing or outsourcing in less developed countries.
 

Even if all of these issues have been resolved, companies still have to manage the expectations of their customers. Consumers resent the language differences and the perceived lower quality of service they receive when they speak with someone with a thick accent. As a result, some U.S. companies that have outsourced their call centers to places like India and Jamaica are bringing their centers back to the United States.
 

Last, there is the political backlash associated with offshore outsourcing. Dell Computer now offers consumers an option to pay for technical support from a U.S.-based call center. In times of recession or when Americans are losing jobs, politicians sound off about jobs being sent offshore. While consumers are happy about being able to buy inexpensive quality products from offshore manufacturers, the idea of sending high-skill jobs offshore is anathema to them.
 





Risks and Challenges of Outsourcing

 

There are numerous risks and challenges that businesses face when they decide to outsource, whether domestically or offshore. When a project or a process is conducted in-house, the company has total control over it. The company’s internal controls, rules, and security govern the project or process. The moment it is outsourced, some level of intimacy and control is lost. Issues to be considered are:• Privacy.

• Intellectual property (IP).

• Security.

• Loss of morale.

• Reliance on another company.

• Loss of control.

• Potential loss of internal knowledge.

• Potential loss of institutional knowledge.

• Cost containment.

• Differing objectives between vendor and company.


 

In today’s legal and ethical environment, privacy is becoming a very important consideration. Outsourcing data preparation and medical record transcription are common applications. In light of various legal statutes, including the Health Insurance Portability and Accountability Act (HIPAA), a company must be careful who has access to health care data, and under what circumstances. Without the patient’s permission, health care data cannot be shared with another party. Even with the patient’s approval, the company must be very careful that the party with which it is sharing the data is not abusing that privilege. If the third party chooses to sell the data to yet another company, the original holder of the data could be liable. This issue is of great concern when dealing with companies in other countries that do not have data or health care privacy laws. Financial data is subject to the Gramm-Leach-Bliley Act. Under this law, consumers must be informed if any of their data is shared with third-party companies.
 

Companies are becoming increasingly concerned with protecting their intellectual property and ensuring that they do not infringe upon others’ intellectual property. When outsourcing IT development, companies need to be vigilant about any third-party software that is included within the software being developed. Even open source code requires licensing of one sort or another. The mistake of infringing upon another company’s intellectual property can be very expensive to litigate and can ultimately result in having to pay millions of dollars in licensing fees. Also, how do companies ensure that whatever trade secrets or other IP a third party is exposed to is not stolen? Intellectual property laws in many countries are lax. Can you imagine how to stop an employee of a company in Asia from selling your trade secrets?
 

In this day of the Internet, where companies’ Web sites and networks are being attacked daily by various viruses and other hacking attempts from both within the United States and offshore, it is important for companies to be ever vigilant. Especially when software is being developed offshore, companies must ensure that backdoors are not left open to enable uninvited hacking. When software is developed, quality assurance generally tests to ensure that it conforms to the design specification.
 

Exhibit 18.2
Verifying application software: Testing doesn’t versus shouldn’t.
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Refer to Exhibit 18.2. The nonoverlap area to the left represents gaps between the design specification and the actual program. However, equally important is the nonoverlap area to the right, which represents features in the programs that were not in the original specification. While testing reveals the area to the left, very few companies test for the area to the right. The area to the right represents the potential backdoor for security weakness and hacking. Outsourcing providers usually are known for their high level of quality; however, companies that outsource software development have to be aware of the potential for security backdoors to be left open.
 

Organizational morale is an issue that needs to be addressed when contemplating outsourcing a function or project. When an entire function (e.g., human resources management) is being outsourced, frequently as part of the negotiations the outsourcing provider will hire the employees from the company. However, while this may sound like a win-win situation for both companies, it also presents its own challenges. Issues include potentially relocating transferred employees or reconciling the benefits offered by the two companies. Even those employees who remain in the old company might resent the treatment of any employees let go. In situations where projects require no layoffs but where functions are outsourced, employees might resent that the contracted employees are earning more than they are or are being given an opportunity to work on a new project that they would have preferred.
 

Companies and their outsourced partners have different and sometimes competing goals and objectives. As will be discussed later in this chapter, there are different business models for structuring the relationships between the two companies. Typically, the outsourcing provider wishes to make money, while the company contracting for the services wants to save money yet demand a high-quality, reliable product or service. How does one reconcile these differences while creating an effective business relationship that satisfies both parties?
 

Once a function or process is moved out-of-house, the potential for loss of knowledge and the reliance on others can become a concern. What if the company responsible for providing the outsourced functions were to go bankrupt? The outsourcing company might no longer have the internal skill set to take the outsourced function back. If it is a software project, every time a modification needs to be added, will the company have the institutional knowledge to make it on its own or will it be crippled?
 





Determining Success

 

The distinction between domestic and offshore outsourcing has become somewhat blurred. Even some domestic outsource providers have facilities in offshore areas. Some work might be performed in the United States and some performed offshore. Offshore outsourcers such as Wipro and Infosys have a 70/30 model whereby they provide for 70% of the work offshore and 30% on-site in the United States, which, at a minimum, helps to prevent communication issues.
 

Successful projects tend to be those that have well-defined requirements. Drafting requirements on the back of a napkin is no longer sufficient. Any outsourced project or service demands firm, well-defined specifications that ultimately become part of the contractual relationship. In software projects, those with less integration and fewer dependencies on other internal systems tend to be more successful. Boundaries between systems tend to create the most difficulties. Having few touch points between the system being developed and existing systems helps to guarantee the project’s success.
 

Call centers providing customer and technical support have been a major area where companies have had success outsourcing. While, as discussed previously, consumers perceive a quality difference in the service between domestic and offshore call centers, many of the Indian call center providers now train their employees to speak English without an accent. Offshore call center employees are provided software to diagnose a problem that is identical to the software used in domestic centers. Still, there is a cultural difference that sometimes aggravates consumers. Many feel that the service offered is inferior to that provided domestically. To make it work, call center providers must create better experiences for consumers. Many companies are providing better training and expert systems for their call center operators.
 





Outsourcing a Process or a Project

 

What steps should a company follow once it decides to outsource a function? The company first considers the strategic implications of its actions and determines that the project or process does not fall within its core competencies. After doing so, the company should:• Define the project.

• Select a list of qualified vendors.

• Create the request for proposal (RFP).

• Evaluate vendor responses.

• Evaluate each vendor’s qualifications.

• Negotiate a contract.

• Manage the vendor and the project.


 



Defining the Project

 

The first step is to create a cross-functional team comprised of the various project stakeholders. The leadership of the project should be the ultimate users of the process or project. If it is an IT system being outsourced, the end users and the IT organization must partner together to manage the project. If a hospital outsources, for example, its radiological interpretation, managing the project will require an internal team of radiologists, radiological technicians, IT personnel for sending the digital images, financial analysts, and legal personnel. The project should be led by the radiology department. The team should be responsible for developing the specifications, drafting the RFP, evaluating the vendors and RFP responses, and, ultimately, managing the relationship with the outsourcing provider.
 

Clearly define the objectives of the project, including a detailed specification of the project, service, or process. Determine how to measure success and the specific metrics the company will use to determine whether the product or service is working properly. These metrics could be:• Cost.

• Response time.

• Quality of service.

• Turnaround time.

• Accuracy.

• Reduction in staff.

• Facility usage.

• Return on investment.

• Customer satisfaction.


 

Without detailed specifications or defined metrics, the project is guaranteed to fail. No one, neither the vendor nor the customer, will know whether the project was successful, which will probably lead to dissatisfaction and, possibly, a lawsuit.
 



Selecting Appropriate and Qualified Vendors

 

There are a number of small as well as large vendors available to provide outsourcing services. Many specialize in vertical industries or in specific services (e.g., IT development). While small companies are usually more willing to negotiate than the larger ones, large companies like Hewlett-Packard, IBM, and Accenture are willing to assume responsibility for a plethora of services, from IT to human resources to accounting. Smaller companies are willing to perform more targeted services. If one chooses to outsource offshore, consider the major Indian companies (e.g., Tata Consulting Services, Wipro, or Infosys). Whichever route a company chooses, however, it needs to evaluate the strengths and weaknesses of the provider. Those include:• Relevant experience.

• References.

• Price.

• Personnel.

• Available resources.

• Financial stability.

• Past lawsuits.

• Length of time performing outsourcing.

• Past successes.

• Past failures.


 



Request for Proposal (RFP) Content

 

In order for a provider to respond to an RFP with an accurate and complete proposal, it must be provided with a wealth of information, including:• Company information (size, geography, products, public/private, etc.).

• Background on project (how the service is being performed currently).

• Guidelines for responding to the RFP.

• Detailed specifications for project to be developed.

• Testing criteria.

• Required response times (either for software or for service).

• Customer satisfaction requirements.

• Logistics.

• Selection criteria.

• Potential contract terms.


 

The RFP is the entry point into what will become a contractual relationship. If the company is to enter into a legally binding contract with the provider, it must provide that vendor with an accurate picture of its needs. If those needs are not well defined, both parties will be dissatisfied, which will most likely lead to a product that does not meet the company’s needs or increased costs in doing so. The RFP is probably the most demanding part of the project, because it requires buy-in from all stakeholders. Investing time and effort up front pays dividends in the long-term success of the project.
 



RFP Evaluation

 

Once the RFPs have been submitted, they must be evaluated, which can be a daunting task. Most companies establish specific criteria and weigh the items so that the more important ones have greater influence on the overall score. Aside from the initial items requested in the RFP, the following should also be evaluated:• Results of meetings with vendor references.

• Professionalism.

• Vendor stability.

• Vendor financials.

• Vendor staff to be assigned to project.

• Scope of vendor responses (not too narrow or broad).

• Willingness to compromise.

• Willingness to negotiate.


 



Vendor Selection

 

As the saying goes, let the buyer beware. Initially, everything might look great, but there is a series of danger points to be aware of. First, review the vendor’s financials. If it is a public company, then the financials are readily available. However, if the company is private, you must obtain them from the vendor itself. Many will resist supplying their financials, but that is a red flag. In today’s day and age, transparency is expected.
 

Is the company well funded? Look for negative working capital. Is the company dependent on progress payments from its customers in order to survive? Examine its sources of funds. Is the company generating positive cash from operations, or is it dependent on borrowings?
 

Have shareholder class action lawsuits been filed against the firm, or has the Securities and Exchange Commission (SEC) initiated an investigation into the firm? In the late 1990s and early 2000s, a few very large software firms were the target of both class action shareholder lawsuits and SEC investigations, resulting in significant fines, settlements, and, in at least one case, imprisonment of some of its officers. Such action would indicate stock price manipulation through possible financial fraud. In early 2009, Satyam, a major outsourcing company in India, confessed to falsifying its financials. It overstated its cash by $1 billion, its revenues by 20%, and its profits by 90%. This was a company that was audited by one of the major U.S. accounting firms and was listed on the New York Stock Exchange (NYSE). Its customers included the U.S. government, General Electric, Nestle, and Cisco.
 

Has the company undergone a major restructuring, or have there been significant resignations at the executive level? During an economic boom, a number of sins are obscured by the success of the times, but during a recession, internal problems become more apparent. Companies must be aware that in tough economic times their vendors could be in jeopardy and the success of their project or outsourced service could be in peril.
 

Beware of bargain prices. They could indicate a company is willing to buy its way into the marketplace, but they could also be a signal of a company in distress. In either case, proceed carefully. Companies that lowball a quote could merely be planning price increases later on in the relationship. A company that wants to enter the market can be an interesting play. However, the outsourcer company must decide if it is comfortable being a guinea pig or a training ground for a vendor that wants to gain experience in the marketplace. Does it want to bear the risk in return for potentially substantial savings?
 

Beware of companies that do not want to provide a full customer list. It is unrealistic to assume that all customers are satisfied, and it is important to know what percentage were unhappy and what precipitated their dissatisfaction. It could have been caused by the client’s lack of preparedness or inability to accurately define its needs or by the vendor’s inability to successfully meet the terms of the contract. Remember the credo “no surprises.” This relationship is like a marriage and should not be entered into unless both parties are prepared to weather all of the storms, and there will be storms.
 

Last, in some cases, outsourcing companies have made the poor decision to take equity positions in the provider’s company. A company must never forget what business it is in. The company is outsourcing a function because it has determined the skill is not a core competency. Taking an equity position in the vendor is similar to bringing that skill set back in-house. A company should focus on its core competencies and not be distracted by ancillary activities.
 



Negotiating the Contract

 

There is a misconception in the industry that when a vendor like IBM presents a prospective customer with a contract the terms of the agreement are not negotiable. This is not the case. Regardless of a company’s size, assuming the contract is of sufficient monetary value, any contract is negotiable. For a contract to be legal, each side must have some level of bargaining power; otherwise it might be considered a contract of adhesion, which is a legal term for a contract that might not be enforceable. A “take it or leave it” contract without one of the parties having any realistic opportunity to bargain is frequently considered a contract of adhesion.
 

Make sure that the contract includes the entire agreement between the parties. Most contracts are integrated agreements, which means that they exclude all other written and oral agreements between the parties. Therefore, everything must be in the contract. Be wary of handshake agreements. Remember, the contract is what the parties fall back on when something goes wrong. So be sure to cover your bases by considering everything that can go awry and making sure it is covered in the contract.
 

Some of the items that should be included in the contract and will be discussed in more detail are:• Duration.

• Price.

• Payment terms.

• Incentives and penalties.

• Cost overruns.

• Renewal terms.

• Performance guarantees.

• Response time.

• Transition services.

• Necessary technology.

• Necessary personnel and nonsolicitation of personnel.

• Intellectual property.

• Confidentiality.

• Ownership of any developed products.

• Personnel to be assigned by vendor.

• Warranties (implied and express).

• Breach of contract and remedies.

• Limitation of liabilities.

• Termination.

• Assumption upon a sale.

• Transferability.

• Detailed specifications (technical or otherwise).

• Arbitration.

• Governing law.

• Notification.


 

While price is usually thought of to be straightforward, that is not always the case. The contract could be based on a fixed price or on time and materials. In a fixed price agreement, a company theoretically believes it knows the cost. However, for that to work, a very tight specification must be part of the contract. Anyone who has built or remodeled a house knows that the change orders can drive up the cost to a multiple of the original contract price. Frequently fixed price contracts have incentives and penalties for the vendor to deliver on time or to work to a specified customer service level. The risk clearly falls on the vendor to deliver at a fixed price, and the vendor is rewarded for doing so under cost.
 

In a time and materials agreement, the vendor is paid based on the efforts made and not any specific agreed-upon price. There are often no incentives for the vendor to deliver a certain price, and there is always the risk that the vendor will milk the job. Change orders become expensive add-ons. Also, in many cases, the company pays for the vendor’s learning curve, as it is not unusual for a vendor to staff the project with new employees who lack experience with either the process or the project.
 

Payment terms are a point to be negotiated by the parties. For development contracts, there are usually progress payments tied to milestones. For service agreements, typical terms require payment on a regular basis (e.g., 30 days). Some contracts will include penalties for late payments. Conversely, some contracts call for payment penalties for late deliveries.
 

Performance guarantees and incentives clauses are key points in an outsourcing contract. Whether the agreement is for the development of a system or for providing a service (e.g., call centers or accounts payable), timetables and performance guarantees are critical. Performance guarantees are the most difficult aspect of the contract to negotiate, articulate, and monitor. There are a number of possible metrics (e.g., call center response times, number of invoices cleared in a time period, how long it takes to read an x-ray before responding, clearance of trouble tickets, how long a caller has to wait online before an operator answers, etc.), some of which can be measured using software tools. Others, such as quality of response, are much more difficult to measure. However the performance clause is written, it should be done in a manner that can truly be measured; otherwise it will be a source of contention between the parties.
 

In some cases, performance, or lack of performance, can trigger a termination or penalty, ultimately resulting in a lawsuit. For all of the obvious reasons, a vendor will resist including any penalty clauses for performance. Likewise, the vendor will frequently be motivated by a bonus for early delivery but will try to blame any delays in delivery on the company’s inability to deliver a specification or other critical component necessary for the vendor to deliver the product or service. This contention may ultimately result in another potential lawsuit.
 

The specification of the project is the controlling document in the agreement and the most critical. Do not overlook anything. For example, if a software product is being developed, make sure issues such as response time, technology configuration, network configuration, software standards, testing standards, database standards, and documentation standards are included. If a specific hardware and network configuration is not specified in the contract, the responsibility for the added burden of the increased cost of the configuration will become a major source of contention.
 

When a company and vendor terminate a relationship, what obligations does a vendor have to assist the company in transitioning to either an in-house capability or another vendor? For example, when an outsourcing company takes over the data center of a company, it is common for the outsourcing company to purchase all of the data center assets of the company and to hire its employees. What happens at the end of the contract? The company no longer owns the technology, the employees, or in some cases the building. All of the institutional memory of the technology rests in the vendor. Does the vendor sell the equipment back to the company or its new vendor, and, if so, at what price? Do the employees return to the company? Companies must consider this issue before committing to outsourcing and must include language in the contract to protect themselves.
 

Under what circumstances can either party terminate the relationship? This, too, should be articulated in the agreement. Usually, the vendor can cancel for nonpayment of its fees. However, there should be a written notice provision with the opportunity to clear the default. Likewise, if the vendor defaults on its obligations, there should be an opportunity to cure. The vendor’s obligations include warranties, service guarantees, timetables, personnel, and other obligations that are spelled out in the agreement.
 

Who owns the intellectual property (IP)? If a company contracts with a vendor to develop software or a product design, absent specific language to the contrary, ownership of the copyright for the software or design belongs to the creator of the code. Ensuring that the company is getting the fruits of its payments requires a “work for hire” clause in the contract that specifies which party will own the IP.
 

If the vendor uses some of its own IP to develop a software product for the company, who owns the derivative product? Without a license to use the new software, the company is out of luck. The vendor must grant at least a nonexclusive license to utilize the products that are embedded within the resulting software, even if the vendor uses freeware in the product. Freeware requires a license, and there is not one standard license for freeware. There are approximately three different license forms for freeware, depending on its source.
 

Also, make sure that the vendor indemnifies the company if it infringes another company’s copyright or patent. Hold the vendor responsible for defending the company in the potential lawsuit, in addition to being responsible for damages. It is not unusual in today’s environment for a company to infringe another’s IP without intent. If a company receives a letter accusing it of infringing another company’s patent or copyright, it is important for that notice to be taken seriously. The company must make an effort to determine if it is really infringing another’s IP. Failure to do so could result in a judgment of willfulness with additional damages applied. Do not turn a blind eye to the notice letter. If it is determined that the company is infringing, it will be necessary to either cease infringing or negotiate a license to utilize the IP.
 

Assuming the project or service reveals any trade secrets or confidential information of either party, there needs to be an agreement that that information will not be released to any third party without the express permission of the parties.
 

The contract should also have specific language that requires that the personnel who were promised to be working on the project not be removed. The company should have the right to approve, at least, the key personnel assigned to the project. Do not allow a key person to be reassigned without permission. Also, if appropriate, list the specific minimum skill sets and competencies required of the personnel working on the project or providing the service. Last, it is not unusual to have a clause in the agreement that the company will not attempt to solicit any of the vendor’s employees without the vendor’s permission.
 

What warranties is the vendor offering? Usually the vendor attempts to offer as little as possible. The Uniform Commercial Code, which governs commercial contracts for the sale of goods and services, does not require that either implied or express warranties be part of the bargain. It does require that if they are disclaimed there must be specific language used to disclaim them. Express warranties are those that the vendor is willing to provide regarding issues such as product quality and the willingness to repair or replace the product for a period of time. Implied warranties are those of merchantability and fitness for a particular purpose. It seems obvious that when a company contracts for an accounts payable service that the company providing that service should warranty that the service qualifies as an accounts payable service and is fit for that purpose. However, although it sounds counterintuitive, the vendor could disclaim that implied warranty as part of the contract. The contracting company must ensure that the warranties reflect the understanding between the two parties.
 

There is usually a significant amount of contract language that seems unnecessary but is equivalent to a prenuptial agreement. It reflects the two parties’ understanding of what will happen if things go awry or significant changes occur in one or both of the parties. For example, if the company is sold, what obligations does the vendor have to fulfill the contract? If the vendor is sold to a third party, must the company allow the acquirer to assume the fruits of the contract without the permission of the company? If the company does not want the third party to provide the service, must it grant permission if that occurs? In some cases, there is language that requires the vendor or company to grant permission, unless there are significant reasons not to. Permission to assign a contract by either party is a point of negotiation.
 

If there is a disagreement, where do the parties settle their differences? Normally, this is in court. In recent years, though, there has been a movement toward required arbitration, typically with representatives of the American Arbitration Association (AAA). In the most common form of AAA arbitration, each side picks an arbitrator, and the two arbitrators pick a third neutral arbitrator. The three hear the case and render a decision that is binding on the parties. This is a faster and less expensive method of dealing with conflict, but it sometimes produces results that are not amenable to at least one of the parties. In most cases, the results cannot be appealed to a state or federal court. This option should be negotiated. If this provision is left out of the contract, both parties can still select the arbitration or mediation route.
 

If there is a breach of the contract, what happens next? In many contracts there is a provision that allows the party breaching the contract to cure the breach. For example, if the vendor has not delivered the product by an agreed-upon date, there might be a provision that allows the vendor an additional 30 days to deliver the product. This again is a point of negotiation. If a vendor is constantly breaching the contract through poor performance or missed delivery dates, it might be best to terminate the agreement and move on to an alternative.
 

Despite the best intentions, sometimes the agreement between the two parties breaks down and results in a lawsuit. What are the possible damages? Frequently, there will be a limitation of liabilities clause in the agreement. The vendor will try to limit its liability to the amounts paid to the vendor under the contract. It is not unusual for a company to pay a vendor $500,000 and also, as a result of the contract, incur additional expenses of several million dollars in equipment, personnel, and software—potentially in addition to lost revenues and profits. If there is a limitation of liability clause in the agreement, then the company is out of luck and potentially several million dollars. This clause is a difficult one to negotiate, and the vendor will resist increasing its liability. Also, do not assume just because the vendor might have breached the agreement that the damages can continue accruing and that the company need not remediate its situation. The company has an obligation to mitigate its damages. Once it realizes that it is being damaged, it must do whatever is necessary to stop incurring damages.
 

Last, assuming there is litigation, where will it be litigated and what will the governing law be? The vendor, being the author of the agreement, will attempt to make its local state the venue for any litigation and that state’s local laws the ones that govern. Many companies do not think this provision through carefully, and some jurisdictions have idiosyncratic local rules that can prove problematic.
 

What should be clear is that outsourcing, while it might be the correct strategy for the company to follow, must be carefully planned. It requires a team that includes all of the project’s stakeholders, along with financial and legal representatives from the company.
 





Summary

 

A word of caution: Outsourcing is not a panacea for all ills. A company cannot outsource all of its processes. A number of companies made this strategic error in the e-commerce boom at the beginning of the millennium. Too many companies believed that they existed virtually and did not have any physical facilities or presence. Their strategy was to outsource practically all functions, including Web site development, Web hosting, distribution, customer service, delivery, and customer support. Companies learned that this did not work as planned. Amazon, the most successful e-commerce company, attempted to outsource almost all of its functions. Ultimately, it developed its own distribution centers to store and ship merchandise, and that, along with its developments in technology, became the company’s core competency.
 

As economist Michael Munger states in his article “Bosses Don’t Wear Bunny Slippers: If Markets Are So Great, Why Are There Firms?”:In this essay, a serious question has been asked, and I want to make sure the reader sees why it is important. Outsourcing, either across town or across a huge ocean, is a form of transforming a transaction from one organized within a firm to one organized through a market. All firms use some combination of in-house work and outsourcing (no computer company makes its own furniture, grows the wheat for bread in the employee cafeteria, or makes waste paper baskets). Where is the line? How does the company decide what to buy and what to produce?
 

The answer is: profits. The company has to decide which approach, at every stage, costs less, improves quality, or in some other way increases profits. Price is an important consideration, of course, for managers. But the day-to-day activities of most employees, in most firms, are not directed by prices the way that price directs the choices of farmers. Workers are for the most part paid salaries, or by the hour.
 



 


 

In the current economic climate, with the very foundations of our financial system under attack and companies looking for strategies to minimize costs, it is natural for companies to look at outsourcing as that vehicle. Companies should weigh the risks of putting critical processes into a third party’s hands and make informed choices. In doing so, it is essential that corporate executives keep their fingers on the ever-changing technological, financial, and legal landscapes.
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Information Technology and You
 

Dawna Travis Dewire

 

 

 

Of all the chapters in this book, the two dealing with information technology will have the shortest half-life.1 Because of the constant flow of new technology, what is written about today will have changed somewhat by tomorrow. This chapter presents a snapshot of how technology is used today with particular focus on the finance and accounting functions. When you compare your experiences with the contents of this chapter, some of the information will no longer be applicable. Change means progress. Some companies will not have adapted; consequently, they will have lost opportunities and threatened their own future.
 

Information technology ... information systems ... computing ... do they all mean the same thing? Many people think so. Information systems use information technologies to deliver value to an organization. Information systems capture data, process it and/or store it, and output it as required or requested. Information technology is the technology used to build these information systems—a computer is only one example of information technology.
 

Consider an automated-teller machine (ATM): The information system uses the account on the card and the input password to verify the user; the withdrawal amount is compared to the account balance; if the funds are available, the information system instructs the cash counter to dispense the cash; the information system also instructs the card reader to return the card and instructs the printer to print the receipt; the information system records the transaction and updates the account balance. The ATM has a computer that is connected to the bank’s network (which may redirect the transaction via a national network). Programs (software) are executed to accept the account, the password, and the amount of the withdrawal; to determine if the withdrawal request should be honored; to format and then print a receipt; to format and display the screen; to store the transaction data and update the balance. Data is stored and accessed on the account’s bank’s server computers. All this is done in a matter of seconds—24/7. ATM machines became the rage in the 1990s; now people can get cash back at a variety of retail locations, and can even pay bills online. This evolution of the banking industry has been driven by the use of technology and consumers’ willingness (ultimately) to embrace the new technology.
 

This chapter focuses on the technologies that touch the users themselves. The next chapter, Information Technology and the Firm, looks at how an organization needs to view and manage information technology.
 





Introduction

 

Amazing as it may seem, the personal computer has only been around for about 30 years. Before 1980, the world of computing belonged to highly trained technical people who worked their wizardry in hermetically sealed rooms. Today, children use personal computers in kindergarten to learn the alphabet, grade school students use the Internet to research term papers, and on-the-go executives are always in touch using their laptop computer, beeper, Web-enabled smart cell phone (such as BlackBerry), and cellular personal digital assistant (PDA). But many people are not yet comfortable with these technologies. The range of people’s acceptance and knowledge of information technology is wide, with the technical novice at one end and the techie at the other end of the continuum. Where you fall in this range will dictate what you gain from this chapter. If you fall near the techie side, skim this chapter for ideas that you might find interesting.
 

People’s lives have been turned upside down as they learn to manage the latest technology in both their personal lives and work lives. E-mail has replaced handwritten letters and notes. Business communication happens instantly via e-mail or instant messages rather than messages left as voice mail or left with secretaries. Secretarial tasks are being done by workers themselves using personal productivity software such as word processing software, e-mail, and Internet-based calendaring. Documents are sent as e-mail attachments rather than sent as an overnight delivery or faxed—or they are posted on a corporate server to be downloaded by appropriate workers. Meetings are becoming virtual. Online chats—sometimes with video feeds—are replacing physical face-to-face meetings.
 

It used to be that when a new employee was hired, he or she was shown to a desk and given pen, pencil, paper, and a telephone. Today, a new hire is set up with a corporate login ID and a computer, usually attached to a network, and is possibly given a cellular phone, a beeper, and even a laptop computer for portable use.
 

The line between personal use of information technology and professional use is blurry. Most people have personal e-mail addresses as well as professional e-mail addresses. Personal letters are written using word processing software. Personal budgets are built using spreadsheet software. People use the Internet to shop 24/7.
 

Information technology has changed not only the way people work, but also, in some cases, the venue from which they perform their work. No longer are workers chained to their desks. People work from home via computer and telephone/cable communications. Businesspeople who travel with their portable computer have become so prevalent that hotels have installed wireless networks that allow guests to use their computer to communicate with their home office via the Internet. Air travelers can connect their laptop to an airplane’s wireless network at their seat. Coffee cafés and restaurants promote their wireless networks. People can check their e-mail (business and personal) from their laptop, PDA, or smart phone using any wireless network they have access to.
 

How much do you need to understand about information technology to become technologically enabled? The answer to this question will depend on the job you hold and the organization for which you work. Since information technology is having a dramatic impact on the very definition of many industries, the material covered in this chapter and in Chapter 20 would have to be considered essential. To drive your car, you don’t need to understand all the particulars of how your engine works, but having a general understanding is very helpful. Information technology is no different. These two chapters aim to give you that general understanding and introduction to the terms you should be comfortable with.
 

At the heart of information technology is a computer. Each computer has two components its users should understand—hardware and software—and has peripherals. Computers talk to each other via a network. What is passed among computers is data. This chapter is organized around these four concepts—hardware, software, networks, and data.
 





Hardware

 

Computer hardware comes in several shapes and sizes. Since this chapter is focusing on how technology affects users on a personal level, our treatment concentrates on personal computers (PCs) and smaller devices. Over the past 20 years, Microsoft and Intel have become so dominant in the software and hardware ends of the PC business that they have, de facto, set the worldwide standard for PCs, which is referred to as the Wintel standard, short for Microsoft Windows and the Intel CPU (central processing unit) chip. The Wintel standard continues to dominate the personal computer market, thus affecting both the hardware marketplace and the applications software that is developed. Currently, Hewlett-Packard/Compaq, Dell, and Acer Inc. are the largest producers of personal computers, with Apple Inc. a distant fourth. It’s important to note that Apple computers use a different architecture than Wintel machines and their image in the marketplace is focused on graphics and such. In order to compete, Apple now offers a dual-boot machine so users can run software written for Windows as well as software written for Apple’s own operating system on the same machine.
 

Personal computers come in two basic shapes: desktop and laptop. Regardless of their shape, all PCs have the same basic components. When you buy a computer, you usually have a choice on the size, the speed, and the amount of specific components that will make up your system. The basic components with which users must concern themselves are the CPU, RAM (random-access memory), hard disk, CD-ROM/DVD-ROM (read-only memory) drivers, monitor, modem, and various adapters. The rest of this section deals with these basic options.
 

Beyond personal computers, we are also seeing the emergence of a whole range of small digital products for supporting effective managers. These products, as a group, are called personal digital assistants (PDAs), and will be discussed separately.
 



Desktop Computers

 

Desktop computers generally have a tower that contains the drives and components of the computer itself, a separate monitor, a keyboard, and a mouse. The parts inside the tower of most desktop computers are very similar. Many of the manufacturers of desktop machines use parts from the same suppliers, as there are only a handful of companies that manufacture hard disk drives, for example. Before buying a machine, compare the attributes and capabilities of many different machines. Also, check the warranties offered by the different manufacturers. A one-year warranty is fairly typical; however, some computers come with two- or three-year warranties. Beware of hype advertising, and read the fine print. Many advertised specials do not include the monitor, which will cost upward of $100, depending on the size and quality.
 

Building on Apple’s success with its desktop Macs that have the monitor, drives, and components all in one piece, Dell, Hewlett-Packard, and Sony have recently begun to offer all-in-one desktops. At present these machines are pricier than standard desktops, but consumers are attracted to their compact size without having to trade power for size.
 



Laptop Computers

 

The laptop computer (also called a notebook computer) has become a mainstay for the traveling worker. It provides all the functionality and most of the power of many desktop units in a package that weighs less than six pounds. A laptop is powered by standard electricity or for about four hours using its self-contained rechargeable battery. The keyboard and pointing device (usually controlled by the user’s finger) are built into the laptop itself.
 

The display screen is one of the most important features of the laptop computer. Display quality and size are rapidly approaching the display qualities of monitors sold for desktop machines. They are discussed in more detail later in the monitor section.
 

Although laptops provide the luxury of portability, that is for the most part their only advantage over desktop machines. Desktops offer better displays, more memory, and higher speed—higher performance for far less money. A laptop computer could cost nearly twice as much as a comparable desktop unit.
 

Unlike desktop units, not all laptops are the same under the covers. The majority of the electronics are frequently custom designed. Consequently, servicing laptops is more complicated and more expensive, and laptop parts are not necessarily interchangeable.
 

It’s important to mention two new types of laptops that are gaining in popularity. One is the tablet PC. This notebook has a touch screen or graphics tablet screen. The user can use a stylus or digital pen (or a fingertip) instead of a keyboard or mouse. The screen can rotate so that it can lie flat. Users can write on the screen using the stylus, saving the writing as an image file or having the writing converted to text by a word processing document. These machines weigh a little bit more than a traditional laptop.
 

The other is the netbook computer, sometimes called a mini laptop. These are lightweight, smaller, low-cost laptops that offer limited features (such as no DVD-ROM drive) and reduced processing power. They have either a hard drive or a solid-state drive. The machines are targeted toward users who only wish to do Web browsing, e-mail, and noncomplex uses of productivity tools. These machines will run Windows or Linux.
 

In recent years, there has been much talk about cloud computing. The Internet is always depicted as a cloud in network diagrams. The paradigm envisions that users will use primarily Internet services (software as a service, which is discussed in Chapter 20; Web 2.0, which is introduced in this chapter and expanded in Chapter 20; and Web-based applications via a browser) and that all the software and the data will be stored on servers (i.e., not stored on the user’s machine).
 



Personal Digital Assistants (PDAs)

 

Personal digital assistants (PDAs) are small digital devices that can be used to take notes, to manage tasks, to keep track of appointments and addresses, and even to send and receive e-mail. Similar to PCs, a PDA has a CPU, RAM, a display screen, a keyboard of sorts, and possibly a modem. However, a PDA can typically fit easily into a pocket or purse. Most PDAs come with the ability to transfer appointments and contact information bidirectionally between the PDA and a PC, using software provided by the vendor. The most popular first-generation PDA was made by Palm, Inc.
 

Today’s PDAs have a touch screen or set of keys for entering data, a memory card slot for data storage, and some sort of connectivity, such as IrDA, Bluetooth, and/or Wi-Fi. Those used primarily as telephones may use soft keys, a directional pad, and either a numeric keypad or a thumb keyboard instead of a touch screen. Those PDAs with touch screens also provide the user with a stylus to be used with the touch screen.
 

Currently there is a convergence of cellular and computer technologies, so we see smartphones with PDA features, most notably the BlackBerry from Research in Motion Limited. In addition to being a working telephone, a smartphone runs an operating system with a standardized interface and a platform for applications. Applications include e-mail, Web browsing, note organizer, instant messaging, Global Positioning System (GPS), and media player for video clips and music.
 



Hardware Components

 

Exhibit 19.1 shows a schematic rendition of how the components in a computer interact. This section explains the basic functioning of these components and presents some of the trade-offs that should be evaluated when deciding to buy a computer system.
 


Central Processing Unit (CPU)

 

All basic computers have a central processing unit (CPU). The CPU is the basic logical unit that is the “brain” in the computer. As mentioned earlier, it is often provided by Intel Corporation or one of the clone-chip manufacturers, such as Advanced Micro Devices (AMD). While Intel enjoys the lion’s share of the market, the clones have recently made significant inroads based on lower prices for comparable products. Current state-of-the-art CPUs manage to integrate tens of millions of electronic components onto one thumbnail-sized silicon chip. CPUs such as the Intel Pentium brand come in different speeds, expressed in megahertz (MHz—million) or gigahertz (GHz—billion) cycles per second. Speed represents how fast the CPU is capable of performing calculations and data manipulations. Today’s typical CPU operates at between 1 and 3 GHz. High-end desktops come with multiple processing cores, in effect multiple processing units able to work together as one unit, resulting in higher speeds.
 

Exhibit 19.1
Interaction among computer components.
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Random-Access Memory (RAM)

 

Random-access memory (RAM) is the space that the computer uses to execute programs. The amount of RAM required is dictated by the number of applications that the computer is asked to run simultaneously; for most average users, 2 gigabytes (GB) of RAM is an appropriate amount. Most software and hardware vendors recommend 4 gigabytes. You can never have too much RAM, so more is better.
 


Hard Disk

 

All programs and data are stored on the hard disk (also called the hard drive) of the computer. Disk technology has advanced greatly in the past decade. Recording density has enabled disk capacity to approach numbers previously unheard-of except in large mainframe commercial systems. In 1992, the typical disk stored 80 megabytes (MB) of data. Today, typical disk capacity on desktop machines is in the range of 200 to 300 gigabytes (GB) up to 10 terabytes (TB). Although it seems unimaginable to fill up an entire 200-gigabyte disk, it happens faster than one might think. Typical office applications require 750 megabytes of storage for the application alone, not including any associated data. Multimedia applications (sound and video) are very data intensive and quickly consume disk space. For example, CD quality music recordings consume roughly 10 megabytes per minute! Again, the more storage the better.
 

Solid-state drives (SSDs) are beginning to appear in the smaller machines. This is the technology that is used in flash drives that plug into USB ports. These drives start up faster and retrieval is quicker, since there is no read/write head to position. Current offerings are in the 2 GB range, although 512 GB drives are expected in the near future.
 

Reminder: Hard disk failures do occur. Always back up your data onto a removable disk, such as an external hard drive. Also worthy of mention is the use of USB flash drives, sometimes called thumb drives. These portable storage devices are small but can hold as much as 60 GB of data, programs, and so on. They allow the user to carry files in a briefcase or pocket, or store them off-site.
 


CD-ROM/DVD-ROM

 

In the 1990s, an increasing amount of data and applications was being supplied on compact disk (CD) technology, which can store large amounts of data (700 MB) inexpensively. Computers had CD-ROM drives to read CD-ROM. The original disks (CD-Rs) were sold as “read only,” which actually meant they could be written on only once. As inexpensive recordable CD (CD-RW) drives became popular, people began to store massive databases or record music on their own. CD-ROM drives are sold with three different speed ratings: one speed for write-once operations, one for rewrite operations, and one for read-only operations. A 12×/10×/32× CD drive can write to CD-R disks at 12× speed, write to CD-RW disks at 10× speed, and read from CD disks at 32× speed.
 

Today, DVD-ROM disks, which have roughly six times the capacity of CD-ROM disks, are becoming popular and, in many cases, replacing CD-ROM disks. DVD popularity is being driven, at least in part, by the fact that a single DVD can accommodate the massive amount of data necessary to digitally store the sound and video images of a full-length feature movie. Recordable DVD drives are now becoming reasonably priced. With their ability to read both CDs and DVDs and their ability to record DVDs, recordable DVD drives are beginning to replace CD drives in newer computer systems.
 

There are numerous information databases available on CD that would be of interest to the accountant or finance executive. For example, most census data is available on CD. Also, historical data on stock and bond prices, copies of most trade articles, Internal Revenue Service (IRS) regulations, state tax regulations, tax forms, recent court decisions, tax services, generally accepted accounting principles and auditing standards (GAAP and GAAS), continuing education courses, and many other topics are available on CD.
 


Monitor

 

The first computer monitor was a cathode ray tube (CRT), which physically resembles a television. Flat-panel or LCD monitors have now become the norm. The major advantage of the flat-panel display is that it takes up much less space on a desk than does the CRT. Today’s software supports dual screens—users can have different applications viewed on separate monitors and can move between the two applications without closing either one—so space on the desk becomes an issue.
 

There are significant advantages to having a display that is as large as space and budget allow. Some of the real power of windowing software is the ability to view several windows of data at the same time. Small display screens make such windowing much more difficult to view. A 19-inch display (diagonal measurement of the screen) is the minimum workable size.
 

On laptop computers and PDAs, the screen is an integral part of the machine itself. On laptops, screen sizes range from 13 to 20 inches. A tablet laptop allows the user to swivel the screen so it lies flat, thus allowing the user to write handwritten notes on the screen.
 



Peripherals

 

Every computer has to have hardware, software, and a monitor of some sort. To be able to communicate, a computer needs a network adapter and access to a modem. Most people would not consider their computer setup complete without a printer.
 


Modems

 

Modems are devices that allow computers to communicate with each other. The original modems were developed to use standard telephone lines and used dial-up access. Modem technology has increased the speed of data communications over standard telephone lines to speeds more than 10 times higher than those available in 1990. However, there is a practical limit to how fast computers can transmit data over ordinary telephone lines, and that limit has been reached at approximately 56 kilobits per second (KBps—thousands of bits per second).
 

Because of the limitations of telephone lines, alternatives have been developed—cable modems (broadband) transmit over cable television wires, and DSL (digital subscriber line) modems transmit over regular telephone wires using new technology. Both have the capability of transmitting data at rates higher than 1 megabit per second (MBps). Upload speeds are usually in the 128 to 768 KBps range. Although both technologies are spreading quickly, neither is yet available in all geographic locations. In addition, satellite data service, similar to satellite television service, is an available high-speed possibility for data communications.
 

To provide wireless access to devices with Wi-Fi capabilities (although actually a trademark of Wi-Fi Alliance, Wi-Fi has come to mean wireless Internet to users), a home office would also need a wireless modem. Either, a separate wireless modem connects directly to a cable or DSL modem, or the cable or DSL modem itself provides wireless support. Computers would use wireless access to reach this modem, which would in turn pass signals to the Internet via the cable/DSL modem. An area with Wi-Fi access is called a Wi-Fi hot spot. Organizations use wireless access points and wireless hubs and repeaters to provide wireless connectivity within their workspaces.
 


Network Adapter

 

Whereas modems connect computers together using phone/cable lines, network adapters allow computers to directly communicate with each other over wires that physically connect the computers. In most office environments, the various computers are interconnected through a local area network (LAN) so that they can share printers, data, access to the Internet, and other capabilities. Today, the dominant type of LAN is called an Ethernet network, and most network adapters are Ethernet adapters. Today’s computers have built-in Ethernet adapters to support connection between PCs and cable/DSL modems as well as office environments.
 


Printers

 

Printer technology has stabilized in recent years, with two standards having emerged, laser printers and inkjet printers. Laser printers offer the best quality and speed. They are, for the most part, black and white (although color is available on high-end models) and offer high print resolution. Models range in price from $200 for personal use to several thousand dollars for a unit that offers printer sharing and color suitable for business. Employees route their work to printers that are connected to the organization’s network.
 

Inkjet printers offer the lowest price. Models cost as little as $100 and are often offered as part of a new computer package. In higher-priced inkjet printers, print quality (color and black/white) is excellent. Today, many people are using inkjet printers (sometimes specialty printers) to print pictures taken with digital cameras; the results can be virtually indistinguishable from prints produced from film cameras and professional photo labs.
 

Laser printers are the clear choice for network sharing, while inkjets have become the mainstay for the individual user. Most people use a multifunction printer (printer, copier, scanner, and fax) for personal use. As more and more homes are being outfitted with wireless networks, users are also turning to wireless printers to allow them to print from anywhere that has access.
 





Software

 

The operating system is the basic software that makes the computer run. Application software is the software that executes a particular user function. The operating system is the software closest to the machine; the application software is the software closest to the user, as illustrated in Exhibit 19.2.
 

Exhibit 19.2
Layers of software on a computer.
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Operating System

 

An operating system (OS) handles the management and coordination of activities and the sharing of resources of a computer. The OS handles the operation of the hardware, including disk drives, hard drives, and network communication. Almost all computers have some sort of operating system.
 

Microsoft Windows is the predominant operating system software for the personal computer. Microsoft has become the acknowledged leader in the development of both operating system and office automation software. The Windows operating system provides a graphical format for communicating between the computer and the user. The current state-of-the-art operating systems from Microsoft are, for individuals, Windows XP and now Windows Vista, and, for businesses, Windows Server 2008 (formerly Windows NT). Other operating systems in the marketplace, which can support various sizes of computers, are Mac OS X from Apple for use on its machines, and UNIX and Linux, which are freely available from The Open Group.
 



Application Software

 

Application software is the personal computer’s raison d’être. Although there are a multitude of applications available for the PC, this chapter focuses on the following personal productivity categories of software:• Word processing.

• Spreadsheets.

• Presentation.

• Databases.

• E-mail and instant messaging.

• Calendar.

• Personal finance.

• Project management.


 

The two most popular applications continue to be word processing and spreadsheet software. Most of the popular packages are available as application suites, which include word processing, spreadsheets, graphics, and sometimes database management software. Microsoft Office is one of the most widely used suites; it includes Word for Windows (word processing), Excel (spreadsheets), PowerPoint (presentation graphics), Access (database), Outlook (e-mail and calendaring), as well as several other applications. While Microsoft does own the market share of this market, there are other noteworthy alternatives. OpenOffice, open source software available from Open Office.org for free (at the time of publication), supports Open Document Format standards for data interchange with its own default file format as well as Microsoft Office formats. Organizations are evaluating using OpenOffice rather than upgrading to newer versions of Microsoft’s suite. Another trend is toward online office suites that function as Web applications—as software as a service, which is discussed in Chapter 20. There is no software on the user’s machine, nor is there any data. The most widely used online suite currently is Google Docs, which includes a word processor, a spreadsheet program, and a presentation editor. Users of such products need to keep in mind that their data is stored on the vendor’s servers and they should be mindful of the issues that this creates.
 


Word Processing Software

 

Word processing software is by far the most used productivity software. Users can create, edit, and produce their own documents. Many users find that they compose online as well as finalize online—no more laboring over lined paper with handwriting that can’t be read or additions/corrections that can’t be deciphered. Users can control formatting for paragraphs, page layout, and headings, to name just a few features. Word processing software also provides spell-checking and grammar checking, tracking of changes, support for comment insertion, and creation of a table of contents and an index. The resulting document can be viewed on the screen in page layout or outline form, one page or two pages at a time, and with or without footnotes.
 

Today’s word processing software includes many of the features of desktop publishing software, and it is so simple to use that any novice equipped with simple instructions can master the software. Not only can documents include text, but they can also contain spreadsheet tables, drawings, and pictures; be specially formatted; and be in black and white or color. Most word processing applications come with clip art, which consists of drawings, cartoons, symbols, or caricatures that can be incorporated into a document for emphasis. Word processing software has become the great business equalizer, making it difficult to decipher a small company or single practitioner from a large Fortune 500 company with a dedicated media department.
 


Spreadsheet Software

 

The original spreadsheet application was developed at the very beginning of the PC revolution and was called VisiCalc. It was later replaced by Lotus 1-2-3, which was the standard until the tremendous success of Microsoft Excel.
 

A spreadsheet is composed of a series of columns and rows (in Microsoft Excel 2008, 1,600 columns and one million rows). The intersection of a row and column is referred to as a cell. Columns have alphabetic letters, while rows have numbers. Cell reference (also called the cell address) B23 indicates the cell in column B and row 23. Formulas that use one of the many functions provided by the spreadsheet software together with cell addresses can be keyed into a cell. The formula isn’t displayed in the cell; the result of the calculation of the formula is displayed in the cell.
 

For the accounting and finance executive, spreadsheet software has had the greatest impact on productivity at work. Imagine the controller of a company who has been asked to prepare the budget for the coming year. The company manufactures over 1,000 products with special pricing, depending on volume. The controller not only has to make assumptions about material costs, which might change over time, but also has a prior history of expense levels that must be factored into the analysis. Using pencil and paper (usually a columnar pad), the controller calculates and prepares all of the schedules necessary to produce the final page of the report, which contains the income statement and cash flow. The controller presents the findings to management, only to be asked to modify some of the underlying assumptions to reflect an unexpected change in the business. As a result, the controller must go back over all of the sheets, erasing and recalculating, then erasing and recalculating some more.
 

The creation of spreadsheet software rendered this process less painful. Spreadsheets allow the user to create the equivalent of those columnar sheets, but with embedded formulas. Consequently, any financial executive can create a financial simulation of any part of the business. By merely changing any of a multitude of assumptions, one can immediately see the ramifications of those changes. Spreadsheets allow for quick and easy what-if analyses. If the bank changes the interest rate on our loan by 1%, what will the impact be on our projected cash flow and income?
 

Spreadsheets also provide a “calculate backward” feature called goal seeking. The user might have a target value in mind. The spreadsheet software can calculate backward to determine what one (or more) of the input values needs to be in order to get that answer. For a simple example, consider debt financing in which the loan amount is known, the time is known, and there is a desired monthly payment in mind. What would the interest rate need to be in order to get that monthly payment for that loan amount for that time period?
 

Exhibit 19.3 provides an example of a simple spreadsheet application, a company’s pro forma income statement. The spreadsheet is a plan for what the company expects its performance to be. In this example, the company expects to earn $85,361 (cell H18) after tax on $774,000 (cell H3) of sales revenues. At the bottom of the spreadsheet, there is a series of assumptions that are used in the calculations performed in this spreadsheet. For example, cost of goods sold will be 32.75% of sales, and advertising will be 12% of sales. Likewise, the income tax rate for this company is set at 25%. (Note: Some totals might be off due to rounding.)
 

Exhibit 19.4 shows the spreadsheet’s formula infrastructure. For example, cell B4, which calculates the cost of goods sold for the month of January, contains a formula that requires the spreadsheet to multiply the cost of goods sold percentage that is shown in cell B21 by the sales shown in cell B3; the formula in cell B5, which calculates the gross profit, subtracts the cost of goods sold in cell B4 from the sales in cell B3; and cell H5, which calculates the total gross profit for the six months of January through June, contains the formula that adds the contents of cells in the range B5 through G5.
 

The spreadsheet is set up so that should the user wish to change any of the assumptions, such as the cost of goods sold percentage, the contents of that assumption cell could be changed to a new value, and any cell affected by this change would immediately display its new value. This is the power of the spreadsheet: the ability to recalculate once an input value has been changed.
 

Exhibits 19.3 Pro forma income statement.
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Exhibits 19.4 Spreadsheet formula infrastructure
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Exhibit 19.5
Pro forma sales and income graph.
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Another powerful feature is the ability to copy formulas and have cell addresses in formulas either change relative to their original location or not change. In Exhibit 19.4, the formula in B4 is using relative addressing (change cell address when copied) as well as absolute addressing (don’t change cell address when copied). The use of the dollar sign indicates absolute addressing. When the formula in B4 was copied to C4 through G4, the cell address of the cost of goods sold assumption cell should remain constant—so it is in the formula as $B$21. However, the percentage should be used against the sales numbers that are in that column. When the formula in B4 is copied, the B3 should become C3 in column C, and D3 in column D, and so on. That’s relative addressing. Hence, when the formula shown in B4 ($B$21∗B3) was copied to C4 through G4, the reference to the assumption cell didn’t change, but the reference to the sales figure cell did.
 

In addition, most of the packages provide utilities for graphing results, which can be used independently or integrated into either a word processing report or a graphics presentation.
 

Exhibit 19.5 presents a graph of the information in our example spreadsheet. It contrasts sales and net profit over the six months.
 

The spreadsheet software currently on the market has over 50 financial functions, including net present value, future value, present value, accrued interest, depreciation, interest rate, internal rate of return, and yield for a Treasury bill, as well as logical functions, statistical functions, engineering functions, and data and time functions. A wizard leads the user through the arguments for the function. The arguments are usually cell addresses and can be indicated in the wizard by clicking on the appropriate cell. Exhibit 19.6 is a sample of the wizard for a net present value example using Microsoft Excel.
 


Presentation Software

 

Presentation software is used to create slide presentations. These presentations can include a variety of media through which information can be presented to an audience, such as text, graphs, pictures, video, and sound. Special effects are also available, such as animation that can be incorporated as the system transitions from one slide to the next, or within a slide itself. Slides can be printed in black and white or in color, as slides or handouts, and can be used on overhead projectors. Alternatively, a computer can be directly connected to a projection system for projection onto a screen or a television monitor, allowing the presenter to utilize the software’s animation and sound features. Most of the presentation software comes equipped with various predeveloped background formats to help simplify the process of creating the presentation. Also, these software packages support the importing of both graphs and text from other software packages, such as word processing and spreadsheets. A set of slides for a presentation is often referred to as a deck. The most popular presentation graphics software is Microsoft PowerPoint.
 

Exhibit 19.6
Example of net present value wizard in Microsoft Excel.
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Database Software

 

A database is a collection of data stored in such a way that the user may create and identify relationships among data. For example, a mailing list of one’s customers might contain information about each customer, each of his or her purchases, and everything about the individual sales transactions themselves, including the price paid, who sold it, how paid, and so forth. This information can be retrieved in a variety of ways, usually specified by the user at the time of execution. The user might want a list of all customers who purchased a specific product between January and May, or possibly a list of all products a customer has purchased, in aggregate, that were sold by a particular salesperson. The number of possible combinations and permutations and ways in which one views the data is limited only by the collection of the data and the imagination of the user. Database technology has put the data of the firm in the hands of the worker. For example, using a database as just described (customer purchases), the worker might like to know the total amount spent, as well as the number of purchases for customers (from over 4,000 customers) who made more than one purchase. Exhibit 19.7 shows a user-developed query in Microsoft Access to extract that data, and Exhibit 19.8 shows the first 27 of 94 records returned by Microsoft Access.
 

Exhibit 19.7
User-built query using Microsoft Access.
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Most current tools also offer the user a wizard that can be used to build a query. Exhibit 19.9 shows how a wizard in Microsoft Access might be used to build the query shown in the template in Exhibit 19.7. Users can pick the tables that contain the data they need and then pick the fields from those tables.
 

While knowledge workers are more and more often using databases and queries against databases in their jobs, database software is not yet commonplace in personal use. Most workers don’t have that much personal data to manage or share, and often turn to a spreadsheet as a storage tool for such data. Databases and their use in organizations are discussed in more detail in Chapter 20, Information Technology and the Firm.
 


Electronic Mail (E-Mail) and Instant Messaging

 

E-mail is the most popular network application, as it has become the method of choice for communicating over both short distances (interoffice) and long distances. E-mail can be used to communicate with any other person on the local network or any other network within the organization’s wide area network, as well as the Internet. (Networks are discussed in more detail later in this chapter as well as in Chapter 20.) E-mail has become so popular that overnight delivery services are being rendered obsolete for some types of communication.
 

Exhibit 19.8
Results of user-built query in Microsoft Access.
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Internet e-mail addresses often consist of a user name followed by the @ symbol, then a domain name (for example, the name of a company), then a period, then a domain type (frequently .com or .net). Thus, Jane Smith’s e-mail address at GenRad might well be jsmith@genrad.com. If Jane also signed up for a free e-mail account with AOL, her address might be jane_smith@aol.com.
 

Most e-mail software packages include a basic word processing application to be used to generate messages (letters). In addition, these packages can be used to keep contact lists and to send a document to numerous people simultaneously. A document, once sent, can be received within seconds by people thousands of miles away. One of the more advantageous features of e-mail is that a file—a spreadsheet, a graphic presentation, a word processing document, an Adobe pdf file, a picture, a video, or even a database—can be attached to a message and sent with the e-mail.
 

Imagine that you have used a spreadsheet package to prepare a budget for your division in Boston. You print out your letter and spreadsheet and mail or ship it overnight to the main office in Chicago. You include an electronic copy of your spreadsheet on a CD-ROM so the individual in Chicago can merge it with the budgets from other divisions. Sometime within the next day or two, the recipient will receive the package. He or she will then read the information and use the file on the CD. Alternatively, using e-mail, you draft your thoughts as an e-mail message, electronically attach the spreadsheet file, and send it, via e-mail, to the individual in Chicago. Within a matter of seconds or minutes, he or she will receive the electronic package, read your message, and be able to extract your attachment and load it directly into a spreadsheet software package for processing.
 

Exhibit 19.9
Query wizard in Microsoft Access.
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Instant messaging (IM) (AIM is one of the most popular) is making its way from students to parents to the workplace. When a worker sends an e-mail, it’s hard to know whether the recipient is at his or her desk. A read receipt can be added to the e-mail, but many users decline to send such receipts. Instant messaging allows users to see who in their network of IM “buddies” are online, or if not, when they might be back. A user can type a short message and send it immediately. The person online tends to respond immediately. For those who are “away” or not even logged on, the message will be delivered when they return or log on. IM tends to be more for personal than for business use, but that is beginning to change. Organizations are hosting their own internal instant messaging services so workers can communicate in real time with each other but aren’t able to IM outside of the internal network.
 


Calendar

 

The feature of PDAs that fueled their success in the late 1990s was the way they allowed the user to maintain a calendar and contact list on the device. The device could then be synchronized to the owner’s desktop using software provided by the PDA manufacturer. The power of that capability has been expanded to a corporate calendar, open calendars to facilitate setting meeting times, and integrating the calendar with e-mail. The software can issue alerts before scheduled meetings. Calendar software can also maintain tasks input by the owner of the calendar.
 

Exhibit 19.10
Check writing screen in Quicken 2000 from Intuit, Inc.
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Personal Finance Software

 

There are several software packages that allow individuals or small businesses to manage finances, such as tracking bills paid, paying bills either electronically or by generating a check, and monitoring investments. The packages are relatively easy to use and yet fairly sophisticated in that they provide for secure communications for electronic bill paying and other online banking services such as account reconciliation, as well as the importing of current stock market quotes. The most widely used packages for personal finance are Quicken from Intuit and Microsoft Money. Small businesses use Quickbooks from Intuit, Microsoft Office Accounting, and Peachtree from Sage Software SB.
 

Exhibit 19.10 displays a sample screen that is used to enter bills to be paid. As you can see, the user input metaphor is that of a check, the very same document the user would use if the bill were to be paid manually. The difference is that, by using this method, data is collected for a host of other purposes:• Tracking paid bills by category for budgeting purposes.

• Tracking payments for tax purposes.

• Reconciling the checking account.


 

The system has the capability to keep track of more than one account and to allow for interaccount transfers.
 


Project Management Software

 

Often, a manager is faced with the challenge of managing the many details concerned with a project, be it the construction of a building or pulling together a financial plan. With fairly simple projects, paper and pencil or a simple spreadsheet might be adequate tools for coordinating the people and steps involved in a project. But as the project gets complex, involving, say, more than a few people and/or more than a few dozen steps, one should consider using project management software to help with the planning and control of the activities.
 

Project management software allows a manager to plan for and then control the steps in a project with an eye toward managing the people and resources required for the project. Good project management software can help a manager foresee bottlenecks or constraints in a plan and can help the manager bring the project to completion in the shortest available time.
 

One popular tool for managing projects is called Microsoft Project. Exhibit 19.11 presents a typical screen from Microsoft Project. It shows the steps in a project along with a graphical representation of those steps in a format called a Gantt chart.
 

Exhibit 19.11
Gantt chart in Microsoft Project.
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Networking

 

One of the advents of the recent decade was extensive networking, or interconnecting, of computers, which has facilitated the sharing and exchanging of data and information. The interconnecting may be directly through wires within a building; using modems via a public network (cable, DSL, or dial-up); or utilizing wireless modems that use radio frequency transmissions between the computers.
 

There are several different approaches, or architectures, for computer networks. In a small office environment with only a few computers, the computers might be connected in a peer-to-peer network. Here, all the computers function on the same level as peers or equals to each other. Peer-to-peer networking capability comes built into most of today’s new computers, making it relatively easy to set up a peer-to-peer network between two or more PCs. All one needs is a network adapter card in each computer, along with some network access between or among them (wireless or cabled). The most notable peer-to-peer network is Napster, the online music file sharing service that allowed people to copy and distribute music files to each other and was forced to shut down by court order over copyright infringement issues.
 

However, in a larger networking environment (dozens, hundreds, or even thousands of computers hooked together), the situation is more complex. In this case, the most common network architecture used is called a client-server network. To deal with the added complexity, in a client-server network there is a hierarchy of computers, with one server acting as the traffic police directing the network traffic. This includes redirecting the traffic as well as accessing data from its server-based location. In this architecture, the user computer is referred to as the client in the network. A picture of a typical client-server network appears in Exhibit 19.12.
 

Networks are also covered in Chapter 20, Information Technology and the Firm.
 

Exhibit 19.12
Diagram of client-server network.
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Local and Wide Area Networks

 

Within a business, the typical network is called a local area network (LAN). Clients are connected to the network using wires or fiber-optic cabling to a hub. These hubs are interconnected to form the actual network. Transmission speeds are generally either 10 or 100 megabytes per second. Lines within a corporate network are usually T1 or T3 lines, which are fiber-optic lines used for long distance communications. The speed of a T3 line is about 28 times faster than the speed of a T1 line.
 

Just as in peer-to-peer networking, each PC on the network must have a network interface card if it will connect to a LAN, a wireless network, or a modem. When a series of LANs in different cities are interconnected, they form a wide area network (WAN). Large businesses, with facilities around the country or world, network their users’ personal computers together in a series of LANs, which are further interconnected into a large WAN. The Internet is the world’s largest WAN, connecting together millions of computers of commercial companies, government agencies, schools, colleges and universities, and not-for-profit agencies from around the world.
 

Preventing unauthorized people from accessing confidential information is one of the biggest challenges posed by networks. To do so, people and organizations use special security software. One technique, a firewall, allows outside users to obtain only that data that is outside the firewall of the network servers; only people inside the company may access information inside the firewall. Organizations also use encryption to make the transmitted information unreadable except to those who have the key to decipher the encryption algorithm.
 



World Wide Web

 

The terms Internet, World Wide Web, the Web, and cyberspace have become synonymous. It’s important to understand that the Web is comprised of the network itself (the Internet) and software that provides the functionality we’ve come to expect from the Internet. It’s also important to realize that the Internet is owned by no one company and is at present governed by no one group.
 


The Internet—the Network

 

The Internet is the worldwide WAN that has become the major growth area in technology and the business community. Although the Internet has been around for decades, its popularity exploded with the development of the necessary software programs that made the Web very user-friendly to explore.
 

Large organizations have a dedicated data link to the Internet using very fast data lines such as T1 or T3 lines. Individual users access the Internet using third-party companies called Internet service providers (ISPs). These ISPs allow users to connect to their servers, which are connected directly to the Internet. Some ISPs have started providing high-speed or broadband connectivity between users and the Internet with the use of cable modems or DSL technology (as discussed previously). High-speed connectivity will typically cost nearly $50 more than the normal $5 per month for dial-up speed (56K) access.
 


WWW—the Technology

 

One of the major attractions of the Web is that it is quite easy for the average person to use Web browser software to access any of the billions of sites on the Web. Web browsers are merely software programs that allow users to navigate the Web. The two most common browsers are Internet Explorer from Microsoft and Firefox from Mozilla. Internet Explorer comes free with Windows, and Firefox can be downloaded for free from Mozilla.com.
 

Every site that appears on the Internet has an address composed of a company or organization name, called a domain name, and a domain type. These addresses are referred to as universal resource locators (URLs). Each Web site displays its information using a series of Web pages. A Web page may contain text, drawings, pictures, and even audio and video. Text or images that contain links to other pages are called hypertext links.
 

The Internet has two standards that every user should be aware of: TCP/IP and HTML. Transmission-control protocol/Internet protocol (TCP/IP) enables computers to communicate over the Internet because each computer on the Internet has an IP address that is made up of a series of numbers. When a user sends an e-mail (for example), the message and its attachments are broken into small packets that contain content as well as the IP address of the sender, the IP address of the recipient, and the packet number. These packets are sent out to the network to their destination and sometimes take different routes depending on network traffic. When all packets arrive at the IP address of the recipient, they are reassembled into a complete message.
 

Hypertext markup language (HTML) allows data and images to be displayed on a user’s screen. When a user types in a Web site address in the browser window, a request is sent to that IP address. The Web server at that address sends back HTML code, which is used by the browser to format the screen. To get a sense of what this code looks like, click on View, Source in any browser. To you and me it looks like gibberish, but, luckily for us, the browser software knows what to do with it.
 


Internet Search Engines

 

The Web has become so extensive, with so much information available to the user, that often one literally does not know where to look. Search engines were created to help users navigate the Web. Search engines like Yahoo! and Google constantly explore the Web, indexing each site using keywords as well as words found in text. Organizations are providing search capabilities inside their own Web sites to help users quickly find what they are looking for.
 


Privacy on the Internet

 

When using the Internet for e-mail, e-commerce, or other applications, it is essential to remember that the Internet is a public network. With the right skill, anyone who is on the Internet has the ability to “listen in” on your electronic transaction. While the transaction will appear to be processed normally, its confidentiality might well be compromised. Beware! Never send across the Web any confidential information that you would not want any other person or company to know.
 

Web browsers do have the ability to encrypt data that is transmitted between a user and a Web site. Most organizations conducting business on the Web will, therefore, send and receive confidential information only using encryption technology, which should provide adequate protection. Generally, Web sites that use a secure connection will notify you that they are using a secure methodology. In addition, whenever you are connected to a secure site, your Web browser will show a little icon of a closed padlock on the status bar at the bottom of your screen or in the address bar.
 

Beyond protecting data as it is transmitted, there is a significant privacy issue surrounding the use of data on a user’s Internet activities. Whenever a user signs in to a Web site, the site can collect information about activities, such as purchases, address, and so on. At the moment, there is very little legislation at either the federal or the state level preventing Internet sites from selling or sharing information about users with third parties. Various industry groups are trying to encourage self-regulation, and many Web sites will post their privacy policy, usually as a link on the home page. However, at the moment there is little consistency or enforcement of privacy policy. We can expect that there will be significant legislation on privacy issues in the future, but until such legislation is in place, beware!
 

In addition, Internet sites may place small files, called cookies, on the computer’s hard drive when a user is in contact with the site. In most cases, these cookies are innocuous, providing you with your favorite screen or allowing you to access the site without having to remember a password. However, cookies can also be used to help track Web actions and build a profile of user activities. Inexpensive or free software is available to help you manage or prevent cookies being placed on your computer, but blocking cookies may prevent you from being able to use certain Web sites.
 



E-Commerce

 

E-commerce (electronic commerce) is the ability to purchase goods and services over cyberspace. In cyberspace, though, the metaphors consumers use to shop are only two-dimensional representations of what they see when shopping in stores. Essentially, cyberspace consumers are only being supplied information (text and pictures) about products.
 

To add value, e-commerce retailers are trying to make the online visit itself more meaningful by customizing the shopping experience with suggestions based on earlier shopping, wish lists, and alerts. New mechanisms for Internet shopping are being developed, many of which include virtual reality and the appearance of three-dimensional venues. Retailers are providing their customers with the opportunity to have a three-dimensional computer model built from measurements of the customer’s body. Once this model is built, the customer can “try on” clothing via his or her computer screen to see how the actual clothes will look on the customer’s computer-based body. Try searching on “virtual clothes” to see some examples.
 



Web 2.0

 

While not a new version of the Web (as one might think by the 2.0), Web 2.0 is a change in the way that end users (and software developers) use the Web. The initial Web was focused on sharing data and information. Web 2.0 focuses on community and collaboration. Users participate in the site and feel a sense of community. Of all the concepts introduced in this chapter, this section is likely to have the shortest shelf life; when you read this, Web 2.0 will either have faded into the history books or be so widely used that it would need more than a few paragraphs to explain what it is and what impact it has had on professionals.
 

Web 2.0 sites generally allow their users to search, to act as author (blogs, wikis), to tag, to send alerts, and to provide syndication. Social network sites such as Facebook and MySpace allow people to build communities of people who share similar interests and/or activities. Wikipedia is the best example of a wiki site—a collection of pages that enable anyone to contribute a posting or edit an existing posting. Blogs are running commentary on a subject. Podcasts are audio blogs. Tagging is assigning a keyword to an Internet bookmark, a computer file, or an image. The tags are assigned by the user (either creator or viewer). A collection of tags is called a folksonomy. Flickr and YouTube are examples of sites that use tags. When content is posted to a site, the creator assigns keywords to it so that users searching will find it. All of these sites provide powerful search engines to help users find content.
 

Really simple syndication (RSS) feeds publish frequently updated content in a standardized format (usually using XML). The RSS reader checks a user’s subscribed feeds for updated material, and downloads what it finds. A hybrid use of this technology is Twitter, which is a social networking and microblogging site that allows its users to send updates and read updates posted by other users. The posts are short (140 characters) text-based posts. (One needs to register, but it is free—or at least was at publication.) Users can specify a circle of friends to receive posts, which are retrieved using the Twitter Web site, e-mail, text messaging on a mobile device, or applications such as Facebook.
 





Data

 

The reason information systems exist is to capture, manage, and share data and information. Data is an important strategic corporate asset.
 



Data versus Information

 

Data is captured and shared as information. Data is facts (e.g., a particular customer bought a red sweater on February 25 for $75). Information is insight gained from facts (e.g., 467 red sweaters were bought on February 25, more than any other color). Data is generally thought to be numbers and text. Today, data also includes multimedia files—a picture of that red sweater, an audio file that describes the red sweater for the sight-impaired, and a video clip that is a 360-degree view of the red sweater.
 

Database software was discussed earlier as the software used to manage all of this data and to provide tools for users to retrieve the data. That treatment was merely an overview of the features of database software. More detail is provided in Chapter 20, Information Technology and the Firm.
 



Multimedia

 

By the latter half of the 1990s, most personal computers came equipped to support multimedia, the ability to seamlessly display text, audio, and full-motion video. Computers were equipped with a high-resolution monitor and a CD drive, and had audio capabilities. Because of the amount of storage that video requires, full-motion video was somewhat difficult to accomplish on these personal computers. In order to manage the large amount of storage that video processing requires, the video data was compressed. Data compression examined the data, and, using an algorithm or formula, reduced the amount of necessary storage space by eliminating redundancies in the data. Then, before the data was displayed, it was inflated back to its original form with little or no loss of picture quality.
 

Today’s personal computers with higher-resolution monitors, DVD drives, and fast processing speeds have very little trouble playing full-motion video from a DVD. Video clips can be viewed from a Web page or downloaded and played at a later time.
 



Internet Multimedia

 

The Internet provides an amazing plethora of information, and not just in text or still picture format. Streaming media, both video and audio, are becoming increasingly available on the Internet. There are several sites where one can obtain audio clips, listen to music, or listen to radio shows. For example, NFL football games and commentaries are available on the National Football League’s or National Public Radio’s respective Web pages. In addition, many music companies are allowing consumers to listen to music in the comfort of their homes before buying the CDs. Ruckus Network Inc. offered free and legal music downloads to college students from a library of nearly three million songs from various artists.
 

The site best known for video is YouTube (now owned by Google). Users can view any video in the YouTube library of hundreds of millions of videos. With a free YouTube account, a user can post videos (picture and sound) to the library and share its existence with friends. By tagging the video with keywords, the user increases the chances that others might uncover the video and view it as well. A search of “fix computer” found nearly 8,000 videos with those keywords. There are videos to help the viewer learn to play the piano, the guitar, or the drums. There are many music videos from artists trying to be discovered. Organizations are putting videos on YouTube as well. Edmunds.com posted a video of a test drive of a 2010 Ford Mustang. Infomercials (of sorts) are also posted on YouTube.
 





The Future—Today, Tomorrow, and Next Week

 

The industrial revolution occurred toward the beginning of the nineteenth century and we are still feeling its effects today. The computer revolution began about 1950, and the microprocessor—the heart of the PC revolution—has been exploited for only the past 30 years. But think about how our everyday lives have changed as a result of these innovations. Remember, the microprocessor, the main component of a computer, is part of so many of our appliances, computers, automobiles, watches, and so forth. The impact of the computer revolution is just as large as, if not larger than, its precursor, the industrial revolution, and has occurred over far less time. Moreover, the acceleration of change in our lives that results from the use of computer technology has been rapidly increasing. Technologists speak about the rapid changes in the development of the Internet and its allied products. They even joke that things are happening so fast that a three-month period is equivalent to an “Internet year.” Funny, but true.
 

One of the biggest trends in the past several years has been the merging of heretofore separate technologies. As we mix computer technology with communication technology and throw in miniaturization for good measure, the products we may soon see are beyond imagining.
 

Mix together a PDA, a cell phone, and a Global Positioning System (GPS) satellite receiver—we already have such a device. Now consider: Such a device could remind you as you drive past the supermarket that you were supposed to pick up bread on the way home. You’d walk in the door to the market, and this pocket wonder would tell you, based on your past love of Snickers candy bars, that they are being sold three for $1 in aisle 2. As you move toward the checkout line, the clerk, who has never met you, greets you by name because your pocket wonder has announced your arrival to the screen on her cash register. While this scenario may sound fanciful, it is probably being tested somewhere in the world while you are reading this. Given the tremendous entrepreneurial potential for new products and services, how these technologies will be used in the future is wide open for the resourceful.
 

Why “... and Next Week”? The horizon for change in the world of technology is very short. Each year, major enhancements to both hardware and technology are released, rendering previous technology obsolete. Some people are paralyzed about buying computers, because they are concerned that the technology will change very soon. How right they are! The promise of technology is that it is constantly changing. Today’s worker must recognize that and learn to adapt to the changing methods. Those who are technologically comfortable will be the first to gain strategic advantage in the work environment and succeed. A word to the wise:
 

Hold on to your hat, and enjoy the ride. Adapt and go with it.
 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Information Technology and You
 

Information technology needs to be experienced, not just researched. The exercises for this chapter on the book’s Web site gives the reader a chance to do exactly that—experience. Build a spreadsheet (or two or three) and see what happens when you copy formulas, use an assumption area, or make a chart. Build your own computer figuration to understand the options. Recognize some of the latest technologies in use when you visit your favorite Web sites.
 

Internet Links
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Note

 

1 Updated—based on work done by Edward G. Cale Jr. and Theodore Grossman.
 




For Further Reading

 

There are many excellent books on the personal use of computer systems. Titles cover the spectrum from books about individual software packages to books that explain how to program a computer. Many of these books come equipped with a DVD containing step-by-step examples and exercises. There are several popular series of these books. The following are but a few of the ones you might consider. You would probably find it worth your while to browse through a number of books at your local store, searching for those that meet your need for detail and that appear to be aimed at your current level of understanding. It is very difficult to get a sense of how closely a book meets your needs from the information that is available on the Internet.
 

John Wiley & Sons publishes a series of books titled “something” Bible where the “something” is the name of a software package (e.g., Microsoft Excel would be Microsoft Excel 2007 Bible).
 

Dummies Inc. has a series of books that are very noticeable with their yellow and black covers. They are all titled “something” for Dummies, where the “something” would again be the name of the software package (e.g., Microsoft Excel would be Microsoft Excel for Dummies). See books on individual products, product suites such as Office, the Internet, and so on.
 

Microsoft Press also publishes numerous titles for users. They are entitled “something” Step-by-Step where the “something” is the name of the software. There are books on individual products, product suites, and other product offerings (Vista, SQL Server).
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Information Technology and the Firm
 

Dawna Travis Dewire

 

 

 

The information technology (IT) and its related topics that are discussed in Chapter 19, Information Technology and You, focus on the users—what technologies they use, what they need to understand about those technologies, and what they should expect on the horizon. This chapter discusses the firm’s use of information technology.1
 





Historical Perspective

 

To understand the present and future of information technology, it is important to understand its past. In the 1960s and 1970s, most companies’ information systems were enclosed in a so-called glass house. If you entered a company that had its own computer, the computer and all its peripherals (printers, tape drives, and disk drives) were located behind a glass wall with a security system that allowed only those people with access rights to enter the facility. One computer performed all of a company’s data processing functions, and the transactions were processed one at a time. The computer in this host-centric environment was initially used for accounting purposes—check processing, order entry, accounts payable, accounts receivable, payroll, and the like. Some companies used an outside company (service bureau) to do its processing. By the late 1970s and early 1980s, most companies had brought their computing needs in-house and were running their own computer systems. Recognizing the power and potential of information technology, companies directed the use of their technology toward operations, marketing, and sales; and in the mid-1990s organizations started to create a new executive position, chief information officer (CIO), to oversee this process.
 

In the late 1980s, advances in technology prompted many companies to gradually change from host-centric computing to distributed computing. Instead of processing all of the information on one large mainframe computer, companies used minicomputers to act as dedicated processors for departments or specific applications. The minicomputers were, in many cases, networked together to share data. Databases became distributed, with data residing in different locations, yet accessible to all the machines in the network.
 

The personal computer had the greatest impact on the organization. It allowed true distributed processing. Each worker had a computer on their desk that was capable of performing feats that, until then, had been available only on the company’s mainframe computer. This created both opportunities and headaches for the company, which will be addressed in the section on controls. By the early 2000s, minicomputers weren’t dedicated but worked together to process the needs of the entire organization. The Internet allows customers and suppliers to communicate with the firm. Workers expect to be able to work from any location. Information technology management has gone from focusing on the processing needs of one machine and the applications running on that one machine to focusing on distributed applications, distributed hardware, distributed data, an internal network, worker productivity, security, and access 24/7.
 

To understand how information technology is used in a firm, this chapter is broken down into three basic components: information systems, organizational productivity, and management of technology resources. Technology is used to run the organization itself—the information systems that support the operations of the firm. Productivity of the workers also needs to be considered—e-mail, internal business process, portals, printing, and analytic tools, to name a few. The consumer buying experience is often online. Vendors can interact with internal inventory data. A corporate Web site needs to be maintained. The IT organization needs to support all aspects of technology’s use within the organization. This chapter is designed to educate the reader on what the IT organization of the firm needs to deliver and what resources need to be considered for that delivery to be successful.
 

One of the most important resources that a firm needs to consider is its people—the users as well as the IT professionals. The best application will fail if the people it’s built for won’t use it. Users should be involved in the definition of an information system as well as the testing. Care should be taken to involve users in the training development and execution. Users should be aware of the reasons behind the adoption of new technology and its required new processes. Technology should never be adopted without a business reason behind the adoption. Implementation of any information system done without regard to the end user is headed for disaster.
 





Information Systems

 

Information systems support the firm’s business endeavors. Simply put, information systems capture data, process it and/or store it, and output it. For most firms today, information technology is used to deliver information systems. The productivity tools mentioned in Chapter 19, Information Technology and You, could be used to build an information system, but these tools aren’t information systems right out of the box. However, it’s important not to get caught up in semantics. In the grand scheme of things, being able to categorize something you use as an information system isn’t going to matter.
 



Types of Information Systems

 

Exhibit 20.1 represents the information systems paradigm. The original uses of information technology were focused on the lowest layer—the operational (transaction) systems. As technology evolved, firms began to look at higher levels in the paradigm. We start our discussion at the bottom.
 


Operational (Transaction) Systems

 

Operational (transaction) systems support the company’s day-to-day operations, are typically used by workers in the lowest level of the organization, are run on a scheduled basis, usually contain large volumes of input data and generate numerous output reports. The processing rules are known and captured in programming code to be repeated over and over. These systems, typically called transaction processing systems, include check processing, order entry, accounts payable, accounts receivable, payroll, inventory control, and general ledger.
 

Exhibit 20.1
Types of information systems.
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These systems are focused on how efficient the firm is. They create and manage large amounts of data. Output reports include a recap of the transactions that were handled as well as exception reports and variance reports. An aging report for accounts receivable is an example of a regularly processed report by an operational (transaction) system.
 

Today’s organizations expect all of their operational systems to share data. Organizations are looking at enterprise resource planning (ERP) applications to manage their entire operation. Data is shared among functions—order entry, manufacturing, inventory management, human resources, and so on. ERP software is discussed in more detail later in this chapter.
 


Decision Support Systems

 

Decision support systems (DSSs) are generally used by middle-level managers to provide them with the data that they need to make decisions. The term was coined in the late 1970s and focused on giving decision makers the tools they needed to access and model data. Executive support systems also popular at the time focused on providing executives with snapshots of the firm’s critical success factors and the ability to drill down to understand the underlying numbers.
 

The data used by these systems is scrubbed operational data, usually stored in a data warehouse. External data such as demographics might also be stored for retrieval in decision making. Online analytical processing (OLAP) gives users a powerful tool for analyzing data stored in the data warehouse.
 

In contrast to operational systems, the processing rules for decision systems are not known. Users turn to DSS tools when they are faced with semistructured decisions. As they begin to analyze the data, they aren’t sure what steps they will take, what data they will need, or what tools they will use. They aren’t sure where the analysis will take them.
 

This type of information system is focused on determining how effective the firm is against its goals. For example, while operational systems focus on how quickly an order can be filled, DSS systems focus on how many orders have been filled—by geographic area, by product line, by week/month, by retail store.
 

As technology has evolved, the term has morphed into business intelligence (BI) with key performance indicators. Software tools for workers are more powerful—database access is user friendly, data can be imported into a spreadsheet model, spreadsheet software now provides hundreds of functions that can be used in models, and dashboards are easily created with a variety of software tools. The line between the operational systems and DSS tools has become blurred.
 

Business intelligence is discussed in more detail later in this chapter.
 


Strategic Information Systems

 

Strategic information systems are used by senior management to make decisions on corporate strategy. For example, a retail company might use demographic census data, along with a computerized geographical mapping system, to evaluate the most appropriate locations for opening new stores, and then use historical performance data for similar stores to project overall impact on the bottom line. A manufacturing company, given its demands for both skilled and unskilled labor, might use a similar method to determine the optimal location for a new plant.
 

At this level in the organization, management is also looking for innovative ways to use technology. Technology can be used to improve internal operations, to improve communication with customers or with vendors, or to create a new product or service.
 



Today’s Application Systems

 

In the 1970s and 1980s, application software systems were stand-alone. There was little sharing of data, leading to frequent redundancy of information. For example, in older systems, there might have been vendor data in both the inventory system and the accounts payable system, resulting in the possibility of multiple versions of the truth. Each system would contain address information, yet if the addresses were different for the same vendor, which one was right? Today, however, software applications are integrated across functional applications (accounts payable, accounts receivable, marketing, sales, manufacturing, etc.). Integrated applications contain only one vendor data location, which all applications utilize. These changes in software architecture better reflect the integration of functions that has occurred within most companies.
 

To understand how horizontally integrated systems can support a firm’s strategic and competitive uses of information technology, let’s look at an example.
 

Accounting systems, while used primarily for accounting data, can also be a source of data for sales and marketing. While retail stores’ point-of-sale cash registers are used as a repository for cash and to account for it, they are also capturing data for inventory, sales, and customer marketing. As items are sold, the inventory management system gets updated numbers and can determine if an order needs to be placed with a vendor to replenish stock. The sales system gets updated numbers to understand how items are being sold across the country. Some major retailers ask customers for their zip codes when point-of-sale transactions are entered; that data is used by the company’s marketing applications to assess how effective a particular marketing campaign was.
 

There is a host of software packages that can be used to integrate the functional needs of companies of all sizes. Smaller companies can find software selections that run on personal computers and networks, are integrated, and satisfy most of the companies’ requirements. Quickbooks from Intuit, Microsoft Office Accounting, and Peachtree from Sage provide most of the necessary functional modules for small companies. These applications can be purchased through computer stores and software retailers usually for less than $200. Midsize organizations might look at more robust offerings such as those from Exact Software and Sage. Larger organizations look to enterprise resource planning (ERP) integrated software for their needs. ERP systems are discussed later in this chapter.
 

The offerings for midsize and large organization are often procured through a value-added reseller or licensed system integrator, who, for a fee, sell, install, and service the software. The practice of using third-party resellers began in the 1980s, when large hardware and software manufacturers realized that they were incapable of servicing all of the smaller companies that would be installing their products, many of whom required a lot of hand-holding. Consequently, a cottage industry of distributors and value-added dealers developed, in which companies earn profits on the sale of hardware and software and the ensuing consulting services.
 



Accounting Information Systems

 

As mentioned earlier, accounting systems were, for most companies, the first computerized applications. As the years progressed, these systems have become integrated and typically consist of the following modules:• Accounts payable.

• Order entry and invoicing.

• Accounts receivable.

• Purchase order management and replenishment.

• Inventory control.

• Human resources management.

• Payroll.

• Fixed assets.

• General ledger and financial statements.


 

Whereas in past years organizations might have purchased some of these modules and developed others in-house, today most companies purchase packaged software that contains all these modules. Some companies do a phased implementation, however, starting with some modules with a future planned implementation of others.
 



Enterprise Resource Planning (ERP) Systems

 

While the software mentioned earlier (Quickbooks, Microsoft Accounting, Peachtree, AccPac, and Exact Systems) are indeed ERP offerings in that all modules are integrated and business processes are coded into the software, most business professionals think of large, integrated packages from companies like SAP, Oracle, and Infor when they hear the term ERP. These large packages integrate not only the accounting functions, but also the manufacturing, warehousing, sales, marketing, and distribution functions. Most ERP systems also interface with Web applications to enable e-commerce transactions.
 

ERP software implements what its vendor feels are best practices for business processes. Prior to ERP software, software was developed to fit the business processes of an individual firm or industry. Since that approach does not offer economies of scale, ERP vendors determine the most efficient steps for carrying out a particular business process and code those steps into their software. Organizations can choose either to modify their own business processes to match the best practices that are delivered in the software or to spend a great deal of time and money to customize the software to match their own business processes. A benefit of accepting so-called best practices is compliance with federal requirements such as Sarbanes-Oxley or International Financial Reporting Standards.
 

These packages have spawned an entire industry of consulting companies to assist large companies in implementing ERP software, a process that may take several years to complete. As in any software implementation, one must always factor into the timetable the process’s cost and the distraction it causes the organization. In today’s lean business environment, people have little extra time for new tasks. Implementing a major new system or, for that matter, any system requires a major time and effort commitment.
 



Information Technology in Banking and Financial Services

 

Information technology is mission critical for the banking and financial services industry. So it’s no surprise that it is also the leading industry in its use of information technology. The industry has become a transaction processing industry that is information dependent. Very little real money is ever touched. Rather, all transactions, from stock purchases to the direct deposit of workers’ checks, are processed electronically. Information technology has paved the way for innovations like the electronic trading systems used by NASDAQ and the New York Stock Exchange.
 

The financial services industry is also the leading industry to adopt new uses of information technology. Paperless check exchange, voice authentication, and secure messaging between banks are just a few of the innovative uses they have adopted.
 

Competitive advantage for banks has gone from having ATMs on every corner to having online banking features accessible on the Web. Customers can check balances, transfer funds, pay bills, and look at current credit card activity.
 



E-Commerce

 

E-commerce (electronic commerce) has changed the entire landscape of how business is transacted, as consumers are now able to purchase products (and sometimes services) over cyberspace. There is support for the entire selling cycle: product awareness, filling a “shopping cart,” checking out, providing shipping information, processing payment, and sending confirmation to an e-mail address.
 

Retailers compete by trying to make the experience so pleasurable that consumers buy and come back often. A profile on a user is maintained with information on what products were purchased and/or viewed, allowing the Internet sites to create shopping experiences specific to the user’s needs. E-commerce retailers turn to technology to compensate for the lack of touch-and-feel. Multiple views of a product are usually offered, including views of a product in different colors. Videos are available that show how a product might be used. Consumers can build their own 3-D models that can be used to virtually try on clothes.
 

When an organization makes the strategic decision to sell its products over the Internet, it is increasing the strategic importance of its information technology infrastructure and related data. With e-commerce, one’s competition is a click away. It is critical for a firm to make sure that a consumer’s shopping experience is a positive one. It becomes important to monitor ease of use, timeliness of data, speed (that a page takes to load), error-free operations, and working links, and to offer features to get the customer to return.
 

Traditional retailers (now called “bricks and mortar” because they have physical space) have become “clicks and mortar” retailers by also selling on the Internet. Customers are able to order over the Internet and have their purchases delivered to them or pick them up at a nearby store. They can also return merchandise to traditional stores.
 

The Internet has also made a significant difference for products such as music and software. Software that used to be purchased in a shrink-wrapped box with a CD and printed documentation now can be purchased online and the software itself downloaded instantly. Documentation can be downloaded to the user’s computer or the user can use Web links when problems or questions occur. Music can be downloaded to a computer or a portable media device.
 

These new opportunities create new challenges for those involved in the operations, accounting, and finance functions of these virtual marketspace companies. Not only is the order being processed electronically, but it is also being shipped automatically, sometimes from a third party’s fulfillment center. Also, the payment is being processed electronically. The electronic payment, usually through a third-party clearinghouse, must conform to various security standards in order to protect credit card information that is transmitted over the Web. Frequently the company selling the goods never receives the credit card number of the consumer, only an authorization number from the credit card clearinghouse. The tracking of the merchandise, as well as the payment, not to mention the processes for handling customer returns and credits, will present significant angst for the auditors and controllers of these firms.
 

Whereas most consumers think of e-commerce for physical goods, the financial services industry has embraced the concept and now offers most of its products over the Internet. Online services include, among others, the purchase of stocks and bonds, online mortgages, life insurance, and online banking.
 

Most of the focus of the investor community during the early 2000s was on the business-to-consumer (B2C) space, with millions of dollars made and lost as a result of people not understanding the business model. Most of the money raised in venture capital was used for advertising to gain brand recognition, while very little was invested in infrastructure. As a result, the B2C landscape is littered with the corpses of failed ventures—the dot-com bubble. Those that have survived are spending money on the traditional back-office functions that bricks-and-mortar retailers have developed over the years.
 



Business-to-Business E-Commerce

 

Although most consumers think just about business-to-consumer (B2C) e-commerce, the greatest potential lies in business-to-business (B2B) e-commerce. In a typical supply chain there are many B2B transactions involving raw materials or subcomponents. For example, a desktop computer manufacturer makes several B2B transactions to buy components for the tower—cords, monitor, keyboards, and mice.
 

Companies of every shape and size are realizing the opportunities for both ordering and selling their products over the Internet. Some companies are using their Internet sites to process orders, create and price custom configurations (similar to what Dell does on its site), track orders, and assist with customer service. Some industries are creating their own marketplaces for the cooperative purchase of goods and services. There are multitudes of B2B marketplaces and exchanges. Some are vertical, servicing specific industries. Others are horizontal marketplaces.
 

Procurement software is now being offered that automates the purchasing function of a firm. The software can approve and issue purchasing orders, receive and match an invoice with its order, and electronically pay the bill. This frees up the procurement department to work with suppliers to get better prices, and analyze the process itself. Current vendors of procurement software include SAP and Sage.
 





Organizational Productivity

 

Today’s organizations have to understand their performance in real time and be able to communicate with all constituents (workers, vendors, customers, and investors). They need to manage their technology resources (hardware, software, network, and data) so that they support the productivity of their constituents and are still cost effective.
 



Business Intelligence and Business Analytics

 

Decision support systems, business intelligence, business analytics—the same or different? Business intelligence is the firm’s understanding of the market behavior and its impact on the business. To get there, a firm uses tools to access, manipulate, and display data. It could be as simple as running user-generated queries against a database and generating reports from that data. It could be a little more complex using Online Analytical Processing (OLAP) to slice and dice “cubes” of data in a data warehouse. It could be using statistical routines to develop analytics about the data. It could be using data-mining techniques to learn more about relationships embedded in the data. It could be models that use the current data to predict future levels of performance. It could include dashboards that highlight organizational and personal performance factors. Business analytics refers to the use of the statistical tools.
 

A example of a dashboard is illustrated in Exhibit 20.2. The screen shot is from a demo provided by Information Builders. The idea of a dashboard is to give a snapshot of performance factors. The screen shot illustrates the metrics for sales. The dashboards for financials and quality would present metrics for those particular areas.
 

The notion of business intelligence and its family of tools has grown from earlier decision support systems applications. The idea behind both is how organizations gather and analyze data to make better business decisions and optimize business processes. Decision makers use data (data access and reporting), statistics, and predictive modeling. In some cases, the analysis could result in an automated decision that requires minimal human intervention. More often, the analysis provides input to the human decision maker. This evolution is a direct result of more robust user-friendly tools and the vast amounts of data that an organization now has available.
 

Key to the success of the resources used for business intelligence is the agility of the firm to react to new insights. There needs to be a strategic commitment to their importance. Workers need to be data-savvy and the organization must be committed to providing an integrated, cross-enterprise view of data and willing to fund the technology necessary to capture this data and make it accessible.
 

For example, Netflix, the movie rental company, uses business intelligence tools to recommend movies to a member based on previous rentals and its own inventory. When consumers are customizing a computer online, Dell uses such tools to recommend upgrades based on what others have ordered and what Dell has in inventory.
 

Exhibit 20.2
Sample dashboard from Information Builders’ online demo.
 

Source: Information Builders.
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Data Access and OLAP

 

Before the late 1980s, data in databases was accessible only via code that was typically written by a programmer in the IT organization. As database management software evolved to create user-friendly interfaces for building retrieval code, users began to build their own queries. (A query is an interrogation of data found in a database.) Rather than completely specify what data they wanted to see and how they wanted to see it formatted and then waiting for IT staff to get to the request (and there always seems to be a backlog), users could use a template or wizard to select their data and review the results, modify their request, review the results, and continue until the results were what they needed and were formatted appropriately.
 

Most databases used in organizations today are relational, and these queries are actually in Structured Query Language (SQL) code that is used against the database. More on SQL and relational databases can be found in the database section later in the chapter.
 

Organizations have begun to separate their operational data from their business intelligence data. The BI data are regularly written to the firm’s data warehouse. Details as to how that process happens are discussed later in this chapter. Important to understand at this point is how a user can access this large volume of data that has been formatted to support business intelligence.
 

One important tool for BI is Online Analytical Processing (OLAP), which presents data as a virtual cube (think of a Rubik’s cube) for analysis. The data could actually have more than three dimensions, but in practice the visual is still referred to as a cube. The facts from operational systems is the data that are stored in the cube. The cube’s dimensions are the categories of the data. An analyst can pick the dimensions that are of interest, and the software aggregates (such as average, count, sum, maximum, minimum) the remaining dimension within seconds.
 

Exhibit 20.3
Business intelligence cube for actual sales.
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Consider a BI model for a chain of 300 retail stores. One data element being modeled could be actual sales (the “facts”). The first dimension may be the company’s merchandise items; second dimension may represent different points in time; and the third dimension may be the store locations. This cube is illustrated in Exhibit 20.3. Each of these dimensions is represented at the lowest detail level but could also be aggregated (items to product lines or items to department, store locations to districts, time to weeks/months/years). An executive might examine the men’s department sales. She might then probe to learn what product lines of items sold better than others. After finding an underperforming product line, she may check how the product line did in different districts of stores. She might drill down, looking at individual items in individual stores, and compare their performance to that of a prior week or year. This process is like taking the Rubik’s cube and continually rotating the levels, looking at each of the cube’s faces. Each face represents data for a piece of merchandise for a store for a period of time. That is why this process is referred to as “slice and dice.” You can slice and turn the data any which way you desire. The data can also be viewed and sorted in a tabular or graphical mode. The same theory applies, whether the database contains retailing data, stock market data, or accounting data.
 

OLAP features are beginning to be incorporated into the personal productivity products. Database tools can do cross-tab queries (aggregating data based on values in fields), and SQL, the language used to extract data from relational databases, has an OLAP function. Spreadsheet software is beginning to incorporate pivot tables (a blend of cross-tab functionality and OLAP aggregation) into their native offerings. Low-end data-analysis tools are rapidly becoming a commodity.
 

Exhibits 20.4 and 20.5 show examples of a decision support system’s output. The output is from a demo from Information Builders that was also used in Exhibit 20.2, a sample dashboard.
 

Exhibit 20.4 illustrates how an analyst might customize a view of the data. The user picks from the drop-down lists at the top of the screen to slice and dice the cube. The output can be viewed as a Web page (HTML), a graph (as illustrated), a spreadsheet, or a pdf file.
 

Exhibit 20.4
Custom view of data from Information Builders’ online demo.
 

Source: Information Builders.
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Exhibit 20.5 illustrates a different feature of this BI software. Once again, the user can specify specific values for the basic dimensions of the cube or aggregates of those dimensions. In this case, if the user clicks on a product name, the detailed data that makes up the displayed data would be shown.
 



Intranets, Extranets, and Portals

 

Organizations today are global; not just their customers, but also their own workers and vendors. Intranets and extranets are built with Internet technology to connect to employees (intranet) or vendors and customers (extranets). Portals are a hybrid technology.
 

An intranet allows employees from within a company to access data and services within the company’s system. A firewall prevents outsiders from accessing any data that a company wishes to keep confidential. An intranet refers to those systems that are inside the firewall. Employees have the access authority to enter through the firewall and access information, even though they might be using a computer outside of the company. One manufacturing company has provided an intranet facility for its employees to learn about their health, life, and disability insurance and their educational benefits. The system allows them to sign up for these programs and to inquire about some of the most common issues specific to the programs. When online, employees can also access and sign up for a list of in-house training courses, read an employee newsletter, and check the current price of the company’s publicly traded stock.
 

Exhibit 20.5
Interface capable of drilling down, from Information Builders’ online demo.
 

Source: Information Builders.
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An extranet allows external users to access data inside of the firewall but controls their access. For example, part of Wal-Mart’s ordering and logistics system allows its vendors and suppliers to access Wal-Mart’s store sales data stored on Wal-Mart’s computer systems. If these transactions occurred over the Internet, they would be referred to as extranet transactions. Another example of an extranet is an application that allows a consumer to track an order or a delivery, such as those offered by UPS and FedEx.
 

Extranets have evolved from earlier electronic data interchange (EDI) systems. EDI allowed companies to communicate and conduct electronic commerce from one computer to another. EDI was one of the industry’s growing uses for data communications, and many companies used it to send purchase orders to their suppliers, thereby lessening the time it took for purchase orders to be received and then entered and processed by the supplier. Organizations were able to maintain lower inventories by speeding up the turnaround time of ordering and receiving goods and materials. On the flip side, many suppliers used EDI to send their customers advance ship notifications, advising them of what had been shipped so that they could prepare their warehouses for the goods and materials. Some companies used EDI to transmit their invoices and then to receive the subsequent payments. Early EDI specifications were not standard, and a vendor working with multiple customers would have to maintain multiple versions of EDI software. While industries used different versions of EDI in different ways, their goals are always the same: to minimize the processing time and to lower inventory costs and overhead expenses. EDI has been eclipsed by extranets and e-procurement software.
 

Organizations have begun building portals, which are Web-based gateways to the company’s information and services. An organization might have multiple versions of the portal: one for those with access rights, and one for those without access rights. Most enterprise information portals are made up of small portlets that can be added or removed by a user. A portlet might be a link to e-mail, company announcements, company calendar, personal calendar, news feeds, stock feeds, collaboration sites, or areas within the company.
 



Productivity Tools

 

Workers expect to have productivity tools on their computers—desktop, laptop, notebook, netbook, PDA. Today’s workers expect to be able to use e-mail and to have access to e-mail when away from the workplace. Having a word processor and presentation software is expected. Those workers who deal with numbers expect to have access to spreadsheet software.
 

There is a cost associated with these expectations since normally an organization has to buy individual copies of the software or buy a site license. The organization also has to support the software (help desk questions, training, etc.) and upgrade the software with patches or new releases. In addition, the organization has to evaluate whether to go through the time and cost of upgrading to new versions.
 

There are other options beginning to emerge in the marketplace. One is to supply these tools as software as a service (SaaS), which is discussed in more detail later in this chapter. This option does not require a copy of the software to be on the user’s computer. The software and the data reside on the servers of the vendor of the software. Access is via the Internet. Data can be shared with others within the organization. The downside of this option is that the organization is at the mercy of the vendor and the vendor’s servers. One of the more popular SaaS productivity tools is Google Docs, which provides word processing, spreadsheet software, and presentation software. Google also offers an online calendar and e-mail.
 

Another option is to use free (at time of publication) open source software, such as that offered by OpenOffice.org, which is sponsored by Sun Microsystems, Novell, IBM, and Google, to name a few. The suite of integrated products includes a word processor, spreadsheet software, presentation software, drawing software, and a database tool. These products can open (and save) other file formats, such as Microsoft’s. Such software is loaded onto the user’s computer either from a CD or via a download from the Internet. A discussion of open source software can be found in the software section of this chapter.
 



Knowledge Management

 

The notion of knowledge management (KM) continues to evolve as the power of technology evolves. Knowledge management is a set of processes or practices that an organization embraces that identify, create, store, and distribute knowledge—insights, experiences, best practices. The KM objectives are to reduce redundant work, to avoid reinventing the wheel, and to retain and share intellectual capital.
 

Knowledge that is easily shared is explicit knowledge. Tacit knowledge is not easily shared; it provides context and usually requires personal contact. Tacit knowledge often consists of norms that workers don’t always recognize. A major goal of KM is to transform tacit knowledge into explicit knowledge—to codify it.
 

Early KM technologies included online expertise locators and document management systems. The technology evolved with the development and use of collaborative software. Social computing tools have taken this evolution to a new level, as the use of blogs and wikis allows for semistructured approaches to creating, storing, and distributing knowledge.
 

KM applications can be very elaborate and well structured; they can become part of the corporate culture and part of the corporate work process. Or KM applications can be the very opposite. Organizations have to let the grassroots efforts flourish while the organization begins to understand what knowledge needs to be managed and how it can best be managed.
 





Managing IT Resources

 

When all processing was done by one machine in one room with one operating system and run by professional technologists, managing the IT resources focused on maintaining that one machine and its peripherals, monitoring the air-conditioning of the “glass house” and making sure that the access system worked. Today, the IT organization within a firm has lots of machines of all sizes, lots of data to maintain and make available, lots of software, lots of connection nodes and firewalls, and lots of end users, not all of whom are technology-savvy, and some aren’t even employees! Being held accountable by the end user—the person who is actually using the product offered by the IT organization—for many organizations was a new phenomenon.
 



Hardware

 

Most of the early computers were large, mainframe computers. Usually manufactured by IBM, they were powerful batch processing machines. Large numbers of documents (e.g., invoices or orders) were entered into the computer and then processed, producing various reports and special documents, such as accounts receivable aging statements.
 

In many companies, millions of lines of software were written to run on this mainframe technology. Generally, these machines were programmed in a language called COBOL and used an operating system that was proprietary for that hardware. The same program wouldn’t necessarily run on computers from different manufacturers. Because there were slight differences in configurations and operating systems, it was even difficult to run the same software on different computers that were produced by the same manufacturer.
 

In the 1980s, technology evolved from proprietary operating systems to minicomputers with open operating systems. The first open operating systems were computers that used the UNIX operating system. Although in the 1970s Bell Labs actually developed UNIX as an operating system for scientific applications, it later became an accepted standard for commercial applications. The platform’s independent operating system and its associated applications could run on a variety of manufacturers’ computers, creating opportunities both for companies and for competition within the computer industry. Organizations were no longer inexorably tied to one manufacturer. UNIX became the standard in the early 1990s. However, standards changed rapidly, and UNIX lost ground due to the development of client-server technology. However, as organizations are now shifting toward Web-based applications, UNIX and its derivative, Linux, are becoming the operating systems of choice for servers as well as client machines.
 

Client-server technology is based on software on client machines making requests for services from server computers. The server accepts the request, processes it, and returns the requested information to the client machine. Client machines are typically PCs but could also be some of the other personal devices discussed in Chapter 19. Servers tend to be specialized. One might be the traffic cop directing requests to their appropriate destination server. Another might be a data server, an e-mail server, an application server, or a Web server. Many applications today use the technology of the Web to interface with their users, so the software used on the client computer is often a Web browser.
 

Servers tend to be “headless”—they don’t have a monitor attached. They are usually in stacks and controlled via one machine that does have a monitor. They tend to stay on for long periods of time, and low failure rates are necessary for reliability. Servers are usually configured to do one thing well. The current operating systems of choice are Linux and Microsoft Windows Server 2008, an updated version of Windows NT.
 

Server technology has recently evolved into supporting the notion of virtual servers. In this case software can configure a server machine to think it is multiple servers, each with its own operating system and memory resources. Using virtual servers, a machine that has been configured to do calculations well can be home to multiple applications in the organization, rather than needing separate machines for each application. End users shouldn’t know whether their requests are being processed by a stand-alone server or a virtual server.
 

Server technology is also heading toward a design in which processors are built around multiple, smaller processors, all operating at the same time. The goal of symmetrical multiprocessors (SMPs) and massively parallel processors (MPPs) is to split the processing load among the processors. In SMPs, there are between two and eight processors in a unit. SMPs are made available by a range of manufacturers and operating systems, and they provide processor power typically not available in a uniprocessor. SMPs share the same memory but split the processing; consequently, they are impacted by physical memory-addressing limitations and bus speed (how fast bytes can move between memory and the CPU). Laptops and desktops are being offered with dual-core devices (basically two processers inside the same CPU) and therefore providing multiprocessing capabilities. If a machine is used primarily for word processing and simple spreadsheet calculations, dual-core capability is overkill.
 

Faced with the demanding environment of multiple, simultaneous queries from databases that exceed hundreds of gigabytes, processors with massively parallel processors (MPPs) are being utilized more and more. MPPs are machines that have hundreds of smaller CPUs within one unit, each with its own memory. In this case, the processors work in parallel on the same request. Applications must be programmed to divide work in such a way that all the executing segments can communicate with each other.
 

In the early 1990s, Xerox’s prestigious Palo Alto Research Center (Xerox PARC) introduced “ubiquitous computing,” a model that it felt reflected the way companies and their employees would work in the future. At the time, the idea of small, inexpensive networked processing devices of a variety of sizes that would be used throughout everyday life seemed very farfetched. Not so today. Now the term that comes to mind is “pervasive computing.” Devices with very tiny processes are in almost any type of object imaginable (cars, tools, appliances, consumer goods)—communicating through interconnected networks. They are becoming so prevalent in the environment that people don’t realize when they are being used.
 

This trend toward smaller and smaller has been somewhat predictable. In the early 1960s, Gordon Moore, the inventor of the modern CPU at Intel, developed Moore’s law, which predicts that the density of the components on a computer chip will double every 18 to 24 months, thereby doubling the chip’s processing power. This hypothesis has proven to be very accurate. Intel recently announced that it expects that the downsizing of silicon chips with good economics will continue through 2029. It is interesting to note that Moore is also credited with a second law—that the cost to manufacturers (R&D, manufacturing, testing) to fulfill Moore’s first law follows an opposite trend. The cost actually increases exponentially over time.
 

This trend toward smaller and smaller is very visible in the offerings for users—laptops, notebooks, tablets, netbooks, PDAs. Organizations have to determine how best to deliver technology to their users. Screens formatted for a laptop might not view well on a netbook or PDA. Users expect to have access to data that they need to make decisions. Users expect powerful software to allow them to excel at their jobs. Decisions made about user machines impact thousands of computers, not just hundreds. And while it might be relatively easy to just install a new upgrade of software to a machine, the organization has to consider the impact on the workers themselves. People tend to resist change; organizations have to plan for the resistance.
 



Software

 

While most older hardware has given way to newer and faster computers, most companies use a combination of newly acquired software and older, self-developed software. The latter was developed over a period of years, perhaps more than 25, using COBOL, which, until the early 1990s, was the standard programming language in business applications. Today, many companies’ mission-critical systems still run on mainframe technology, using programs written in COBOL; in fact, there are billions of lines of COBOL programming code still functional in U.S. businesses. COBOL continues to be enhanced and more lines of code written each year.
 

These legacy systems have become a major issue for many, though, and were the key issue behind the Y2K (2000) problem, which centered on date arithmetic. Many systems stored date fields as MM/DD/YY and did subtraction to find out the number of days between dates (for example, the age of an accounts receivable account was the difference between the date of the invoice and the current date). Subtracting 10/04/99 from 01/04/00 would result in a negative number because the algorithm was to take the year’s digits from one date and subtract them from the second date. Much noise was made about the Y2K problem, fueled by the fact that the programmers for these legacy systems were no longer with the firms and there was little or no documentation available for these legacy systems. Some firms used the “impending doom” as a reason to move to ERP systems, while others wrote work-arounds and still others decided to ride out the storm. When the new millennium rolled in, there were no significant computer failures and some countries that spent little on the Y2K bug fared as well as those that spent a great deal. The instant debate was whether the absence of computer failures was the result of the efforts to compensate for it or the problem itself was greatly overstated.
 

Today, most programmers write in C++ or C. C++ is an object-oriented programming language; object-oriented languages provide the programmer with a facility to create a programming object or module that may be reused in many applications. The widespread use of the Internet spawned a new category of languages. Perl, Java, and PHP (which originally stood for Personal Home Page and is generally now considered to mean hypertext preprocessor, with the first “P” being recursive) are generally referred to as scripting languages and allow the application to behave according to the user’s needs.
 

Tools were developed to be used by the end users themselves, thus freeing up IT professionals from simple tasks. These are called fourth-generation programming languages. There are a variety of types of 4GLs currently in use:• Report-generation tools. These take a description of the data and the report to be generated and generate the report. They are usually data source dependent. Crystal Reports is an example of such a tool.

• Statistical tools. These 4GLs, such as SAS and SPSS, provide commands for data manipulation, selection, and reporting.

• Data reporting tools. These tools are usually provided with relational databases. They range from template input (as was illustrated in Chapter 19) to Structured Query Language (SQL). These tools retrieve data and can do some minor formatting.


 


Middleware

 

Middleware began to appear in the 1980s as a way to link newer applications to older legacy systems. The easiest way to think of middleware is as a translator. It takes the data from one application and converts it to a format and structure that a second application can use. They might be different types of application software, different operating systems, or different database structures.
 

The software has evolved into the technology that provides interoperability between distributed architectures and distributed applications. Middleware services provide application programming interfaces (APIs) to supply the interaction. Some types of middleware are remote procedure calls (RPCs) that do exactly that, message-oriented middleware (MOM) that sends messages but doesn’t expect a response immediately (as is the case with RPCs), object request brokers that are used for object-oriented systems, and SQL-oriented data access middleware between applications and database servers.
 


Software as a Service

 

A new model of software deployment called software as a service (SaaS) has recently emerged. Software services from SaaS providers have been developed to leverage Web technologies and have been built with a multitenant back end that allows multiple users to access a shared data model. Customer access to the application is via the Internet. All processing happens on the vendor’s hardware; all data is stored on the vendor’s hardware. The SaaS provider takes care of software maintenance, ongoing operations of the hardware and network, and support for the application. However, the customer relinquishes control over the evolution of the software (upgrades happen when the SaaS vendor decides they should happen, whether or not it’s disruptive to the customer). The cost of the application itself is an ongoing expense as part of the charge from the vendor rather than a one-time up-front cost. The cost of operation for the application is an ongoing expense, which may or may not be an advantage depending on the organization’s current technology mix.
 

SaaS is considered a low-cost way for a business to use commercially licensed software without the associated high initial cost or manpower requirement. Applications that aren’t mission critical but are processing heavy are good candidates for SaaS implementations. Organizations are looking to SaaS vendors to supply services for customer relationship management, videoconferencing, human resources, e-mail, and call centers. An earlier model of deployment called application service providers (ASPs) also provided such services but were client-server implementations.
 

The downside of using an SaaS software solution is that the firm is placing its destiny in another company’s hands and is dependent on that company’s security and financial health. The upside is that the firm is not responsible for purchasing the application, maintaining it, and having to provide the computer power to process the data.
 


Open Source Software

 

The idea behind open source software is to develop software that makes its source code freely available for use, change, and/or distribution. The Open Source Initiative determines whether software can be considered open source, the major criteria being access to the source code itself and free redistribution of the source code itself. (Source code is the code that is translated into what the computer’s CPU actually needs to do, which is called machine code.) Organizations have been slow to adopt open source software, worrying about the support, reliability, and viability of such products. The success of UNIX has begun to dispel these fears. Organizations are saving billions of dollars a year by installing open source software rather than licensed software.
 

Open source development has produced reliable and high-quality software quickly. There are many independent programmers testing and fixing bugs. Programmers can build custom interfaces and add new abilities. Organizations can adopt these new features as they see fit—they basically plug into existing source code. Larger successful projects enforce rules to facilitate teamwork and ensure system testing and documentation. Open source software does have its critics. Open source may allow hackers to determine weaknesses in the software. It is hard to build a sound business model around the open source development process, thus raising concerns about viability into the future.
 



Networks and Communications

 

It is becoming increasingly common in industry to create virtual wide area networks using multiple, interconnected local area networks. These networks also connect the older mainframe and midrange computers that industry uses for its older legacy systems to the client terminals on the users’ desks. Exhibit 20.6 is a model of a typical company’s wide area network, and it demonstrates how all of the older technology interconnects with the newer local area networks and the Internet.
 

In the early 1990s, there were numerous, competing network operating systems and protocols. Novell and its NetWare software held the largest market share at the time. As operating systems for computers themselves have evolved, newer operating systems such as Microsoft Windows Server 2008 have incorporated many features of the original network operating systems, in some cases making network operating systems themselves obsolete. Because of the Internet’s overwhelming success, transmission-control protocol/ Internet protocol (TCP/IP) has become the standard communications protocol.
 

The 1990s saw the advent of virtual organizations. Virtual organizations are formed when companies join together to create products or enterprises that they could not have created individually. In most cases, information technology allows companies to create these partnerships and share information as if they were one company. Using communications and collaborative software for e-mail, chat, instant messaging, file sharing, blogs, wikis, and online chats, the partners can communicate and share information with each other about their individual progress, in order to ensure the best possible success. This is discussed further in the section on IT strategy.
 

Exhibit 20.6
Model of a wide area network.
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Database

 

The following scenario depicts what information systems looked like prior to the use of database management systems. Imagine a physical office in which each person has his or her own file cabinet. The information in the file cabinets belongs to the people whose desks are closest to them. They decide what information will be in their file cabinets and how it will be organized. For example, sales might refer to gross sales in one worker’s cabinet and net sales in another’s. Yet, the discrepancy would be unimportant, because there was actually very little sharing of data.
 

Database management systems assume that information is a corporate asset to be shared by all workers in the enterprise. Database technology, therefore, allows a company to have one integrated location for the storage of all company data. These systems create a standard vocabulary, or data dictionary, by which all references are consistent (e.g., “sales” always means “net sales”). They also enable each user to have a personalized view of the data, as if the information was still in the file cabinet next to the desk. Users need not concern themselves with the physical location or physical order of the data, either. Database management systems are capable of presenting the data as necessary. In fact, with distributed databases, the data does not even have to reside in the same location or computer. It can be spread around the world if necessary. Database systems are sufficiently intelligent and can find the data and process it as if it were located directly on the user’s personal computer.
 

Most of the software that was developed in the earlier years relied on data structures called flat files. While some companies utilized database technology to store information, those database management systems were, in many cases, unwieldy and very expensive both to acquire and to maintain. They were usually hierarchical or network database systems, which were expensive and frequently required special database administrators just to constantly fine-tune the system.
 

Today’s database technology is based on a relational model, and, on a very simplistic basis, it resembles a spreadsheet. In a relational database, there is a series of tables or files. Similar to a spreadsheet table, each table has columns with attributes and rows of data. There can be an almost unlimited number of tables in a database. While there is a practical limit to the size of a spreadsheet, databases can contain thousands and thousands of columns and millions and millions of rows of data. In addition, databases also allow users to relate or connect tables that share common columns of data.
 

Exhibit 20.7 is an example of a very simple portion of a payroll application. There are two different tables. The employee table contains data about each of the company’s employees: name, marital status, number of dependents, and so on. The pay table contains data about every time each of the employees is paid: their gross payroll, Social Security taxes, federal withholding, state tax, and so on.
 

First, notice the common column between the two tables, the employee number. This column enables the database management system to relate the two tables. It allows the system, for example, to print a payroll journal that has both the weekly payroll information from the pay table and to access the employees’ names from the employee table. Why not combine all the data into one table? Not only would the employees’ names and Social Security numbers appear multiple times, requiring the unnecessary use of data storage, but also multiple versions of the truth might occur. If one of the employees should happen to change her name, the database would show one name for part of the year and another for the rest of the year. Redundant data creates opportunities for data corruption; just because data is changed in one table, that same data is not necessarily changed in all tables. Prudent systems design eliminates data field duplications wherever possible.
 

No treatment of relational database technology would be complete without mention of structured query language (SQL). SQL is used to retrieve, insert, update, and delete data and to manage data (such as add tables, fields, functions, and views) in relational database management systems. Standards for SQL are overseen by the International Standards Organization (ISO) but many vendors of database management software add their own proprietary extensions (additional functionality and/or commands). SQL queries allow a user to specify the desired results and let the database management system determine how to physically perform the necessary operations to produce the results.
 

Exhibit 20.7 Database data structures.
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The most common SQL operation is a query. A query starts with the SELECT keyword followed by a list of columns from tables (that are also specified as part of the query). Clauses can be added to specify criteria for inclusion, aggregation, or sorting. The SQL code for the template query shown in Exhibit 19.7 is as follows:[image: 372]
 



Field names are shown with syntax of tablename.columnname. The Count and Sum keyword perform aggregation based on the items listed in the GROUP BY clause. The AS keyword indicates that the column should be titled something other than its default caption. The FROM keyword is used to indicate the tables to be used. The INNER JOIN clause indicates how the data in the tables should be integrated (linked). The HAVING clause shows the restriction—in this case only customers whose count of bikes sold is >1. The ORDER BY clause is the sort order.
 


Data Warehouse

 

Data warehousing attempts to reconcile and integrate data from legacy applications software with today’s newer technology. As mentioned earlier, industry is rife with older legacy systems that are currently cost prohibitive to replace. Most of these older systems are mission-critical operational transaction systems and satisfy most of the operational needs of the company. However, they are built on technology that cannot support the kinds of decision support tools that management requires. Many of these systems use older file structures or obsolete database management systems and are almost incapable of accessing and manipulating data.
 

As an alternative to replacing these systems, data warehousing provides a state-of-the-art database management system that is fed data from the older legacy systems. However, data does get duplicated, which can potentially cause a synchronization problem between the data in the warehouse and the data in the older legacy systems. Consequently, IT management must put stringent controls in place. Still, the benefits outweigh the potential problems, for the data warehouse comes with all of the high-tech tools that will enable management to create a plethora of queries and reports. Most of the newer business intelligence tools mentioned earlier require a storage capability similar to the data warehouse.
 

Any organization that implements a data warehouse must create a corporate data directory for the data that will reside in the data warehouse. This metadata includes attributes (name, size, data type, etc.); data about the data (where it is located, which application owns it, what data it is associated with); and descriptive information (context, quality, condition). Software tools follow these rules to extract, transform, and load operational data into the data warehouse. For example, the metadata will tell an end user that the data field called “sales” means “net sales” and comes from the general ledger application as the aggregate of all delivered orders for the period. Ideally, data elements should have names that are agreed to by those who work with the data—so maybe, in this example, the field would be called “net sales” to begin with.
 

Exhibit 20.8
Snowflake schema.
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Online analytical processing (OLAP) is a powerful tool for end users to use to access data. As discussed earlier, the data (the facts) is stored with its characteristics (called dimensions). The concept uses a cube as a visual to the end user. Of course, a cube can’t be stored as such on a hard drive. The data for OLAP retrieval is stored using either a star schema or a snowflake schema. A star schema would include only the primary dimensions and fact table. When we expand our dimensions to include further details about the dimensions, the schema becomes more complicated—a snowflake schema. Illustrated in Exhibit 20.8 is the snowflake schema for the example used earlier in Exhibit 20.4.
 

New technologies have been developed to address the issue of information overload. In the 1970s, the average database was perhaps 100 megabytes in size. In the 1980s, databases were typically 20 gigabytes. Now, databases are in terabytes (trillions of bytes). Wal-Mart has a data warehouse that exceeds 4 petabytes (a petabype is a quadrillion bytes or 1,024 terabytes). With all that data, it is difficult for a user to know where to look. It is not the question that the user knows to ask that is necessarily important, but, rather, the question that the user does not know to ask that will come back to haunt him.
 

Data mining is a set of technologies that allow users to classify, cluster, learn about associations, and perform regressions. Classification uses algorithms to assign data into a predefined group. Clustering is similar to classification but the groups are not predefined. Regression analyzes the data to build a model that can be used for forecasting. Learning about associations searches for relationships between variables. Market basket analysis is used by supermarkets to analyze the data of what each customer buys to determine what products are frequently bought together. Data mining is used in customer relationship management software to identify prospects with a higher likelihood to respond to an offer.
 

Data mining can also be used to scan databases for any data that does not fit the business’s model and identify any data that the user needs to examine further. For example, auditors might use data mining to scan client transaction detail to look for transactions that do not conform to company policies, and stock analysts can use it to scan data on stock prices and company earnings over a period of time in order to look for opportunities.
 



Internet Technology

 

Nothing has impacted technology and society in the past two decades more than the Internet. When Bill Clinton was inaugurated in January 1993, there were about 50 pages on the Internet. Today, there are more than 200 billion pages (and that’s only an estimate—it’s probably much higher than that!). The underlying technology behind the Internet has its roots in a project begun by the U.S. government in the early 1970s. The network was originally developed by a consortium of research colleges and universities and the federal government, which was looking for a way to share research data and provide a secure means of communicating and for backing up defense facilities. The original network was called ARPAnet. ARPAnet was sponsored by the Department of Defense’s Advanced Research Projects Agency (ARPA). It was replaced in the 1980s by the current network, which originally was not very user friendly and was used mostly by techies. The Internet’s popularity exploded with the development of the World Wide Web and the necessary software programs that made it much more user friendly to explore.
 

The Internet works on a set of software standards, the first of which, TCP/IP, was developed in the 1970s. The entire theory behind the Internet and TCP/IP, which enables computers to speak to each other over the Internet, was to create a network that had no central controller. The Internet is not like a string of Christmas lights, where if one light in the string goes out, the rest of the lights stop functioning. Rather, if one computer in the network is disabled, the rest of the network continues to perform because traffic is rerouted around it.
 

Each computer in the Internet has an Internet protocol (IP) address. Similar to one’s postal address, it consists of a series of numbers (e.g., 155.48.178.21), and it tells the network where to leave e-mail messages and data. When a user types in a URL (e.g., www.babson.edu), computers on the Internet, called domain name servers (DNSs), convert the URL to an IP address. The message or data that is to be sent is broken into a series of packets. These packets contain the IP address of the sender, the IP address of the recipient, the packet number of the message (e.g., 7 of 23), and the data itself. Based on the Internet traffic, these packets could travel different routes to the destination IP address. The receiving computer then reassembles the packets into a complete message.
 

The second standard that makes the Internet work is Hypertext Mark-up Language (HTML). Using a Web browser, the computer converts the HTML or other programming language into the image that the user sees on the computer monitor. This language allows data to be displayed on the user’s screen. It also allows a user to click on an Internet link and jump to a new page on the Internet. While HTML, along with its set of tags, remains the underlying programming language for the World Wide Web and is powerful in its own right, it is not dynamic and has its limitations—it was designed to display data. Therefore, languages such as JavaScript, Java, and Perl, which create animation, perform calculations, create dynamic Web pages, and access and update databases with information on the host’s Web server, were developed to complement HTML. One such complementing language is extensible markup language (XML), which allows users to define tags for their documents to focus on what the data is. XML, an open standard overseen by the World Wide Web Consortium, allows a user to define the content (the data) in a document separately from the formatting of the document, which is done with HTML tags. Just as a browser is required to understand how to handle the HTML tags, an XML-aware application is necessary to know how to handle the XML tags. XML allows information to be shared between different computers, operating systems, and applications without requiring conversation.
 



Bringing the Use of Web Technologies In-House

 

Internet technology has radically changed the manner in which corporate information systems process their data. In the early and mid-1990s, corporate information systems used distributed processing techniques. Using this method, some of the processing would take place on the central computer (the server) and the rest on the users’ (the clients’) computers—hence the term client-server computing. Many companies implemented applications using this technology, which ensured that processing power was utilized at both ends and that systems were scalable. The problem with client-server processing was that different computers (even within the IBM-compatible PC family) used different drivers and required tweaking to make the systems work properly. Also, if the software needed to be changed at the client end and there were many clients (some companies have thousands of PC clients), maintaining the software on all of those clients could be a nightmare. Even with specialized tools developed for that purpose, it never quite worked perfectly.
 

As companies recognized the opportunity to send data over the Internet, whether for their customers, their suppliers, or their employees, they started to migrate all of their applications to a browser interface. This change has required companies to rethink where the locus of their processing will occur. Prior to the 1990s, companies’ networks were host-centric, where all of their processing was conducted using one large mainframe. In the early 1990s, companies began using client-server architecture. Today, with the current browser technology and the Internet, the focus has shifted back to a host-centric environment. The difference, though, is that the browser on the users’ computers is used to display and capture data, and the data processing actually occurs back at the central host on a series of specialized servers, not on one large mainframe computer. In this case, the only program a user needs is a standard browser, which solves the incompatibility problem presented by distributed data processing. No specialized software is stored on the users’ computers.
 

Web 2.0 applications were introduced in Chapter 19, Information Technology and You. At first glance these applications seem personal, having no part in professional productivity. But a second glance reveals that this is not so. Imagine working on a project and needing someone who has worked on a similar project—social networking, or needing a copy of a diagram that was used in a similar project—tagging. Or a project team uses wiki software to develop a project report. Or a project team uses blogs to keep everyone informed. Organizations need to evaluate the newer uses of Internet technology as they become mainstream. End users are comfortable with the technology, so an organization needs to work on how to harness that comfort level to make its use improve end-user productivity.
 



Web Hosting

 

With such a business reliance on the Internet and many corporate applications using Web technologies, most companies host their own Web sites today. This allows the organization to maintain its internal Web-technology-based applications on-site but accessible from anywhere, anytime (with the right permissions, of course). It also allows the organization to be in control of its own Web presence and data. All of this, of course, comes at a price for the hardware, software, network capabilities and speed, and manpower.
 

For those companies that wish to not host their own Web presence, there are many vendors in the business of hosting Web sites. These companies provide the communications lines, Web servers, data backup, and, in some cases, Web design and maintenance services. Companies that choose to outsource their Web hosting are also protecting their main network from security breaches. However, they are still placing a great deal of their data on the Web hosting company’s computer, which is still subject to security hackers.
 



Controls

 

Because the initial software applications that were developed in the 1960s and 1970s were accounting oriented, data processing (which is what the use of information technology was called at that time) typically reported to the chief financial officer, creating a control atmosphere consistent with accounting controls. A central group of trained data-entry operators was responsible for entering and verifying data. Access to the “glass house” was restricted, and, in some cases, access to the data entry and report distribution areas was also restricted. Because everything was self-contained, control was not a major issue.
 

In the late 1970s and early 1980s, online terminals began appearing on users’ desks outside of the glass house, allowing them access to data. Initially, these terminals were used for information inquiry. Yet, even this limited function was tightly controlled by strict software access control and password protection. While workers were getting additional capabilities, they were also creating opportunities for lapses in control. This was just the beginning of the Trojan horse. Eventually, data entry moved out of the glass house to the warehouse receiving dock to be used for inventory receipts, to the order-entry desk to be used for new orders, to the purchasing department to be used for purchase orders, and, in the case of retailing, onto the sales floor for point-of-sale processing. No longer were trained data-entry operators responsible for the quality of the data; others were responsible for entering data, and it was just an ancillary part of their jobs, for which they were not necessarily even trained.
 

The control environment was breaking down, and the introduction of the personal computer only complicated the issue. No longer was control centralized. Although access to data could be controlled, control over the use of data and the content of reports was lost. For example, two people could each issue a report on sales, and the numbers could easily be different. Yet both reports could be accurate. How is this possible? It’s simple. One of the reports may have been about gross sales and the other about net sales, or one may have been based on data through Friday and the other on data through Saturday.
 

When all programming was controlled by a small professional group, control was much easier. However, because today’s spreadsheet programs are user friendly, and software does not require programming knowledge, everybody is his or her own programmer. Thus, it is difficult to control the consistency of the information that is being distributed.
 

The problems only become more complicated. Now companies allow their business partners, vendors, and even outsiders to access their internal computers, using the Internet. Data is interchanged, and moneys are exchanged electronically, often without paper backup. What was relatively simple to control before 1990 is now a nightmare. Accountants, systems professionals, and auditors must remain forever vigilant against both inadvertent and intentional unauthorized use and abuse of company data.
 





Information Technology Strategy

 

How do companies decide how to invest their IT budgets? What projects get funded? Which projects are of higher priority? Information technology strategy is not created in a vacuum. Rather, like all of the other operational departments within a corporation, IT must support the direction and goals of the company. Information technology architecture should be developed to support the corporate strategy as well as the IT strategy. If additional networks, workstations, or data warehouses are required, they are either acquired or developed. The chief information officer’s job is to educate the rest of senior management about IT’s ability to create opportunities for the company and help it move in directions that make sense.
 

Wal-Mart is known for its everyday low pricing strategy. To accomplish this goal, Wal-Mart had to change the manner in which it both conducted business with its suppliers and managed the inbound logistics, warehousing, and distribution of merchandise to its stores. It needed to abolish warehousing as much as possible and quicken the process by which stores ordered and received merchandise. Also, Wal-Mart needed to eliminate any unnecessary inventory in stores and allow stores to order merchandise only as needed. Last, lags in its distribution centers needed to be prevented, enabling goods to be received from their suppliers and immediately shipped to stores.
 

To accomplish this goal, Wal-Mart designed a systems and technology infrastructure that, through electronic data interchange (EDI), enables the stores to order goods, as needed, from their suppliers. Moreover, Wal-Mart permitted manufacturers to access computerized sales information directly from its computers, which, in turn, allowed them to gauge Wal-Mart’s demand and then stage production to match it. Wal-Mart effectively shifted the burden of warehousing merchandise from its own warehouses to the vendors, eliminating the costs of both warehouse maintenance and surplus inventory. The distribution centers were automated, allowing cross-docking, whereby goods being received for specific stores were immediately sent to the shipping area designated for those stores, thus putting an end to time lags.
 

Wal-Mart currently has the lowest cost of inbound logistics in its industry. Its selling, general, and administrative expense is percentage points below that of its nearest competitor, enabling it to be the most aggressive retailer in its industry. Wal-Mart aligned its IT strategy and infrastructure to support the company’s overall strategy. Information technology was the agent for change. Without the newer information technologies, none of the newer strategies and directions could have been successful.
 



Information Security and Compliance

 

A new role has begun appearing in organizations—chief information security officer (CISO). People in this position are responsible for IT-related governance, risk, and compliance issues. Organizations are realizing that data is a strategic asset and it should be protected. In some cases, organizations are coming to that realization on their own; in other cases, the realization is being driven by compliance requirements to such laws as Sarbanes-Oxley (often referred to as SOX), a federal law that spells out standards for all U.S. public companies and public accounting firms; the Payment Card Industry Data Security Standard (PCI DSS), a standard for processing card payments; the Health Insurance Portability and Accountability Act (HIPAA), national standards for health care transactions; and ISO/IEC 27002, an information security standard.
 

What this means for an IT organization is an additional requirement to understand the compliance rules and to put procedures and safeguards in place to secure data. With a global organization, there are cultural differences, informal and formal communication networks, and even different definitions of data privacy. Organizations need to explain compliance policies to end users so they understand why they need to do what must be done and will follow the necessary protocols. Wireless networks increase the need for encryption—data has to be protected in rest (stored) or in motion (transmitted). Laptop data has to be encrypted so if the laptop is lost or stolen, the data on the laptop is safe. Data loss prevention (sometimes referred to as data leak prevention) systems are designed to detect and prevent the unauthorized use and transmission of information. Breaches (unauthorized use) are costly and create a great deal of negative publicity.
 

It is an organization’s duty to secure its data. Just because data is encrypted, that doesn’t necessary mean it is secure. A breach of data at the TJX Companies, Inc. in 2007 compromised an estimated 90 million encrypted credit card records. Over 40 states have implemented breach notification laws that require organizations to report breaches to authorities and the persons affected by the breach. The state of Tennessee took privacy a step further with its Credit Security Act of 2007, which makes the use of a person’s Social Security number in direct mailings or over the Internet a class B misdemeanor.
 

An organization is responsible for compliance by its outsourcing partners as well. These partners are responsible for the organization’s data, and therefore the organization itself is responsible for the security of the data even if it resides on a computer owned by another company. When evaluating relationships with third parties, an organization must look at the security measures that are in place and audit their compliance.
 



Justifying the Cost of Information Technology

 

Should companies take that giant leap of faith and invest millions of dollars in new machines and software? Can the return on a company’s investment in technology be measured using conventional metrics as are discussed in Chapter 4, Discounted Cash Flow.
 

These are questions that have concerned technology managers for years. Today, information technology consumes an increasing share of companies’ budgets, but we cannot live without the technology. Thus, when a new version of the personal computer chip or Windows hits the market, companies must decide whether it is a worthwhile investment. Everyone wants the latest and greatest technology, believing that with it they will be more productive.
 

Although IT is the medium for change, its costs and soft benefits are difficult to measure. As technology gets disbursed throughout a company, it becomes increasingly difficult to track costs and determine benefits. As workers become their own administrative assistants, each company must determine whether its workers are more or less productive when they type their own documents and prepare their own presentations. These are many of the issues that companies are facing now and in the future as they struggle with new IT investments.
 





Conclusion

 

The world of business has changed dramatically in the past 10 years. What was unimaginable a decade ago is ordinary today. Product life cycle times have decreased from years to months. New technology is being introduced every day. An “Internet year” is equal to three or four calendar months. The manager who is comfortable with and understands the practical implications of technology will be one of the first to succeed. Imagination and creativity are vital. Don’t be afraid of change. Understand it and embrace it.
 






Downloadable Resources for this chapter available at www.wiley.com/go/portablembainfinance

 

Information Technology and the Firm
 

It’s important to understand what technology is already in use by your firm as well as what technology your firm might be evaluating. It’s also important to understand how these technology choices affect you as a user. The exercises for this chapter in the book’s Web site are directed toward that type of reflection. Do some research, ask questions, do more research. Evaluate what you hear and what you read. How does it impact you? How does it impact the effectiveness of the organization? How does it affect the bottom line? Be a knowledgeable user.
 





Internet Links

 

So many Web sites to choose from! Some of those listed here are also listed in Chapter 19, “Information Technology and You.” Pick a topic from this chapter and use a search engine to find more information.
 

[image: 374]

[image: 375]

[image: 376]





Note

 

1 Updated from a previous chapter written by Theodore Grossman.
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Careers in Finance
 

Tracee Petrillo and Ralph J. Constantino

 

 

 

Unless you picked up this book at the airport for a long trip to Fiji, it’s a safe bet you are interested in and/or already have an MBA as such. This is the perfect time for you to define, plan, and execute your end game. But just what do we mean by the “end game”? The end game is not a singular, unique, and magical final event; rather, it is a series of interconnected objectives that lead toward an end goal or goals.
 

For example, thinking about your future led you to your initial end game—exploring MBA programs. That effort in turn led you to another series of end games: taking the GMAT test, researching programs, completing applications, preparing for admissions interviews, and ultimately enrolling. Were these actions individual end games or a series of interconnected steps leading to a true end game? Now is when you define and take specific steps to reach your ultimate end game—employment.
 

For those who recognize that the ultimate end game is satisfying and rewarding, employment, this section is a must-read. It is intended to provide insight, overview, direction, and encouragement. We review career choices in finance popular among MBA graduates. In addition, we provide some tried-and-true strategies as well as “the road less traveled” advice. This chapter will complement your MBA program, hard work, and skills development, and assist you in attaining a satisfying and rewarding career.
 





Overview: What Is the Marketplace for MBAs?

 

Students choose to earn an MBA for different reasons. Some students simply want to round out their business skills, some are looking to advance in their current career/ industry, some are sponsored by their companies and plan to return following completion of the degree, some hope to start a business, and some are hoping to change their career trajectory. In all of these cases, it is important for the students to begin to think about their careers prior to the start of the program. With this preprogram planning, students can identify the schools that will provide them with the right skills, network, and business connections to reach their goals following completion of the degree.
 

When considering the application process, prospective students should consider several factors as they compare business schools. Students look at size, location, strength of the alumni network, reputation, ranking, and specialty. Students interested in specializing in a specific discipline, such as finance or marketing, are best suited to consider schools with a reputation for placing students in these areas. Other schools are known for producing general managers. U.S. News & World Report is one well-known resource for reviewing rankings and can be found at http://grad-schools.usnews.rankingsandreviews.com/grad/mba/search.
 



Profile of Students’ Pre-MBA Careers

 

It is also important to consider the pre-MBA industries and job functions ass well as the career functions and industries chosen upon graduation. In 2008, the Graduate Management Admission Council (GMAC) conducted its ninth annual survey of MBA graduates. There were 2,858 full-time MBA students who participated in the survey, approximately 41% of whom were non-U.S. citizens. According to the results of the survey, approximately 29% of pre-MBA students enter the program from the products and services industry and 18% enter from the finance/accounting industry. Although these two industries represent the two largest pre-MBA industries, pre-MBA students enter programs with experience across diverse industries and backgrounds. The most popular job functions upon entry into the MBA program include marketing/sales at 21% of the students and finance/accounting a close second with 20% of the entrants. Regardless of where students begin, there are a variety of industries and job functions where they launch their post-MBA careers.
 



Profile of Students’ Post-MBA Careers

 

Post-MBA, students choose to enter various industries and job functions, often changing careers as a result of the MBA program. According to the GMAC survey, the number of students choosing the finance/accounting industry increased from 18% pre-MBA to 28% post-MBA. In fact, the finance/accounting industry represented the largest percentage of post-MBA students at 28%. Products/services represented 25% post-MBA versus 29% pre-MBA, followed by consulting (18% post-MBA versus 10% pre-MBA). MBA graduates choosing finance/accounting as a job function post-MBA also represented the largest group of respondents, 33%, followed by marketing/sales and consulting at 21% and 20%, respectively.Exhibit 21.1 presents two tables from the 2008 GMAC survey that represent the pre- and post-MBA job functions and industries.
 

It is important to note that the largest percentage of students post-MBA chose the finance/accounting industry and job function. The MBA degree is preferred, if not required, for many careers in this space. The next section focuses on career opportunities that are most popular with MBA graduates in finance and the financial services industry. Following this overview, we talk about how to plan your career before, during, and after your MBA to achieve the largest return on investment (ROI).
 





Career Opportunities in Finance

 

When considering a career in finance, there is an important question to ask: Do I want to perform a corporate finance job function, or do I want to work in the financial services industry? Corporate finance is the finance functional role within an existing company in any industry. Financial services, in contrast, is a broad term for the industry that includes highly diverse and evolving segments, markets, functions, and companies.
 



Careers in Corporate Finance

 

Graduates who enter into a career in corporate finance may find themselves in any industry; consumer products and services, health care, technology, and retail are some of the many industries. Finance managers and business analysts are two typical titles that MBA graduates secure in corporate finance. The corporate finance role is intended to help the company understand its budget and revenue stream and make strategic business decisions.
 

In addition, many companies across a variety of industries have implemented leadership development programs (LDPs). These leadership development rotation programs provide the opportunity for students to try a variety of positions throughout a company. LDPs in finance, also known as FLDPs, could include rotations in risk management, treasury, mergers and acquisitions, and financial planning and analysis, among others. FLDPs are found in many industries, including but not limited to insurance, construction, energy, and consumer products.
 

Exhibit 21.1
Pre-MBA and post-MBA job functions and industries.
 

Source: “Global MBA Graduate Survey, 2008 Comprehensive Data Report: Full-Time MBA Programs.” Graduate Management Admission Council, 2008.
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Careers in Financial Services

 

Financial services is a term that includes a variety of segments and roles, each of which requires strong analytical skills. The economic financial crisis that surfaced in 2008 began a turbulent employment outlook in the financial services industry. It is more important than ever that MBA students do their homework on specific positions and firms that they are considering to truly understand the financial situation of the company and industry. Careers in financial services include, but are not limited to:• Banking: retail, commercial, and investment.

• Traditional asset management: retail and institutional.

• Alternative investments: private equity/venture capital, hedge funds, real estate, commodities, derivatives, and currencies.

• Insurance: property and casualty, life insurance, annuities, and fund management.

• Consulting: management, asset planning, and financial advice.


 

Each of these career paths requires strong analytical, interpersonal, and communication skills. The following section highlights some of the specific careers available to MBAs. It is not all-inclusive, but instead serves as a sampling of opportunities that tend to be popular among MBA graduates.
 


Investment Banking

 

Investment banking refers to the raising of capital (money) for firms that allows them to expand, conduct mergers and acquisitions, or enter new markets. Investment banking can be a very prestigious opportunity for those who enter immediately upon graduation with an MBA degree, and competition for positions in investment banking can be very stiff. At the same time, investment bankers, especially at entry levels, can expect to work 80 to 100 hours per week.
 

Undergraduates typically enter into the analyst position in an investment bank. Analysts complete much of the financial modeling and entry-level tasks associated with completing deals. MBAs, in contrast, usually enter as associates, one level above the analysts. Associates also work long hours and spend much of their time on financial models and pitch books. Associates, however, unlike analysts, spend more time in client-facing activities.
 

The year 2008 proved to be a turbulent time in the financial services industry overall, with significant turmoil in the investment banking industry. Top investment banking firms, such as Lehman Brothers, found themselves in significant financial difficulties. This resulted in many mergers, acquisitions, and takeovers. The resulting downsizing and layoffs mean that the competition for positions in the surviving investment banks is even stiffer than it was before.
 

Vault.com is a great resource for up-to-date information on financial services firms.
 


Hedge Funds

 

A hedge fund is a private investment fund open to a limited range of investors that is permitted by regulators to undertake a wider range of activities than other investment funds and also pays a performance fee to its investment manager. Each fund will have its own strategy which determines the type of investments and the methods of investment it undertakes. Hedge funds as a class invest in a broad range of investments extending over shares, debt, commodities and beyond.1
 


 

Hedge funds employ various investment strategies, which guide the activities of the fund. The strategy outlines the techniques that the fund manager uses to create a positive ROI for the fund. Specifically, hedge funds hedge their portfolios, use derivatives, short sell, and can use leverage to produce the desired results. Additional information about the specific strategies can be found in the Vault Career Guide to Hedge Funds.2
 

Specific titles and positions vary greatly from one hedge fund to another, depending on the size of the fund. In a smaller fund, MBA graduates with several years of experience may have the opportunity to compete for the director of operations role, overseeing a few direct reports and having direct client contact. In other hedge funds, MBAs may operate in a research or risk management role, providing support to the hedge fund manager.
 

Many larger banks have an area that manages hedge funds. For example, Bank of America and UBS each have hedge funds under their operations. HedgeWeek3 has a Web site that covers the hedge fund industry globally and provides articles, company information, and job postings around the world.
 


Investment Management

 

Investment management refers to the management of assets through investment. The investment management industry, also called asset management, began with a focus on purely relationship-based investing. For example, a company might have looked to a bank where it had existing accounts to invest the pensions of its employees.
 

Today, however, individuals and firms look to specific asset management companies to manage their money. For example, these asset management companies often are looked upon to create wealth in the 401(k) plans (employee-based retirement plans) of specific companies. These asset management companies often use mutual funds as a safer and smarter investment tool for this wealth creation, as they provide a diversified portfolio of stocks and bonds. Individuals may choose to invest their money through firms such as Charles Schwab or TD Ameritrade, which allow investors to choose a portfolio of options for a fee, depending on the level of individual advisement the investor desires.
 

The portfolio management segment of the investment management industry tends to be highly sought after as a place for MBA graduates. There are three primary positions within the portfolio management structure: portfolio managers, associate portfolio managers, and portfolio manager assistants. The portfolio manager creates the investment strategy, oversees the implementation of that strategy, and interacts most often with the client. The associate portfolio manager (the position usually requires an MBA or CFA and several years of experience in the industry) works closely with the portfolio manager and interacts with the client, although less often than does the portfolio manager. The portfolio manager assistants provide day-to-day support to both the manager and the associate manager.
 

MBA graduates who are hoping to enter portfolio management but have little experience in the industry most often would begin in a research associate role. This role focuses on research (usually industry-specific) to create investment management recommendations to the portfolio management team. The MBAs usually spend three to five years in the research role before moving into the associate portfolio manager role.
 

Investment management in general requires not only strong analytical and quantitative skills, but also strong communication skills. Investment managers must have the ability to communicate clearly and concisely with colleagues and clients.
 

Additional information about specific investment management companies and industry specifics can be found in the Vault Career Guide to Investment Management.4
 


Private Wealth Management

 

Private wealth management is generally a smaller arm of an investment bank. It refers to the creation and execution of an overall strategy to create and manage wealth for individuals. This includes not only investment strategies, but also tax strategies, estate planning, and the protection of assets. Private wealth management usually involves many different segments of the firm to create the best strategy for each client. For example, the tax department may be called upon to ensure that the investment planning and estate planning utilize the correct strategies to ensure that clients are protecting their assets from unnecessary taxes.
 

Under the umbrella of private wealth management, one area that tends to be most attractive to MBAs is the role of financial adviser (also called a private banker). The entering position for one who aspires to work in this space is as an analyst, followed by an associate, then a vice president, and finally a managing director. The associate role would be the traditional entry point for an MBA graduate with some experience. Associates work closely with existing clients and in sales roles to attract new clients. Because of this, once again it is very important in this role to have not only a strong understanding of investments and a strong quantitative background, but also strong communication and sales skills.
 

Additional information about private wealth management can be found in the Vault Career Guide to Private Wealth Management.5
 


Real Estate

 

The real estate industry is one that is extremely volatile and subject to economic conditions. That being said, real estate will also be a part of a country’s economic structure. Under the real estate umbrella, there are two distinct areas: residential and commercial. MBAs interested in the real estate industry most often will focus on the commercial segment. Within the commercial segment, there are many different types of opportunities available for MBAs. These include but are not limited to investment, brokerage, consulting, and development.6
 

Within commercial real estate, MBAs tend to be interested in firms that focus on funding commercial real estate. These firms include real estate investment trusts (REITs), mezzanine funds (combinations of private equity and fixed income), and private equity. These firms work with commercial real estate companies that are focused on developing new properties.
 

It is very difficult for MBAs without prior experience in real estate to enter the real estate industry, as competition is tough. Students should focus on networking—developing existing or new relationships with faculty, alumni, and other students who have experience in the industry—as well as on their curricular and extracurricular activities. Obtaining an internship in the real estate industry tends to help in the process. As is the case with the other financial services segments mentioned earlier, it is very important for MBAs to have strong quantitative and valuation abilities as well as extremely strong interpersonal skills in this space.
 

The MBA Jungle Web site is a great additional resource for the real estate industry, providing information on salary ranges, job descriptions, and career paths.7
 


Venture Capital

 

The National Venture Capital Association states that venture capital (VC) firms are “private partnerships or closely held corporations funded by private and public pension funds, endowment funds, corporations, wealthy individuals, foreign investors, and the venture capitalists themselves.”8
 

Venture capital firms invest in companies with the goal of buying an equity interest in the company or the assets of the company. Usually, they hope to then sell their stake in the company or the assets of the company for a higher price than they paid—in other words, to achieve a positive return on investment (ROI). To achieve this, VCs spend a great deal of time analyzing the strengths and weaknesses of companies to determine which potential investments would create the largest ROI. Venture capital is about building the firm and then executing an exit strategy resulting in the highest ROI.
 

As is the case in the real estate industry, it is difficult for MBA graduates with no prior experience to immediately enter the venture capital industry. MBAs should focus on the following: building skills in financial analysis and valuation, obtaining experience in banking and financial services, and networking. MBAs should use the extensive network of their educational institution to help them make contacts in the industry. The network includes, but is not limited to: alumni, faculty, career center experts, fellow students, club members (in the VC or entrepreneurship club, for example) and personal networks. It is unlikely that VC firms will participate in on-campus recruiting or even that a resume and cover letter will be enough to get the interview. Networking is the key in VC.
 

For additional information on the venture capital industry, both MBA Jungle9 and the Vault Career Guide to Venture Capital10 are helpful resources.
 


Summary

 

Financial services opportunities for MBAs can be both lucrative and exciting. Each opportunity requires different skills, although some common skills across most financial services positions include strong analytical skills and the ability to communicate clearly and concisely both within the firm and externally with clients. MBAs can anticipate strong competition for positions within financial services and should focus on developing these skills.
 

In addition, MBAs hoping to enter financial services firms should be creative about identifying positions and firms of interest, as many firms will not participate in on-campus recruiting (especially in real estate or venture capital). Therefore, in addition to using the career services office, students should actively engage with alumni, fellow students, faculty, and club and association members. The following section provides a guide on how individuals can create and execute an individual career plan to help obtain a career in corporate finance or financial services.
 





Your Career Plan/Your End Game

 

Now that you have a sense of some opportunities in finance that are available to MBA graduates, it is essential to prepare and execute your career plan in a diligent, thorough, and creative manner. To help in that process, this section explores the critical elements, steps, and processes you will need to enhance your career search process. It is important to always balance the preparation and execution components.
 

As with any journey, you need to prepare. For example, an airplane pilot does not take the flight plan, hop into the cockpit, start the engines, and take off. The pilot meticulously reviews the flight plan, personally inspects the aircraft, talks with the tower, and may even re-review the weather forecasts. In fact, it is entirely likely that the pilot will also have some important and detailed conversations with the flight crew and others involved in the journey.
 

Why is this preparation so important? The best plan in the world cannot execute itself. No strategy, regardless of its brilliance, can offset an ineffectual implementation. As you read the following sections, consider how to adapt the concepts to your specific circumstances and situations.
 



Preparing for the Journey

 

In this section we explore the concepts of defining your value proposition and delivering the message effectively in written, verbal (oral), and digital forms.
 

IBM and BMW—these brand names are likely to trigger immediate and clear images and feelings. At this point, it is less important whether the reactions are positive or negative. More important, these brand names are successful because they convey knowledge, perceptions, and feelings of trust. This is the power of the brand. As you think about defining yourself, think about defining yourself as a brand. You should use this idea of branding as the basis for creating your career plan.
 



Creating Your Value Proposition

 

So what of your brand? Do you have one? Is it positive and compelling? More important, is it specific to you? For example, are you defined by your unique skills and abilities? Are you defined by more general factors such as attending a well-known business school? If you identify yourself solely as someone who graduated from an Ivy League institution, that’s a good start, but it doesn’t set you apart from the others who also are Ivy League graduates—you are still part of a broad population. You will need to portray a brand that is specific to you—that sets you apart from others. What can you offer an employer that is meaningful, relevant, and significant? Is it a skill, an experience, unique knowledge, or a network of key contacts? This is critical for you to determine and will help to set you apart in the face of ever-increasing competition.
 

For example, just as an advertising agency may use a multimarket multimedia strategy to promote its product, so must the MBA graduate! In addition, the best advertising firms integrate all the components of the campaign and brand. MBA graduates who want to make the largest impact will also seek to integrate all components of their brand.
 

Take a moment to consider the most effective advertising campaigns. What do they have in common? First and foremost, they caught your attention. Sometimes the ads are humorous; sometimes they include a catchy tune or cool celebrity. Capturing attention is valuable only if the ad is able to present a concise and compelling message that increases your desire to purchase the product. The leverage comes from the careful integration of the different media and ad versions used.
 

Let’s take the example of a 1970s popular game show, Name That Tune. The object of the game was for contestants to identify a song by being provided with just a few musical notes. The contestant who was correct in the fewest number of notes was the champion. Imagine if these same concepts were employed to advertisements (instead of songs) and contestants needed to name the product or brand. Clearly, only those ads and brands that were most successful would be easily identified. Using this as an example, the key challenge for MBA students is to develop a concise, compelling, integrated, and effective personal branding strategy.
 

The foundation for building and communicating an effective brand message is comprised of the written resume, verbal resume, cover letter, e-mail communications, and networking. It is important to acknowledge that MBA graduates are assumed to have basic skills in analytics and communication. Building off this assumption, the remainder of this chapter focuses on packaging the unique skills, talents, and experiences that you bring to the table.
 



Written Resume—the Starting Point

 

Let’s begin with the “I left it on the bus” test. Suppose you left your resume on a bus and it was found by either a well-known recruiter or an executive at a large financial services firm. Assuming that they took the time to look at your resume, would they know who you really are, what you are capable of doing, and what you want to do? In effect, does your resume convey your story and brand in a concise, compelling, and relevant way? If not, you will need to spend time to create an effective document that focuses on your accomplishments and the value you bring to a company.
 

Resumes remain a primary way that employers initially receive information from potential employees. MBA students need to create resumes that effectively reflect and differentiate their educations, experiences, accomplishments, and career goals. Resumes come in different formats, and opinions on effective resumes vary from expert to expert. However, most experts agree on the following tips for resume creation.
 


Your Resume Is Not Your Biography

 

Few people want to read a day-by-day account of your tasks and responsibilities. Many candidates, however, focus on this when creating a resume. Some then take this to the interview process and attempt to walk the interviewer through each line of the resume. Not only is this tactic not effective, but it doesn’t serve to set you apart from the competition.
 


Your Resume Is a Marketing Tool—Treat It That Way!

 

As mentioned earlier, the most effective advertisements convey lots of information in a highly concise and compelling way. Their goal is to understand the customer’s needs and then demonstrate the ability of the product or service to meet that need. Your resume faces the same challenge. Your resume should be created to match your skills and experiences to the needs of the employer. Therefore, resume writing is an ongoing interactive process where nuance and emphasis can mean a world of difference.
 


Target the Employer’s Explicit and Perceived Needs and Preferences

 

At the end of the day, employers do not waste time and effort interviewing candidates they are not interested in. They are looking for specific experiences, skills, and accomplishments, as well as key intangibles such as job stability and personal attributes. Failure to focus on the needs of the employer means a lost opportunity. Employers are looking for candidates who can help them solve their problems and meet their needs.
 


Emphasize What You Can Contribute

 

Shift your resume from “This is who I am” to “This is what I bring to the table and how I can add value to your efforts.”
 

Notice that this is all about using the same ingredients (education, jobs, etc.) and presenting them with the employer as the focus. It may be interesting to your grandmother that you were employed as an analyst at a small early stage firm, but unless she is hiring right now, you need to demonstrate how your experience as an analyst at a small early stage firm will benefit your future employer! How you present the information becomes as important as the information itself.
 


Your Resume Is Your Core Source Document

 

Beyond its popularity as the premier career search document, an effective resume defines your brand and provides the foundation that you will leverage in all subsequent activities and forms of communication. For that reason, your resume must be robust and adapted to current use. The message developed within your resume must be consistent with and carried through to all subsequent forms of communication.
 



Verbal (Oral) Resume

 

You may ask why we call your pitch the verbal or oral resume. (It is also known as an elevator pitch or rocket pitch.) The simple answer is that it’s another part of your integrated branding system. As such, it should be designed to communicate orally what you have already compiled in written form (albeit in a more concise format).
 

An effective verbal resume should be engaging and informative. It should not sound like you are reading a shopping list or reporting your whereabouts to the police. It is essential to employ an informal delivery method to communicate a highly structured message. Clearly, to be effective your pitch needs to be delivered at a pace and in a tone consistent with your own style. Nonetheless, the goal of the message is to advance your job search efforts and therefore it needs to be highly structured with respect to the flow of information conveyed.
 

When should you use a verbal resume?
 

• Starting point in an interview.

• Networking opportunities.

• Accidental meeting with a prospective employer or key contact.

• Cold calls.

• Friends (yes, friends, and we will address this later).

Note that in any of these situations you could be asked, “So, MBA student, tell me about yourself.” Consider the following possible responses:
 

MBA student: “Well, I go to [Great Reputation] College. I want to go into marketing. I worked with Allied Consumer Company and also the [Lesser-Known] Company.”
 

Does this sound like you? Did the MBA student accomplish his goal of advancing his job search? Exactly what did the listener learn about him that would be compelling enough to engage with him further or recommend him to other influencers? Answer: very little. MBA student sounds unremarkable—so much so that it would be difficult for someone to remember, much less convey, MBA student’s story to others. Now consider the following:
 

Prospective employer: “So, Elizabeth, tell me about yourself.”
 

Elizabeth: “Well, currently I am in the second year of my MBA program at [Great Rep] College, where I am concentrating in marketing. Prior to attending GRC I was a marketing analyst with Allied Consumer Company, where I analyzed consumer spending profiles and competitive strategies. I was also fortunate to be a marketing assistant with a smaller firm, the [Lesser-Known] Company, where I supported the East Coast regional manager in a variety of tracking activities. Because of these experiences, I knew I wanted a career in marketing, but I also recognized that to be successful I needed to obtain an advanced degree within a competitive program. So in addition to the reputation of GRC, I was very impressed by its curriculum and its emphasis on practical application of marketing concepts. As an example, I had the opportunity to work with the [Well-Known] Financial Services Group to help them address their new product launch. As a result of my experience and education, I am actively seeking challenging opportunities within a financial services firm where I can leverage my skills and experiences.
 

Which person do you know better? Which did a better job of differentiating himself/ herself?
 


Verbal Resume Structure

 

In creating your verbal resume, you should focus on incorporating several of the following points into your pitch:• Where are you now?

• Where have you been?

• What have you done?

• Why did you decide to go to school?

• What have you done at school?

• What are you looking for?


 

Your pitch should be tailored to your audience, the approximate amount of time allotted for the pitch, and the setting.
 


The Cover Letter

 

In many ways the cover letter can be more important than a resume because it serves as a first impression. A powerful cover letter not only encourages the reader to look at your resume, but it also creates a lens through which the person reads it. In effect, the cover letter leads the potential employer to want to learn more about you. What are the components of an effective cover letter?
 

• Who you are and what you are looking for.

• Validation: selected experiences and accomplishments.

• Call to action: how your value proposition will add value to the firm.

In contrast, the elements to be avoided in a cover letter are:• Reproducing your resume—in total or in part.

• Failure to set the tone in the first paragraph.

• Repetition of skills by citing too many experiences.

• Telling the firm how this job will expand your learning.


 

Effective cover letters follow a standard business letter format, are free of grammatical and spelling errors, and convey a level of professionalism. It is important to focus on accomplishments and the value that you will bring to the position. Just as is true for your resume, you should tailor your cover letter to specific jobs and companies.
 



Digital Resume: Note about E-Mail Use

 

Use of e-mail is often convenient for the job seeker and for the recruiter. E-mail communication can help to expedite the sharing of information. However, it should not be assumed that every recruiter prefers to communicate electronically. Therefore, before engaging in job searching with a specific individual via e-mail, you should look for signals from the recruiter that e-mail is acceptable. One example of a signal that e-mail is acceptable is if the company provides its e-mail address verbally or within its presentation. Often, however, the signals may not be as clear. When in doubt, it is better to inquire: “May I contact you via e-mail?” Once you are certain that e-mail is acceptable, it is important to follow some basic guidelines to ensure that your e-mail communication will be well received and effective.
 

• Pay attention to grammar! Some tend to use slang terms when e-mailing. This is acceptable when communicating with friends, but for business purposes, always err on the side of formality.

• Be clear and concise in your messaging. People appreciate e-mail because it makes their job easier. You should not treat it as just an electronic alternative to a handwritten letter. In effect, pasting a traditional letter into an e-mail format may mean losing the benefits and advantages of e-mail communication.

• Use the subject line to your advantage. Let the recipient know right up front the purpose of the e-mail. Is this a follow-up, a thank-you, or an inquiry? Readers appreciate knowing the subject of the e-mail before opening and reading it.

• Avoid unprofessional stationery or special effects.

• Turn on the automatic spell-checker and read your e-mail several times prior to sending it.

• Place your signature and contact information at the bottom of your e-mail.

Remember: While they are different ways to communicate, resumes, cover letters, and e-mails all represent components that need to be integrated effectively to form a consistent message. Each needs to do its job, which is to advance you closer to your career goal.
 





Aiming for Your Goals

 

For career changers, identifying potential industries, companies, and professions is particularly difficult. It’s simply hard to know what you don’t know. So how do you get to know what you don’t know?
 



Utilize All Possible Resources

 

Beginning with your college’s career development office and expanding to faculty, friends, former colleagues, alumni, fellow students, and other networking, seek to learn as much as you can. Start with your areas of interest and experience. At the same time that you are looking at your likes and dislikes, you should be assessing your skills and experience. This process of assessment is iterative—as you learn about industries, companies, and careers, you will make assessments as to whether it makes sense for you to pursue them. It is just as helpful to learn about careers that are not a good fit—to rule them out—as it is to learn about opportunities that end up being a good fit.
 



Compile Initial Lists

 

Several lists may be helpful—lists of potential networking opportunities and contacts, lists of industries that may seem interesting, and lists of potential companies. To learn more about industries and companies, Vault Career Guides (which are often available through career development centers) and MBA Jungle’s Web site may prove to be helpful resources.
 



Avoid Aiming at Sharply Different Targets

 

The earlier that you are able to focus in on specific industries, job functions, and companies, the easier it will be to compile and execute a plan for reaching your goals. Your plan will include curricular and noncurricular activities, internships and consulting projects, networking, and practicing your skills.
 



Refine, Maintain, and Update Target Lists

 

Your list will change throughout your MBA career as you learn and network, as the economic and market conditions change, and as other life changes happen. For example, following the economic turmoil of 2008, many investment banks ran into difficulties, as mentioned earlier. MBA students considering a career in investment banking were forced to adjust their plans and expand their target lists.
 





Implementing Your Strategy

 

If the prior preparation was done well, you are already in position to take the critical action steps. The very act of developing your resume caused you to think about your background and focus on potential industries/companies and roles where you can add the most value. By defining yourself you have also defined your (initial) area(s) of interest which in turn will propel you on your way. And so from this perspective, the Implementation Stage is neither separate nor distinct from the Getting Ready Stage. More importantly, it is essential to recognize it as part of an integrated strategy which in and of itself will be subject to revisions as you commence your actual search process.
 



Proactive versus Reactive Strategies

 

It does not take an MBA to recognize that it’s easier to be reactive than proactive. It’s easier to respond to a job posting than to uncover a job on your own. It is easier in this digital age to surf the Internet for hours instead of making a single exploratory phone call. Is it better to be proactive or reactive? In truth, both strategies are necessary.
 

Think of reactive strategies as being like farmers going into the fields seeking to harvest existing crops. Just as the farmer is dependent on external circumstances (in this case, nature) providing what is needed, if you are utilizing a reactive strategy, you are dependent on others providing what you need (in this case, a job opportunity). Like the farmer, you can plant seeds, but in the end you are highly dependent on things that are out of your control, and you can harvest only what has grown. In contrast, hunters are more in control of their own destinies. They make several calculated decisions, such as what to hunt, where to hunt, when and how to hunt. While hunters are still subject to forces outside of their control, they are in a better position to adjust their strategy as conditions change. Thinking about the analogy of the farmer versus the hunter for career seekers, the reactive career seeker will upload resumes, respond to job postings, and answer the phone, just like the farmer harvests the crops. The proactive job hunter will network with friends, alumni, fellow students, families, and others, proactively research industries and companies, and make proactive phone calls. Both approaches can prove to be successful, and the most successful job seekers use a combination of the two methods.
 

One of the keys to the hunter/proactive method is networking. Let’s spend some time discussing this art and how to improve your skills in this area.
 





Networking

 

Networking is generally regarded as the most effective way to learn about and secure a new position. Yet it remains one of the most difficult things for any of us to do—even MBAs! So, given its importance, let’s walk through the basics.
 

Networking is the process whereby you increase your knowledge of industries, companies, and professions, and others get to know more about you! If others know more about you, it will be easier for them to remember you, recommend you, and seek you out if or when opportunities arise. As with every strategy, it requires diligence and perseverance. Instead of waiting for opportunities passively, you must actively seek out opportunities. Also note that networking is a two-player game. To be successful, both parties need to benefit. It is important to identify how the other party benefits from helping you.
 



With Whom Should I Network? Everyone and Anyone!

 

A typical mistake occurs when people exclude potential conversations because the individual is not in the target industry or profession. Sometimes they avoid connecting with someone because they doubt the individual has the influence to help them. Wrong! Wrong! Wrong! Recall the concept of Six Degrees of Separation, which suggests that everyone on earth is separated by only six individuals. If that is true for everyone on the planet, just think of the odds when focusing on a specific industry or company within a limited geographic area.
 

While your ultimate goal is to connect with the right decision maker, it may take several steps to get there. For this reason, you need to recognize that each contact has the potential to help you move forward in your journey. Do not arbitrarily exclude people from your networking just because the connection is not immediately clear.
 

To start the process, prepare a list of at least 25 initial names to contact, categorized as follows.
 


Friends and Family

 

These are people you can contact at almost any time and say just about anything. They are incredibly important to you because you can be yourself and they will give you honest feedback.
 


Associations

 

These are people with whom you have some loose and/or undefined relationship, such as alumni, fellow pool club members, or neighbors. Associations can also include shared interest groups such as running clubs, book clubs, and fellow service club members. The specific association becomes less important as you begin to connect with that person on a different level. Any association provides the natural opportunity to connect with someone who may be able to help in your career search process.
 


First Stage Key Contacts

 

These are people you don’t know and don’t have any affiliation with, but you deem them important in their industry or company. They are critical in providing industry/ company/professional insight and gaining access to the ultimate key contact.
 


Ultimate Key Contacts

 

By definition, these are critical individuals who are in the best possible position to connect you with key professionals. You may already know some, and others you will come to know through networking.
 



What Are the Goals of Networking?

 

Of course, it seems like a natural response to assume that there is one goal: to secure a great job. This is, of course, one of the end goals; however, the process is just as important for lifelong career development. In fact, some of the secondary goals can be invaluable. If securing a job is the top priority, a close second is obtaining critical information about industries, companies, and professions. For this reason, career changers in particular will benefit greatly from networking, because it provides them with unique, timely, firsthand, relevant information. Most important, networking also provides you with feedback and insight to determine if you are a good fit for a position, company, or industry.
 

Remember: Networking has multiple goals and opportunities. The primary goal is to secure a position, or more specifically, obtain the ideal career opportunity at a desired compensation rate.
 

Secondary goals are:• Gain access to industries with significant barriers to entry.

• Acquire critical market intelligence about an industry, firm, or job function.

• Answer the pivotal question: “What do I want to do and where do I want to do it?


 



What Do I Say and How Do I Approach Networking?

 

As with any marketing campaign, there is a key core message that remains consistent regardless of whom you are speaking with. However, the delivery of the message may change depending on the different audiences and situations. With this in mind, let’s explore how to adapt your specific message(s) to each key constituent.
 

Let’s begin with some key assumptions. Many find networking very challenging because we often do not like to talk about ourselves. It can be uncomfortable to ask for a job, and sometimes we simply do not know what to say. To reduce the stress and increase the effectiveness of your efforts, it is important to get into the proper state of mind.
 

• Do not ask for a job—that will be obvious.

• At the same time, let others know you are available by virtue of your networking efforts.

• Let the other person get to know your professional qualifications and make assessments on your potential fit with various opportunities.

Recall that every communication should contain your critical, powerful brand message. Equally important, do not assume that others know your qualifications. This is especially true of friends, family, and associations where people know you well as a person, but not necessarily in a professional context. For this reason, it is always best to err on the side of caution—use every encounter to reintroduce your skills, experience, and career goals.
 


With Friends and Family

 

Here are some sample approaches. You might say:
 

“You know me from the pool club, but it has been awhile, so let me give you a quick update. I am completing my MBA and am actively exploring career opportunities. My primary target is finance and I was hoping to get your perspective, given your experience in the industry and your familiarity with my background.”
 

“You know me from Jane’s book club, but it has been awhile, so let me give you a quick update. I am in the last stage of my MBA and am actively exploring career opportunities. Although I know that finance is not your field, I was hoping that you might know some people who work in finance that you might be willing to connect me to.”
 


Associations

 

When reaching out to associations, recognize that your connection may be minimal and not obvious. You will need to educate them about your background—your elevator pitch will be invaluable in providing a quick summary. In preparing for your conversation, you should address the following:• Goal: Understand that others need to know early in the conversation why you want to speak with them.

• Validation: Provide a justification for them to speak with you.

• Call to action: What can they do to help you move to the next level?


 


First Stage Key Contacts

 

In this case, you will be speaking with people you don’t know and don’t have any affiliation with. For this reason, you need to leverage your relationship with the individual who recommended you. It is critical to provide additional validation regarding your skills and experience. Be prepared to lead the conversation, but note that, ideally, the information flow should be two-way. Listen carefully, and adjust your messaging based on cues from the other person. Of course, do your homework about the firm and industry before the conversation—don’t waste the person’s time.
 


Ultimate Key Contact

 

If you have reached this stage, you’ve done well, so pause and build on this success. Before talking with the ultimate key contact, compile the notes of all previous conversations, craft your adjusted elevator pitch, research the firm and industry of this contact, and prepare questions and thoughts. Use all of this knowledge to craft your value proposition. You should also be prepared to add insight and information to the conversation.
 



Networking Summary

 

Recall what you are trying to accomplish:• Acquire additional people to contact.

• Obtain market intelligence about industries, companies, and functions.

• Locate and gain access to the ultimate key contact.

• Secure a position!



 

Here is one final thought regarding networking: Remember to be gracious, polite, and professional in all of your interactions. Ask the person what would be the best time and the best way to speak—in person, over the phone, or via e-mail. Everyone and every conversation has the potential to help, and displaying a professional demeanor in every interaction will help make those with whom you are networking feel comfortable enough to open up their Rolodexes and connections to you. Also, remember to thank them for their time, insights, and assistance. Finally, update each person with your progress and keep in contact with them throughout your career.
 





Assessing Opportunities

 

While most of this discussion has been devoted to strategies to improve your career search efforts, it is also important to explore how to assess the opportunities that will arise as a result of your efforts.
 

It is vital to understand the complete value of an opportunity (beyond the monetary compensation). For example, job A offers a great starting salary as well as some other financial perks, but it also has some drawbacks. It is not the exact role you were hoping for, the firm is a bit larger than you would like, or moving ahead in the company may appear to be difficult. Job B, in contrast, provides a closer match to the job function you were hoping for and perhaps better opportunities, but the financial compensation is lower.
 

Unfortunately, there are no right or wrong answers to the question of job A or job B. The best you can do is to take stock of where you are and where you want to be and determine what are the most important and critical factors for you. If you look at the careers of the most successful people, they did not get to where they are by receiving 2% to 5% increases each year. The most successful people had irregular and exponential growth in the careers. These are people who seek jobs in which they constantly learn and increase their value to the company. So ultimately it’s up to you.
 

As anxious as you might be about your first big job, you need to remember to keep in mind your long-term goals. Understand who you are and your preference for stability versus risk. For this reason, do not place too much emphasis on the salary level of your initial big job. Think about your initial job as part of a long-term strategy in which the each job is another step in a lifelong career pursuit. To help illustrate the point, ask yourself what distinguishes great pool players from the weekend variety. The casual player aims to get a single ball into a specific pocket. The truly great players choose their shots with an eye to setting up the next few shots. In adopting this approach, MBAs should think like the great pool player and assess a given position within the context of both immediate and long-term potential benefits.
 





Closing Thoughts: Coping with the Challenges

 

Recall the discussion of the end game, more specifically your end game. Well, now it’s time to revisit that concept as you work through your career search process. As many of you have already experienced, a job search is demanding and can be frustrating. At times it can be overwhelming—unless you have a plan and stick to it. The thoughts presented here are designed to keep you engaged in a constructive way even when it seems like there is nothing happening. Each day you should be learning about yourself, and about potential companies and careers. When you hit a bump in the road, just get back on track as soon as possible, and continue the journey.
 

As noted earlier, the career search is a lifelong process, and as such it does not end with your first big MBA job. The suggestions presented help to ensure continual forward progress in your career search. A perpetual career search will provide the highest ROI!
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Accrual accounting: An accounting method that recognizes revenues as they are earned and expenses as they are incurred. The timing of revenue and expense recognition is not tied to the timing of the inflow and outflow of cash. Accrual accounting is seen as essential in order to develop reliable measures of periodic financial performance and is a core concept of generally accepted accounting principles (GAAP).
 

Acid test ratio:
See
Quick ratio.
 

Acquisition: The purchase—not necessarily for cash—of a controlling interest in a firm.
 

AICPA (The American Institute of Certified Public Accountants): This is the national professional association of certified public accountants (CPAs).
 

Amortization: The periodic, noncash charge used to reduce an intangible asset.
 

Amortization schedule: The portion of the total initial cost of an intangible asset expensed each period.
 

Amortize: To repay principal and interest toward an amount borrowed over time.
 

Annuity: Equal payments, at a specific time interval, for a specific time period.
 

Annuity due: An annuity that pays installments at the beginning of each time interval.
 

Arbitration: A form of alternative dispute resolution. Its purpose is to resolve disputes outside of the court system using a negotiator or arbitrator. There are various organizations that provide such service (e.g., JAMS and the American Arbitration Association). There are other professionals, usually attorneys or retired judges, who perform these services.
 

Asset: An item owned by an enterprise and expected to provide future benefits to that enterprise. Examples of assets include cash, accounts receivable, inventories, property, plant and equipment, and intellectual property (such as patents, trademarks, and copyrights).
 

Asset acquisition: An acquisition executed by purchasing the assets of the target firm.
 

Asset approach: A general way of determining a value indication of a business, business ownership interest, or security by using one or more methods based on the value of the assets of that business net of liabilities.
 

Asymmetric information: A situation where an individual or group is better informed than another individual or group. If the managers of a company have better information about the company than outsiders, the managers have asymmetric information.
 

Audit committee: A committee of the board of directors required by Sarbanes-Oxley (SOX) for all U.S. public companies. The audit committee must include only outside directors (which excludes officers or employees of the corporation), and at least one audit committee member is required to have financial expertise. The purpose of the audit committee is to maintain communication with the independent audit firm and the corporation’s internal audit function.
 

Balance sheet: A financial statement reporting a company’s assets, liabilities, and equity, together with their respective dollar amounts, as of a given date at a specific point in time. The term balance sheet comes from the fact that a company’s assets must equal its liabilities plus equity, thus balancing out (1) the total assets with (2) the combination of the liabilities incurred plus the equity capital raised to acquire the assets.
 

Beta: The measure of the systematic risk of any stock in the capital asset pricing model (CAPM). A stock’s beta measures the correlation of the stock with the movements of the overall stock market, as well as the volatility of the stock compared to the volatility of the overall stock market.
 

Beta site: An unfinished Web site that is open to the public.
 

Bidder: The firm that initiates a merger or acquisition; the bidder usually retains control of the surviving firm.
 

Brand recognition: Customer awareness of a certain brand, company, or product.
 

Burn rate: The speed at which a company uses cash in excess of cash coming in.
 

Business valuation: The act or process of determining the value of a business enterprise or ownership interest therein.
 

Call center: A centralized office that places or receives telephone calls for the purpose of either marketing a device or service or providing a customer service function.
 

Capital asset pricing model (CAPM): A model in which the cost of capital for any security or portfolio of securities equals a risk-free rate plus a risk premium that is proportionate to the systematic risk of the security or portfolio.
 

Capital loss carryover: The excess of capital losses over capital gains that may not be deducted currently but may be carried forward and set off against future capital gains.
 

Capital structure: The composition of the invested capital of a business enterprise; the mix of long-term debt and equity financing.
 

Capitalization: A conversion of a single-period stream of benefits into value.
 

Capitalization factor: Any multiple or divisor used to convert anticipated benefits into value.
 

Capitalization rate: Any divisor (usually expressed as a percentage) used to convert anticipated benefits into value.
 

Cash flow: Cash that is spent or received over a period of time by an enterprise. It may be used in a general sense to encompass various levels of specifically defined cash flows. When the term is used, it should be supplemented by a qualifier (for example, “discretionary” or “operating”) and a definition of exactly what it means in the given valuation context.
 

Cash flow statement: A financial statement reporting a company’s inflows and outflows of cash for a period of time internally generated from operations plus externally obtained from financing, and minus cash used for investing in the business.
 

Changes in accounting estimates: Estimates are essential to the implementation of accrual accounting. A typical example would be the estimates of useful lives and salvage values that are necessary in computing depreciation. Changes in either useful lives or salvage values would represent changes in accounting estimates.
 

Changes in accounting principles: A change in the accounting treatment applied to a particular area of accounting. Most accounting changes are not discretionary but rather are the result of the mandatory adoption of new accounting standards. The most common example of a discretionary change is for inventory methods.
 

Charges: Commonly used in accounting in referring to expenses and losses.
 

Compound interest: Interest paid upon interest earned “and principal invested.”
 

Comprehensive income: An expanded measure of income that includes items of other income in addition to traditional realized net income.
 

Conglomerate merger: A combination of firms in unrelated industries.
 

Consolidation: A merger in which an entirely new firm is created.
 

Control: The power to direct the management and policies of a business enterprise.
 

Control premium: An amount (expressed in either dollar or percentage form) by which the pro rata value of a controlling interest exceeds the pro rata value of a noncontrolling interest in a business enterprise, reflecting the power of control.
 

Core competency: A firm’s key strength that meets the following three conditions, specified by Gary Hamel and C. K. Prahalad in “The Core Competence of the Corporation” (Harvard Business Review, May-June 1990): It provides consumer benefits, it is not easy for competitors to imitate, and it can be leveraged widely to many products and markets.
 

Core earnings: Earnings exclusive of the effects of nonrecurring items (see
Sustainable earnings base). Also refers to earnings that derive from only the primary, or core, activities of the firm.
 

Correlation: A measure of the joint variation or association between two or more variables, such as the rates of return of two investments.
 

Cost approach: A general way of estimating a value indication of an individual asset by quantifying the amount of money that would be required to replace the future service capability of that asset.
 

Cost of capital: The expected rate of return (discount rate) that the market requires in order to attract funds to a particular investment.
 

Cost of capital: The cost to a company of the long-term capital it raises from debt and equity investors. Long-term investors provide capital expecting a rate of return, and this expected return is the company’s cost of capital.
 

Cost-plus pricing: A pricing strategy where products and services are priced based on cost to develop plus a predetermined margin.
 

Country risk: The risk of conducting business in another country. Major components include repatriation risk, foreign exchange risk, and political risk.
 

Covariance: A product of the correlation between the rates of return of two investments, and the standard deviation of the rates of return of each of the two investments. Covariance captures the extent of association between the two investments and the volatility of each of the two investments.
 

Current: Generally means within a year.
 

Current ratio: Current assets divided by current liabilities.
 

Debt providers: Organizations that specialize in providing debt funding to businesses (e.g., banks).
 

Deferred tax valuation allowance: A portion of a deferred tax asset that is judged unlikely to be realized.
 

Demographic: Statistical characteristics of human populations (such as age, income, gender) used to identify markets.
 

Depreciation: The portion of the total initial cost of a tangible asset expensed each period to allow for wear, tear, and obsolescence.
 

Discontinued operations: Operations that constitute a separable business that are sold or otherwise ended.
 

Discount rate: A rate of return (cost of capital) used to convert a monetary sum, payable or receivable in the future, into present value.
 

Discounted cash flow: When discussing the time value of money, we assume that money invested or saved will earn interest; therefore, a known dollar amount today is worth more than that same dollar amount in the future.
 

Distribution channel: A chain of intermediaries that a firm’s product must go through in order to reach the customer. Also known as channel. See
Multichannel distribution strategy.
 

Diversification: The reduction of risk that occurs when an investor holds many different stocks or assets in a portfolio. This reduction of risk occurs due to variation in the rate or return earned by the different stocks or bonds in a portfolio.
 

Doriot, Georges: Founder of American Research and Development Corporation in 1946, the first publicly owned venture capital firm.
 

Economy of scale: The decrease in the marginal cost of production as a firm’s output expands.
 

Effective income tax rate: Total income tax provision (expense) deducted from pretax income from continuing operations divided by pretax income from continuing operations.
 

Efficient search sequence: A pattern of searching for nonrecurring items that is designed to maximize their discovery and minimize search time.
 

Entrepreneurship: The practice of starting new organizations or revitalizing mature organizations in response to identified opportunities.
 

Equity: Interest or ownership in a business.
 

Equity risk premium: A rate of return in addition to a risk-free rate to compensate for investing in equity instruments because they have a higher degree of probable risk than risk-free instruments (a component of the cost of equity capital or equity discount rate).
 

Eurozone: The countries in Europe that have adopted the euro as their official currency.
 

Exchange rate: The amount of currency in one country that can be purchased by one unit of currency in another country.
 

Exchange rate risk: The risk of an adverse movement in exchange rates affecting prices of exports and the value of assets or liabilities.
 

Express warranty: A guarantee that is provided by a seller of a good or service to a buyer that the product or service will perform as required in the contract, and that, if not, it will repair or replace as necessary.
 

Extraordinary gains and losses: Revenues or gains and expenses or losses that are both unusual and nonrecurring.
 

Face or par value: The amount that is paid to bondholders when a bond matures and is retired. The interest paid to bondholders is also based on the face or par value.
 

Fair market value: The price, expressed in terms of cash equivalents, at which property would change hands between a hypothetical willing and able buyer and a hypothetical willing and able seller, acting at arm’s length in an open and unrestricted market, when neither is under compulsion to buy or sell and when both have reasonable knowledge of the relevant facts.
 

FIFO:
See
First in, first out (FIFO) inventory method.
 

Financial Accounting Standards Board (FASB): A private-sector organization that plays the primary role in the formulation and promulgation of generally accepted accounting principles (GAAP).
 

Financial distress: The condition that exists when a company is experiencing problems and may be unable to pay, or has actually failed to pay, the interest and principal owed on its debt.
 

Financial leverage: The use of debt to finance by a company. A company that has borrowed money from long-term investors is using financial leverage.
 

First in, first out (FIFO) inventory method: A method of computing cost of sales that includes the oldest inventory costs first in the computation of cost of sales.
 

Fixed expense: Expenses or costs that do not change with sales volume.
 

Free cash flow: The cash flow generated by the company that is available to long-term investors. Free cash flow is calculated as after-tax operating profits, plus depreciation expense, minus capital expenditures, minus the increase in net working capital (or plus the decrease in net working capital).
 

Future value (FV): Value at the end of a time period.
 

FVAN: Future value of an annuity.
 

GAAP: See Generally accepted accounting principles.
 

Generally accepted accounting principles (GAAP): The body of standards, rules, procedures, and practices that guide the required form and disclosures in the preparation of financial statements in the United States. For commercial firms, the primary bodies involved with adding to or modifying existing GAAP are the Financial Accounting Standards Board (FASB), and the Securities and Exchange Commission (SEC). For non-U.S. firms using International Financial Reporting Standards (IFRS), the primary source is the International Accounting Standards Board.
 

Generally accepted auditing standards (GAAS): The rules and regulations of the Public Company Accounting Oversight Board (PCAOB) regarding the planning, performance, recording, and reporting of public company audits. Not to be confused with GAAP.
 

Going private transaction: The conversion of a public firm into a private company, usually by either a leveraged buyout (LBO) or a management buyout (MBO), often initiated by a private equity firm.
 

Goodwill: As it relates to valuation, that intangible asset arising as a result of name, reputation, customer loyalty, location, products, and similar factors not separately identified. It is the excess of purchase price over fair market value of net assets acquired under the purchase method of accounting; goodwill appears on the acquirer’s balance sheet as an intangible asset and is amortized over a period of not more than 40 years.
 

Gross margin: Difference between revenues and cost of goods sold.
 

Health Insurance Portability and Accountability Act (HIPAA): Enacted by Congress in 1996. As part of the act, Congress codified various privacy rights that are placed upon health care providers regarding the protection of patient health care information.
 

Horizontal merger: A merger of firms producing similar goods or services.
 

Hurdle rate: The cost of the capital used to fund an investment project. If the rate of return of the project clears the hurdle rate, the project should be accepted. If the rate of return of the project is less than the hurdle rate, the project should be rejected.
 

Impairment: Results from the loss in value of goodwill; impairment is the result of the write-down of goodwill.
 

Implied warranty: An implied guarantee that the good or service being sold is both merchantable (must be fit for the ordinary purpose for which such goods are sold) and fit for a particular purpose.
 

Income approach: A general way of determining a value indication of a business, business ownership interest, security, or intangible asset using one or more methods that convert anticipated benefits into a present single amount.
 

Income from continuing operations: A measure of financial performance for the period that excludes the effects of discontinued operations, extraordinary items, and the cumulative effect of accounting changes. All other revenues, gains, expenses, and losses are included in the computation of income from continuing operations.
 

Income statement: A financial statement reporting revenues (such as sales), expenses, and income, and their respective dollar amounts, for an enterprise over a given period of time.
 

Intangible assets: Nonphysical assets (such as franchises, trademarks, patents, copyrights, goodwill, equities, mineral rights, securities, and contracts as distinguished from physical assets) that grant rights, privileges, and have economic benefits for the owner.
 

Intellectual property (IP): The rights that a company or individual has over creations such as inventions or artistic creations. They are usually legalized in the form of a patent, copyright, trade secret, or trademark and are protected by law.
 

Interest rate: Compensation paid for use of money over a period of time.
 

Internal control: The policies and practices intended to protect assets and to assure accurate financial reporting and disclosure.
 

International Accounting Standards Board (IASB): A private-sector organization, located in London, that issues pronouncements and interpretations to formulate International Financial Reporting Standards.
 

International Financial Reporting Standards (IFRS): The international counterpart to U.S. GAAP, adopted by more than 100 countries and planned to replace GAAP within a few years.
 

Invested capital: The sum of equity and debt in a business enterprise. Debt is typically long-term debt.
 

Investment risk: The degree of uncertainty as to the realization of expected returns.
 

Investment value: The value to a particular investor based on individual investment requirements and expectations.
 

Irregular items of revenue, gain, expense, or loss:
See
Nonrecurring items.
 

Leverage: The proportion of long-term debt to common equity.
 

Liabilities: Obligations and debt that an enterprise must pay in the future.
 

Liability: An item, and its dollar amount, that is payable by the enterprise.
 

LIFO inventory method: A method of computing cost of sales that charges the most recent inventory costs into cost of sales. The most recent (last in) inventory items go into the cost of sales computation first (first out).
 

LIFO liquidation: A reduction in the physical quantity of inventory by a firm using the LIFO method. Typically, older and lower costs will be associated with the liquidated quantities. This has the effect of reducing cost of sales and increasing earnings. This earnings increase is treated as nonrecurring in the computation of sustainable earnings.
 

LIFO reserve: The excess (typically) of the replacement cost (or FIFO carrying value) of LIFO inventory over its LIFO carrying value.
 

Limitation of liability: An agreement in a contract that, in the event of a breach of the contract, the party breaching the contract cannot be held liable for a specific monetary amount, regardless of the damages that the other party has suffered. In many contracts, it is not unusual for the seller to have limited its liability to the amounts paid under the contract.
 

Liquidity: The ability to quickly convert property to cash or pay a liability.
 

Management’s discussion and analysis (MD&A) of results of operations and financial condition: A required report under Securities and Exchange Commission regulations. The discussion of operations is required to include material nonrecurring items of revenue, gain, expense, and loss.
 

Market approach: A general way of determining a value indication of a business, business ownership interest, security, or intangible asset by using one or more methods that compare the subject to similar businesses, business ownership interests, securities, or intangible assets that have been sold.
 

Market capitalization: The total value at market prices of the securities in issue for a company, a stock market, or a sector of a stock market, calculated by multiplying the number of shares issued by the market price per share.
 

Market demand pricing: A pricing strategy where products services are priced based on current market prices.
 

Market segment: A subgroup of a population determined by shared characteristics and product/service needs. A market can be divided into segments through the use of demographic and psychographic characteristics.
 

Marketability: The ability to quickly convert property to cash at minimal cost.
 

Material: Significant in amount or in importance.
 

Material items: Items of sufficient size to have the potential to influence decision makers or other users of financial statements. Generally accepted accounting principles do not offer a specific quantitative definition of materiality.
 

MD&A:
See
Management’s discussion and analysis (MD&A) of results of operations and financial condition.
 

Merger: The combination of two or more companies into a single entity.
 

Milestone: A significant point in development. Mostly used in business as a benchmark to gauge progress.
 

Minority discount: A discount for lack of control applicable to a minority interest.
 

Minority interest: An ownership interest less than 50% of the voting interest in a business enterprise.
 

Misstatements: Materially incorrect numbers in financial statements, due to error or fraud. Multichannel distribution strategy: A distribution strategy that utilizes multiple channels to reach the customer (such as retail and online).
 

Multinational corporation: A company that does business in more than one country.
 

Multistep income statement: An income statement format that includes one or more profit subtotals such as gross profit and operating profit (see also
Single-step income statement).
 

National Association of Securities Dealers Automated Quotation (NASDAQ) system: An electronic system set up by NASD for trading stocks. It is commonly referred to as the over-the-counter (OTC) market.
 

Net cash flow: Cash inflows less cash outflows. When the term is used, it should be supplemented by a qualifier (for instance, “to equity holders” or “to the firm”) and a definition of exactly what it means in the given valuation context.
 

Net cash flows to equity holders: Those cash inflows less outflows flows available to pay out to equity holders (in the form of dividends) after funding operations of the business enterprise, making necessary capital investments, and reflecting increases or decreases in debt financing.
 

Net cash flows to the firm: Cash received by the firm less the associated cash expenditures.
 

Net operating loss carryforward: Under U.S. tax law, operating losses can be carried back and set off against profits in the previous three years. A refund of taxes can be obtained. If the loss is greater than the profits in the three previous years, then the loss can be carried forward for 20 years and set off against the profits of future years. The carrying forward of a loss may produce a future tax savings. In contrast, the carrying back of a loss produces a tax refund.
 

Net present value: Total present value of cash flows over a time period.
 

Noncurrent: Generally means longer than a year.
 

Nonrecurring items: Items of revenue, gain, expense, and loss that appear in earnings on only an infrequent or irregular basis, fluctuate significantly in terms of amount and/or sign, and are often not related to the core operational activities of the firm.
 

Nonsystematic risk: The risk associated with the unique or nonmarket factors that affect only a particular company. These factors are reduced or diversified when the company’s common stock is held in a portfolio. Nonsystematic risk is not relevant and is not rewarded in stock investing, because it can be diversified away.
 

NPER or Nper:
N = number of periods.
 

Offshore outsourcing: The outsourcing of a manufacture, process, design, or function to a third-party company located outside the company’s base of operations in its own country.
 

Operating income: An intermediate, pretax measure of financial performance. Only operations-related items of revenue, gain, expense, and loss are included in the computation of operating income. Often considered equivalent to earnings before interest and taxes (EBIT).
 

Opportunity cost: A benefit forgone as a result of pursuing an alternative action.
 

Ordinary annuity: An annuity that pays installments at the end of each time interval.
 

Organization chart: A diagram illustrating the structure of an organization and positions within the organization.
 

Other comprehensive income: A set of unrealized income elements that are added to conventional net income to arrive at comprehensive income. The key other comprehensive income items are foreign currency translation adjustments, unrealized gains and losses on certain securities, and adjustments related to defined benefit pension plans.
 

Outsourcing: The subcontracting of a manufacture, process, design, or function to a third-party company.
 

Override: The noncompliance or bypassing or subversion of internal controls by top management.
 

Payment per period (PMT): Payment based on constant periodic amounts and a constant interest rate.
 

Pecking order theory: A theory of capital structure that holds that financial managers finance companies in a particular order: internal funds first, followed by safer debt securities, followed by riskier equity securities.
 

Perpetuity: A series of cash flows that go on forever.
 

Political risk: Risk arising from political change within a foreign country. This may include seizing the assets of a foreign company, changes in tax policy, changes in environmental and work regulations, or demands for bribes or other payments.
 

Pooling of interests method: A method not used since June 2001 in which after an acquisition the bidder and target firm balance sheets were combined simply by adding book values.
 

Portfolio: A collection of stocks or assets. Investors hold their stocks or assets in portfolios to reduce the overall risk of their investments.
 

Premise of value: An assumption regarding the most likely set of transactional circumstances that may be applicable to the subject valuation (e.g., going concern, liquidation).
 

Premium: The amount over current market price paid to the target to execute an acquisition.
 

Present value (PV): Value today of a future amount of money.
 

Primary target audience (PTA): A group of potential customers identified by demographic and psychographic data that will be the focus of the company’s early marketing and sales efforts.
 

Proxy contest: An attempt to gain control of a corporation by soliciting shareholder votes.
 

Psychographic data: Information that categorizes customers based on their personalities, psychological traits, lifestyles, values, and social memberships.
 

Purchase method: After the acquisition, the target firm’s assets are put on the bidder’s balance sheet at their fair market value; often creates the intangible asset goodwill.
 

PVAN: Present value of an annuity.
 

Quick ratio: (Current Assets - Inventories)/Current Liabilities. Also known as the acid test ratio.
 

Rate of return: An amount of income (loss) and/or change in value realized or anticipated on an investment, expressed as a percentage of that investment.
 

Regulation D: Under the Securities Act of 1933, all offers to sell securities must either be registered with the SEC or meet an exemption. Regulation D contains three rules (Rules 504, 505, and 506) offering exemptions from registration requirements, allowing smaller companies to offer and sell securities without having to register the securities with the SEC.
 

Repatriation risk: The risk that governments will not allow money to flow out of a country.
 

Request for proposal (RFP): A request made by a company to a vendor or supplier to submit a proposal for a specific product or service.
 

Required return: The return required by a corporation to invest in a project. It is weighted average cost of capital (WACC), adjusted for risk.
 

Residual value: The prospective value as of the end of the discrete projection period in a discounted benefit streams model.
 

Restatements: Corrected financial statements, usually to replace financial statements that have been materially misstated—or more rarely to allow for mergers or other legitimate factors (as opposed to error or fraud).
 

Restructuring charges: Expenses typically recognized in conjunction with downsizings, reengineerings, reorganizations, and comparable activities. The expenses are usually made up of cash costs, accruals of obligations for future expenditures, as well as the write-down of assets.
 

Risk premium: A rate of return in addition to a risk-free rate to compensate the investor for accepting risk.
 

Risk-free rate: The rate of return available in the market on an investment free of default risk.
 

Secondary target audience (STA): A group of potential customers identified by demographic and psychographic data that will be a secondary or alternative focus of the company’s early marketing and sales efforts. See also
Primary target audience.
 

Securities and Exchange Commission (SEC): The federal government regulatory authority over U.S. financial markets.
 

Shareholder class action: A lawsuit brought by a group of shareholders of a public company against usually the officers and directors of the company for breach of their fiduciary duties or fraud.
 

Simple interest: Interest paid only on the principal.
 

Single-step income statement: An income statement format that simply deducts expenses and losses from revenues and gains in arriving at a single measure of income from continuing operations.
 

Solvency: The ability to pay the bills and to meet all financial commitments.
 

SOX: The Sarbanes-Oxley Act of 2002.
 

Standard of value: The identification of the type of value being utilized in a specific engagement (e.g., fair market value, fair value, investment value).
 

Statement of Financial Accounting Standards (SFAS): A pronouncement of the Financial Accounting Standards Board; these statements are the central elements of generally accepted accounting principles (GAAP).
 

Stock acquisition: The purchase of a controlling interest in a firm by buying its outstanding equity.
 

Sustainable earnings base: A revised historical earnings series from which the effects of all nonrecurring items have been removed (see
Core earnings).
 

Sustainable earnings worksheet: A worksheet used to organize and summarize nonrecurring items so that their effects can be removed from as-reported net income in order to arrive at a sustainable earnings base.
 

Synergy: The incremental value generated by the combination of two or more firms; sources may include cost savings and revenue enhancement.
 

Systematic risk: The risk associated with common or market factors that affect all of the companies in an economy. These factors cannot be diversified away by holding a portfolio, because all of the assets or stocks in the portfolio are affected by these factors. When using the capital asset pricing model, systematic risk is measured by beta.
 

Takeover: The transfer of corporate control from one group of shareholders to another. Target: A firm that is the subject of takeover or acquisition activities.
 

Taxable transaction: An acquisition in which the target firm shareholders are immediately subject to capital gains on their sale of shares.
 

Tax-adjusted nonrecurring items: Pretax nonrecurring items of revenue, gain, expense, and loss that are multiplied by 1 minus a representative income tax rate. The result is the after-tax effect of each of these items on net income.
 

Tax-free transaction: An acquisition in which the primary consideration paid to the target’s shareholders is the acquirer’s common stock, thereby deferring capital gain taxes until the new shares are sold.
 

Tender offer: A public, open offer to shareholders to buy their stock at a certain price during a specific time, subject to getting a minimum number of shares.
 

Terminal value: The value of a company once it matures and attains a constant and perpetual growth rate. Calculating terminal value captures the value of all the cash flows to investors in all of the company’s constant and perpetual growth years.
 

Tertiary target audience (TTA): A group of potential customers identified by demographic and psychographic data that will be the focus of the company’s later marketing and sales efforts. See also
Primary target audience.
 

Time value of money: Value of a dollar today (present value) versus what the value of that same dollar will be in the future (future value).
 

Trade-off theory: A theory of capital structure holding that financial managers choose the capital structure that minimizes the company’s cost of capital. This minimum point occurs when the debt tax shield benefits from new debt are exactly offset by the costs of financial distress from new debt.
 

Unsystematic risk: The portion of total risk specific to an individual security that can be avoided through diversification.
 

Valuation (of a company): The market value of a company. (See
Market capitalization.)
 

Valuation date: The specific point in time to which the valuator’s opinion of value applies (also referred to as “effective date” or “appraisal date”).
 

Value proposition: The value of a business’s products and services to its customers.
 

Variance and standard deviation: Variance is a measure of the dispersion of individual observed returns around the mean of the individual observed returns, and standard deviation is the square root of variance.
 

Vendor: A seller of goods.
 

Venture capitalist: A financial institution specializing in the provision of equity and other forms of long-term capital to enterprises, usually to firms with a limited track record but with the expectation of substantial growth. The venture capitalist may provide both funding and varying degrees of managerial and technical expertise. Venture capital has traditionally been associated with start-ups; however, venture capitalists have increasingly participated in later-stage projects.
 

Vertical merger: A merger in which the two firms are from different stages from the same industry or production process; for example, an automobile manufacturer purchases a steel-maker.
 

Weighted average cost of capital (WACC): The cost of capital (discount rate) determined by the weighted average, at market value, of the cost of all financing sources in the business enterprise’s capital structure.
 

Whistle-blower: Person who reports or reveals apparent irregularities.
 

Willfulness: In an IP context, willfulness is deliberate disregard for the ownership of another’s IP rights. If a finding of willfulness is determined, then treble (triple) damages may be assessed by the courts.
 

Work for hire: A clause in a contract that legally assigns the intellectual property developed as part of a project to the contracting party. Absent this clause, copyright law provides for the ownership of a copyright to reside with the author of the product.
 

Working capital: Current assets less current liabilities.
 

Yield to maturity: The rate of return investors will earn if they purchase a bond at its current price and hold the bond until maturity. The cost of debt for a company is the current yield to maturity of its bonds, because if investors are willing to buy and hold the bonds, earning the yield to maturity, then this rate must be investors’ required rate of return.
 

Y2K: The year 2000 problem was the result of legacy software not capable of processing dates past 12/31/99. As a result, companies spent millions of dollars to retrofit their software to accurately process dates in the new millennium.
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operational (transaction) systems
 

strategic information systems
 

Information technology and the firm
 

historical perspective
 

information systems
 

information technology strategy
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Internet protocol (IP) address
 

Internet search engines
 

Internet service providers
 

Internet technology
 

Interpreting information in the operating activities section
 

“In the money” status
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Normalizing earnings
 

Normalizing revenue and expenses
 

Notebook computers
 

Notes
 

Notes to financial statements
 



 

Objectives
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Operating expenses
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Procurement software
 

Production cost
 

Productivity tools
 

Product mix
 

Product sales vs. growth
 

Product/service description
 

Product/service strategy
 

Professional corporations
 

Professional presentation
 

Profile of students’ post-MBA careers
 

Profile of students’ pre-MBA careers
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Profit-sharing plans
 

Projected balance sheet
 

Projected cash flow statements
 

Projected financial statement vs. actual financial statement
 

Projected income statement
 

Projected net present value
 

Projecting cash flows
 

Projection process
 

Project management software
 

Project size, internal rate of return (IRR) and
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Sale of the corporation
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Sales strategy
 

Sarbanes-Oxley (SOX) legislation
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Regulation D,
 

Regulation G
 

Securities Exchange Act of 1934,
 

Security backdoors
 

Security market line (SML)
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Short-term cash needs
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Projected Balance Sheet as of December 31, 20XX

Assets Liabilities and Equity
Cash Accounts payable: 5 40,000
Inventory
Current assets Current libilities 10,000
ined assets: Equity
quipment 536,000 Capital:Jan. 1 100000
Less depreciation 3,600 Add net income

Net equipment 100 Less drawings
Capital: Dec. 31

Liabilities and equity

Total assets
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Projected Balance Sheet as of December 31, 20XX

Assets Liabilities and Equity

Cash $35600  Bankloan 5 40000
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Equipment Capital: Jan. 1 100,000
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Net equipment Less drawings
Capital: Dec. 31
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Total assets
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Projected Cash Flow Statement for the Year Ending
December 31, 20XX

Add depreciation
Add increase in current liabilities
Total cash from operations (a)

Drawings (71,000) Negative cash
Bank loan repaid (10.000) Negative cash
Net cash from financing (b) TILO0O) Negatice cash
Total sources of cash (a + b) S 16600 ($127600 cash from operations less
111,000 negatice cash from financing)
Uses of Cash
Total uses of cash 0
Total sources less total uses of eash $ 16,600 Net cash increase:
Addc ngof year 21,000

Cash
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Projected Balance Sheet as of December 31, 20XX

Assets Liabilities and Equity

Cash Accounts payable § 40000

Tnventory

Current assets ent liab 10000

Fixed assets Equity

Equipment Capital:Jan. 1 100,000

Less depreciation Add net income 51000

Net equipment Less drawings (71.000)
Capital: Dec. 31 113,000

Total assets

Liabilities and equi
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Years Ended June 30 XXXI XXX2  XXXB
Operations.
Netincome $1490 s s 9421

Adjustments to convert net income
to a cash basis

Cash from operations

Financing

Stack repurchased, net

Stock warrants sold

Preferred stock dividends

Cash from financ

Investing

Additions to property and equipment
Net additions to Investments

Net cash invested

Net change in cash

$(1,509) (1,600
538 766
(25) (28)

5% 5 (862

§72m) 3L
162 1081
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Years Ended June 30

Revene

Cost of revenue
Research and developm
Other expenses

Total expenses

Operat
Investment income

Income before income taxcs
Tncome
Net income

3,787

1375
4851
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Simplified Balance Sheet as of December 31, 20XX

Assets Liabilitics and Equity
Working capital ~ $ 40,000 Long-term debt $ 30,000
Fised assets, net 80000 Equity 90.000

Total assels 130,000 Liabilities and equity  $120.000
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Change

Year | Years 13
Sales. 100.0% 0.0%
Less cost of goods sold 7
Gross profit 333%
Less expenses
Salaries 56%
Rent 50
Phone and utlites 20
Depreciation 05
Interest 08
Total expenses 139%
Income before taxes 194%
Income tax expense (10%) 78

Net Income
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Return on Total Assets Before Tax  After Tax

EBIT/Total Assets = $36,000/8120,000 30%
EBL/Total Assets = $21,600/$120,000 15%
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Income before interest and taxes (EBIT)
Less interest expense.

Income before income taxes

come taes (40%)

Net income

Less
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Ratio Numerator Denominator.

Short-Term Liquidity

Current ratio Current assets rent lsbilties
Quick ratio (acid test) Current assets rent labilties
(excluding inventory)
Receivables tumover Credit sales Accounts receivable
Inventory turnover Costofsales Inventory
Payables tumover. Cost o sales Accomnts payable
Long-Term Solvency
Interest coverage EBIT Interest on long-term debt
Debtto eapital Long-term debt Long-term debt + Equity
Profitability on Sales
Gross profit ratio Gross profit Sales
Operating expense ratio Operating expenses Sales
SG&A expense ratio SG&A expenses Sales
EBIT ratio EBIT Sales.
Pretax income ratio Prtaincome ales
Netincome ratio Netincome Sales
Profitability on Incestment
Retumn on total assets:
Befor tax EBIT Total assets”
After tax EBIT x (1-Taxrate)  Total assets”

Return on equity Net income: common”

ol Assets = Fived Asets + Working Capial (Current Assets~ Curent Linbilies)
Flotal Assts = Fied Asets + Working Capita (Current Assets ~ Curent Libilis)
“Net Tncome - Preferred Dividends

nmon equity
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Ratio

Caleulation

Abbreviation

Profit margin®
Asset tamove
Retum on assets”
Leverage

Rotum on equity

Book to market

Eamings to price

Net Income/Sales

Sales/Total Assets

Net Income/Total Assets

Total Assets/Common Equity

Net Income/Common Eq
Book Value of C i

Market Value of Cor

Earnings per Common Share
Price per Common Share

NIS
STA

NITA
TAIGE.
NICE

CEAMV

EPS/MVPS
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Quarter 4 3 1
Netsales $1870 31825 82313
Gross mar $1,122 51016 1377
Gross margin % 25% 30% 2%
Operating costs § 353 5 875 $ 409
Operating income 5 61 s 165 s 100
Operating income % 4% 9% 4%
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150,000
($150,000 + $300,000)
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Ferm Debt

Debt-to-Equity Ratio = ——2
Y {Long-Term Debt + Equity)
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Income Statements for Years Ended Decomber 31

Year | Year 2
Sales 720,000 $500,000
Less cost of goods sold 480000 530000
Gross profit 210000 270,000
Less expenses
Salaries $ 40,000 $ 49,600
Rent 36,000 49400
Phone and utilties 14400 19.400
Depreciation 3600 3600
Interest 6000 65000
Total expenses

Income before taxes
Income tax expense (40%)
Netincome
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100,000
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Cost of Goods Sold

Inventory Tumover =
Toventory
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100,000
516,600

Accounts Paable Turnover about 6
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Cost of Goods Sold
Accounts Payable Turnover = - 0C 22C
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ide detailed information about the items in the financial statements and
formation. This detailed and supplementary information is of
ludes details such as the following:

The Notes pro
also supplementary
substantial value and

1. Summary of Significant Accounting Policies
2. Recent Accounting Developments

3. Acquisition of Certain Assels

4. Commitments

5. Acerued Liabilities

6. Revolving Credit Facility

[}

portance. It

. Long-Term Debt
. Leases
9. Project Early Departure
10. Derivative and Financial Instruments
11, Comprehensive Income
12 Common Stock
13. Stock Plans
14. Employee Retirement Plans
15. Income Taxes
16. Net Income pes
17. Contingencies

Share
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Years Ended June 30 XXx2 XXX3

Current Assts
Cash and equivalents
Short-term investments
Accounts receivable

Other

Total current assets

Property and equipment, net
Tnvestments

Total fised assets

Total assets

54316

Current Liabilities
Accounts payable

Other

Total current liabilities
Noncurrent liabiltes
Total lisbilties

Preferred stock

Common stock

Retained carmings

Total equity

Total liabilities and equity
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Selected Sections of Projected Balance Sheet as of December 31, 20XX

Assets Liabilities and Equity
Cash $ 40,600 Accounts payable 40,000
Tnventory 50,000

Current assets 120,600 Current liabilities 40,000
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Company

Nonrceurring ltem

Expenses
Abbott La
Advanced Miero Deviees, Ine. (2005)
Electronic Arts (2007)

Tron Mountain, Inc. (2006)

Northrop Grumman Corporation (2007)

Reventes or Cains
Alliant Energy Corporation (2006)
EMC Corporation (2007)

Magma Design Auton
Motorola, Inc. (2007)
Sprint Nextel Corporation (2007)
Starbucks Corporation (2006)
“Tektroniy, Inc. (2005)

on, Inc. (2006)

Forcign exchange loss
Forcign currency transaction loss
Losses on strategic investments

Loss on early extinguishment of debt
Litigation charges

ain on sale of investment

n sale of VMware stock to Cisco

ain on extinguishment of debt

Sains on sales of investments and businesses
Gain on sale of imvestments

Income on unredeemed value card balances
Gain on sale of investment
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Company

Nonrecurring Item

Expenses or Losses
Abbolt Laboratories (2007)

Adobe Systems (2007)

AGCO, Ine. (2007)

Amazon.con (2005)

ConocoPhillips (2007)

FedEx Corporation (2007)
Hewlett-Packard (2007)

Interface, Inc. (2007)

Kimberly-Clark Gorporation (2007)
Limited Brands, Inc. (2007)
McDonald's Corporation (2007)
Navigant Consulting, Inc. (2006)
Northrop Grumman Corporation (2005)
Novartis, Inc. (2007)

Pacific Sumvear of California (2006)
Sprint Nextel Corp. (2007)

United Natural Foods (2007)

Waier Music Group Corp. (2005)
Weyerhacuser Company (2006)

Recenues or Cai
Alliant Energy Corporat
H Inc. (2006)
Tron Mountain (2007)

Limited Brands, Ine. (2007)
McDonsld's Corporation (2007)
Southwest Airlines (2007)
Weyerhacuser Cotnpany (2005)
Yum! Brands, Inc. (2007)

Purchased in-process R&D charges

Restructuring charges

cwill impairment charge

Patent lawsuit settlement charge

Expropriated assels impairinent charge

Trademark impairment charge

Pension curtailments and settlements

Loss on sale of  subsidiary

Asset impairments

Loss on divestiture of Limited Stores

Loss on sale o interest o licensece

Litigation charge

Hurricane Katrina charge

remediation charge

Inve down

Severance, exit costs, and asset imp
ets held for sale

tion of management

Facilties closure charge

ission assets
i on sale of property. plant, and
ment
1 on divestiture of Express
o on transfer of interest to licensce
1 hedge gains
Reversal of ltigation acerual
Refranchising gains
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2007 2006 2005
Netsales SI0301 810565 811,995
Costof goods sold TS 8159 8864
Gross profit 2516 2409 231
ling, general, and administrative expenses 1764 1950 2210
arch and development costs 535 578 739
Restructuring costs and other 513 16 665
icome) expenses, net 96) 9 (10)
wing operations before interest,
other income (charges), net, and income taxes @0) @) (107)
Interest expense u3 172 139
Other income (charges), net 87 5 1
Loss from continuing operations before
income taxes @6) G5 (1208
(Benefit) provision for income taxes 1) 221 1
Loss from continuing operations @) (s04)  (1657)
Eamnings from discontinued aperations, net of
income taxes 881 203 51
Loss from cumulative effect of accounting
change, net of income taxes > -
Net camings (loss) 5 67§ (601)

‘Note: Per-share amounts omitted.
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Income from continuing operations 3000

Discontinued operations 000
Extraordinary items 000
Cumulative effect of changes in accounting principles _o00
Net income. 000
Other comprehensive income _o00

Comprehensive income 5000
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Number of Companics

Subject of Change 2006 2005 2004
Stock-based compensation (SFAS 123R) o7 3 16
Defined benelit pension and postretirement plans

(SFAS 135) 301 - e
Asset retirement obligation 20 9 9
Inventories s 7 1
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Company

Principal Business

Discontinued
Operation

Campbell Soup Company

alth, Inc. (2007)

Monster Worldwide, Inc.
(2006)

Motorola,Inc. (2006)

Plizer, Inc. (2006)

Branded convenience foods
Pharma wholesaler

Modular carpet
e cmployment agent

Communications technology
Pharmaceutica

Godiva chocolates

na technology
and services

Fabrics

Advertising

Automotive electronics
Consumer health care.
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Company

Nonrecurring ltem

Separately disclosed i both the income satement and satement of cash flows

Baxter Intemational (2007)
Eastman Kodak (2007)

eBay (2007)

Limited Brands (2007)

Merck & Company (2007)

New York Times Company (2007)
Office Depot (2006)

Restructuring charge

Restructuring charges

Impairment of goodwill

Gain on sale of Express

U.S. Viows settlement agreement chrge
Loss on sale of assels

Asset impairments

Separately disclosed only in the statement of cash flows

Baxter International (2006)
Denny’s Corporation (2007)
Eastman Kodak (2007)
Limited Brands (2007)
Office Depot (2005)

Plizer (2007)

“TJX Companics (2007)
Under Armour (2007)
United States Steel (2005)
Yahoo! (2007)

Infision pump charges

Loss on carly extinguishment of debt

Gains on sales of businesses

Gains on sales of assels

ity closure costs and impairment charges
Intangible asset impairments

Losses on property disposals

Forcign currency exchange gai
Property tax setlement gain
ins on sales of investments
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2007 2006 2005
st flows from operations:
Net income (loss) SLTOT  SL39T s 9%
Adjustments to reconcile net income (loss) to net
cash provide from (used in) operating activities:
Depreciation and amortiztion 81 575 550
Deferred income tases 126 5 201
Stock compensation 136 91 9
Infusion pump charges il k) 126
Hemodilysis instrument charge o — 50
Average wholesale pricing litigation charge 56 — —
Acequired in-process and collaboration research
and development 61 — -
Restructuring charge (adjustments) 0 — (09
Other ®) 3 5
Changes in balance sheet items:
Accounts and other current receivables s e T
Inventories @y @) 55
Accounts payable and accrued la 1 1 @)
Restructuring payments @
Other 55 9 _(3)
Gash flows from operations 235 52183
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Year Ended Year Ended

August 25, 2007 August 26, 2006
Inventories consist of the following:
Finished goods s 45,189 $33.420
Work in process L1 35,166
Raw materials 37.007 10,080
33913 108,665
LIFO reserve ©2705) ©15%5)

5101305

The above value of inventories, before reduction for the LIFO reserve, approximates
replacement cost at the respective dates.
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2007 2006 2005

Cash flows from investing activities:
Acquisitions of and nvestments in businesses
and technologies (su2) 33 (17
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Year Ended

ov. 30 Dee. | Dee.2
2007 2006 2005
Revenue:
Products 83019524 51923278
Services and support 138357 13013
Total revenue F157.581 1966321
Cost of reven
Products 270518
Services and support
Total costof revenue
Gross profit
Operating expenses:
Research and development 61322 539681 363328
Sales and marketing 981358 867145 593323

General and administrative M98 231597 166,655
Restructuring and other charges 555 20251 -
Amortization of purchased intangibles

and incomplete technology 69573
Total operating expenses 1731550
Operating income. 85755 55129

Non-operating income:
Investment gain (loss),net 7134 61,219 (1.310)
Interest and other income, net 67,185 38,643

“Total non-operating income s 3
Income before income taxes Sk A
Provision for income taxes 223383 173918 162937

Net income.

Nores Paralaiss Smecn Gt
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Years Prior to
Bankruptey

% False
Pos

6%
18%

% False
Negatives

3%
6%
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2007 2006 2005

‘GAAP net income: $57456 858519  $52,183
Investment write-down and discontinied product
(net of tax) 1090 — -

One-time acquisition charge (net of tax) -
Stock-based compensation expense (net of tax)
GAAP net income §55516
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Working Capital
Total Assels
Retained Eamings

Assels

Z=12x

+14

EBIT
Total Assets
Equity at Market Value
Debt
Sales
Total Assets

+33%

+0.6x

+10x
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2004
2005
2006
2007
2008

$ 24 million
113 million
40 million

38 million
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During 2007, we had operating incorne of $1.3 billion compared to an operating loss of
515 bilion in 2006. The following table summarizes the significant components of the
change in our 2007 aperating ncome (lss) (in millions; percentages rounded to the
nearest 0.5 percent):

Change
Percent
Amount  of Total

Changes in operating income (loss):
Tpact of botle and can price, cost, and mix on gross profit
Tmpact of botle and can volumic on gross profit

85%

Tpact of bottle and can selling day shift on gross profit 20
Tmpact of Jumpstart funding on gross profit (@3)
Seling, delive inistrative expenses 30)
Net impact of restructuring charges (35)
Gain on sale of land in 2007 10
Franchise impairment charge in 2006 1955

Currency exchange rate changes
Other changes
Change in operating income (loss)
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2007

2006 2005

Income (loss) before income taxes

Foreign currency gin (loss)

Income (lss) before income taxes and foreign
currency gain (loss)

Net sales reventie

Pretax profit margin:
As reported
As adjusted before foreign currency gain (loss)

155962
1881

154,081
503976

30.9%
30.6%

$9180  (36551)
554 (1715)

3636 (4836)
134974 48,063

68%  (136%)
27%  (101%)
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2002
2003
2004
2005
2006

(8 41) million
113 million
95 million
50 million
(16) million
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Year Ended

2006 2005
Net sales 49,121
Cost of sales 1526
Research and development expense 1161
Selling, general, and administrative expense 1663
Amortization of intangibles 50
Restructuring charges 591
Purchased in-process rescarch and development

charge - -
Ashestos-related eredit 177 =
Equity in carnings of unconsolidated afflates 99 961
Sundry income—net BT 7S
Intercst income 185 138
Interest expense and amortization of debt discount 56 702
Income before income taxes and minority interests 102 639
Provision for income taxes 115 1752
Minority interests’share in income 9 82

Income before cu
change
umulative effect of change in accounting principle
Netincome

ive effect of accounting

Voter Pesahie aiowals omittad,
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Search

Step
|
2 Statement of cash flows—operating activities section
3 Inventory note, generally assuming that the firm employs the las in, first out
(LIFO) inventory method.
However, even with non-LIFO firms, inventory notes may reveal inventory
write-downs.
1 Income tax note, with attention focused on the tax rate reconcilition
schedule.
5 Otherincome (expense) note in cases where this amountis not detailed on
the face of the income statement
5 Management’s Discussion & Analysis (MD&A) of Financial Condition and
Results of Operations—Item T of the annual report, Form 10-K, filed with
the SEC.
1 Other notes that often include nonrecuring tems:

Note Nonrecurring items recealed

4. Propertyand cquipment  Gains and losses on assct sales

b, Longterm debt Gains and losses on debt retirement

. Foreign curmency Forcign currency gains and losses

A Restructuring Current and prospective impact of restructuring
activities

. Acquisitions and dispositions  Mergers and acquisitions (M&A) costs, gains
and losses on sale of businesses
£ Intangible assets Impairment charges
Contingencies Prospective revenues and expenses
b Segment data Various nonteeurring items
i, Quarterly data Various nonrecurring items
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NI/S x $/TA x TA/CE x CE/MV = NI/MV
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Profit Margin x Asset Tumover = Retum on Assets
NIS x S/TA = NUTA
Return on Assels x Leverage = Return on Equity
NUTA x TA/CE = NICE
Return on Equity x Book to Markel
NICE x CEMY

Eamings to Price
NIMY
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Taes on Income
Income from continuing operations before procision for taxes on income, minarity interests,
and the camulative effet of a change in accounting principles consists of the following

2006 2005
United States $ 085
International 9815
Total 510500

The deerease in domestic income from continuing operat
compared 0 2006 i due primvarly o the volume and geographic mi of produet sales and
restructuring changes in 2007 compare to 2006, s wella the impact of charges associated!
ith Esubers (sce Note 4. Asset Impairment Charges and Other Costs Associated with
Eiting Exabera), partially offset by lower IPR&D charges in 2007 of $253 millon. primarily
elated to our acquisitions of Bioresis and Embres, compare to IPRID charges in 2006 of
835 willion, primanly related o our acquisitions of Rinat and PowderMed.

“The increase in domestic income from continuing operations before taxes in 2006
compared 0 2005 isdue primarily to IPR&D charges in 2005 of $1.7

ed to our acaquisitions of Vieuron and Idun, the Bextra impai

product mix. among other fictors, partally offset by [PR&D charges recorded
535 millon, primarily rlated to o acquisitions of Rinat and PowderMed, and a 2006
charge of $320 million related o the impairment of the Depo-Provera intangble asset

“The provision for taxes on income from continuing operations before minority interests

and the cumulative effect of a change in accounting principles consists of the following:
2007 2006 2005
United States
“Taxes currently payable
deral S1303 s13m 25T

State and loeal 23 205
Deferred income taxes
Total US. tas (benefit provision
Tnternational
Tases currently payable
Deferred income taxes
Totalintemationsl tax provision
Total provision for tases on incorne






images/00068.jpg
2007 2006 2005
Operating ac
Netincom § 8,141 § 5085
Adjustments to reconcile net income to net cash
provided by operating actiities
Depreciation and amortization 5200 5293 5576
Share-based compensation expense 437 5 157
Acquisition-related in-process research
and development charges 253 s 1632
Intangible asset impairments and other
associated noncash charges 2220 320 1210
Gains on disposals @) @0 (1)
(Gains)osses on sales of discontinucd
operations 165 (10243) )
Cumulative effect of a change in accounting
principles - 0
Deferred tases from continuing operations (1325)  (1465)
Other deferred taxes (120) s
Other noncash adjustments 606 186
Changes in assets and lsbilities, net of effeet of
businesses acquired and divested:
Accounts receivable am) (s
Inventories s
Prepaid and other assets 314 615
Accounts payable and acerued labilties @50 om)
Income taves payable 251

Other liabilities
Net cash provided by operating actv

9
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We operate manufact
benelit from Puerto
the grants, we are part

ng subsidiaries in Pucrto Rico, Ireland, and Singapore. We
i incentive grants that expire between 2017 and 2027. Under
ly exempt from income, property and municipal taxes. Under
Section 936 of the US. Internal Revenue Code, Plizer was a “grandfathered” entity and
was entitled to the benefits under such statute until September 30, 2006. In Ireland, we
benefit from an incentive tax rate effective thr from
manufacturing operations. In Singapore, we ben ve tax rates effective
through 2031 on income from manufucturing operations

“The US. rescarch tax eredit was effective through December 31, 2007
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I 2006, we were noifed by the Tnternal Revene Service (IRS) Appeals Division that
aresolution had been reached on the matter that we were i the process of appealing
related o the tax deductbilty of an acquistion-related breakup fec paid by the
‘Wamner-Lanbert Company in 2000. As  esult, we vecorded a tx benefit of
approximately $441 millon reated o the resolution of this issuc.... Al in 2006, we
rocorded a decrease 1o the 2005 estimated U.S, e provision reluted to the repatriation
of forcign eamings, due primarily to the receipt of information that aised our
assessment of the likelibood of prevailing on the technical merits of  certain position,
and we recognized a ax benefit of $121 million. Adeitionally. in 2006,
final rgulatons on Statutory Mergors and Consolidations, which impcted certain
prior-period transactions, and we recorded a ta benefit of $217 millon, el
pact of these regulations.
In 2005, we recorded an incor
taxes on income, in comnection with our decision to repatrate approximately S37 billion
of forcign eamings i accordance with the American Jobs Creation Act of 3001 (the
Jobs Act). The Jobs Act ereated a temporary incentive for U corpo
repatriate accumulated income eamed abroae by providing an 85% dividend-reccived
deduction for certain dividends from contrlled foreign corporations, subject o var
Himitations and restrictions including qualificd U.S. reinvestment of sich camings, I
i 2005, we recorded a ax benefit of 8556 million re
cortain tax posiions.

Tax Rate Reconciliation
Reconciliation of
continuing operat
follows:

ate o our effectve tax ate for
i accounting principles

2007 2005
U statutory income ta rate 0% 35.0%
taxed atother than US. satutory rate—(216) 206)
ax positions - ©4)
Talegislation impact = S
US. research tax eredit and manufacturing
deduction s 03 8
Repatiation o foreign camings Lo 154
Accqied IPR&D 22 54
Allother—net [T 01
Effective tasrate for income from continuing
operations before cumulative effect of a change
i accounting principles 0% 201%
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Costs and Expenses

Cost of Sales
Costof sl increased 476 in 2007 and ncreased 6% in 2006, whie evenes were flat
012007 ane increased 24 in 2006, Cost of sl a  percentage of evonnes ncreased
n 2007 com red o 2005

Gostof sles eteised as a sl of

 asset impairment charges, writo-offs. and other exit coss assoctated with Exibera of
526 bilion
 the unforable iipact of foreign exchange on expenses;
 the impact of higher implementation costs associated with our cost-reductio
tiatves of $700 willon in 2007, compared to $392 million in 2006; and
costs o $194 wilion for 2007, related o business transiton activiies associated with
the sae of our Consumer Healtheare business, completed in December 2006,

partially offet by

 savgs related 1o onr costecuction ifiates.

ot ofsales in 2006, compared 10 2005, increased s a result of:

 the mpact of higher
initatives of $392 mllon in 2006, compared to $121 mil
= the timing of implementation of inventory-management nili
« the unfavorable impact on expenses of foregn exchange anl
 charges related to certan inventory and manufacturing eqy

partially.

et by

 changes in sles i,
relted o our costered isives;and

3 million i write-offs of inventory and exit costs in 2005 reated o suspension of

sales andl marketing of Bextra

Selling, Informational and Admivistrative (S1A) Expenses
1A expenses in 2007 wore comparable to 2006, which refects:

i,

 savngs elated 1o onr costredhuct

offet by

« the unfavorable fmpact on expenses of Foreign exchange:
* the rpact of bigh tion costs associated with our cost-reduction
iatves of $331 millon in 2007, compared to $243 millon in 2006; and

harges asociated with Exibers of 53 millo
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The components of Other (income /deductions—net follow:

2007 2006 2003
Interest income $01,496) 8925) $(740)
Interest expense 10 517 88
Interest expense capitalized (13) (29) (7
Netinterest income ) (1.099) 37) (269)
Assel impairment changes” - 320 1159
Royalty income (224) (05) (320)
Net gains on asset disposls'© (326) (250) (172)

Other, net
Other (income)/deduc

The increase i interest income in 2007 compared 0 2006 is due prmarly to higher net
fnancial assets during 2007 compared (o 2006, reflecting proceeds of $16.6 billion from the sie
of our Consumer Healtheare business in ke December 2006, and higher interest rtes.

¥ 2006, we recorded a charge of $320 million related Depo-Provera
intangible asset, for which amortization expense is tangible assis.
Tn 2005, we recorded charges totaling $1.2 bllon, primariy relate mpuirmient of our
Bestra intangble asset, for which amortization expense had previously been recorded in
Awortization of intangible asets. ..

10 2007, ieludes a i of $211 millon related 1 the sl
realized gains were 88 million and gross realized losses were
sccurities. In 2006, gross realized gains were $65 illion and gross
blefor-sale securities. In 2005, gross realized gains were $171
on sales of available-for-sale securitics

Fa building in Korea. Tn 006, gross
o sales of available-for-sale

were $1 million
i and gross

on sales of avai
realized losses were $14 millio
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0 onr acquistions of Rinat and PodorMed. In 2005, wo expensed $1.7 billon of
IPRAD, primariy related o o scqisitons of Vicuron and Idun,

Cont-Reduction Initiatices

connection with aur cost-teduction itatives, which were lunched i carly 2005
and broadened in Octobr 2006, onr management has porformed » comprehensive
revew of o processes, organizations. systows and decison-making procedures in
company-wide effort t fmprose performance and effcency. On Janvary 22, 2007, we
announced addiional plansto e the way we run our businesses 0 et the
chlleges of  changing business conironment and t ke advantage of the diverse:
oppantuniies n the marketplace, We are generating net cos ecuctions through site
rationalizaton in R&D and manufacturing streamlined organizational tructures,saes
Toree and saff function rchucions, an increased outsoureing and procurenies
g ..

“The actions asociate] with the expanded costred
restructring changes,such s asset impuiments, exit costs and severace costs
including any relate impocts 0 our benefit plas,including setlermonts and
ottt i inpletatlon s s seclrted depeciton
charges, primarly associated with plant ictwork opsimization ffors, and expe
i vih tom snd proces saarcoai e (b axpansion of el ewioes:
worldwide. (See Notes o Consoldated Finanesal Satements—Note 5, Cost-Heduction
Iniiatice,).

We incurred the following costs in conncetion with our costreduction
nitiatives:

2000 2006 2005

Tnplemcntation costs ™ s s T s
Restructuring carges™ 23 1%
Total costs et 0 0urcosteneduction itstves

= For 2007, included o Cont of les (8700 wllcn), Sellng. nformationaland adiiotatce
expernes (8334 wnlhon), Researh and detlopment xpenses ($416 willion) and in Other
imcome Ydeclactions—rex (951 il inconn). For 3006, el Cout o sales (102
nilhon). Seling,iforvurional and axfninistraie expenses (8333 wilion). Rescarch and
delopment expennes (176 milon) sl Oher incone fdedctions—vet (821 il
o) For 3005, eluded in Cout o s (3124 i), Selling, informational vl
adminstrtie expeses ($151 illn), ol Resenr v dolopment epenses (850 o
Fluchuded in Restructurng charges ane acuistonrelated cost

31, 2007, the restructuring chargos prinily relate 1o our plant
etk ptimbiation fles i the ekructuing of e Srkvids acbetog
research and development aperations, and the fmplementation costs primariy relate to
accelerated depreciation of cortain assets, as well a systemn and process standardization
and the expansion ofshared services.
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SI8A oxpenses ncreased 27 n 2006, compared 10 2005, which refects:
. s i procet aunches ane in-line product

hr promotional invest
promotional prograns:

= expenses relaed to share-based payments: andl

» the tmpact of bigher fmplementation costs associated with our cost.redhction
nitiatives of 243 millon i 2006, compared] to $131 million in 2005,

partially ofsct by

 the favorable fupoct on expenses of foreign exchange: and.
 savingsrelated o our coseredction initiatives

Research and Decelopment (RED) Expenses
KD expenses increaseed 6% i 2007, compared 10.2006, which eflcts

 the inpact of higher plewsentation costs sssociaed with our cost-reduction
initalives of $16 millon n 2007, compared to $176 slon in 2006;

‘© an nitial payment to BMS of $250 million and sdltional paymens o BMIS related
o product desclapment ffors, in connection with onr collsboration to develap

eialize apiaban, ecorded in 2007

worable impact on expenss of foreign exch

s one-time R&D milestone dhc o us from sanof-aventis (spprosi
S118 millon) recorded in 2006; and

et costs, sl as contract Ly

$100 mill

pantilly ot by

ation costs,associated with Exsbera of

 savings related o our cosereduction it

RED expenses ncreased 3% i 2006, compare 10 2005, wh

I reflcts

e ipact of higher mplementation costs associaed with our cost-redction
nitatives o $176 million in 2006, compared to $50 unllion in 2005;

 expenses related o share-based payments:

 timing considerations associated with the ackanc
pipeline products; and

ot of dexelopucnt progeans for

 ligher paymenis for inellectual property ights... amng other fctors,
partially offsct by

1o 0 from sanofiaventis (approsi

ly

» savings elate] 1o our costredhction nitiatives

RED expenses olso include
2007, 5292 willion in 2006 and $15

Acquisition-Felated In-Process Research and Decelopment Charges
“The estimsted vabic of cquisiion-relted IPRD s expensed at the acqo
In 2007, we expensed $253 nillion of PR&D, primary rlate 10 our acq
BioRexis and Ernbre. In 2006, we expensed S35 million of IPRED, prin
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“The ower tx rate i 2006 comared 10 2005 s primarily e 1o certan e
it ssociated it fvorsble 1 egilation an the esoltion of cerain tax
i, and  deccase o the 2005 ctimted Ut provision relaed 1 e
Toputtotionof v camings.l s discussedbelow.and he pactof the sl of v
Consumer Healtheare business

o the thind e of 200, wo rcorded docresse o the 2005 siated VS, i
pronision et 1 e epatriation o fortg caming, e prinurly o the rceip of
information that s out st of e Hichberel of prevaling on the echica
mert of ceta piion, s we recogized s benef of 124l

Inth s quarer of 2006, wo wore notifed by th lnteral Revene Servico (1RS)
Appess Disskon that  escltion b b esched on the mtier that we were n he

“n ecpistion-relate brekup
e st ater of
2005, we reconled  tx bt of spproatel 411 mlon seed t the resction
ofthis e

OnJanory 23,2006, he 168 isved il vglations o Statwory Morgers nd
‘Conslidations, which impacted cotain priorperio ransaction. T the frst quartr of
2005 e oo Dot 451 o efecin e o pac of B
glons.

I 2005 we vecordeadan ot g of $1.7 llon, icloded in Provision for
s on o, comnection wilhour decision 1 repatriate approinutly $17 billon
offoreign earmings i accordance with e Asercan Jobs Creation Act of 2004 (the
Jobs Act) Th Jobo Act cratest tnnparary inecntie for U, corporatens o

ot e e bl by providieg n 854 diiensb !
ot s o contrled forizn dons in 2005, I
- during 2005, we reconded 4 s boneht of 855 wilon, primarly reated o the

Discontinued Operations—Net of Tax
“The following amounts, primarily related to our former Consumer
calthcare buiness, hase been segregated from contining operations and
included in Discontimed operations—net of tax in the consalidated statoments
of income:

000 200
[r— Sion s
Pretax income/loss 643 5

@ aw am

Prota gainolosses) on sales of discontined
businesses

Bencfitprovision) for tses on gains

Gains/losses) o sles of discontinued
Dusinesses—et of

Discontinued operations—uet of tay
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The companents of restructuring charges assoctated with our costreduction
initiatives follow:

Employee termination cots
Assct impaitoents
Ol

g
25000 eploes iy et g . A Decerer 3
2007, atpatly FXO0of e ephyes e e oy termitod.
gl et ot s e e sl s fofne AT
i e et bl i s potetvce bl et
Il ity el hage i o gy, Pl s el
ot il e o 8 e s

Acquition Relted Cont

e econdd I etrcrng s s ettt 81 o 2007
7 o 305 31 o 1 B, o o e s, Arws
2505w e o ut i f Pt Aprl 16, 800 s

I g ot o 853 il d erctning iy o 407 o A«
o Dacomber 3,207 vy et gt e e b ik
g s et o, et sy el bt
{echliog s o cormliog a0 ke gy, escaDg g
o bl et 2ot o vl gl o, ikt
e i

Other (ncomeDedctiom—Net

0207 e e oghe et Compurd 0200, e prinly o
bttt Bl s g BT copar o S0 g oo 3160
Wl ot sk of e ot e o . Bcer 200,
Vgt e e, A 3007t ecorld i o321 il e e e
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Protision for Tases on Income.
Our oeralloffective s e for continuing operatons was 110% in 3007 15:3% in
2006 and 29.4% i 2005, The lower ax ate n 2007 s privarly e 10 the {mpac of
chages sssocited with s decision 1o cxit Exabera.. higher charges rloed o o
costeduction ulities n 2007 ower non-Jeductible changes for acquiston-rebied
IPR&D. and the volutme and geographic i ofproduet sales e sestructuring ch

in 2007 compared o 2006, partially offet by cevtan one-time ta benefisin 2006, ol
discussed el

e
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2007 2006 2005
U federal statutory rate Bo%  BO%  350%
State income tases, net of U.S. federal benefit 09 05 14
Lower taxes on foreign resulls ©3 (63 (65
“Tax settlements n (8.6) P
Taxes on American Jobs Creation Act repatriation — — 70
Other (net) (18) (0.8)
Eflective tax rate Bk 36.1%
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2007 2006 2005

Minority interest
Amortization of intangible assets
quity (income)

Gains on sales of noncore product
2004 restructuring program
Pension and other refirce benefits SFAS 8 charges
Hillslimited voluntary recall

Investment losses (income)

Other, net

Total ther (income) expense, net

s, net

3671 §515
182 163
@7 B4

(186)  (165)
556 1531

67)

146

SI859

s
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Company

Nonrecurring Charge or Benefit

Alliant Energy (2005)
Amazon.com, Inc. (2004)

Boston Scientifc (2007)

Eli Lilly & Company (2007)
First Solar (2007)

‘MeDanald’s Corporation (2007)

Monster Worldwide (2007)
Motorola (2006)
Wyeth (2007)

Nonconventional fiel credits

Benefit from recognition of net operating loss
canyforward

Charge for valuation allowance increase

Benefit from operations in Puerto Rico

Research and development tax credits

Higher rate due to nondeductibility of asset

jon allowance decrease
Benefit from charitable contributions
Benelits from research tax credits
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n July 2005, the Corporation authorized a multi-year plan to further improve its
competitive position by accelerating investments in targeted growth opport
strategic cost reductions aimed at streamlining manufacturing and administrative
operations, primarily in North America and Europe.

“The strategic cost reductions commenced in the third quarter of 2005 and are:
expected to be substantially completed by December 31, 2008, Based on current
estimates, egic cost redhuetions are expected to result in cumulative charges of
approximately $850 10 $910 million before tax (8510 0 $630 millon afte tax)over that
three-and-one-half-year period.

By the end of 2008, it is anticipated there will he a net workforce reduction of about
10 percent, or approximately 6,000 employces. Since the inception of the strategie cost
reductions, a net workforce redction of approsimately 4,700 has occurred. Approsi-

ely 24 manufucturing cilities are expected to be sold. closed, or streamlined. As of
arges have been recorded related to the cost reduction
initiatives for 23 faclities. To date, 14 fucilties have been disposed of and 3 additional
ficiltis have been closed and are being marketed for sle.

Strategic Cost Reduction Plan
“The following preta charges were incurred in connecti
reductions:

with the strategic cost

Year Ended December 31
2007 2006 2005

Noncash charges S600 S48 SITOT
Changes for workforce reductions 85 1619 %6
Other cash charges 299 "6 1o
Charges for special pension and other benefits s 131 23

Total pretax charges SI07T2 sS4 32356
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Business or Product Line Segment Pretax  After-Tax

Loss on sale of seafood businessin ~~ Other operating 8 (159) 8 (159)
Tsrael

Impairment charge on Portion Pac U5, Foodservice (@15) 133)
bulk product ine

Impairment charge on UK. frozen  Europe (152) 152)
and chilled product lines

Impairment charge on Evropean — Europe (87 187)
production asscls

Tmpairment charge on noodle AsiaPacific (158) ®5)
productline in Indonesi

Impairment charge on investment  Other operating o) (105.6)
in Zimbabwe business

Other Various (15)

Total

Note: OF the above preta amounts, §74.1 million was recorded i cost of products sold. 155

million in ST1LO million in ased impairment charges for cost and eqity invest

and $(1.0) million in other expense.
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Year Ended September

Comprehensive Income (Loss) 2007 2006 2005
Netincome. S168T s30T 8250
Market value adjustments for investments

and hedges @n @ 92
Foreign currency translation and other b (19) 20
M

imum pension liabilty adjustment,
erease (decrease) (sce Note 9)
Comprehensive income

585 (418)
$393 2197
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Year Ended December 31
2007 2006 2005

Cost of products sold § 594 83124 52016
Marketing, resecarch, and general expenses 318 1340 270
Other (income) and expense, net (14.0) 80 =

814 6

Pretax charges 510
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Year

Year

Nourecurring Recenes and Cains
Deduct

Pretax LIFO liuidation gains
Gains on fived asset sles
Gains on sales of imvestments
Gains on sales of other asets
Reversals of restructring accrusls
Insestment write-ups (trading account)
Foreign cureency gains

Litigation reventies
Gains on patent nfringement suits
Temporary expense decreases
Temporary revente increases
Reersls of bad-debtallowances
Other
Other
Other

Subtotal

Multiply by

(1 - combined fderal. state tas rates)

Taxadjusted decetions

Deduct

After-tax LIFO liquidation gins

Reductions i deferred tas valuation allowances

Loss camyforward benefitsfrom prior years
axbene

Extraodinary gains
Gain/cumlative-eflect accounting changes
Other
Other
Other

Stubtotal

Total deductions

Sustainable camings base
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Year

Year

Year

Reported net income or (loss)
Nonrecurring Expenses and Losses

Losses on sales of investments
Losses on sales of other assels
Restructuring charges

Investment wite-downs

Inventory write-downs

Other asset write-downs

Foreign currency losses

Litigation charges

Losses on patent infringement sits
Eceptional bad-debt provisions
Nonrecurring expense increases
Tomporary revenue reductions
Other

Other

Other

biotal

Mltiply by
(1 —combined federal,state tax rates)
Taxadjusted adkitions

Add
After-tas LIFO lig
Increases in deferred tax valuation allowances

Other nonecuring tax charges
Losses on discontinued operations
Extraordinary losses
Lossescumulative-effect accounting changes
Other

Other

Other

Sublotal

Total additions

I

|
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2007 2000 2005
Reventes. SISAIS  SISITL  $47A05
Costs and expenses:
Cost of sales N2 Te0 7232
Selling, informational, and administrative
expenses 1562
Research and development expenses 8059
Amortization of intangible asset 3128
Acquisition-related in-process rescarch and
deelopment charges 253 85 165

Restructuring charges and acquisition-related
costs
Other (income)deductions, net
Income from continuing operations before
provision for taxes on income, minority interests,
change in accoun

Provision for taxes on income
Minority interests
Income from continuing operations before
cumulative offect of a change in accounting
principles
Discontinued operations:
Income (loss) from discontinued operations,
net of tax
Gains/(losses) on sales of discontinued
operations, net of tax
Discontimued operations, net of tax
Income before cumulative effect of a change in
1z principles

Netincome

9278
1023
2

5213

@

13,028
1992

10,800
3178

51

a7
195

Notw: Petahare amounts o
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Reported net income or (loss)

Add

Pretax LIFO liquidation losses

Losses o sals of fixed assets

Losses on sales of investments

Losses o sales of other assets
Restructuring charges (and implement
Investment write-downs

Inventory write~downs

1 costs)

Other asset write-downs 155 658 128
Foreign currency losses
Litigation charges
Losses on pat
Exceptional bad-debt provisions
Nonrecurring expense increases
Temporary revenue reductions 212
Other: Acquisition-related costs 915
Other: Product exit costs 5
Other

Subtotal 6461 2431 3138
Muiply by
(1 combined federal, state tax rates) 1% 4%
Tavadjusted additions 2012 _26%
Add
‘After-tax LIFO liquidation losses
Increases in deferred tas valuation allowances
Other nourecurring tas charges i

Losses on discontintied operations )
Extraordinary losses

Losses/eumulative-cffect aceounting changes
Other: Acquired in-process R&D.

Other

Other

Subtotal
Total additions
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o s i) 32 billon of churges
associated with E Note-1. Assct Impairment Charges and Other Costs Associated
et Exiting Exubera: (i) net intetest ncome o 1.1 billon: (1) all share-based compensation
expense (i) i on disposalof ssets and other of $174 millon: (4 rasiton activity
associated with our former Consumer
acquisition-related costs of $11 million
I 2006, Corporate/Other inchdes: (i) signifcant impacts of purchise aceo
c of $1.1 bil Iuding acquired in-process rescarch and dove
asset amontiza restructuring charges and implo
associated with our cost-redction initiatives of $2.1 billon; i) allshare-based con

expense: (iv) net interest income of $457 million; (+) impairment of the Depo-Prosers
of §

st of $320 million v
rosearch o
will
I 2005, Corporae/Other ncludes: () sifcant inpacts of pure
fons of $1.9 billion, sgacquined in:procoss vesearch and deve
asst amortzaton and other charges, () costs associted with the suspension of Bex(a' sles
and marketing of $1.2 illio, (i) acquisition-related costs of SO1S millon: () restructuring
arges an implementation cost associated with onr cost redction iitatives of 763 o
et interest ncorme of $260 millon: (i) all share-based compensation expense: nd (i) gain
on disposas of nvestanents and oher of $134 millon.
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Step and Search Location Nonrccurring ltem Revealed

1. Income statement Reostructuring charges (2005-2007)
Acquied in-proces rescarch an development
(D) (2005-2007)'
Discontinted aperations (2005-2007)!
Cumlatve ffectofaccounting changes (2005)"
S of aubilow Acquired in-process R&D (2005-2007
Sainslosses on discontined operatons
(2005-20077
Gais on dispesa of assets (2005-2007)"
Tntangible asset impairment charges

(2005-2007)!
malaiveeffoc of accounting changes (2005
3. tiventory note No nonmecurring tems loated
. Income s note IRS audit setlement benefits (2005-2006)'
Earningsrepatiaton charge (2005)!

Acquiredin-process R&D (2005-2007)°
1 on disposal of assets (2005 20072
 on sol of avalable-for-sale securites

5. Other income (expense) noke

(2005-2007)"
Totangible aset impairnent charges
005-20077
6. MDA Restructuring and prodctexit charges
(2005-2007

Accqiredin-process R&D (2005-2007)¢

ntargble et ut charges
(2005-2007)°
Discontinued operations (2005-2007)*
Cumiatv ofee of occounting changes 2005
s (20052000
7. Other notes revealing
items
. Signifcat sccounting polices  Camulaivo ffectof accounting changes (2005)
b Acquisitions Acquied in-process RED (2005-2007)
. Discontinued operations Income, guinylosses (2005-2007)"

“Temporary ncome from discontinicd
operations (2007)*

Costs of exitng Esubera—detalls (2007)*

Asset impairment and restrucuring
(2005-2007)"

. Acquisi Details by year (2005-2007)"

& Goodill and ather intangbles Gosts of exiting Bextra—detais (2005)!

A Asset it
. Cost redction
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2007 2006 2005

Deduct
Pretax LIFO liquidation gains
Gains on fixed assot sales
Gains on sales of investments
Gains on sales of other assets
Reversals of restructuring accruals
Tnvestment write-ups (trading account)
Foreign currency gains
Litigation revenes
Gains on patent ifringement suits
Temporary expense decreases
Temporary revenue inereases
Reversals of bad-debt allowances
Other. Temporary income from discontinued ops
Other
Other
Subtotal

15

Multiply by
(1 - combined federl,
Taxeadjusted deductions
After-tax LIFO liquidation gains
Reductions i deferred tax valuation allowances
Lioss canyforward benefits from prior
Other nonrecurring tax henefits
Gains on discontinmied operations
raordinary gains
Gains/cumulative-cffect accounting changes

e BIILTTIH

e tax rates)

T

Other: Stock option expense, pro forma
Other
Other

Subtotal

“Total deductions
Sustainable camings base
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www.fash.org “This Web site provides updates on the agenda of the Financial
Accounting Standards Board (FASB). Tt also includes both
summaries and full text of FASB statements and other
information related to standards setting,
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Step and Search Location Nonrecurring Item Revealed

. Share-hased payment Pro forma stock options expense (2005)"
i. Segment information Restrueturing and product exit charges
(20052007

Acquired in-process R&D (2005-2007)°

Gain on disposal of assets (2005-2007)"

Intangible asset impairment charges
(2005-2007)"

sber of ties the nonrecurring item was found.|
the income statement (firs location).in

uired in-p
ot of cash flows (second location)

the s
(fourth locat
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www frecedgar.com  This site provides a very comvenient alternative source of SEG
filings.

wwwiash.org “This site provides updates on the agenda of the IASB, as well
as summaries and texts of pronouncements.

— “This site is a source for accessing companies’ Securites and
Fxc fon flings 1t also includes accounting
and auditing enforcement releases of the SEC. These
releases provide very useful examples of the actions
sometimes taken by companics to misrepresent their
financial performance or position.
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FV =850 x (1 +.05)", or $50 x [(1.05) x (1.05) x (1.05) x (1.05) x (1.05) x (1.05)
X (1.05) x (1.05) x (1.05) x (1.05)] = $51.44, or $30 x 1.62889 = $81.44
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Summary of Significant Accounting Policics

On Jannary 1, 2006, we adopted the provisions of SFAS No, 123R,
Share-Basec Paynent, s supplemented by the interprotation provided by
SEC Staff Accounting Bulketin (SAB) No. 107, ssied in March 2005
(SFAS 1238 replaced SFAS 123, Stock-Based Compensation, issued i
1905.) We elocted the modified prospective application transiticn methoxd
of adoption and, s such, prior-period financial statements wore not
restated for this change. Under this me irvalue of allstock
options granted or medified after adoption must be tecognized in the
consalidated of income. Total compensation costrelated to
nonwested awards ol yet recognized, determined under the original
provisions of SFAS 123, munt also be ocognized n the consolidated
statement of income. The acoption of SFAS 123K primarily impacted our
sccounting for stock options (sec Note 16, Share-Based Payments). rio to

Principles Board Op
Employees, n eleclive accounting pol
thisstandard,since the exercise price of our stock options granted is set
ket price of Plizer common stock on the date of the grant,
not record any expense 10 the consolidated taternent of ineo
o stock
subsecpuently moclfied. Howoser,as recuired. we disclsed,
to Consalidated Financial Statements, the pro forma exvperse
stack option grants as I we hiad applied the fir-alue-hased recognition
Of SFAS 123
As of Decernber 31, 2005, we adopted the provisions of FASB.
Tnterpretation No. 47 (FIN A7), Accounting for Conditional Avet

the Notes

FIN A7 clafes that conditional obligat
setiroment obligation in SFAS No. 143, Accounting for Aset Retirement
Oblgations. and therefore shoukl b recognized i their i value i
reasonably cstimable. As  result of dopling FIN 47, we recorded a
non-cash pre-tax charge of $40 millon (823 milon, netof ta). Thischarge
was roported wlatice cffect of a change in accounting principles—
et of ex i the Toutth quartar of 2005 In accordance with these standards.
we record aceruals for legal obligations associsted with the retiement of
tagible Jong-lived asses,includin obligations under the doctrine of
promissory ostoppel and those that are conditionsl upon the occurrenee of
Tuture events We recognize these oblgations using managemen’s best

o Fair value.
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atons, Recent neivity i

1 the fourth quarter of 2006, we sold one Comsmer Healthearo business for
16,5 billion, and recorded a gl of approxinately $10.2 illion (87.9 billion, net of
) i Cains on sl of iscontinuee operatioms—etof taxin the consolidates
talenment of incomo or 2006, In 2007, we rocordida oss of spprovinately $T0
milion, after-ax, primarfly relate] o the resaluton of contingencies such as
porchaso price adjustments and prodct warrany oblgations, as well s pension
setlements. This business was compesen] of:
« substantially ll of our ormer Consumer ealthcare sescvent
other associated amaunts, such as purchase-aecounting impacts, acquistion:related
conts and vestruturng and iplesmentation costs elate 0 our cost-reduction
nitaives that were previonsly reported n the Corparate/Other segment: and
o certain manufacturing facility sssets and Habilies, which wero previously part of
o Plarmiceutical or Corparate/Other segnent butwere inchides i the sl
our Consuer Healtheare business, The et impact o he Pharmaceutical segment
s ot siguificant.

product s perodicaly for strategie 1 within our

“The vesitsof this busess aro included i fncome from discontined operations—oect
of tax for 2006 e 2005

We continned duig 2007, and we willontinue for a o of te, o generate
cash flows and o roport gross evernies, incoue and exponso actvty that are associated
‘wih our former Consuer Healhca usiess, in continming opertions, athough ot a
substantially redoced level Afler the transfer of these: activitcs. these cash flows and
e ncome satement ctiviy eportest i contiing operations will b ol
activties tha giverise  these impacts ane trasitional 1 1
fromm agrecments that cusure and.
the new owner: For example, we

pber of rasition
agrrementsthatalow the buyer sulfcient te (o prepare for the trnsfer o activiies
‘and to it the risk of business sruption. The nature, mognitude and duration of the
s vary depening on the-specificcrcunstances o the servor, location andor
usiness necd. The agreements can inchide the ollowing 1
ipy. logitics,customer servico, support of financil processes, procu
resourees, faclites management, dats collection and nformation services. Most of
ot exien for periods generally lessthan 24 months, but because of the
horent complexiy of manufacturing processes and the risk of proac flow disiption.
e product supply sgecanents generally extend up t 96 months. Incl
contining operations for 2007 were the following amounts associated it
transiton service agevements that wil o lnger e afte the fll transfor of st
tothe s owner: Recenues of $219 million: Cos of Sales of $194 millon: Selling,
informational v awimisratice expenses of $15 wilon: and Other (income /.
deductions—iet of $16 millon n o
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Weare commtted o capitlizing o e growth,
soqisitions of companies, prodcts or technologies. During the thrce years
Decomber 31, 2007. 2006 and 2005, w acquired the folkowing:

e of 3007w acired BioResis Pharmmaceutical Corp., (BioResis)
privately o] bioplamuaceutial conpany wih a mber of tabetes candidtes and
noe echnology plaform for developing pew protin drug candidates and Enbres, ne.
(Embres)an animal health connpany tha possesses  unigoe vaceie celivory sstemn
w5 Inoojet hat nproves conssteney and reliability by ot chicks while
are sl the g, T comoction with these and other swaler acqisitions. we
wovorded 293 million in Acquisition-relaed in-process research and decelopment
charges
o 1 Felrry 2006, we conpletee the acxpistion ofthesavofi-aerts Workiwide ight,
g oot rights and production techmology. to manufcture and sell Exubora,an
d the sl production business ane fciltiesbocated

pportunites strategy that can el
el

approvimately $1.4 billon (inclu
oction with this acsisition
Charges and Other Couts Asocia

opment
112 12008  scarch e develomest eenocs vpon thesppronlof Exabers
Junuary 2006 by the .S, Food and Drvg Admiistrtion (FDA).
o Decembor 2000, o compleee the scpiition of PosderMed L. (FowderMod),
UK_company which A based viceinesfor the
treatment of ol
acquibsition of Rt Newose pany with el e
contralrvous systen product candidates. In 2006, the agrogato cost of thes and other
sl acouisitons was spprosimacly $550 millon (nclachog trsoction coste). I
conneetion with those resctions, we reconded $35 millon i Acqusithonrelated
ineprocess research and decclopment harzes.
i Soptomber 2005, wo comploted the acqstion of sl of
Vicuron Pharmaceaticals e, (Vicuron), » biopls
desclopment of novl anti-infctives, for approsimatey $1.9 billon n cash (inchuding
ransacton coss). I conmoction with the oo, s part ofour final purchaso price
allocation, we roconded 1.4 ilionin Acquisition-relted in-process research and
devclopment charzes .

April 2005, we completed the scquisiion

o outstandhng shares of

L Pharmaceuticals e (1), 3
disconey anddeselopunent of herapics 0
i August 05 i completed th acquisition of Boren e
Tocuses on echnclogy for opéinizng andbesdie. In 2005, e gt
contofthese and other sinale seqisitions was spproimately $340 ilon n cash
(inluding ranscton cost) o conocton with theso trasactions, we ecorded $252
nillon i Acquistion.selatdi-proces esareh and detelopment charses
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In the third quarter of 2007, after an assessment of the
Exubera,an inhalable form of insulin for the treatment of diabetes,as wellas it lack of
acceptance by patients, physicians and payers, we decided to exit the prodh

Our Exubera-related exit plans included working with physicians over a thre-month
period to transition patients (o other treatment options, evaluating redeplo
options for colleagues, working with our partners and vendors with respect to transition

i exit activities. working with regulators on concluding outstanding clinical trials,
nplementing an extended transition program for those patients nable to tran
other medications within the three-month period. and exploring asset disposal or
redeployment apportunitis, as appropriate, among other actviies

“Total pre-tax changes for 2007 were $2.8 billon, sirually all of which were recorded
i the third quarter. The financial statement line tems in which the varions charges are
recorded and related activity are as follows:

e financial performance of

Selling,
Customer Informational &  Rescarch &
Returns— Costof  Administrative  Development
Revenues  Sales  Expenses Expenses  Total
Intangible asset
pairment
nges s—  s1061 sa1 $— $1,105
Inventory.
write-offs = 661 = = 661
ied assets
pairment
charges and
other — 51 - 3 151
ther exit costs 10 427 44 o7 575

otal 510 §2608 55 5100 52798
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None of these agreemen
andor financial policies of the Consun

the operating

ship.
In the third quarter of 2005, we sold the last of three European generic

illion curo (approsin
in April 2003 i connee We recorded
aloss of $3 willon (82 willion, net of tax) in Gains on sales of discontined
dated statement of income for 2005
o In the first quarter of 2005, we sold the second of three European ge
pharmaceutical businesses, which we had included in our Pharmaceutical segment,
“This b a part of Plizer
in April 2003 in connection with our acey of Pharmacia. We recorded a gain of
ion (836 million, net of tax) in Gains on sales of discontinued operations—net
of tax in the consolidted statement of income for 2005. In addition, we recorded an
impairment charge of §9 million (36 million, net o tax) related! to the third European
generic business in Income from discontinued operations—net of ax in the
consolidated statement of income for 2005

part of

“The following amounts, prinyarly related 1o our former Consumer Healtheare business,
which was sold in December 2006 for $16.6 billon, have heen segregated from
contimuing operations and inchuded in Discontinued operations—net of ax in the
consolidated statements of income:

2007 2005
Revenues, s — 83945
Pretax income/loss ®) 695
Benefi/(provision) for taxes on income 2 (214)
Incomeloss from operations of discontinued

businesses—net of tax @ 133 151
Pretax gains/(losses) on sales of discontin

businesses (168) b
Benefit(provision) for taxes on gains 102 @30
Gains/(losses) on sales of discontinued

businesses—net of tax (©6) Vg
Discontinued operations—net of tax $69) 5 98






images/00084.jpg
31, 2007, virtually al restructuring charges inewrred have been utlized.

Integration costs represent extemal, incremental costs dircelly related to an acquisition
inchuding expenditures for consuling and systems integration. Restructuring changes can
include severance, costs of vacating duplicative Faclitis, contract termination and other exit
costs.
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e frst gt of 2005, wo aunched cost-duction it o crease ffiency and
sreamine decision-making acros the coropany. These initiatives, anmounced n Apil 2005
and broadened in Oxtobor 2006 Jamuary 2007. ollow the integration of
Waner-Lambert and Pharmacia

We ncurred the following costs in connection with our cost-roduction initiatives:

2007 2000 2005
Tplementation costs $19% s 78 a5
Restructuring charges 253 1296 s
Total costs related o our cont-reduction

nititivos sa012 32084

< For 307l 0 Cort of e ($700 ilbon) e, nfomaronal an adminitrtce
penes (633 i) Rl and decclopment xpones (416 o) i Ot
{incone Yedactions et (851 milb incoun. For 3008, el n ot of s (8592
i), Sl informational e adminitraice xpeues (213 . Revarch and
deedopment expenses (176 i) n O oo dedctons—oct (23
nconm For 2005, el i Cont of e (8124 il S, informatonal
admintratce cxpenses (3151 b, anl Rseareh and devclopnent espencs (S50 million)
il Retricruring hareesend aequistion et ot
From ho b of the cos. edetion mtistines i 2005, hrogh Dussinber 31, 2007 tha
traturig charges iy bt 0 o0 pant neework oo ot and the
estuctuing of onr workhwde s, narketivg ad rescarc i desclopment et whi
e plemeatoncosts prird et o acecerted demecation o eran s, s el s
et stadandztion e e cxpanscn of s s

of restrueturing charges associated with our costreduction
nitiatives follow:

2007

3200
260
220

From the beginning of the cos-reduction iniatives in 2005 through December 31, 2007,
Eunplogee termination costs represent the expeeted reduction of the workforee by 20,800
ployecs. mainly i tescarch. manuficturing and sles. As of December 31, 2007
approximately 13,000 of these cmployees have been ormaly terminated
termination costs ae recorded when the actions are probable and estimable e nclude
accrued severance beneits, pensin and postretiment beaeits Assd impairmeats
primanly nclude harges (o write down progrty. plant o cquipment. Other prinurly
incldes costs o et cerain ativities.
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Transition Information

“The following table shows the effect on results for 2005 as i we had applied the
fair-value-based recognition provisions to measure stock-based comper
the option grants:

Net income available to ¢

sper
share
Asreported under U5, GAAP 5507
Cor

pensation expense—net of tax
Pro forma
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1n 2007, e recorded charges of $1.1 billion in Cost of sales and Selling, informational and
trative expenses related o the impairment of Esubey o 1. Asset
s and Other Costs Associated with Exiting

Other (incor tions—net related to the
impairment of our Depo-Provera brand, a contraceplive injection (includec in our

maceutical scgment). In 2005, we vecorded an impairment charge of SL1 billon in
Other (incomeleductions—net related to the developed technology rights for Bextra, a
selective COX-2 inhibitor (included in our Pharmaceutical segment). in connection with the
decision to suspend sales of Bextra. In addition, in connection with the suspension, we
recorded $5 million reated to the write-oflof machinery and equipment included in Other

(income)/deductions—net; ST3 millon in write-offs of inventory and exit costs,included in
Cost of sales; $5 million related to the costs of administering the suspension of sies,

included in Selling, informational and aci
estimate of customer retums, primarily inc

strative expenses; and $212 million for an
ded against Revenues.
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Business Segments
We operate i the following busi

* Pharmaccutical
“The Pharmace it ncludes producs that prevent and treat candiovascular
and metabolic discase, central disorders, arthrts and pain,
nfectious and respratory diseases, rogenital conditions, cancer, eye discas,
endocrine disorders and alergis.

 Awimal Health
“The Animal Health scgment
ivestock and companion ani

ssegments:

cludes procucts that present and treat discases in
is.

The following tables present segment, geographic and revenue information:

Forias of Year Ended Dec. 31

Segment 2007 2006 2005
Hevennes
Pharmaceutical sata 1508 14,200

ual Health 263 2311 2206

Corpora/Other 1355 ficd
Totalrevenes Sisans Sisart
Segment profv(oss*
Plasmaccuticl 80710 sa115 s19500
Animal Health 20 155 105
G2082) ©012) 0201
S0z Sia0s 0

o gt capmvks bsness, o contrst g bsiness
A bk pharmsocutial chenicals busiess, d trstion actiiy assoced withour former
Cnsumer Healtheae busiess old in Decernber 2008), CorporatelOther under Sezment

), corporte xperses e, corporso
omeleperse) e, reabzn s and oses bt o e
{owesticnts i debt iy securtes), et performance-base andall share-based
compensation expenses st opats of e b ccotng o scquiiions.
cquisiion- et cons. tanghle st it e coss et our cos reducton
it
¥ Scqment proftloss) quals ncome from coutiaing opesationsbfore rocisonfo 1axcs o
income, minoriy inerstsand the cammlatie ffic of o hange i accounting principles. Cetats
costs, sueh as sgifcant mpacts of prchse accoun
cossandcots et o o contredtion st e rastion actiy st with e
Tormer Consumer Fealtbare busoess,ae nchde i CorporateOther anly. T
5wt by angement o cvluni our busineses.
1 007, CorporsteOthe wcles ) rstrcturing charges and pleer
sociated it our costrcbction niiaties of 83 bl () st
ccountingfor acqpistions of $3.4 il

et of parcse
ncludingscquined - process rscarch s






images/00185.jpg
Eamings before Taxes = Sales — Cost of Goods Sold
— Selling, Administrative, and General Exp
— Advertising
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Cash Flow

Sales — Cost of Goods Sold
elling, Administrative, and General Expenses
~ Advertising

~ Income Tax

+ Decrease in Inventory (or — Increase)

+ Decrease in Accounts Receivable (or — Inerease)
— Decrease in Accounts Payable (or + Increase)
+Salvage
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Year 0 19 10
Construction (8 5.000)
Land (1,000) $1.000
Inventory (1,000) 1,000
Account receivable (400) 100
Accounts payable 100 (100)
Sales $7.000 7.000
Cost of goods sold (2,000) (2000)
Selling, administrative,

and general expenses (1000) (1.000)
Advertising (500) (300)
Tncome tax (1.050) (1.080)
Salvage
Windfal tax
Total cash flow (510.000) §2.420
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Selling, administrative,
and general expenses

Advertising

Depreciation

Eamings before taxes

Income tax (40%)

Years 1-10

$7.000
(2,000)

(1,000)
(500)
(500)

2,700
{5 1,050)
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864,716,000 x 6.40 = $414,182,400
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Forecast  Forecast  Forecast  Forecast
2000 2000 2000 2012

Cost of capital 12.00%
Income tax rate. 3950%
Perpetual growth rate 650%

BIT SIB6T1 SI8822 SI63TO4  SIT6.800

EBIT x (1 1) 82083 90037 99041 106961
Depreciation expense 5273 58319 64207 69351
Change in net working
capitl 265 4362 =580 5112
Capital expendi 120210 125680 156241 137492
ree cash flow 795 15374 1282 43998
+ Terminal value 661,665
= Total FCF $ TR S 153T 512852  ST05603
PVECF @ WACG $476.909
~ Long-term debt 176978

= Value of equity 299,931
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Construction (88,000)

Land (1,000)
Tnventory (1,000)
Accounts

receivable (400)
Accounts

payable 100
Total cash flow (10,000)
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v = [(1=t) x EBITi1] — (g x NA/)
3
iy o (1= 0:395) x $176.800 x (1 +0.065)] — (0.065 x $1.192,694)
e 012 0.065
TVagys = $661.665
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Actual  Forecast Forecast Forecast Forecast

2008 2000 2000 2011 2012
Net working capital

(CA - CL) —S65,110 S 62451 —§ 55092 —$ 63901 —$ 69013
Change in net

working capital 26% 432 3800 5112
Capital expenditures

(A in PP&E at cost) 8124210 $126680 8156241 8137492
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CF = EBIT x (1 - ) + Depreciation — CAPX — ANWC
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Settlement date
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Coupon interest rate

Market interest rate

Face value of the bond

Coupon interest payments per year

December 17, 2008
October 15,2023
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Actual  Forecast Forecast Forecast Forecast
2005 2009 2000 2011 2012
Operating revenues 8 800315 8 598751 § 997617 SL09T.579 $1,185,169
Operating costs—
depreciation 630907 TIOSM  TH0416 869458 939015
Depreciation ATOS 52736 AT 64T 69351
122322 135671 1882 163701 176800
Interest expense 15352 17200 19005 20016 22697
Income before
\come taxes. 106970 115,464 192688 154103
1225 46790 362 6087
s 64716 5 TLOTA § 7§ 86526 § 9323
$ 105851 § 124516 $ 141955 § 156,151 § 168643
L and
ateost 1309522 LA3TR2 1362412 1TISGS 1856145
Less allowance
for depreciation 319752 402488 AG0S6T 525081 59443
Net property, plant,
and equipme S 959770 51031214 $110L545 §1,193,569 $1.261.707
Carrent | $ IT3961 § 187270 § 200047 § 220052 § 237636
Longeterm debt 176978 § 195305 § 220212 § 212273
Common stock TTAM § TTAM S TIAM $ TIAM $ TTAM
Retained camings 453261 $ 520935 $ 603412 3 689738 3 2970
Total owners'equity  $ 530695 $ 602360 $ 650846 $ T6TI72 S 860404






images/00171.jpg
2 =
350 = 1162500

$100.00 x 0.0675 x






images/00177.jpg
_ (1= t) x EBITi] — (g x NA)

v,
*k—g)





images/00168.jpg
Company Weight of Debt - Weight of Equity

Apple, Inc. 0.0% 100.0%
Cisco Systems, Inc 59 9.1
Tntel Gorpo 18 982

Colgate-Palmolive Company 9.4 906

Kraft Foods 303 69.7
Procter & Gamble Company 91 90.9
Boeing Company 200 50.0
Caterpillar, Inc 318
United Technologies Corporation 137
Limited Brands, Tnc. 109
Macy's. Inc 67.1

Nordstrom, Inc. 104






images/00163.jpg
B
ks:kn+§ x (ko —ks)





images/00162.jpg
Vi=Vy





images/00165.jpg
R B
o x
rexksxB _
ks






images/00164.jpg
e xksgx B





images/00159.jpg
$11.522.000,000

Wit = 7T 352,000,000 + 513,823.360,000 + 30

. - $43,523.350,000
oo = §T1 533,000,000 + $43,523,360,000 + 50
0
Wity = 3155 500500 T 5 o555 = 00" 0.0%

S11,522,000,000 + $13,523,360,000 + 80
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Tong Term Debt + Common Equity + Preferred Equity
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WACC = Kaebt X Wbt X (1= ) + Keommon equity X Weommon equty
+ Kpeet ety X Woret equity

5.96% x 20.82% x (1 — 36.0%) + 10.375% x 79.18%

+0.0% x 0.0% = 9.14%

WACC =
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Arithmetic

Investment Series Mean Return
Large company stocks 12.3%

Long-term U.S. Treasury bonds 58
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Long-Term Debt
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Disney 1BM

Year Annual Returns Annual Returns
1998 ~9.93% T7.05%
1999 ~1.80 1753

2000 035 2073

2001 —27.67 1295
2002 —2027 —35.44
2003 4433 2040
2004 2019 712
2005 —1281 -1582

2006 4126 19,
2007 —479 1282
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50% x 10% +30% x 15% +20% x 18% = 5.0% + 4.5% + 3.6% = 13.1%
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SELECT Customer. Lastiiane, Customer . Pirstiiam
Count (BiKes$old. Serialiumber) AS (umber Purchased),
Sun(Bikessold. SalePrice) AS (Total Spent]

FRow Customer

IHNER 0T Bikessold O Customor CustcmerID = Bikeasold.CustoserID

GROUP BY Bikes5old.CustoserID, Customer.Laotlians, Customer.Firstliane

HAVING_({(Coun (Bikesso1d. Serialiusber) 1 >1) )

ORDER BY Cuctomer. LastHana:
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Period/

Years 12 3 4 5 6 1T 8 9 10
Payment ($500) (8500) ($500) ($200) ($500) (700) ($700) ($500) (8500) (5 500)
v 919 859 803 300 T01 918 858 916 335 500
Interest 419 359 303 100 201 218 155 116 35 1910
FVAy $7.309

Note: Values are compounded.
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Search Engines

W google.com

www.cnet.com

s computerworld.com
www.zdnetcom

General Information

fiawebgate.access.gpo.goviegi-
bin/getdoc.cgi?db

107_cong public.
docid=Epubl201.107

A good search site that organizes the Web into a
hicrarchy of categories.

Avery extensive search site.

Asite that provides news and white papers on lopics
that IT management should be aware of.

Asite that provides product reviews and prices on a
broad range of technology products.

online site for the hardcopy ComputerWorld.

Web site of alarge technology publisher, with
product reviews, software downloads, useul
artiles, and price comparisons

Thisis alink to the Sarbanes-Oxley Act of 2002, as
enacted. The legislation outlines standards that all
US. public company boards, management, and
public accounting frms have to abide by.
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Period/
Years 12 3 4 35 6 7 8 9 10

Payment ($500) (3500) (500) (500) ($300) ($300) ($500) ($300) ($500) (3 500)
BV 919 859 803 70 701 65 613 512 535 500
Interest 419 359 303 250 201 15 13 72 35 1908
FVAy $6.908
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Period 1 2 3 4 5 6 7 8 9 10

Payment ($500) ($500) ($500) ($200) ($500) ($700) ($700) ($800) ($500) ($ 500)
1 67 437 408 153 356 466 436 466 272 251
NPV 83715
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Excel tutorial, review, and quizzes

The Excel experience, learning and
using Excel

“Time value of money

uides and tutorials on the basics of
accounting, economics, and finance

A very large collection of useful links to
Web sites on financial topis,
techniques, and information

Short and easy-to-read articles on
‘many different topics in ceonomics

Articles, tutorials, and definitions

Video on net present value (NPV) and
cash flow

NPV using Excel

Financial analysis using Fxcel

Financial analysis using Excel

Good variety of online economic videos
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Job Function

Post-MBA
(n=2,457)

Marketing/sales 21% 21%
Operations/logstics 17 5
Consulting 9 2
General management 15 i
Finance/accounting 20 33
Human resources 3 3
Information technology/MIS n 2
Other 3 2
Total 100% 100%
Pre-MBA Post-MBA
Industry (n = 2,320) (n=2,537)
Consulting 10% 18%
Energy/utilities 3 4
Finance/accounting 18 28
Health Care/pharmaceuticals 5 7
Technology 16 9
Manufacturing 7 1
Non-Profit/government 13 1
Products/services 2 2
Other 0 1
Total 100% 100%
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Search Engines

ww.yahoo.com A good search site that organizes the Web into a hierarchy
of categories.
www.google.com Avery extensive search site.

Computer Information Sites

— Asite that provides news and white papers on topics that
IT management should be aware of.
wwvenetcom Asite that provides product reviews and prices on a broad

range of technology products.
ww.computerworld.com  Online site for the hardcopy ComputerWorld.
www.zdnet.com ‘Web site of large technology publisher, with product
reviews, software downloads, useful articles, and price
comparisons.
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Accounting

Waicpa.org Home page of the American Institute of Certifid Public
Accountants, with lots of useful information and many
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Financial Management Sites
—"

iation
International, with lots of useful information and many
inks to other Web sites of interest to financial
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ceyahoo.com Very good home page for personal financial management.
with many links to other personal finance Web sites
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Big 6* T % 2007
ropean Big 5* 9 % 2007

India-Based Service Provider 9 % 2007
Other Service Provider "% 2007
[ Services Exports 10 BilLUSS 2007
Projected 231 BilLUSs 2008
Indian IT-Enabled Services
& BPO Exports s4 BLUSS 2007
Projected 109 BLUSS 2008

PRE = Phukett Research estimate; TPI = Technology Partners tornational: NASSCOM
National Association of Software and Service Companies; IDC = IDC Research Inc.; BPO
Business Process Outsoutcing, ITO = Information Technology Outsourcing. HRO

Resources Outsoureing TCV = Total Contract Val
#The Big 6 consists of Accenture, Al
Electronic Data Systemns, Howlo
Origin, BT Global Services,
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BV = 8500 x LOT = $300 x 1.535 = $919
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MC Enterprises
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End of year | $6.000.00 will eam $6,000.00 x .06 = $360.00
FV or balance end of year 1,
beginning of year 2 600000 + $360.00 = $6,360.00

of year2 $6,360.00 will
FV or balance end of year 2,

am $6.360.00 x 06 = $351.60

beginning of year 636000 + $381.60 = $6.741.60
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FV or balance end of year 3,

beginning of year 4 674160 + $10150 = $7,146.10

il of year 4 $T,146.10 will carn $7,146.10 x .06 = $428.77
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Cash Flow
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Revenue enhancement
Operating efficiencics
Tax savings
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15
10
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Total value
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Reasons for Outsourcing within the United States' % of Respondents

Function not considered a core competency 2%
Reducing labor costs 3
Expanding the skill set of the labor pool 27
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B.B. Lean Inc.

(8 millions)
Purchase Method
Cash 59 Equity 16
Land 2
Buildings 12
Goodwill _3 _
Total 516 516
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Time/Years 1 2 4 5
Present value (beginning

of time period) $600000 $636000 $674160 714610 STSTASE
Interest @ 6% 36000 88160 0450 42877 45449

Future value

$6360.00 $674160 ST,146.10 STSTAS6 $5029.35
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Dead End Inc.

($ millions)

(s millions)

Cash $6  Equity $28 Cash 83 Equity 812
Land 2 Land 0
Buildings 0 Buildings 9
Total $28 828 Total 812 812
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“Throughout 1994, Quaker Oats Co. was rumored 0 be a takeover target. It was relatively small
(56 bilion i revenue) and it diverse product lines could be casily broken up and sold piece-
meal. In November, Quaker announced an agreement (0 buy iced tea and fruit drink maker
Snapple Beverage Corp. for S1.7 billion, or S14 per share. CEO Willam Smithburg dismissed
the 10% drop in Quaker’s stock pric, arguing, “We thnk the healthy, good-for-you beverage
categoriesare going (o continue 10 grow. The hope was that Quaker could replicate the success
ofits national-brand excreise drink Gatorade, which held an extraordinary 8% market share.

Snapple, which had 27% of the ready-to-drink tea scgment, was distributed mainly through
smaller retal outlets and reied on offbeat advertising and a natural image to drive sales. Only
about 20% of sales were from supermarkets, where Quaker's strngth could be used 10 éxpand
sles o Snapple’ drnks,

Afiermath: In April 1997, Quaker announced it would sell Snapple for $300 million to Triarc
Cos. Quaker took a S1.4 billion write-ofT and the sale price was less than 20% of what Quaker
paid for Snapple less than three years carlier. Analysts estimated the company also incurred
cash losses ofapproximately 100 million over the same period. Ending a 30-year career with
the company, CEO Smithburg retired two weeks late at age S8,
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Between 1985 and 1990, AT&T's computer operations lost approximately 2 bllion. The
huge conglomerate seemed unable o compele eflectively against the likes of Compag,
Hewlett-Packard. and Sun Microsystems. ATAT decided to buy rather than build and setled on
NCR a profitable, Ohio-based personal computer (PC) manufacturer with 1990 revenues of S6
billion, NCR did not want t0be purchased, and ths was made clear ina leter from CEO Chuck
Exley 10 ATAT CEO Robert Allen: “We simply will not place i jeopardy the important valucs
we are creating at NCR in order t0 bail out AT&TS faied straiegy.” Ouch! However, afiera
it takeover fight-—and an increase of $1.4 billion in the offer price (rising the premium
paid 1o more than 100%!) — AT&T acquired NCR in September 1991 for S7. billon.

Afiermath: In 1996, afler operaing losses exceeding $2 billion and a $2.4 billion write-off,
ATAT spun off NCR in a transaction valued a_about 4 billon, approximaely h
whatit had paid to acquire NCR less than five years before.
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Boom  Bust

Firm B

Boom  Bust

Taxable income 1000 $(500)
Taxes (@ 40%) (100) 0
Net income $ 600 $(500)

$500)  $1.000
0 (400)
$(500)  $ 600
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Firm AB

Boom Bust

Taxable income 8500 $500
Taxes (@ 40%) (200) (200)

Net income 300 $300
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Net Advantage of Merging = [$14 — (810 + 82)] — $1.5 — (35% x 52) = ~$0.2million
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Net Advantage of Merging = [Vas — (Va + Vi)] = Merger Costs — Premium
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Disaser Deal
ernvaien

“The 1995 $130 billion megamerger between German fuxury carmsker Dainiler-enz and the #3
US. autemobile company, Chrysler Corporstion, was universally hailed a a stategic coup for he
two firms. An offical at a nval firm simply said “This looks like a brillant move on
Mercedes-Bens’s part™ The stock market greed, as the two companies” shares rose by a combined
8.6 billon at the announcement. A 6.4% increase in Daimler-Benz’s share price accounted for $3.7
illion of this otal, The source of ths value ereation was simple: There was very litlle overkap in e
o companies” product lines o geographic strengths. “The issue that excies the market s the
alobal reach” said Stephen Reitman, European auto analyst for Merrill Lynch in London.* Danler
had less than 19 market share in the United States, and Chrysler's market share in Europe was
equally minuscule. There would also be numerous cost-saving opportunites in design, procurement
and manufacturing.

The deal wasbilled

ot Stuttgart and Detroit and have “co-CEOS” for three years afer the merger. In addition, each
i would et half of the diretors,

Aftermath: By the end of 2000, the new DaimlerChrysler’ share price had fallen more than 60%
Trom s pastmerger high Ts market capitalization of $39 bilion was 20% less than Daimler-Beoz’s
alone before the mergert All of Chrysler's top U, exceutives had quit o been fired, and the
company’s third-guarter loss was an astounding S512 million. As ifal f this weren' bad enou
DaimlerChrysler's third-largest shareholder, Kirk Kerkorian, was suing the company for $9 billon,
alleging fraud when they announced the 1995 deal as 2 “merger of equals.”

“The merger strugaled for the next few years, and even with the introduction of several so-called
shared-platform vehicles in 2004, it was apparent 10 even the most ardent supporters of the deal that
things had not gone according {0 plan. In May 2007, Daimaler amnounced it would sell 80.1% of
Chryslerto theprivate equiy firm Cerberus Caital Management for S7.4 billon,effecively valuing.
allof Chrysie at$9.2 bllon, or one-fiflhits preacquisition value 10 years carlier By late 2008, due
in part 1o the global economi recession, Chrysler, long with GM and Ford, was tectering on the
brink of bunkrupicy

At B iyl Approves Dest vih D B

all Syt o, Ny 7, 1998
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Founded 1980 1088
First satellte launched July 2000 March 2001
First broadeast February 2002 ‘September 2001
Subseribers (millions) 60 76
Channels 1% More than 170
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Market value of invested capital to sales 051
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Forecasted
Forceast Year Cash Flows WACC Present Value
2009 51,921,000 13.3% s 1504731
2010 265,000 133 2126578
2011 3367,000 133 2,464,135
2012 3917000 133 2530165
2013 333,000 133 2581319
Residual value (see below) 133%
Business enterprise value 12.102.195
Less: Dbt capital (10.411551)
Value of equity
Value of equity (rounded)

Residual Value at December 31, 2013

2013 forccasted cash flow s 453,000
Estimated sustainable growth rate 105
2014 forecasted cash flow

Price multiple

WACC (discount rate) 13.3%

Less: Sustainable growth rate =50

Capitalization rate 3%

Multiple (reciprocal of capitalization rate) 12

Residual value at December 31, 2013
Present value of residual value
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Pro Forma 2000 2010 2011 2012 2013

Reven 53029 3632 $7002 §TTT2 §8550

Costof goods sold 5 56 15, 63 559
Gross profit 1570 1746 2171 2009

Operaling expenses 595 676 540 933 1026

Officers wages Tt 207 241 265

Depreciation & amortization 100 088 LM125 143

0. L1 128

637 B85 987 1088

Other expenses/{income) (030) _©21) _(021) (021) (021 _(021)

Tncome before ta 666 721 513 906 1005 1109

Tncome tases T 20 363 403 a4

Adjusted net income $400 3431 5485 554 5605 §665

Common Size

ProForma 2009 2010 2011 2012 2013
Revenue 1000%  1000% 100.0% 100.0% 100.0% 1000%
Cost of goods sold 688 690 690 690 690 690
Gross profit 312 30 810 8L0 30 30
Operating expenses s 1200 120 120 120 120
Officers’ wages 31 31 a1 31
Depreciation & amortization 20 16 16 16
Interest expense 17 18 17 16
Operating profit 7 125 126 126
Other expenses/(income) 06 04
Tncome before taxes B2 129 129 129
Income tases 53 51 _52 52
Adjusted net income. 80% _11% _17% _18% _18% _18%
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Accumulated depreciation (382) sy (B9 (126 (569)
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Other assets L7 16l _L7T
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Current portion LTD 328 345 363
Other current iabil 266 207 _330
Total cureent lsbil 135 1242 1329
Long-term debt 65 801 _si6
Total labiltes 1900 2046 2175
Equity 903 1121 1366
1 52503 SBI67 541 5930 $43.46
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101 L1
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£ Decrease/inerease in working
capital (xcluding inerest-bearing
ST debt) ©51) (063 (065 (072) (073

& Decreaschnerease in investments— (280)  (294)  (309)  (321)  (3.40)

& Decrease/increase in other assets 013)  (0.15) (0.16)  (0.18)  (0.20)

#+ Increase/decrease in other
liabilities

Cash available for financing

~ Preferred stock dividends

Net cash flow 208 9
-+ Beginning cash balance 001 020

nary cash available 212 112
~ Minimum required cash balance _(0.20) (020 _(020)

tcash flow to the firm
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2005 2007 2006 2005 2001
Liquidity Ratios:
Current ratio 10 18 14 22 19
Quick ratio 06 I 09 13 11
Activity ratios:
Rovenuelaccounts receivable 70 78 72
Days’receivable 524 469 504
COS/inventory. 64 72 63
Days’inventory 66 a8 572 505 581
COS/payables 76 9.4 19 74 6
Days’ payables 477 % 9 92 a8
Rexenucivorking e 212 94 na 75 78
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EBITintercst 73 84 11 83
ixed assetstangble worth 15 11 15 09 10
Debttangible worth 18 15 26 10 15
Profitability & operating rtios:
EBTangible worth SA%  58S%  634%  628%  655%
EBT/otal assets 184%  220%  162%  308%  260%
Revenue/fixed assets 36 47 a4 5 19
Resenue/total assets 18 2 16 21 2
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Debt $5 50% 5% (afler-tax) 25%
Equity 5 50 20%
Debt and equity 510 100% N
No Debt in Capital Structure.

Amount
Type of Capital (in millions) %
Equity 10 100%
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W entrepreneur.com

“The Babson College entreprencurship site links
o different resources of interest to those
studying and practicing entreprencurship.

National Business Incubation Association:

B cubators murture young firms,
helping them to survive and grow during the
start-up period when they are most
\ulnerable

“The National Federation of Independent
Business (NFIB) is the largest advocacy
organization representing small and
independent businesses in Washington, D.C.
and all 30 sate capitals—a great resource.

SCORE is a national nonprofit association
and a resource partner with the U.S. Small

ness Administration, with 11,500
volunteer members and 359 chapters
throughont the United States.

“This site, updated daiy,is a comprel
business resource center providing
entrepreneurs with information on start-up,
running the business, templates, and more.

Entrepreneur magazine publishes stories on
entreprencurship, management, and
apportunities.

cnsive






images/00293.jpg
38

Payolls
g4L8838¢8s3

E3

0

$10 $20 S0 $0 S0 S8 $0 $80 W $I00 SO 120 $130
Terminal Stock Price
(stike price = $100)





images/00292.jpg
Payoff

$30

520

s10

-s10

-s20

—s30

s10

520

s 0 s se0 870
Terminal Stock Price
(strike price = $40)

80

50

100





images/00289.jpg
http/Avww.entreworld.o
www.entreprencurship.org/

bt/ bizmove.com/
www.bizmove.com/

The Kauffman Foundation offers a
comprehensive site providing a variety of
information for entreprencurs and links to
other helpful sites

“The Small Business Knowledge Base
comprehensive, free resource of sm
business information packed with dozens of
guides and worksheets.
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Fumiture and fistures 51,000
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5212511
Working eapital/
Contingencies $37.450
§ 37450

Total sources 250000 Total uses 250,000
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Infotrac  Index/abstracts of joumnals, general business and finance n
overviews, and profles of public and private fims.

Dow Jones Interactive  Scarchable index of artcles from over 3,000 newspapers.
Lexis/Nexis  Searchable index of articles

D

Principal International Business ~Intermational business dircctory

One Million Dollar Premium  Database of public and private firms wi
revenues greater than $1 million or more than eight employees.

Hoover's Online  Profiles of private and public firms with links to Web Sites, etc

Corp Tech  Profiles of high-technology firms

Bridge Information Services  Detailed financial information on 1.4
international securities that can be manipulated in tables and graphs.

RDS Bizsuite  Linked databases providing data and full-text searching on firms
Bloomberg  Detailed

ncial data and analyst reports
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Promotional Tools

Budget over 1 Year

Print advertising
Direct mail

In-store promotions
“Tour group outreach
Public relations
Total

85,000
3,000
2,000
1,000
1,000
12,000
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Highly Competitive Industry

The book and DVD industries are highly compelitive across many different channels
uding superstores, independent bookstores, Internet retailers, book clubs, and
specialty stores. Many of these competitors win business for years, have
developed significant brand recognition and loyal customers, and possess substantial
resources to promote their products. We believe the THS concept is in a unique
position with ts offeringg o a complete selection of historical merchandise across several
product categories and its superior shopping environment. However, unexpected
reases in local competition, including Intemet competition, alternative delivery
methods for books and video, or unanticipated margin pressures i
pricing by competitors, could have a materially adverse effect on the company’s

Iresults and growth plans. THS can modify ts product offerings, nitiate:
activitis, and add an Intemet site if the retai store it
generating enough sales.
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-day 2nd trip:

Suspemon 2 &0 Lo 100 0 2850
CEO call:

Salesperson 05 650 325 0 0

CFo 03 =0 0 o o
Not So Aware, Salary/  Total
Customer Days  Day  Salry  Travel Lodging
-day Isttrip

Shepomn 2 86 S0 SO0 s0 8 280
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Scenario # 1—No Volatility Yields a Cost of $0.048 per Transaction

“Total Annual Capacity

Productive 1dle 1dle

Capacity  Marketable  Nonmarketable Total
Transactions 43,500,000 — — 43800000
365x 120k 365 x 0k 365 x Ok 365 x 120k

100.0% 0.0% 0.0% 100.0%

Total Annualized Costs

Value-Add 1dle 1dle
Portion  Marketable  Nonmarketable Total
Personnel $ 750,000 s s s 730000
HAW &SV 1.350,000 = = 1.350.000
52,100,000 S [ 52,100,000
Seenario # 2—Volatlity That Yields a Cost of $0.065 per Transaction
“Total Annual Capacity
Productive 1dle 1dle
Capacity  Marketable  Nonmarketable Total
Transactions 32302500 11497500 — 13,500,000
3 365 x 31.5k 365 x 0k 365 x 120k
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Total Annualized Costs
Value-Add 1dle 1dle
Portion  Marketable  Nonmarketable Total
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350,000 $T,050.000 700,000 52,100,000
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Store rent 536,000

Phone and utilities 14,400
Assistants’salaries. 10,000
Interest on the loan 6,000 (15% on $10.000)

Total 596,100
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Projected Income Statement for the Year Ending
December 31, 20XX

Sales
Less cost of goods sold
Gross profit
Less expenses
Salaries.
Rent
Phone and utiities
Depreciation
Interest

Income before taes
Income tax expense (40%)
Net income

$10000
36,000
14,400
3600
6000

5720000
450000
210000

100,000

140,000

$ XA‘






images/00262.jpg
Service  High-End  Midrange  Total
old
Revenue dollars 5165 875 362 sL102
Revenue pereentage 15% 31% 519 100%
Variable cost % 5% 265% 36%
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Cash flows from operating activities:

Profit before tax

Adjustments to reconcile net income (loss) to
net cash provided by operating actvitcs:

Depreciation and amortization

Other items

Changes in operating assets and liailites, net of
effects of purchased businesses:

Short-term receivables

Inventories

Increase in short-term labilities

Cash generated from operations

Cash flows from investing activities:

Purchases of property, plant, and equipment, net

et aequisition of subsidiary, net of cash

Change in available-for-sale investments

Other, net

Net cash used in investing activities

Current
Year

s 7190

1068

10753

230
(4.20)
(3.25)

§i02

$ (3317
(161)
2058

(0.13)
§313)

Prior Years

$ 6540

3 6450

an
(467)
10121

8(36.75)

(14.7)
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Estimated variable cost for year
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Error
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Q12 Q23 Qrtdted Year
$350 $105 5(39.1)
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