	Welcome to the guided example for the self-study problem from Chapter 20 – Management compensation, Business analysis, and business valuation.

The requirements in this self-study problem will be asking you to discuss the pros and cons of a compensation plan and comment on whether it is consistent with the company’s objectives and competitive environment and to also provide an estimate of the value of an organization along with your reasoning behind your valuation.

	The requirements relate to four of the chapters learning objectives, 

1. Identifying and explaining the types of management compensation
1. Identifying the strategic role of management compensation and the different types of compensation used in practice
1. Explaining how management compensation plans are used in service firms, and 
1. Applying the different methods for business analysis and business valuation

With this information in mind, let’s look at the facts in the case.

	Davis-Thompson-Howard & Associates (DTH) is a large consulting firm that specializes in the evaluation of governmental programs. The company obtains most of its consulting engagements by completing proposals in open bidding for the services desired by governmental agencies. 

DTH has six regional offices, two located near Washington, D.C., and the others near large metropolitan areas where most of their clients are located. 

The firm’s services in these offices are classified into financial and operational audit services, educational evaluation, engineering consulting, and financial systems. The Washington offices tend to provide most of the financial and audit services, and the other offices offer their own mix of professional services.

	The lawyers, accountants, engineers, and other specialists at DTH evaluate both the performance of existing programs and the success of potential new government programs.  Each office is headed by an office manager who is one of the firm’s professional associates, and no two offices are alike since each has adapted to the needs of its regional client base.

	Competition has increased in recent years, and as a result DTH’s yield, which is the number of new engagements divided by proposals, has fallen from 49 percent a few years ago to only 26 percent in the most recent year. The firm’s profitability has fallen as well. 

	DTH’s objective is to be among the three most competitive firms in its areas of service, and to increase its revenues by at least 10 percent per year. DTH has decided to study its management compensation plan as one step among the many it will take in attempting to return the firm to its previous level of profitability.

	DTH’s compensation plan awards each office a bonus based on (1) the increase in billings over the prior year and (2) the number of net new clients acquired in the current year. The office manager has the authority to divide the office bonus as appropriate, although these same two criteria are generally used to allocate it to the office professionals. Top management is not aware of any problems with the compensation plan, as there have been no significant complaints.

	One observation by the CEO might suggest a reason for the firm’s decline in yield of proposals. It has been losing out on a number of large new contract proposals that require a number of staff and a significant professional travel commitment. These are jobs for which it would be necessary to coordinate two or more DTH offices. The CEO notes that DTH has as many regional offices as most of its competitors, which now seem to be winning a larger share of these contracts, and perhaps the compensation plan is contributing to these results.  You are to discuss the pros and cons of DTH’s compensation plan and discuss whether it is consistent with the company’s objectives and competitive environment

	DTH’s goal is to increase its business by at least 10 percent a year in a very competitive environment. The compensation plan is consistent with this goal because it rewards increases in revenues and new clients. It is likely, however, that under the current plan, each office is focusing only on the client base in its own region.

A problem occurs when DTH must make proposals that require joint cooperation and participation among two or more offices. The compensation plan does not have an incentive for cooperation. In fact, it could be a distraction and reduce the potential for a substantial bonus for any given office to develop a proposal for a large contract in which other offices might benefit. The cost of the proposal would be borne by the office, and the benefits would accrue to other offices as well as the originating office. 

	Some possible changes include sharing the cost of the proposal for large contracts among the offices in some way, or any one office will not have the incentive to spend the time and money necessary to develop a large proposal.

In addition to sharing the cost of the proposal, DTH should consider having a firm wide proposal development group for these large projects. The individual offices would then be charged for the cost of this group, perhaps in proportion to the fees received from large contracts in that office. Clearly, the firm is losing the larger contracts, and the compensation and proposal development plans must provide the needed incentive for each office to go after them aggressively.

Another alternative is to go to a firm wide compensation pool that would provide a direct and strong incentive for each office to cooperate in developing new business. A disadvantage of this approach is that it would reduce the motivation for each office to seek business in its own region because the revenues from these individual efforts would be shared firm wide.

Another issue concerning the current compensation plan is the office manager’s discretion to divide the office bonus among the professionals in the office. Although no one has complained, a lower-level professional is unlikely to complain about the office manager’s bonus decisions. The equity of this system should be reviewed to ensure that each office manager is using this discretion in a fair and appropriate way.

And now for the second scenario

	WebSmart is a relatively new Internet company that sells educational products on the Web. The firm focuses on students preparing for college entrance exams. The key competitive advantage at WebSmart is its highly regarded publication, Guide to Competitive Colleges, which is sold widely in bookstores and on Amazon .com . The firm has grown rapidly and now is seeking additional venture capital investment to allow it to improve its operations and provide additional advertising and promotion. One of the venture capital firms that WebSmart approached has asked for an estimate of the firm’s value.

	Relevant financial information about WebSmart from the most recent financial statement is presented here.  Note that WebSmart owns no significant fixed assets, but operates out of leased space. WebSmart management knows that the median stock price-to-sales multiple in the industry is approximately 7.

	You are asked to develop an estimate of the value of WebSmart and explain your reasoning.

	There are several options available for valuing a company and a first step might be to decide which methods do not make sense in this situation.  Since WebSmart is a relatively new company currently showing losses and negative cash flows, the earnings- multiple and discounted cash flow approaches are not suitable. Moreover, since the company is not public, there is no current stock price, so a simple stock valuation will not work.

	This leaves two possibilities: the book value of equity method and the revenues-multiple method. 

	The book value of equity is given at $1,200,000. In contrast, the revenue multiple would estimate value at $4,200,000, which is the revenue of $600,000 x the industry average multiplier factor of 7. Alternatively, WebSmart could use projected revenues in the revenue-multiple calculation.  

	Looking back at the current financial information, the valuation could be based on projected rather than historical cash flows in a cash flow multiple or discounted cash flow calculation, since cash flow would presumably be positive in the coming years.

Also, the firm has an asset, the Guide, which has a market value of $1,350,000, so any valuation would have to be higher than that figure, meaning that the use of the book value of equity, which on only $1,200,000, would not be appropriate. 

Overall, this is a difficult firm to value; the range from $1,350,000 to $4,200,000 is a very wide range. Also, there is significant uncertainty about future cash flows, which are critical to the overall valuation

	[bookmark: _GoBack]Through the completion of this self-study problem you have discussed the pros and cons of a compensation plan and commented on whether it is consistent with the company’s objectives and competitive environment and to also provide an estimate of the value of  an organization along with your reasoning behind your valuation



