Chapter 20
Management Compensation, Business 
Analysis, and Business Valuation

Cases

	20-1
	Midwest Petro-Chemical Company (Evaluating a Firm)

	20-2
	Evaluating a Firm

	20-3
20-4
	OutSource, Inc. (Economic Value Added)
John Deere Case

	20-5
	Henson Stores



Readings

20-1: “Using Shareholder Value to Evaluate Strategic Choices” by Nick Fera, Management Accounting (November 1997).

The basic principle of the article is that performance evaluation based on accounting measures alone is not sufficient.  The evaluation of a business unit or of the unit’s manager must also consider the business unit’s performance in creating shareholder value. Based on ideas from Alfred Rappaport’s book, Creating Shareholder Value, the article develops the measures of cash flow and market risk.   An illustration for a hypothetical firm is provided.

Discussion Questions
1.	Explain the differences between the two measurement methodologies presented in the article.
2.	Why is it important for firms and managers to consider shareholder value?
3.	What are the key factors in determining shareholder value?

20-2: “The Role of Strategy” by Priscilla O’Clock and Kevin Devine, Management Accounting Quarterly (Winter 2003).

This article presents a careful look at the role of local culture in the desirability of different management control systems.   Local culture is defined in terms of Hofstede’s research paradigm, including the measures: individualism, uncertainty avoidance, power distance, masculinity, and Confucianism.    The culture of several major countries (including the U.S., U.K., Japan, Germany, and others) is considered and suggestions are provided for designing the management controls system for foreign SBUs.   Companies should include both the firm’s strategy and the culture of the foreign country in determining the most effective form of SBU and how it is to be implemented.

Discussion Questions
1.  Identify and explain the meaning of each of the cultural factors (or “dimensions”) used in Hofstede’s research of cultures in various countries.
2.  How should each of the cultural factors be used in developing effective SBU control systems?
3. For which countries do you think it would be most difficult to develop an effective management control system, and why?   
4.  For which countries do you think it would be easiest to develop an effective management control system, and why?   

20-3 “Preserving Performance Pay”, by Katrina Mantzke, CPA, and B. Douglas Clinton, CPA, Strategic Finance, (May 2004), 53-54.

Discussion Questions
The authors argue that stock-based compensation should be restructured in two key ways.  Describe each of the two ways and explain why each is important.  

20-4 “When Strategy and Valuation Meet”, by Joel Litman and Mark L. Frigo, Strategic Finance, (August 2004), 31-39.

The article provides a comprehensive discussion of how business strategy and business valuation are inter-related, and an explanation of five lessons from an understanding of this inter-relationship.  

Discussion Questions:
1. Explain briefly the difference between the skills need for a business strategy expert and the skills of a business valuation expert.
2. Explain why a great product seldom ensures a great business.
3. Explain why being “different” is not central to strategy.
4. Explain the difference between a great company and a great stock.
5. Explain when and why growth is not necessarily a good thing.
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20-1  Midwest Petro-Chemical Company (Evaluating a Firm)

Midwest Petro-Chemical, an industrial chemical distributor, was formed in 1960 by James Fletcher, a chemical engineer who had spent 10 years with the petrochemical division of a major oil company. His oil company experience which included a variety of technical, sales, and management positions, provided valuable business training. His final oil company position was regional marketing manager. He felt hindered by the slow-moving oil company bureaucracy, so he left a corporate career to begin Midwest Petro-Chemical.
	The company began operation in Chicago in a rented warehouse with Fletcher as the only full-time employee. First-year sales totaled $113,000 and the company reported a loss of $6,200. Although first-year sales were less than planned and most of his initial capital was lost, Fletcher remained optimistic. Unable to obtain debt capital, he sought equity investors. He approached his college fraternity brothers and oil company colleagues to invest in the new venture. Six accepted, with each providing between $10,000 and $20,000 of much needed capital.
	Sales exceeded $300,000 the second year of operations, but the company still reported a small loss of $4,000. The company reported its first profit of $14,000 in year three. Its first bulk distribution facility, capable of handling truck, rail, and barge transportation, was leased the next year.
	Over the next 53 years, the company expanded operations beyond Chicago. New offices and plants were opened in five metropolitan cities: St. Louis, Kansas City, Louisville, Cincinnati, and Memphis. Plants were built in industrial areas on sites ranging from two to four acres. Each facility included a warehouse and tank farm with multiple-size tanks with capacities ranging from 1.5 million gallons (barge shipments) to 10,000 gallons (truck shipments). Chemical manufacturers and oil companies were the major supplier of chemicals. Midwest would purchase in bulk (barge, rail, or truck), blend chemicals as necessary, repackage, and ship product in smaller quantities (less than truckload, tote tanks, 55-gallon drums, and other smaller package sizes) to a variety of users.
CURRENT SITUATION
The company prospered and remains a privately held corporation. Annual sales exceeded $95 million in 2013, and a profit of $2,315 million was reported. Fletcher, now in his late 60s, is still CEO and the largest shareholder, owning 314,260 shares or 41.8% of the total shares outstanding. Three of the original investors (Stan Davis, Tom Williams, and Don Stewart) own another 326,216 shares (43.4%), and the company’s pension fund owns 78,000 shares. Ron Allen, the company’s chief financial officer, is the pension trustee and votes the shares. The remaining 32,524 shares are owned by 37 current or former employees.
	There is not an active market for Midwest’s stock. Sales or transfers of the stock occur infrequently between a buyer and seller, and Midwest does not participate in the exchange transaction. The sale price of stock is negotiated at arm’s length between the buyer and seller. During 2013, approximately 18,000 shares were exchanged in 27 transactions at prices ranging from $21 to $24 per share.
	Fletcher, the three remaining original investors (Davis, Williams, and Stewart) and Midwest’s local counsel, Frank Armstrong, compose the Board of Directors. Despite Midwest’s consistent growth and profitability, recent Board meetings have resulted in heated discussions concerning three issues. 
1. Succession plan. Despite his age, Fletcher remains a more capable leader and has no desire to retire or even plan for retirement. The Board is concerned that no succession plan exists.
2. Stock value and liquidity. Stan Davis (age 72) wants to sell his Midwest stock (126,415 shares) but feels the stock is substantially undervalued at its recent trading range of $21 to $24. Like Fletcher, Davis has started his own business—Western Solvents, Inc., a chemical distribution company on the West Coast. With the aid of an investment banking firm, he recently sold Western Solvents at a price that was 16 times earnings. He has been pressuring Fletcher to purchase his Midwest shares.
3. Offer to purchase the company. Davis’s interest in selling has been heightened due to an unsolicited purchase inquiry from Georgia Chemical, a chemical distributor in Atlanta. The inquiry was made via letter to Fletcher asking if there were any interest in selling Midwest. It is Fletcher’s position that Midwest is not for sale, and he does not want to talk about the offer.
At the most recent Board meeting, Fletcher stated he was going to send a letter to Georgia Chemical indicating Midwest is not for sale. Davis objected and argued that it is their fiduciary responsibility as directors to consider all serious offers. Fletcher responded by saying, “Georgia Chemical’s inquiry didn’t even include a price, so how could it be considered an offer to buy?” Fletcher, Davis, and Allen offered their opinions as to what the stock was worth, but all agreed that their value estimates were not based on systematic or quantifiable processes. They also felt the current stock trading range was low. Stewart felt that without an established valuation of the stock, it would be very difficult, if not impossible, to evaluate objectively any offer to buy the firm. Frank Armstrong agreed with Stewart.
	Before a response can be given to the Atlanta inquiry, a reasonable price must be determined. Don Stewart suggested an independent study be undertaken to determine the fair market value of Midwest’s common stock. Stan Davis agreed and recommended using the investment banking firm of Warner and David, which recently valued his company. Ron Allen had worked with Warner and David with his previous employer and also thought highly of that firm’s ability. Allen also commented that one of the hot new services offered by public accounting firms is business valuation. In fact, a partner in Midwest’s auditing firm had mentioned this service in a recent meeting.
	Despite his many years in business, Fletcher is unfamiliar with the procedures used to value a business. He is unwilling to bring in any outsider at this point. As a compromise, Tom Williams, a retired banker, suggested that Allen perform an in-house valuation by comparing Midwest’s performance with industry norms. Analyses of ratios such as profit margin, return on assets, and return on equity were effective profit measures. Benchmarking Midwest’s performance with industry data should be an indication of strength or weakness, which relates to value. Williams also mentioned the price-to-earnings ratio and the price-to-book-value ratio as other possible value indicators. He said that as a banker, he began evaluation of all loan requests with a detailed historic performance analysis using ratios. Sources such as Value Line Investment Survey and Robert Morris Associates Annual Statement Studies provide industry data. Allen agreed that financial analysis was beneficial but was skeptical about it yielding a usable value. Another approach Williams suggested was to perform a valuation using the market values of the firm’s assets (appraisals were performed on all properties over the last two years for insurance purposes).

	Allen thought a valuation process based on projected future cash flows might be a more accurate measure of the firm’s value. Fletcher agreed with Allen because he feels the company is poised for considerable future growth. Davis suggested Allen use the sale of Western Solvents as a reference because the businesses were almost identical except for geographic location.
	As the Board members began discussing the various proposals and the advantages and disadvantages of each, Frank Armstrong proposed yet another course of action: giving Ron Allen and his staff the assignment to (1) investigate valuation alternatives, (2) perform an in-house valuation, and (3) prepare a report for review at the next Board meeting (one month away). All Board members agreed, and Allen was given the assignment.
THE ASSIGNMENT
The next day, Ron Allen met with Linda Warren, Midwest’s controller, to discuss the task. Warren mentioned that her previous employer used yet another valuation method—capitalization of earnings—to determine its worth. Allen said he planned to use all the methods suggested by the board members plus any other appropriate methods.
	Together they reviewed each valuation method and prepared a description of each. They also listed information needed for each technique.
Financial Ratio Analysis: Allen directed Warren to obtain industry comparative data and suggested starting with Value Line Investment Survey. Other sources of industry comparative data are Robert Morris Associates Annual Statement Studies and Standard and Poor’s Industry Surveys.

Asset-Based or Market Value Method: Although Tom Williams didn’t refer specifically to this valuation method, Ron Allen thought he was describing it when he suggested using “market value of the assets.” Linda Warren was to gather the most recent appraisals based on replacement values (see Table 1).

Market Comparison Method: This approach suggested by Stan Davis is based on the assumptions that value of a privately held company can be estimated by comparing it to a similar company whose market values are known. As Davis’s company recently sold at 16 times earnings, it can be used as the known market value.

Discounted Cash Flow: Ron Allen and James Fletcher favor this approach based on expected future cash flows. Linda Warren pointed out that this technique requires forecasting future cash flows. Allen agreed and thought forecasting for five years would be appropriate. In preparing the forecasts, Allen suggested they project revenues to grow at 3.5% per year and forecast operating expenses (including depreciation) as a percentage of sales using an average of actual 2013 and 2012 percentages. As annual depreciation expense has been about $1.4 million the past two years, and no major acquisitions are expected, it was decided to use $800,000 for annual net cash from depreciation (assume $600,000 is reinvestment in existing operations). To keep it simple, Warren suggested forecasting interest expense of $900,000 in 2011 and reducing the amount by $50,000 each subsequent year. She also suggested projecting income tax expense at 30% of income before income taxes. Allen recognized this was an oversimplification, but agreed.

                Warren asked how she should handle working capital changes, dividends, and residual values. Allen commented that because the current relationship between revenues, current assets, and current liabilities was close to optimum, they should assume it is maintained. Dividends per share of $.35 should be projected for 2011 with a $.05 per share increase each year thereafter. Book value should be used for residual values.
	The rate of return that investors require on equity capital depends on the riskiness of the cash flow stream. The risk premium on equity frequently is regarded at 3% higher than debt capital. Further, the risk and liquidity premium on private small companies without a liquid market indicated an additional premium in the range of 20%.

Capitalization of Earnings: The capitalization of earnings approach embodies the concept that an investor in a going business has in mind a desired or “target” return on capital. Warren thought it would be another good technique but that they should perform two calculations, one based on past earnings and another using projected earnings. Allen agreed. The target return is expressed as a percentage of after-tax earnings to invested capital or equity and is referred to as return on equity (ROE). Warren thought they should use a capitalization rate based on an average ROE for 2013 and 2012. Allen concurred but told her to use beginning-year equity to calculate ROE.

REQUIRED:
Assume the roles of Ron Allen, Midwest Petro-Chemical’s chief financial officer, and Linda Warren, controller, and prepare the required report for the Board. The report should address the following:
1. What is Midwest’s strategic competitive advantage, and what type of compensation plan is most consistent with this strategy?
1. Analyze company performance using financial ratio analysis and industry norms as a bench mark. What are the strengths and weaknesses of this evaluation process?
1. Why did financial ratio analysis serve as an effective tool for Tom Williams?
1. Discuss each valuation method. What are the strengths and weaknesses of each? What difficulties are encountered when applying each method?
a. Asset-based or market value
b. Market comparison
c. Discounted cash flow
d. Capitalization of earnings
1. Historic earnings
2. Projected earnings
5. Develop values for Midwest Petro-Chemical’s stock using the four valuation methods discussed in requirement 4.
6. Based on your previous answers, develop a fair-market value for Midwest's common stock. Support your value.
7. Recommend a negotiating strategy for dealing with the inquiry from the Atlanta company.
8. Once a price is agreed upon by a buyer and seller, sale terms must be structured.
a. Will the price be paid in cash at closing? As an initial cash payment plus future payments? As stock or some combination of the aforementioned?
b. Will stock or assets be sold? Will the sale terms affect price? If so, how? Explain your answer.
(IMA adapted)


	TABLE 1

	
	Acquisition
Date
	Land
	Plant Prop.& Equip
	Accumulated Depreciation
	Net Book Value

	Chicago
	1963
	$  634
	$ 4,415
	$ 3,012
	$ 2,037

	St. Louis
	1967
	   960
	  4,602
	  3,118
	  2,444

	Louisville
	1970
	 1,100
	  5,809
	  4,019
	  2,890

	Cincinnati
	1980
	 2,600
	  6,222
	  3,216
	  5,606

	Memphis
	1982
	 2,466
	  7,214
	  3,037
	  6,643

	
	
	$7,760
	$28,262
	$16,402
	$19,620



	
	Appraisal Date
	Land
	Plant. Prop. & Equip
	Total

	Chicago
	1994
	$2,010
	$2,050
	$ 4,060

	St. Louis
	1991
	 1,580
	 1,738
	  3,318

	Louisville
	1992
	 1,720
	 1,612
	  3,332

	Memphis
	1989
	 2,910
	 3,702
	  6,612

	Cincinnati
	1990
	 2,700
	 4,313
	  7,013

	
	
	
	
	$24,335



	
	
	Shares
	% 

	James Retcher
	CEO/Director
	314,260
	41.8
	

	Stan David
	Director
	126,415
	16.8
	

	Tom Williams
	Director 
	105,060
	14.0
	

	Don Stewart
	Director
	 94,741
	12.6
	

	Pension fund*
	
	 78,000
	10.4
	

	Other
	
	 32,524
	4.4
	

	
	Total
	751,000
	100.4
	

	*Shares voted by trustee Ron Allen
	
	




Table 1 (Continued)


	Balance Sheets (000s).
December 31

	
	2013
	
	2012
	
	
	2013
	2012

	Current assets
	
	
	
	
	Current liabilities
	
	

	 Cash 	
	$   510
	
	$   212
	
	 Accounts payable
	$11,264
	$8,944

	 Receivables 	
	13,925
	
	12,816
	
	 Accrued expenses
	  2,245
	  1,745

	 Inventories 	
	9,310
	
	10,463
	
	 Total current liabilities. 
	13,509
	10,689

	 Prepaid expenses 	
	    745
	
	    413
	
	
	
	

	  Total current assets 	
	$24,490
	
	$23,904
	
	Long-term obligations
	10,899
	15,600

	
	
	
	
	
	 Total liabilities
	24,408
	26,289

	Property and equipment at cost
	
	
	
	
	Shareholders’equity
	
	

	 Land 	
	7,760
	
	7,760
	
	 Common stock $1 par value
	
	

	 Plant, property and equipment 	
	28,262
	
	27,232
	
	 2,000,000 shares authorized
	
	

	 Less accumulated depreciation 	
	(16,402
	)
	(14,995
	)
	 751,000 shares outstanding
	751
	751

	  Total plant and property 	
	19,620
	
	19,997
	
	Paid in capital
	2,253
	2,253

	
	
	
	
	
	Retained in earnings
	 16,198
	 14,608

	
	
	
	
	
	  Total shareholders’equity
	 19,702
	 17,612

	Total assets 	
	$44,110
	
	$43,901
	
	Total liabilities and equity
	$44,110
	$43,901




Table 1 (continued)
	FINANCIAL STATEMENTS
MIDWEST PETRO-CHEMICAL, INC.
Statement of Income (000s)
For the Years Ending December 31

	
	2013
	2012
	2011
	2010

	Net Sales
	$95,652
	$92,333
	$90,114
	$86,414

	Costs of Sales and Selling cost 
	
	
	

	 Cost of sales
	77,719
	74,882
	74,374
	70,859

	 Selling 
	13,712
	13,388
	13,049
	12,703

	  Total costs 
	91,431
	88,270
	87,423
	83,562

	Operating income
	4,221
	4,063
	2,691
	2,852

	Interest expense
	914
	1,214
	1,612
	1,728

	Income before income 
	3,307
	2,849
	1,079
	1,124

	Income tax expense
	992
	854
	270
	259

	 Net Income
	2,315
	1,995
	809
	865

	
	
	
	
	

	Earnings per share
	$3.08
	$2.66
	$1.08
	$1.15

	Dividends per share
	.30
	.25
	.22
	.20



	Statement of Cash Flows (000s)
For the Year Ending December 31, 2013


	Operating activities
	

	 Net income 	
	$2,315

	Additions (sources of cash) 
	

	 Depreciation 	
	1,407

	 Decrease in inventory 	
	1,153

	 Increase in accounts payable 	
	2,320

	 Increase in accrued expense 	
	500

	Subtractions
	

	 Increase in accounts receivable 	
	(1,109)

	 Increase in prepaid assets 	
	  (332)

	 Net Cash provided by operating activities 	
	6,254

	Long-term investing activities
	

	 Cash used to acquire fixed assets 	
	(1,030)

	Financing activities
	

	 Decrease on long-term debt 	
	(4,701)

	 Payment of dividends 	
	  (225)

	 Net cash provided by financing activities 	
	(4,926)

	Net increase in cash 	
	298

	Cash at beginning of year 	
	212

	Cash at end of year 	
	$  510
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20-2  Evaluating a Firm
REQUIRED: 
Consider the financial data below for the Example Company, and assess the value of the Company. Explain your choice(s) of valuation method(s).  All figures are 000s except for share price
	Example Company
Selected Financial Data

	Account Description
	2008
	2009
	2010
	2011
	2012
	2013

	
	
	
	
	
	
	

	Cash
	 25,141
	 25,639
	32,977
	34,009
	49,851
	30,943

	Accounts Receivable
	272,450
	312,776
	368,267
	419,731
	477,324
	542,751

	Prepaids
	  3,982
	  4,402
	5,037
	5,246
	5,378
	6,648

	Inventories
	183,722
	208,623
	222,128
	260,492
	298,696
	399,533

	Property & Equipment (net)
	 47,578
	 49,931
	55,311
	61,832
	77,173
	91,420

	Other Assets
	 18,734
	 20,738
	23,075
	26,318
	36,248
	  39,403

	Total Assets
	551,607
	622,109
	706,795
	807,628
	944,670
	1,110,698

	
	
	
	
	
	
	

	Accounts Payable
	 49,831
	64,321
	70,853
	80,861
	94,677
	78,789

	Accrued Expenses
	 86,087
	102,650
	113,732
	131,899
	143,159
	164,243

	Notes Payable
	 99,539
	118,305
	182,132
	246,420
	237,741
	390,034

	Long-term Debt
	 62,622
	43,251
	35,407
	32,301
	128,432
	126,672

	Deferred Taxes Payable
	  7,551
	7,941
	8,286
	8,518
	9,664
	11,926

	Other Liabilities
	  5,279
	5,521
	5,697
	5,593
	5,252
	4,695

	Total Liabilities
	310,909
	341,989
	416,107
	505,592
	618,925
	776,359

	
	
	
	
	
	
	

	Capital Stock
	 73,253
	87,851
	79,009
	71,601
	81,238
	73,186

	Retained Earnings
	167,445
	192,539
	211,679
	230,435
	244,507
	261,153

	Total Stockholders Equity
	240,698
	280,120
	290,688
	302,036
	325,745
	334,339

	Total Liabilities & Equity
	551,607
	662,109
	706,795
	807,628
	944,670
	1,110,698

	
	
	
	
	
	
	

	Net Sales
	982,244
	1,095,083
	1,214,666
	1,259,116
	1,378,251
	1,648,500

	Cost of Goods Sold
	669,560
	739,459
	817,671
	843,192
	931,237
	1,125,261

	Depreciation Expense
	  8,303
	8,380
	8,972
	9,619
	10,577
	12,004

	Interest Expense
	 11,248
	13,146
	14,919
	18,874
	16,562
	21,128

	Income Tax Expense
	 26,650
	34,000
	38,000
	32,800
	26,500
	25,750

	Dividends Paid
	 13,805
	17,160	
	19,280
	20,426
	20,794
	20,807

	Net Income
	 32,563
	37,895	
	41,809
	39,577
	35,212
	37,787

	
	
	
	
	
	
	

	Number of common shares  outstanding at year-end
	 12,817
	 13,714
	13,728
	13,684
	14,023
	13,993

	Market price per share
	38
	43
	55
	65
	43
	31

	
	
	
	
	
	
	




20-3  Economic Value Added; Review of Chapter 18; Strategy
Paul A. Dierks

“I’ve been hearing a lot lately about something called EVA, which stands for Economic Value Added, and I was curious whether it is something we can use at OSI,” Keith Martin said as he finished his lunch. Keith is president and CEO of OutSource, Inc. His guest for lunch that day was a computer industry analyst from a local brokerage firm. Keith had invited him to lunch so he could get more information on EVA and its uses.
	"Yes,” the analyst replied, “I’ve heard a great deal about EVA. It’s a residual income approach in which a firm’s net operating profit after taxes—called NOPAT—is reduced by a minimum level of return a firm must earn on the total amount of capital placed at its disposal.
	“Have you seen the recent articles on EVA? The after-tax operating profit, NOPAT as you called it, and the amount used for capital don’t come directly off the financial statements. You have to analyze the footnotes to determine the adjustments that have to be made to come up with those amounts.” 
 	“The article sounds like interesting reading for me, especially at this point,” Keith said. “Can you send me a copy?”
	“Sure,” said the analyst. “But tell me, what is it about EVA that piqued your interest in trying it at OSI?"
	”In tracking our industry,” Keith replied, “I see the stock prices of some of our key competitors, like Equifax, increasing. Yet, when I compare OSI's recent growth in sales and earnings, our return on equity and earnings per share compare well to those firms, but our stock price doesn’t achieve nearly the same rate of increase, and I don’t understand why.”
	The analyst suggested, “Some of those firms might be benefiting from using EVA already, and the market value of their stock probably reflects the results of their efforts. It has been shown that a higher level of correlation exists between EVA and a stock’s market value than has been found with the traditional accounting performance measures like ROE or EPS."
	“But will EVA work in a small service firm like OSI?” 
	“I’ve read about EVA being used at smaller firms,” said the analyst. “I’m not an expert on EVA, but I don’t see any reason why it wouldn’t work at OSI.”
	“I’d like to find out more about EVA and how we can use it at OSI. For example, we’ve talked about a new incentive plan-will EVA work in that area? And, if so, will it help us in deciding how we should organize and manage our operations as we expand and grow? What can you do to get more information on these things to me?”
COMPANY INFORMATION 
OutSource, Inc. (OSI) is a computer service bureau that provides basic data processing and general business support services to a number of business firms, including several large firms in the immediate local area. Its offices are in a large city in the mid-Atlantic region, and it serves client firms in several Mid-Atlantic States. OSI’s revenues have grown rapidly in recent years as businesses have downsized and outsourced many of their basic support services.

	The CorpInfo Data Service (CIDS) classifies OSI as an Information Services firm (SIC 7374). This group is composed, in large part, of smaller, independent entrepreneurs that provide a variety of often disparate services to both corporate and government clients. Market analysts feel a continuously healthy economy translates into strong potential for higher earnings by members of this group. A factor sustaining an extended period of growth is the increased attention of firms to control costs and to outsource their non-core functions, such as personnel placement, payroll, human resources, insurance, and data processing. This trend is expected to continue, probably at an increasing rate. Several firms in this industry have capitalized on their growth and geographic expansion to win lucrative contracts with large clients that previously had been awarded on a market-by-market basis.
	Although OSI operates out of its own facilities, which include some computing equipment and furniture, the bulk of its computer processing power is obtained from excess computer capacity in the local area, primarily rented time during third-shift operations at a large local bank. To be successful in the long term, however, OSI management knows it must expand its business considerably, and, to ensure it has full control over its operations, it must set up its own large-scale computing facility in-house. These items are included in OSI’s strategic plan.
	As OSI’s reputation for accurate, reliable, and quick response service has spread, the firm has found new business coming its way in a variety of data processing and support services. The issue has been deciding which services to take on or to stay out of in light of the current limitations on OSI’s computing resources and assurance it can continue to provide high-quality service to its customers. Things definitely are looking up for OSI, and industry market analysts recently have begun to look more favorably on its stock.
	In 2011, OSI’s board decided to pursue additional opportunities in payroll processing and tax filing services, and OSI purchased a medium-sized firm that had an established market providing payroll calculations, processing, and reporting services for several Fortune 500 firms on the East Coast. Now OSI is in the midst of developing a new payroll processing system, called PayNet, to replace the outmoded system that was originally created by the firm it acquired.
	Once PayNet is developed, it will give users an integrated payroll solution with a simpler, more familiar graphic user interface. From an administrative perspective, it will allow OSI to reduce its manual data entry hiring, to speed data compilation and analysis, and to simplify administrative tasks and the updating of customer files for adds, moves, and changes. PayNet will serve as the backbone for OSI’s service bureau payroll processing operations in the future, but developmental and programming costs have been higher than expected and will delay the roll out of the final version of the new payroll program. Beta testing of the production version of PayNet is being delayed from the second to the third quarter of 2011.


	TABLE 1  OUTSOURCE INC.

	Balance Sheet
December 31,

	ASSETS
	2013
	2012

	Current Assets:
	
	

	Cash
	$144,724
	$169,838

	Trade and other receivables (net)
	217,085
	192,645

	Inventories
	15,829
	23,750

	Other current assets
	 61,047
	 49,239

	Total current assets
	438,685
	435,472

	Noncurrent Assets:
	
	

	Property, plant, equipment
	123,135
	109,600

	Software and development costs
	33,760
	14,947

	Data processing equipment & furniture
	151,357
	141,892

	Other noncurrent assets
	  3,650
	  8,844

	
	311,902
	275,283

	Less: Accumulated depreciation
	 85,108
	 57,929

	Total (net) noncurrent assets
	226,884
	217,354

	Goodwill
	 88,200
	 96,600

	
	$753,769
	$749,426

	LIABILITIES AND SHAREHOLDERS' EQUITY

	Current liabilities
	
	

	Short-term debt & current portion of long-term note
	$27,300
	$31,438

	Accounts payable
	67,085
	57,483

	Deferred income
	45,050
	32,250

	Income taxes payable
	19,936
	12,100

	Employee compensation and benefits accrued
	30,155
	28,950

	Other accrued expenses
	28,458
	27,553

	Other current liabilities
	 17,192
	 29,769

	Total current liabilities
	235,176
	219,543

	Long-term note, less current portion
	98,744
	117,155

	Deferred income taxes
	6,784
	4,850

	Shareholders' Equity:
	
	

	Cumulative Nonconvertible Preferred Stock, $100 par value, authorized 5,000 shares, issued and outstanding 1,000 shares
	100,000
	100,000

	Common stock, $1 par value; 300,000 shares authorized; 219,884 shares issued & outstanding
	219,884
	219,884

	Additional paid-in capital
	32,056
	32,056

	Retained earnings
	 61,125
	 55,938

	Total shareholders' equity
	413,065
	407,878

	
	$753,769
	$749,426

	
	
	





	OutSource, Inc. Statement of Income for 
The Year Ended December 31, 2013

	Operating revenue
	$2,604,530

	Less: Costs of services
	1,466,350

	Gross profit
	1,138,180

	
	

	Less: Operating expenses
	

	Selling, general and administrative
	902,388

	Research and development
	89,089

	Other expense (income)
	59,288

	Write-off of goodwill and other tangibles
	 13,511

	
	

	Earnings (Loss) before interest and taxes
	73,904

	Interest income
	1,009

	Interest expense
	 12,427

	
	

	Earnings (Loss) before income taxes
	62,486

	Income tax provision
	 21,870

	
	

	Earnings (Loss)
	$40,616





	
	
	

	OutSource, Inc. Statement of Cash Flows for 
The Year Ended December 31, 2013

	
	

	Cash Flows from Operating Activities
	

	Net Earnings (Loss)
	$40,616

	Depreciation
	21,978

	Amortization of software & development
	5,111

	Decrease (lncrease) in trade & other receivables 
	(24,440)

	Decrease (lncrease) in inventories
	7,921

	Decrease (lncrease)in other current assets
	(11,808)

	Increase (Decrease) in deferred income
	9,602

	Increase (Decrease) in accounts payable
	12,800

	Increase (Decrease) in income taxes payable
	7,836

	Increase (Decrease) in employee compensation and benefits
	1,205

	Increase (Decrease) in other accrued expenses
	905

	Increase (Decrease) in other current liabilities
	(12,577)

	Increase (Decrease) in deferred income taxes
	  1,934

	Net cash provided by (used for) operating activities
	61,083

	
	

	Cash Flows from Investing Activities
	

	Expended for capital assets
	(36,619)

	Goodwill amortized
	  8,400

	Net cash provided by (used for) investing activities
	(28,219)

	
	

	Cash Flows from Financing Activities
	

	Payment of long-term note
	(4,138)

	Payment of short-term note
	(18,411)

	Preferred dividends paid
	(11,000)

	Common stock dividends paid
	  (24,429)

	Net cash provided by (used for) financing activities
	(57,978)

	
	

	Net Cash Flows Provided (Used)
	(25,114)

	Cash at beginning of year
	$169,838

	Cash at end of year
	$144,724




ADDITIONAL ACCOUNTING INFORMATION
OSI’s financial statements for 2013 appear in Table 1. The following list of information is pertinent to calculating a firm’s EVA extracted from the footnotes to OSI’s annual report for 2013.
A. Inventories are stated principally at cost (last-in, first-out), which is not in excess of market. Replacement cost would be $2,796 greater than the 2012 inventory balance and $3,613 greater than the 2013 inventory balance.
B. On July 1, 2011, the company acquired CompuPay, a payroll processing and reporting service firm. The acquisition was accounted for as a purchase, and the excess cost over the fair value of net assets acquired was $109,200, which is being amortized on a straight-line basis over 13 years. One-half year of goodwill amortization was recorded in 2011.
C. Research and development costs related to software development are expensed as incurred. Software development costs are capitalized from the point in time when the technological feasibility of a piece of software has been determined until it is ready to be put on line to process customer data. The cost of purchased software, which is ready for service, is capitalized on acquisition. Software development costs and purchased software costs are amortized using the straight-line method over periods ranging from three to seven years. A history of the accounting treatment of software development costs and purchased software costs follow:

	
	Expensed
	Capitalized
	Amortized

	2011
	$166,430
	$ 9,585
	0

	2012
	 211,852
	  5,362
	$ 4,511

	2013
	  89,089
	 18,813
	  5,111

	
	$467,371
	$33,760
	$ 9,622



ADDITIONAL FINANCIAL INFORMATION
OSI’s common stock is currently trading at $2 per share. A preferred dividend of $11 per share was paid in 2013, and the current price of preferred stock is approximately at its par value. Other information pertaining to OSI’s debt and stock follows:
	
	
	

	Short-term debt
	$  8,889
	8.0%

	Long-term debt:
	
	

	 Current portion
	$ 18,411
	10.0%

	 Long-term portion
	$ 98,744
	10.0%

	Total long-term debt
	$117,155
	



	Stock market risk-free rate
	
	

	(90-day T-bills)
	=
	5.0%

	Expected return on the market
	=
	12.5%

	Expected growth rate of dividends
	=
	8.0%

	Income tax rate
	=
	35.0%





REQUIRED:
1. The management of OutSource, Inc. has asked you to prepare a report explaining EVA (Economic Value Added), how it is calculated, and how it compares to traditional measures of a firm’s financial performance. As part of your answer, calculate EVA from OSI’s financial report. 
1. What are the advantages and disadvantages of using EVA to evaluate OSI’s performance on an on-going basis, as well as in assessing the performance of individual managers throughout its organization? How might EVA help OSI attain its strategic goals?
1. OSI management wants to know if EVA can be used as part of an incentive program for its employees, and if so, how it should be implemented. 


































20-4 The Evolution from Taylorism to Employee Gainsharing: A Case Study Examining John Deere’s Continuous Improvement Pay Plan

By: Geoffrey B. Sprinkle and Michael G. Williamson



With over $13 billion in annual sales, John Deere is one of the largest equipment manufacturing and distribution organizations in the world. John Deere markets products in over 150 countries world-wide and has manufacturing facilities in Europe, Asia, and the Americas. While John Deere has a significant presence in the construction and lawn and garden industries, the company is best known for being the world’s premier producer of agricultural equipment. 
In the 1980’s, the U.S. agriculture industry fell on very difficult times. The demand for agricultural products and equipment plummeted, leaving John Deere with falling revenues, expanding inventories, and deteriorating profits. In 1986, for example, John Deere reported an annual loss of $269 million – the company’s first annual loss in 53 years. With forecasts of continued tough times ahead for the U.S. agriculture industry, John Deere needed to drastically increase the efficiency of its operations to endure prolonged contractions in its primary product market, bolster its competitiveness in the global marketplace, and increase its profitability.
John Deere turned to one of its most valuable resources, its manufacturing employees, for help. Through their many years of experience on the front-line of the company’s production facilities, John Deere’s employees have a wealth of knowledge about the most efficient and effective ways to design and perform production activities. By incorporating this valuable knowledge into manufacturing processes, John Deere believed it could significantly reduce the cost, improve the speed, and increase the quality of production.
Employees, however, typically have incentives to guard their production secrets. Employees know that, in the hands of management, their information could be used against them. Shared production secrets, for example, could be used by management to force employees to work harder for less pay (e.g., by increasing standards). Moreover, by helping the company make production processes more efficient, employees could directly contribute to a reduction of manufacturing jobs in existing production facilities and make it easier for the company to relocate entire production facilities to lower-waged locations in the U.S. or abroad.
To tap into its employees’ valuable production knowledge, John Deere knew it needed to better align the incentives of its manufacturing employees with the company as a whole.[endnoteRef:1] Accomplishing this objective, however, required John Deere to fundamentally change the way it evaluated and rewarded the performance of its manufacturing employees. Grounded in Frederick Taylor’s scientific management philosophy, the existing standard-hour compensation plan rewarded employees for individual performance in excess of rigorously defined job standards. While the standard-hour compensation plan motivated high levels of employee effort and attracted a highly skilled labor force, it stifled creativity, penalized innovation, and discouraged cooperation. [1: ] 

To encourage its employees to work together to find and implement better and more efficient ways to manufacture its products, John Deere presented a radical new compensation plan to its manufacturing employees through their representatives at the United Auto Workers (UAW). This plan, the Continuous Improvement Pay Plan (CIPP), shifted focus away from individual performance to team performance and explicitly rewarded cooperation and innovation. Under CIPP, employees were rewarded for using an integrated, team-based approach and becoming actively involved in generating production efficiencies. The UAW agreed to the new incentive system and, in 1995, CIPP was implemented covering over 10,500 UAW employees in six states. This overhaul in the compensation system governing John Deere’s manufacturing employees provides a tremendous opportunity to examine both the specific needs for CIPP and the concomitant changes in productivity it induced. 
More specifically, this case provides students the opportunity to experience real-world conflicts of interest between employees and employers and the integral role that accounting-based performance measurement and reward systems play in resolving these conflicts. This case also provides students the opportunity to critically evaluate the theoretical strengths and weaknesses of two common compensation plans from the perspectives of both John Deere and its employees. Such juxtaposition allows students to see the inherent tradeoffs in designing compensation systems, thereby improving students’ understanding of optimal control system design.
We next present the standard-hour compensation plan and specific weaknesses of the plan that were exposed during the downturn in the U.S. agriculture industry. Following this, we present the details of CIPP and how it theoretically mitigates deficiencies in the standard-hour plan. Section four presents four questions – these questions are intended to solidify and extend students’ understanding of the role of organizational performance measurement and reward systems and John Deere’s compensation plans, including each plan’s strengths and weaknesses and how its current plan, CIPP, might be improved. 

The Standard-Hour Compensation Plan

In 1955, John Deere implemented a standard-hour compensation plan in all of its United Auto Worker facilities. Rooted in Frederick Taylor’s scientific-management philosophy, John Deere evaluated and rewarded employees against standards believed to represent the “one best way” to perform each manufacturing task. There were three primary components of John Deere’s standard-hour plan: (1) the hourly wage, (2) the standard, and (3) the relationship between pay and performance.

Hourly Wage

The labor market is primarily responsible for the first component of the compensation plan, the hourly wage paid to employees. John Deere ensures that the wages it pays are in line with comparable industry norms. By paying competitive wages, John Deere attracts highly skilled employees to work in its factories. Additionally, most of John Deere’s manufacturing employees are represented by the UAW, and the UAW strives to secure the highest hourly wages and benefits for its members.
Under the contract between John Deere and the UAW there are seven pay grades, 1-7. Pay grade is determined by job classification which, in turn, is determined by a job’s skill requirements and supply of, and demand for, the job. A job’s pay grade then maps directly into the hourly wage. For example, John Deere assigns a “one” and pays the highest hourly wage to jobs that require substantial training and are in high demand such as electricians and machinists. Jobs that entail lower knowledge and skill requirements, such as janitors, receive the lowest rating (seven) and the lowest hourly wage.[endnoteRef:2]   [2: 
] 

Once assigned to a job classification, tenure (years on the job) with John Deere is the only means of increasing the hourly wage above the pay-grade rate. The hourly wage increases in each of the first five years of employment with John Deere and, with the exception of cost-of-living adjustments, remains fixed in the years that follow. The explicit contract between John Deere and the UAW stipulates both the manner in which the hourly wage increases as years of employment increases and how cost-of-living adjustments are to be determined. 
After employees have been assigned to pay grades, they are further classified as incentive or non-incentive employees. Non-incentive employees perform jobs that generally are not repetitive and for which performance cannot be easily measured. For example, the type and pattern of actions taken by an employee in charge of the general up-keep of the factory floor (maintenance) may differ depending on the shift, what is being produced, and the factors of production (labor vs. machines). Non-incentive employees earn between 88.5 percent and 115 percent of their hourly wage based on the factory supervisor’s subjective evaluation of their performance. This allows supervisors the flexibility to reward outstanding performance (and punish unsatisfactory performance), thereby motivating non-incentive employees to work hard at their assigned tasks.
Incentive employees perform tasks that are more repetitive and measurable. These two task characteristics allow standards to be devised so that an employee’s performance can be objectively, rather than subjectively, evaluated and rewarded. As a starting point, incentive employees receive 88.5 percent of their pay-grade (base) hourly wage. Incentive employees can earn substantially more than 88.5 percent of their base hourly wage by performing in excess of the standard assigned to them.[endnoteRef:3] The next section describes how standards were set under the standard-hour compensation plan.  [3: 
] 


Standards

	In the peak of the standard-hour plan, John Deere employed over 600 industrial engineers to study its manufacturing processes. Using time and motion studies, video analysis, and laboratory research, industrial engineers sought the “one best way” to perform each repetitive and measurable task conducted by manufacturing employees. Each task was first broken down into the precise movements required to perform the task. Industrial engineers then taught representative employees the most efficient manner for conducting these movements. The actual time to complete each movement was recorded to the thousandth of a minute (i.e., 0.06 of a second). 
The total time recorded from the above analysis represented the theoretical standard for completing a task. The actual standard was adjusted upward for allowances due to lunch, restroom breaks, and fatigue.[endnoteRef:4] Further time was added so that an employee performing the task exactly as detailed would exceed the standard by 30 percent. This latter adjustment was made so that incentive employees, similar to non-incentive employees, could earn up to 115 percent of their base hourly wage (i.e., 88.5  1.3  115) if they worked hard at their assigned tasks.  [4: ] 

	Once the most efficient way to complete the task had been identified, the industrial engineering department documented each movement and the time allotted for each movement on a job detail sheet. Table 1 provides an example of an actual job detail and standards sheet used by John Deere. This sheet outlines the thirteen movements required to create a specific part (a component of a drive shaft) for a specific John Deere product (a medium-sized row crop tractor). The table presents the movements required to complete the task, the number of times per iteration that each movement is to be performed, and the time required to complete the movements.[endnoteRef:5]  [5: ] 



(Table 1)


Employees were provided with job detail sheets for each of their tasks, and John Deere required employees to perform their tasks exactly as outlined on the job detail sheets. To assure the integrity of the standards, industrial engineers periodically audited the methods used by employees to perform their tasks. If employees were not performing their tasks as outlined, then John Deere took disciplinary actions.[endnoteRef:6] While audits typically were random (and unannounced), the industrial engineering department often investigated employees that produced consistently above 130 percent of their standards. Such high levels of performance were thought to signal that unapproved methods were being used and/or that standards needed to be updated and made more difficult to achieve.  [6: 
] 

To motivate its employees to beat the standards, John Deere linked compensation to standard fulfillment. If employees did not exceed their standards, then they received 88.5 percent of the wages their job would command in the competitive labor market. If, however, employees exceeded their standards, then they could earn hourly wages that exceeded their market wage. The next section describes how incentive employees’ remuneration was linked to their job standards.  

Relationship between Pay and Performance

	John Deere divided the total working time of its incentive employees into non-production hours and production hours. For non-production hours, incentive employees’ compensation equaled their base hourly wage multiplied by the number of non-production hours worked (similar to non-incentive employees). Non-production hours included all time spent idle due to weekly production quotas being filled or malfunctioning equipment (i.e., there was no work to be performed). 
	For production hours, incentive employees’ compensation was based on their performance vis-à-vis their job standard. If an employee’s performance exceeded the job standard, then compensation equaled actual output multiplied by the standard multiplied by the production hourly wage rate (the production hourly wage = 0.885 × base hourly wage). To facilitate this calculation, John Deere converted the standards described in the previous section from minutes per unit of output to standard-hours per unit of output.[endnoteRef:7] If an employee’s performance was less than the job standard, then compensation equaled the number of production hours actually worked multiplied by the production hourly wage rate. Weekly pay for incentive employees was calculated using formulas (1) – (3) below.  [7: 
] 



Wp	= Oa × SH × Wph if  Oa > Os	
	Wp	= HWp × Wph if  Oa  Os	(1)
	Wnp	= HWnp × Wh	(2)
	Wt	= Wp + Wnp	(3)
	Where:
		Wp 	= Production wages
		Oa 	= Actual units of output
		SH 	= Standard-hours per unit of output
		Wph	= Production hourly wage rate = base hourly wage rate × 0.885
		Os	= Standard units of output = HWp  SH
		HWp	= Production hours worked
Wnp	= Non-production wages
		HWnp	= Non-production hours worked
		Wh	= Hourly wage rate
		Wt	= Total wages

	
To illustrate incentive employees’ compensation, consider an individual whose job entails attaching hubcaps to tractor tires. The base hourly wage of this employee is $10/hour, and the industrial engineering department has set a standard of 7.5 minutes per hubcap. Assume that for the most recent week, the employee worked 40 hours, 35 of which were production hours. During these 35 production hours, the employee attached 360 hubcaps. The weekly compensation for this employee is calculated as follows:


	Wp	= 360 × 0.125[endnoteRef:8] × (10 × 0.885) = $398.25 [8: ] 

	Wnp	= 5 × 10 = $50
	Wt	= $398.25 + $50 = $448.25

	
In this example, notice that the employee attached, on average, one hubcap every 5.83 minutes ((35 hours × 60 minutes per hour)  360 hubcaps), which is significantly less than the 7.5 minute standard. The employee, as a result of these efforts, increased weekly pay by approximately 12 percent, or $48.25 more than weekly base pay of $400 (40 total hours worked × $10 per hour). Moreover, incentive employees increase their compensation by producing output in less time than the standard.  

Weaknesses of the Standard-hour Plan

	For decades, the standard-hour compensation plan not only fostered high levels of employee effort but also attracted a highly skilled labor force. However, the prolonged downturn in the U.S. agriculture industry during the 1980’s forced John Deere to reconsider the way it evaluated and rewarded employee performance. To remain a dominant force in the agricultural equipment industry, John Deere needed its compensation plan to do more than just motivate effort and attract highly skilled employees. John Deere also needed a plan that rewarded employees for working together to find and implement better and more efficient ways to manufacture its products. Moreover, John Deere believed that there were three fundamental weaknesses of the standard-hour compensation plan.
First, the standard-hour plan encouraged an “independent contractor” mentality in employees. Because the standard-hour plan strictly rewarded individual productivity, time spent communicating, coordinating, or helping others could detract from an employee’s personal compensation. John Deere’s production processes, however, are highly interdependent and require the collective efforts of numerous individuals. Thus, John Deere wanted to foster a work environment in which both incentive and non-incentive employees were motivated to cooperate and coordinate with members of their production cohorts.
Second, the standard-hour plan encouraged employees to withhold any information or insights they had about improving the production process. Through their experience, employees acquire valuable information regarding the most efficient and effective methods for performing their jobs. Under the standard-hour plan, however, John Deere could use employees’ production information to set tougher standards, thereby reducing employees’ compensation and increasing their workload. Thus, John Deere needed to find a way to incorporate the knowledge of its manufacturing employees into its production processes without penalizing its employees for sharing this information.  
	Third, the standard-hour plan was costly to maintain. In 1981, for example, John Deere employed 655 industrial engineers to create, audit, and revise the standards used to evaluate and reward employees. With an average salary of $50,000/year per engineer, this aspect of the standard-hour plan alone cost John Deere over $32 million annually. Even though the company invested millions of dollars annually to maintain its production standards, John Deere knew its manufacturing employees still had much better information about their personal production capabilities. By encouraging its employees to take a more active role in keeping their standards up-to-date, John Deere could reduce its reliance on a large industrial engineering department and, thus, significantly reduce its costs.
Although the company needed to address the three deficiencies of the standard-hour plan, John Deere knew it could not be successful unless it partnered with its manufacturing employees. John Deere needed to create a compensation plan that set up a “win-win” situation whereby both employees and the company could benefit from the gains created by more efficient and effective production processes. In the end, John Deere crafted a group-based gainsharing plan that it believed would encourage employees to work effectively as a team, share production secrets, and maintain production standards. 
The UAW carefully scrutinized the new plan to ensure that manufacturing employees were fairly treated and justly rewarded for their efforts. For example, the UAW ensured that the new plan rewarded (as opposed to penalized) employees for revealing their production information. This included providing employees substantial bonuses when revealed production secrets led to increases in standards. Additionally, the UAW ensured that only the jobs of retiring workers could be eliminated as a result of any production efficiencies generated. 
The UAW also was concerned about the group aspect of the compensation plan. Because shifting to a team-based plan made individual compensation highly dependent on the actions of others, group members might be motivated to impose harsh penalties such as “parking lot diplomacy” on employees not deemed to be contributing at a high level to the team. In turn, this could create an environment of distrust and conflict among employees. Because of this, the UAW asked John Deere to closely monitor group dynamics.
In 1995, following a prolonged negotiation, an agreement between John Deere and the UAW gave birth to a team-based gain sharing plan, the Continuous Improvement Pay Plan (CIPP). 

The Continuous Improvement Pay Plan (CIPP)

	By 1997 John Deere’s UAW employees had been re-organized into 240 CIPP work teams stationed across twelve U.S. and Canadian manufacturing plants and eleven parts depots.[endnoteRef:9] Relying on three primary attributes, CIPP attempted to shore-up the inherent weaknesses in the standard-hour plan without giving up the previous plan’s perceived strengths. [9: ] 

First, team, rather than individual, performance was measured and rewarded. CIPP teams were based on product-focused families or manufacturing cells and ranged in size from 2 to over 100 members. Teams were comprised of individuals that spanned job classifications and work shifts and included employees previously classified as incentive and non-incentive under the standard-hour plan. 
Second, job detail sheets were eliminated. Rather, employees were free to use their knowledge to design their own production processes. Thus, CIPP assigned employees the necessary authority to create better and more efficient production processes.
Finally, employees under CIPP shared directly in the cost savings they generated and were not subject to arbitrary audits or standard adjustments. By informing employees of exactly how increases in production efficiency would be distributed and exactly how and when team standards would be revised, John Deere endeavored to encourage, rather than punish, employees for sharing their valuable production knowledge with the company. Similar to the standard-hour plan, John Deere’s CIPP is perhaps best understood by examining its three primary components: (1) the hourly wage; (2) the team standard and benchmark; and (3) the relationship between pay and performance. 



                        A 	= {([(Ea – Eb)  Eb] × 0.67) + 1} × 1.15 	(4)
Where:
		A 	= Adjustment factor
		Ea 	= Actual production efficiency of the team
		Eb 	= Benchmark production efficiency


To compute the weekly wages of each team member, the team adjustment factor is multiplied by the pre-adjusted production wages of each employee comprising the team. The weekly pay of an individual team member is calculated as follows:


	Wt	= HW × Wh × A                                             	(5)
	Where:
		Wt 	= Total wages
		HW 	= Hours worked
		Wh	= Hourly wage rate
		A	= Adjustment factor
	
To illustrate employees’ compensation under CIPP, consider a team of ten employees responsible for producing a large engine used in John Deere’s combines. Based on company standards, each engine should require a total of 10 input hours to assemble. The team’s efficiency benchmark is 90 percent. In a given week, each team member worked 40 hours, and the team produced a total of 35 engines. The hourly wage of each employee is $15 per hour. 
	In the above example, the team used 400 input hours (10 employees × 40 hours) to produce 350 standard-hours of output (35 engines × 10 standard-hours per engine). Thus, the actual efficiency of the team is 0.875 (350 standard output hours  400 input hours). Using formulas (4) and (5) to calculate the team’s adjustment factor and weekly pay for each team member yields: 


	A 	= {([(0.875 – 0.900)  0.900] × 0.67) + 1} × 1.15  113%
	Wt	= 40 × 15 × 1.13 = $678.00

	
Team adjustment factors and employee compensation are calculated weekly. Under the standard-hour plan, employees made a tradeoff between their weekly wages and the [subjective] likelihood of increased standards. CIPP, however, clearly delineates the relationship between a team’s current performance and its future benchmark. This process is described below.


Revision of Team Benchmark


Semi-annually, each team’s actual performance over the previous twenty-six week period is compared to the team’s current benchmark. Similar to the weekly efficiency calculations, a team’s semi-annual performance is calculated by dividing the total standard-hours of output produced during the period by the total number of manufacturing hours worked. If a team outperforms its benchmark by 6.49 percent or more, then the benchmark is increased by 6.49 percent.[endnoteRef:10] If a team does not outperform its benchmark by 6.49 percent, then the team’s benchmark remains unchanged. Benchmarks infrequently are adjusted downward.  [10: ] 

	Ceteris paribus, by increasing a team’s benchmark a team’s future compensation is reduced. Similar to the standard-hour plan, this action lessens the incentive of teams to share production information with the organization. However, unlike the standard-hour plan CIPP provides an additional incentive for teams to exceed performance standards by over 6.49 percent. Specifically, if a team’s performance standard is adjusted upward, each team member is awarded a bonus equal to 5 percent of their total manufacturing input hours multiplied by their base hourly wage during the 26-week period. If the performance standard was increased during either of the prior two semi-annual periods, then each team member receives a 10 percent bonus. From John Deere’s perspective, these bonuses are equivalent to capital expenditures. The company pays a lump sum in the present to reap permanent increases in production efficiency.  

	Armed with your newfound knowledge of John Deere’s previous and current compensation plans, we invite you to work through the case questions that follow. These questions are intended to solidify and extend your understanding of the role of organizational performance measurement and reward systems and John Deere’s compensation plans, including each plan’s strengths and weaknesses. We hope these questions help you see both the inherent tradeoffs in designing compensation systems and the important role that such systems play in organizations.

Case Questions

Question 1: What roles do performance-evaluation and reward systems play in organizations? Are these roles germane to all types of organizations and employees?  

Question 2 (Standard-Hour Plan): The manufacture of John Deere’s F725 Front Mowers requires the efforts of 30 individuals. In one of the mower’s production sub-processes, a machinist fabricates the parts necessary to build the mower’s deck (deck kits). The standard for this sub-process is 0.30 hours per deck kit fabricated. The machinist’s base hourly wage (competitive-market hourly wage) is $20.

	2.a.	For the most recent week, assume that the machinist fabricated 180 deck kits and spent all 40 hours of the work week on production-related activities. Calculate the weekly pay for the machinist under the standard-hour plan. 

	2.b.	The machinist has discovered a new and innovative way to fabricate deck kits that would increase production from 180 deck kits per week to 185 deck kits per week. Before proceeding further, calculate weekly pay assuming the machinist fabricated 185, rather than 180, deck kits for the most recent week.
		
		Based on past experience, the machinist knows that boosting production per hour increases the probability of an audit which, in turn, typically is accompanied by an increase in the standard. Using the information in Table 2, determine the production level that maximizes the expected value of the machinist’s compensation during the next two weeks (assume a constant production level in both periods and that 40 hours are spent on production-related activities). What production level provides the machinist the highest expected compensation for the two weeks? What production level does John Deere prefer?

(Table 2)

	2.c.	Based on forecasted demand for the coming week, John Deere needs 100 deck kits fabricated. Additionally, for deck kits that must be inventoried, John Deere pays a $1 storage cost per week per deck kit. Calculate the change in weekly compensation to the machinist if s/he decides to cut production from 180 deck kits to 100 deck kits for the coming week and spends the additional non-production time training two newly hired machinists. Assume that the machinist’s productivity (actual labor hours per unit), the standard, and the base hourly wage are as described in question 2.a. Additionally, assume that the machinist works a 40 hour work week and that time not spent on production is compensated at the base hourly wage rate. Does the machinist have any financial incentive (or dis-incentive) to train or help others, thereby substituting production time for non-production time? 

	2.d.	Two prospective machinists (employees A & B, respectively) are considering employment with John Deere. Assume John Deere offers a compensation contract (based on the standard-hour pay plan) identical to the machinist’s contract described in problem 2.a. A competing firm offers both employees a wage of $20 per hour with no additional incentives. Employee A believes she can fabricate 180 deck kits during a 40-hour work week. Employee B believes he can fabricate 100 deck kits in a 40-hour work week. If both jobs are similar on all other dimensions, which offer will employee A likely choose? Which offer will employee B likely choose? 
     
	2.e.	Evaluate the standard-hour plan vis-à-vis the roles of performance-evaluation and reward systems you identified in question (1) above. Are the goals of John Deere and its manufacturing employees well-aligned?

Question 3: What do you perceive to be the benefits and costs associated with using a team-based, rather than an individual-based, incentive plan? Evaluate these benefits and costs from the perspectives of both John Deere and its employees.

Question 4 (CIPP): Under CIPP, John Deere organized the 30 employees responsible for the manufacture of the F725 Front Mower into a single team. The total standard time required to make each F725 Front Mower is 6.5 hours, and the team’s current production efficiency benchmark is 0.94. The base-hourly wage of the machinist continues to be $20. 

	4.a.	For a given week, the F725 Front Mower team produced 180 mowers. Each team member worked a full 40 hours during the week. Calculate the weekly pay for the machinist and compare your answer to 2.a. Assuming each individual’s performance is stable over time (i.e., to produce 180 mowers, the machinist fabricated 180 deck kits), why might individual pay differ between CIPP and the standard-hour plan?

	4.b.	The production team has discovered a new and innovative way to manufacture the F725 Front Mower that would increase production from 180 mowers to 185 mowers a week. Before proceeding further, calculate the weekly pay of the machinist assuming the team manufactures 185, rather than 180, F725 Front Mowers. 
		
The production team knows (with certainty) that increasing production from 180 to 185 mowers a week will lead to a higher future standard. For team production levels of 180 and 185 mowers per week, calculate the total compensation for the machinist over the next two bi-annual periods (Note: you should take into account standard increases and bonuses paid when the standard is increased). When making these calculations, assume that each bi-annual period consists of 26 weeks and that the team holds production constant across both periods (i.e. the team either produces 180 mowers per week or 185 mowers per week for both bi-annual periods). What production level (180 or 185) provides the machinist the highest total compensation over the next two bi-annual periods? Contrast the machinist’s (team’s) incentives in this situation to those under the standard-hour plan in question 2.b.

Assuming the team boosts production to 185 F725 Front Mowers, calculate the reduction in the compensation paid to the machinist when the benchmark is increased. That is, at the 185 mower production level, find the difference between the machinist’s bi-annual compensation before and after the benchmark increase. Compare these bi-annual labor cost savings to the one-time bonus paid to the machinist.

	4.c.	In order to complete 180 mowers in the current week, the F725 Front Mower team only needs 100 deck kits fabricated this week (80 deck kits are in inventory). Thus, the machinist would have some downtime in the coming week. Describe the machinist’s incentives to spend this downtime training the team’s two newly hired employees. Contrast the machinist’s incentives in this situation to those under the standard-hour plan in question 2.c.

	4.d.	In question 2.d, high-skilled and low-skilled machinists considered employment with John Deere. What additional considerations might high-skilled and low-skilled employees make when considering employment under CIPP?

	4.e.	Evaluate CIPP vis-à-vis the roles of performance-evaluation and reward systems you identified in question (1) above. What changes to CIPP might you recommend?



TABLE 1
An Actual Job Detail and Standards Sheet under John Deere’s Standard-hour Plan

Part Number:     	R89462	 	Splined, High Range Drive Shaft
Operation Number:	0030 		Mill to Length, Drill & Ream for 36.67 Diameter, Turn 
					39.13 C-bore & Center Both Ends.
Labor Grade:		06
Machine Code:		5938
Department:		225

Theoretical Standard:		22.980 minutes
Theoretical + Allowances:	25.278 minutes
Incentive (Actual) Standard:	32.861 minutes
	
Description
	
Occurrence
	Time (Minutes)

	Set Manual Index, Unload Finished Piece & Set Aside, Load Rough Piece, Spray Fixture
	1/1
	0.769

	
	
	

	Machine Time – 1st Cycle
	1/1
	12.840

	
	
	

	Door Close & Pallet Swing
	1/1
	0.280

	
	
	

	Change Tool – Put in Long Reamer
	1/1
	1.125

	
	
	

	Machine Time – 2nd Cycle
	1/1
	6.630

	
	
	

	Door Open & Pallet Swing
	1/1
	0.280

	
	
	

	Gage Piece with 29-34-01794 Dial Bore Gage & 29-37-04756 Master Ring
	1/10
	0.100

	
	
	

	Gage Piece with 29-34-01794 I.D. Bore Indicator Gage & 29-37-04756 Master Ring
	1/10
	0.100

	
	
	

	Gage Piece with 29-14-01807 Spec Plug
	1/10
	0.016

	
	
	

	Check Part with 29-31-7046 Concentricity Gage
	1/10
	0.014

	
	
	

	Check Length with 29-31-10121-1 Universal Length & Diameter; Replace Reamer with Drill – Tool Change
	1/1
	0.678

	
	
	

	Truck Load In and Out With Fill Out and Attach Intra-Departmental Move Order on 40  50 Inch Skid Only
	1/126
	0.037

	
	
	

	Travel to Tool Crib; Wait and Return
	1/16
	0.111




NOTE: This table presents an actual job detail and standards sheet for part R89462, a splined, high range drive shaft that goes into the power shift transmissions of John Deere’s medium-sized row crop tractors made in Waterloo Works, Iowa. The table lists the movements required to complete the task, the number of times per iteration each movement is performed (e.g., an occurrence of 1/10 means that the movement is performed once every ten times the task is performed), and the theoretical time for completing each movement or fraction thereof. The theoretical standard equals the sum of the theoretical movement times. The theoretical standard plus allowances equals the theoretical time  1.10, since 10 percent of an average workday represents allowances for lunch, restroom breaks, and fatigue. Finally, the actual incentive standard equals the (theoretical standard + allowances)  1.30; this time is added to the standard to motivate employees to work hard at their assigned tasks and provide them with the opportunity to earn remuneration in excess of their base pay. 



TABLE 2
Problem Data for Question 2.b


	
Choice
	Period 1 Production
	Period 2 Production
	Audit Probability
	
Standard in Period 2 if Auditeda

	A
	180
	180
	 0%
	N/A

	B
	183
	183
	20%
	0.28 hours per deck kit made

	C
	185
	185
	90%
	0.28 hours per deck kit made

	
	
	
	
	


a If the machinist is not audited, then the standard in period 2 does not change (i.e., it remains at 0.30 hours per deck kit made). Additionally, for all choices the standard in period 1 is 0.30 hours per deck kit made.  References
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20-5 Henson Stores Inc.


Henson Stores, Inc. is a chain of 30 stores that specialize in paints and home improvements.   Henson’s competitive advantage is that it provides high-end products and uncompromising service for customers who are looking for the best in home improvement products.   In 2005, Henson adopted the balanced scorecard (BSC) for evaluation of store and store manager performance. The BSC has helped Henson to identify the critical success factors for sales and profitability. In particular, it has helped Henson better understand its competitive environment and the drivers of success in that environment.   Now that Henson is comfortable with its BSC, top management has decided to incorporate the BSC in compensating the store managers.  Currently store managers are compensated as follows:  (1) a base salary which depends on prior performance and other factors, and (2) a bonus based on improvement in store earnings over the prior year.   The bonus pool is determined from a percentage of total earnings for all stores, and in recent years the percentage has been 5%.  

The following data has been obtained for the most recent year’s results for each of the company’s 30 stores, listed in order of when the store was opened (most recent is store 30). There are five district managers, each of which is responsible for six of the stores. The stores are approximately the same size and have approximately the same product offerings. 

 The data below include individual store earnings and four of the measures included in the customer perspective of the company’s BSC. The scorecard measures include:

1. A survey of customers; this measure is taken from a survey form that is handed to customers on a random basis as they leave the store. The customers rate the store’s performance on a scale of 0 to 100, where 100 is the highest score.
2. Each district manager evaluates each store once a year, using a scale from 0 to 100, where 100 is the highest score.
3. The district managers have a staff that on a random basis measures the wait time for customers in each store. The figures shown here are the average wait times, in seconds, for the samples taken in the most recent year.  Wait time measures the time from the moment when the customer enters the store to the point in time when the customer is first greeted by a customer service representative.
4. Average number of store employees who have received a customer service recognition awarded by the district managers.  The awards are granted quarterly and all stores reporting to a district manager compete for the award for that district.   The awards are determined by a recommendation from other employees, followed by a review of the candidates by a committee in the human resources and marketing staff at the company’s home office to determine the top candidates, and then the final decision on the award is determined by the district manager.  

The four customer-perspective BSC measures are assumed by management to contribute to the overall management goal of increased earnings.  

















Current Year Earnings and Balanced Score Data for Henson Stores, Inc.’s Thirty Stores






Required:
	You have been engaged as a compensation consultant to advise Henson Stores, Inc on the development of the bonus portion of the firm’s compensation plan for store managers.  You have developed the following work plan for the engagement.   Complete each of the four steps below.   

1. The first step in developing the bonus plan is to validate the measures used in Henson’s BSC.   Assume that the four BSC measures are (1) customer survey, (2) average wait time, (3) district manager review, and (4) employee rewards, as provided in the table above.    Using correlation and regression analysis, conduct a study to validate the balanced scorecard. The objective of the study is to make sure that the scorecard measures being used are in fact the key measures associated with success, where success is measures by earnings.  As a criterion for a reliable scorecard measure, use a statistical significance level of p = .05.  Indicate the one or more measures that are reliable based on your study.






2. The next step is to calculate the amount of bonus for each store manager assuming that    the total bonus pool for all store managers is divided into sub-pools, one sub-pool for each of the reliable measures as determined in part 1 above.   

a. First, determine the amount of the total compensation pool for the company.  Second,  determine the amount of the correlation between each BSC measure and earnings.  Third, allocate the total pool amount (from the first step above) to the sub-pools so that the amounts in the sub-pools are in proportion to the amount of the correlation measures determined in the second step.   
    
b. For each sub-pool, calculate the amount of the bonus for each store manager assuming that each manager’s score on this measure is used as the basis for allocating the sub-pool bonus.  Do this for each sub-pool. 


c. Total the sub-pool bonuses for each manager.  Which stores have the top three and the lowest ranked managers?   Make sure that the total of bonuses for all store managers equals to the total bonus pool.

3. As for part two above, calculate the amount of bonus for each store manager, except assume that in addition to the BSC-based sub-pools, you will include store earnings as an additional sub-pool in the compensation calculation.   Assume that 50% of the total company-wide bonus pool is allocated to managers based on store earnings, and the remaining 50% is split between the reliable BSC measures.  Assume that the sub-pools for the reliable BSC measures are determined in the same manner as in part 2 above. 
   
a. For each sub-pool, calculate the amount of the bonus for each store manager assuming that each manager’s score on this measure (or store earnings) is used as the basis for allocating the bonus sub-pool to the managers. 

b. Total all the bonuses for each manager as calculated for each sub-pool in part (a) above, to determine the total bonus for each of the store managers.  Which three stores have the highest manager bonuses and which has the lowest?  Make sure that the total of bonuses for all store managers equals to the total bonus pool.

4. Review your findings in parts 2 and 3 and comment on these results.  Which of the two approaches would you recommend for Henson, or do you have an alternative approach to propose?    Explain the reasoning behind your choice.  



























 (
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20-1: Using Shareholder Value to Evaluate Strategic Choices



By Nick Fera

Creating shareholder wealth or value has become the mantra for most corporate boards, especially in the United States. Yet as recently as the mid-1980s, the idea of "shareholder value" or "shareholder wealth" was not an overwhelmingly accepted principle. But as academics began to teach the principle in business schools around the world, such noted authorities as Professor Alfred Rappaport of Northwestern University's J. L. Kellogg Graduate School of Management, author of Creating Shareholder Value,[footnoteRef:1] began to apply it to corporate mergers and acquisitions in the 1980s. Shareholder value, or free cash flow analysis, became the measurement standard for the 1980s and into the 1990s. Given today's increased demand for international capital returns, as well as the proliferation of private baby boomer pension funds in the United States, investors have imposed new stringency in their vigil against corporate wealth destruction. Even the brightest stars are not immune to the pressure of pension funds or Wall Street. Witness the pressure that CALPERS (the state of California's teachers' retirement funds) placed on Michael Eisner at Walt Disney Co. despite Eisner's laudable success in Increasing Disney's market value from $5 billion to more than $42 billion during his first 10 years in office. During a 10-year period from January 1986 to December 1996, Disney's stock price grew at a cumulative annual growth rate of more than 21%, while the S&P 500 index has returned approximately 15%. Historical performances are not always enough; investors continue to ask for more. [1:  Alfred Rappaport, Creating Shareholder Value: The New Standard for Business Performance, New York: The Free Press, 1986.] 

	Measuring performance no longer can be left to the traditional accounting department's calculations of earnings per share (EPS) or return on equity (ROE), as these accrual-based accounting measures aren't always useful indicators of future growth or performance. Thus, it is necessary to understand and adopt measurement techniques that will help make decisions while driving increasing profitability. One of the economic measurement techniques that can be used is free cash flow analysis or Shareholder Value Analysis (SVA).

SHAREHOLDER VALUE ANALYSIS
Because managers began to realize that businesses needed a more realistic means of assessing their value than accrual-based accounting standards offered, such respected academics as Professor Rappaport sought to develop sophisticated economic models for strategic evaluations. As a result, shareholder value analysis was conceived. SVA works by explicitly measuring the economic impact of each strategy on the value of a business. Any strategic decision, regardless of whether it involves internal or external investment, should be evaluated. Examples of such strategic decision-making situations include mergers and acquisitions, joint ventures, divestitures, new product development (R&D), and capital expenditures (major plant and equipment investments).
	The actual measurement of shareholder value combines three main factors: 1) cash flow, 2) cash as measured over a given period of time (value growth duration), and 3) risk, otherwise known as the cost of capital. (See Fig. 1.) With a basic understanding of these three components, you are well on your way to valuing a business or entity. Next, let's discuss the difference between corporate value and shareholder value.
 (
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CREATING VALUE
Corporate value is equal to the net present value of all future cash flows to all investor types, including both  (
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)debt and equity holders. Shareholder value is the corporate value minus all future claims to cash flow (debt) before equity holders are paid. Future claims typically include both short-and long-term debt, capital lease obligations, underfunded pensions, and other claims such as contingent liabilities—lawsuits brought against the company. (See Fig. 2.) Another way to define shareholder value is to say that it is equal to the net funds a company generates that shareholders could receive in the form of a cash distribution, such as a dividend.
	Be careful not to confuse this figure with the actual dividend a company pays. A company's dividend policy has little or nothing to do with the actual cash the company generates. Look at the high growth of businesses such as computer software or biotechnology. Few pay dividends because they have strategic opportunities to reinvest cash flows and earn the higher returns investors desire.
	Generally, it's easy to determine the market value of future obligations or debt. In most cases, it's the accumulation of several debt instruments. To obtain the market value of these financial instruments, use the yield to maturity to calculate the market value of each debt instrument. Avoid adding the face value of each debt or bond issue. The question to ask is, "If this obligation were to be paid in full today, how much would the lender need to retire it?"

MEASURING CASH FLOW
After determining corporate and shareholder value, the next step is to measure cash flow. The most tangible measurement of cash flow (also referred to as operating cash flow or free cash flow) can be calculated as shown in Table 1.
	Notice that the calculation focuses on the relationship between operating cash income and expenses, specifically by using operating cash taxes rather than the provision for income taxes. It accounts for the investments made on the balance sheet. Many companies measure cash flow by looking at net operating profit after taxes (NOPAT), but it tells only part of the story. Investments to grow the business, either by expansion of the plant and facilities or with working capital policies such as extending the receivable period from net 30 to net 60 days, have a significant impact on the capital employed. Remember: Shareholders are looking for returns on their capital invested in business growth, which requires well-planned capital expenditures. Failure to account for the investment makes for a crucial mistake in the evaluation of strategic alternatives.

CALCULATING CASH FLOWS
The calculation of cash flow illustrates a high level of performance in an organization and produces a result that approximates the net cash of a company. In effect, these funds are a potential dividend to shareholders because they reflect optimal use of shareholder monies for ongoing growth. That is why dividend policy and free cash flow are not synonymous. Few companies base their dividend payout on net cash flow, while others are justified in generating free cash flow, without paying dividends.
	To forecast cash flow, most companies require a more detailed formula, as presented in Table 1. In most cases, sales growth tells very little about actual sales activity, so companies use metrics such as price, volume, GNP, and other micro or macroeconomic factors to forecast revenues and costs more realistically. This calculation usually is conducted at a strategic business unit level and then consolidated for corporate purposes. The key is to plan accurately at the appropriate level of business activity (business unit, value chain, or some other distinction).
	Sales or market growth estimations can be achieved many different ways. Predicting price and volume, for instance, provides for a more manageable metric that can be evaluated readily and used later for compensation purposes. In other words, sales growth is a "value driver." But what drives the value drivers? Herein typically lies the metric operational professionals can get their hands on. Planning and forecasting can become a real operating activity rather than a boardroom exercise.

 (
table 1
measuring cash flow
Formula
 
 
 
Example
Value Drivers
Sales
$1,000
Sales growth (Sg)
Less
Operating expenses
–$
 
 600
Margin (P)
Equals
Pre-tax profit
$
 
 400
Less
Cash taxes
–$
 
 100
Tax rate (T)
Equals
Net operating profit after taxes (NOPAT)
$
 
 300
Add
Depreciation expense
$
 
 
 75
Less
Fixed capital investment
–$
 
 125
Fixed capital investment (F)
Less
Incremental working capital investment
–$
 
 
 50
Working capital investment (W)
Equals
Operating cash flow (free cash flow)
$
 
 250
)CASH FLOW OVER TIME
Once cash flow has been defined, the next step is to determine the length of the forecast period. The definition of cash flow over time or value growth duration is the length of time expected for a company to invest in opportunities that will yield internal rates of return (IRR) above their weighted average cost of capital (WACC). This premise is the core of value creation—performing above expectations for a sustainable period of time.
	Management usually plans for cycles of three to five years. If this is the case and if the cash flows are discounted over a period of time, the valuation probably will be inaccurate as it does not allow for fluctuations in cash flow throughout the requisite growth period. To determine the appropriate length of the forecast period (or the value growth duration), consider several factors.
	One is Michael Porter's work on the competitive structure and five forces of industries (see Fig. 3). Porter says that management's responsibility is to map the company and its competition according to several factors. Some areas to consider are distribution channels, established brand names, and research and development. Take the pharmaceutical industry, for instance. It has a relatively long value growth duration because of patented products, proven processes, and research and development investment that raise the barriers of entry.
	Also, read Alfred Rappaport's discussion of the use of public information to assess the market's expectation for a company's value growth duration.[footnoteRef:2] He suggests gathering forecasting information on a particular company as well as identifying competitors. He also advises managers to employ the researched information and forecast the cash flows, as discussed previously. But rather than changing any value driver assumptions, change only the length of the forecast until the present value of the cash flows less debt equals the market value of your company. Surprisingly, most companies in a given industry tend to fall within a certain range; thus, the market is suggesting an implied value growth duration. These "market signals" are helpful for starting an internal analysis and discussion. [2:  Alfred Rappaport, "Stock Market Signals to Managers." Harvard Business Review, November-December 1987, pp. 57-62.] 


RESIDUAL VALUE
Once you have determined the value growth duration, you must address the value of the cash flows beyond the current period. This determination is called the terminal or residual value. Assume that, after the forecast period, new investments (fixed and working capital) will yield returns equal to the cost of capital. In other words, the internal rate of return is equal to the weighted average cost of capital. Therefore, the net present value of cash flows from new or incremental investments beyond the value growth duration will be equal to zero. The only cash flow left to value in the residual period is the preinvestment cash flow, or NOPAT (see Table 1). Note that depreciation is not included because it is viewed as a proxy for reinvestment. Given that the cash flows are valued infinitely, the business probably would not continue to generate the same level of cash flow if the plant, equipment, or other physical assets were allowed to deteriorate fully. In fact, some companies recognize a higher level of "maintenance" spending and will adjust the cash flow in the residual period to reflect higher replacement costs.

TERMINAL VALUE
At this point, it is necessary to discuss some assumptions of terminal value. The net present value of the residual cash flows is equal to an infinite stream of cash flow (as measured by NOPAT) discounted back at the WACC. Mathematically, this is NOPAT at the end of the value growth duration divided by the WACC. Once this calculation is complete, it is necessary to discount the value back to the current period. The formula is presented in Table 2 (assuming a five-year value growth duration and 12% WACC).

DEFINING RISK
The last component of determining the value of an entity is deciding on the overall risk. The risk of a company usually is measured with WACC. The approach assumes there is some mixture of debt and equity that is financing the company. The cost of debt is measured as the after-tax cost, that is, the cost accounting for the tax deductibility of interest payments. The marginal cost of debt is not necessarily the average coupon rate on various debt instruments. Instead, it is the rate for which banks will lend the company an incremental dollar.
	The cost of equity is somewhat more complex. If companies use the Capital Asset Pricing Model approach developed by economists Sharpe, Lintner, and Treynor in the mid-1960s, the cost of equity has two basic components: a risk-free return required by investors and a premium for investing in equities that are of higher risk. The risk-free rate is the treasury rate on 30-year U.S. government bonds. This standard generally is used because these bonds typically are seen as delivering the most risk-free, long-term returns investors can earn. The second component is the premium for investing in something that is of higher risk than the U.S. government. This element is called the market risk premium (MRP itself and a multiplier, called beta, for investments that are more or less risky than the market portfolio.

MARKET RISK PREMIUM
The market risk premium is calculated and published by sources such as Ibbotson Associates in its annual SBBI (Stocks, Bonds, Bills, and Inflation). Historically, the premium for holding a portfolio of equities, as opposed to investing in a risk-free instrument, is between 6% and 7%, depending on whether you use the arithmetic or geometric average.
 (
Measurement Methodologies:
Economic Principles
Shareholder Value Analysis
(
SVA
)—also known as Discounted Cash Flow
analysis (DCF) or Net Present Value (NPV)
Evaluates cash inflows to cash outflows on a risk-adjusted basis
Most widely accepted approach to business evaluation
Economic Value Analysis (EVA)
Primarily used as a performance measur
e
ment tool to calculate period-by-period pe
r
formance
Helps an organization to focus on value cr
e
ation or increased cash flow
Measuring the change in EVA also may be an effective financial measurement tool
Cash Flow Return on Investment (CFROI)
Derived from market data to determine cash flow growth and the overall discount rate 
Helps an organization to focus on value cr
e
ation or increased cash flow
Seen as a complex financial measurement device
Accounting Principles
Return on Capital (ROC)
Return on Invested Capital (ROIC)
Return on Equity (ROE)
Earnings per Share (EPS)
)	Beta is a measure of the relative riskiness of an individual company or portfolio as compared with the market. Thus a beta of 1.0 correlates exactly with market returns. Beta is measured by comparing the returns of an individual security or portfolio with those of the market. Sources of beta estimates include Merrill Lynch, ValueLine, and Alcar.
	There is another way to measure the MRP that is consistent with a forecasting approach. This tack uses estimates of the expected return on the market for the next year. Each month Merrill Lynch publishes a 12-month expected return on the market (S&P 500). Using this forecast, you can determine the expected MRP by subtracting the current risk-free rate, as measured by 30-year treasuries, from the current forecast of market returns. As of October  (
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)1, 1997, Merrill Lynch's forecast of market returns was 10.9%, while the risk-free rate is currently 6.38%. As a result, the expected market risk premium is 4.52%. Some companies prefer to use the ex-ante approach because it matches the forecasting of cash flows with the forecasting of expected returns.
	Putting all the components of the cost of equity equation together yields the following formula:
Cost of Equity = Risk-free rate + Beta * (Market Risk Premium) or, Ke = Rf + ß * (MRP)
	Once you have calculated the cost of equity and the cost of debt, you may use the WACC approach to combine both costs (debt and equity). In calculating the WACC, use the market values of debts and equity, not the book values, because the market costs of each source of financing are being measured. The equation is as follows:
WACC (Kc) = % of Debt * [Cost of Debt (Kd)] +
% of Equity * [Cost of Equity (Ke)]
Let's look at an example involving a manufacturing company using risk estimation:
	A U.S. manufacturing company is publicly traded and has a market capitalization of $550 million. Its outstanding debt totals $250 million at a marginal borrowing rate of 8.5% (assume this is the market value of debt and includes all obligations of the company). The current risk-free rate is 7%, the expected return on the market is 12%, the beta of this company has been published as .90, and its marginal tax rate is 28%. What is the weighted average cost of capital (WACC)?
	MRP
	=
	12 – 7
	=
	5%

	Ke
	=
	.07 + .9(.05)
	=
	11.5%

	Kd
	=
	.085 * (1 – 28)
	=
	6.12% (after tax)

	WACC
	=
	(250/800) * .0612
	+
	(550/800) * .115 = 9.8%








FROM THE BOARDROOM
TO THE SHOP FLOOR
 (
TABLE 2
SHAREHOLDER VALUE ANALYSIS: 
AN EXAMPLE
Forecasted cash flows
Terminal
Year 1
Year 2
Year 3
Year 4
Year 5
CF (NOPAT)
$10
$15
$17
$23
$25
$30
NPV CF
$
 
61.79
NPV RV
Discounted to
$250
(Future va
l
ue)
Current period
Total NPV CF
$203.65
Add
Marketable securities
$
 
25.00
Equals
Corporate value
$228.65
Less
MV debt
$
 
15.00
Shareholder Value
$213.65
)Once you have established the methodology, take it out of the boardroom (as a planning exercise), and implement it at all levels, including the shop floor (or any manufacturing or operating activity). The importance of moving the analysis out of the boardroom and into regular practice is that managers and shareholders will have the same economic interests. If managers are compensated on accrual-based accounting measures, they may optimize their own interest when there is a conflict between cash flow and accrual accounting. But if you align the interest and performance measurement of all managers to be the same, both are optimized.
	Moving the methodology to the shop floor may pose a challenge. Not only is it more difficult to identify key value drivers on the shop floor (such as production yield, waste, inventory management), but there also is an important educational component. Not all managers have been introduced to the concepts and methodologies of financial metrics. Many still are entrenched with the simpler accrual-based accounting measures. Yet once key drivers are identified and their relative impact on value is measured, managers relate to the results.

ONGOING MAINTENANCE AND 
PERFORMANCE MEASUREMENT
Once the methodology is in place, the final challenge is to put it into practice every year. What adds to the complexity of the implementation is the ability to monitor performance in a timely manner due to the multitude of manual and multiple systems currently in place to do the job. Many companies implement and attempt to monitor their performance with the use of disconnected spreadsheet technology. Beyond all the difficulties of performing rigorous economic analysis in a spreadsheet (with factual integrity and documentation leading the pack), the use of spreadsheets can create pockets of information that are disjointed from the rest of the organization. These pockets of information make it difficult to monitor performance, test new scenarios regularly, and make new, informed decisions on a timely basis.
	Fortunately, the recent development of new technologies that interface seemlessly with each other is making it easier to gather data quickly and spend the majority of analytical time on planning, testing, and choosing new strategic alternatives. Thus, the planning process is changing from an annual event generally found on the bookshelf to a regularly used strategic exercise that becomes a living document, enabling companies to manage their business by making value-based strategic choices in our ever-evolving environment.

20-2:  The ROle of Strategy




By Priscilla Q. Clock, CPA, Ph.D, and Kevin Devine, Ph.D.

A primary challenge facing many U.S.-based multinational corporations (MNCs) is the evaluation of foreign strategic business units (SBUs). The way an organization evaluates and  measures performance determines the motivation behind the decisions and actions of an SBU’s managers. Failure to consider the strategic objectives of an SBU or the cultural identity of its management is an error many MNCs commit when they export the evaluation systems of the parent entity to the foreign SBU. This often results in decisions by the SBU’s managers that are incongruent with corporate goals and objectives. 
The consideration of cultural differences is particularly important when the management of an international SBU is delegated to host country personnel. All too frequently, multinational corporations mistakenly evaluate their performance using return on investment (ROI) or one of its variants, such as residual income (RI) or economic value added (EVA), regardless of the business unit strategy. This can lead to management control systems that result in suboptimal decision making, conflicting corporate and SBU objectives, and a negative impact on morale. Return-based measures play a role in evaluating performance, but, used improperly, they perpetuate a short-term orientation and may be inconsistent with the cultural preferences that motivate the local manager. 
When developing control systems to evaluate the performance of an international SBU—and rewarding its managers—companies should design performance measures that consider the impact of business unit strategies and cultural differences. In this article, we will present competing business unit strategies and suggest variants to the control system to compensate for these differences. We also will discuss cultural dimensions as identified by Geert Hofstede and make a case that the impact of these cultural differences needs to be incorporated into the design and implementation of management control systems for foreign SBUs.[endnoteRef:11] Finally, we suggest performance measures to emphasize and implementation issues to consider when designing accounting control systems that integrate strategic and cultural differences.  [11: ] 


STRATEGIC OBJECTIVES 

There is no one-size-fits-all answer for the effective design of control systems. When an SBU manager’s reward system is matched with the SBU’s strategy, performance will match corporate strategy, and objectives will be enhanced. Failure to match strategy and reward will adversely affect the manager’s motivation and efforts. The strategy for an SBU is dependent on its mission and the consideration of environmental opportunities, internal strengths, and the resources available to accomplish its goals and objectives.[endnoteRef:12] Three approaches to control system design that foster goal congruence are: situation specific, universalistic, and contingency.[endnoteRef:13] The situation-specific model views each situation as unique, so application of general rules is not possible. Universalists argue that an optimal control system design will be effective in all settings. The contingency approach, which has become the prominent paradigm, is positioned between these two extremes. It suggests that the appropriateness of the control system depends on the business setting (like the situation-specific approach), but generalization (universalistic approach) can be made across similar settings. If the SBU mission or competitive strategy varies across divisions within the organization, the control system must be modified to capture the relevant performance measures and motivate SBU managers accordingly.[endnoteRef:14] Strategic mission or business unit strategies are commonly grouped into the following areas: build, hold, harvest, and divest.[endnoteRef:15] Competitive strategies include: low cost, differentiation, focus, defender, or prospector.[endnoteRef:16]  [12: 
]  [13: ]  [14: ]  [15: ]  [16: 
] 


STRATEGIC MISSION

The mission of an international SBU is related to lifecycle concepts. A build mission implies the goal of increasing market share and typically applies to any SBU with low market share in a high-growth industry. In order to build a competitive advantage, it may be necessary for the manager to sacrifice short-term earnings and/or cash flow. Also, a build strategy implies an increase in production, which results in additional use of the firm’s resources. Performance measures that focus mainly on profit or return would be in conflict with the overall mission of the SBU. The manager, therefore, should be evaluated and rewarded primarily on achieving a targeted increase in sales or market share, with profitability measures (with a great deal of slack) a secondary objective. 
The hold strategy applies to an SBU with a high market share in a high-growth industry. Though profit oriented accounting performance measures would be appropriate, nonfinancial measures also should be incorporated, such as customer service, maintaining market share, and quality measures. 
The goal of a harvest SBU is to maximize short-term cash flows and earnings at the expense of market share (high market share, low-growth industry). These earnings can then supplement other business units that may be in build strategies. To align management decision making with the harvest strategy, the control system should evaluate performance using one of the conventional return measures, such as ROI, RI, or EVA. Measures of cash flow also may be appropriate. Profit and return measures have a much tighter acceptable range and should be adhered to strictly. In a low-market-share, low-growth industry, the SBU’s strategy may be to divest through a process of slow withdrawal or outright sale. The appropriate control system at this stage is unique to the particular situation. Presumably, the objective is to maximize cash flows. This strategy represents the end of the life-cycle stages, however, and is a unique situation with a limited ability to generalize. Therefore, we will skip the discussion of control models for the divest strategy. 

COMPETITIVE STRATEGIES

An SBU with a low-cost competitive strategy attempts to achieve lower costs relative to competitors. Typical low-cost actions include taking advantage of economies of scale; learning-curve effects; reducing customer service, research and development, advertising, and/or sales force; and maintaining a stable product line. Strict adherence to cost standards through variance analysis and other measures of operating efficiency, such as cycle time and inventory turnover, would be appropriate measures to evaluate and control performance in this competitive environment. Further, A. A. Thompson and A. J. Strickland, III, suggest that significant cost advantages can emerge from an analysis of an entity’s internal and external value chain.[endnoteRef:17]  [17: 
] 

Low-cost participants must be careful, however, because the marketplace will still demand a minimum level of product quality and functionality. A differentiation strategy focuses the SBU manager’s attention on brand loyalty, customer service, product design, and technology. The goal is to create a product that customers view as unique and exclusive. Product innovation is critical. To create uniqueness, the SBU is likely to have a more diversified set of products or functionally superior products compared to a low-cost competitor, and it must invest in research and product development, technology, marketing, and customer service. Achieving a target ROI does not measure progress effectively within this strategy. While traditional financial performance measures still play a role, nonfinancial performance measures, such as quality, on-time deliveries, customer satisfaction, and number of new products to market, must be emphasized. 
An SBU with a focus strategy targets a narrow competitive market within an industry segment. The specific objectives could be either low cost or differentiation. Design of the control system must be tailored to the selected objective. SBUs with a defender strategy engage in limited product/market research, have limited product lines, and have a stable environment. Defenders compete through cost and quality control. This strategy is consistent with the features of the hold and harvest missions. ROI, RI, and EVA may be effective control measures if they are incorporated with variance analysis, operating efficiency measures, and quality variables. 
Prospector SBUs, similar to differentiators, compete by focusing on market development, new product development, and searching (prospecting) for market opportunities. These SBUs are often in a build strategic mission. Profit-oriented performance measures would not capture progress toward goals and objectives. The number of new products to market, customer satisfaction, quality, sales from products developed in the last 24 months, and market share would evaluate and control the manager more appropriately. 
As we said, there is no single performance measure or control system applicable across different business unit strategies that provides a basis for aligning management decision making with corporate goals. The specific control system must be modified and aligned with the particular strategy of the SBU. The preferences of the SBU manager in the design of the control system, therefore, must not be ignored. For example, the preferences of international SBU managers for autonomy, level of uncertainty, risk, participation, group versus individual rewards, and shortversus long-term rewards may be influenced by their cultural identity. In turn, consideration of cultural differences in the design of a control system can increase its effectiveness.

CULTURAL FACTORS

These days, more and more MNCs use local management talent to operate a foreign subsidiary rather than relying on “imported” expatriates.[endnoteRef:18] U.S. MNCs frequently export the home country control system to the host country SBU but fail to consider the impact of cultural factors. Effectiveness of the management control system depends on whether the local manager of the SBU perceives the control system as aligned with the shared values maintained in the host country.[endnoteRef:19] Hofstede defined culture as “the collective programming of the mind that distinguishes the members of one category of people from those of another.”[endnoteRef:20] In perhaps the most extensive and most frequently cited research conducted with respect to cultural differences, Hofstede identified five underlying cultural dimensions—power distance, uncertainty avoidance, individualism versus collectivism, masculinity versus femininity, and Confucian dynamism—and assigned scores on them to more than 50 countries.[endnoteRef:21] Table 1 shows the relative scores for some of these countries. [18: 
]  [19: 
]  [20: ]  [21: 
] 


Let’s look at these dimensions. Power distance indicates the extent a society accepts an unequal distribution of power, and this is one of the most important dimensions to consider when designing a control system. A manager of an SBU in a high power distance culture (Malaysia, Guatemala, Mexico, Singapore, Brazil, Hong Kong) is more likely to accept tight budgetary controls, discretionary bonuses, and subjective performance evaluation. Managers and subordinates in a low power-distance country (Austria, New Zealand, Sweden, U.K., Germany, Canada, U.S.) desire more equity in performance evaluation, less budgetary control, participative budgeting, standardized (perhaps formula-based) rewards, easy access to superiors, and open channels of communication. An autocratic manager in these countries is likely to run into resentment and discontent from subordinates. 
Uncertainty avoidance refers to the society’s preference for risk-free, unambiguous situations. A culture with a high uncertainty-avoidance score (Greece, Guatemala, Japan, Chile, Argentina, Spain) reflects a preference for control systems that adhere to clearly defined performance measures with unambiguous links to performance evaluation and reward. A low uncertainty-avoidance culture (Singapore, Hong Kong, Sweden, U.K., Malaysia), on the other hand, is more open to less structured control systems where rewards are either discretionary or include a bonus scheme rather than fixed compensation. With a preference for uncertainty avoidance, security in one’s position is paramount and rigid, and specific rules that reduce uncertainty are generally accepted. Ambiguity in the control system may be perceived as a continuous threat and result in low morale, high turnover, and increased stress and anxiety. 
In Hofstede’s research, there appears to be an interaction of power distance and uncertainty avoidance. Though the surveyed countries scatter across all four quadrants, there is a significant grouping of countries in the low power distance, low uncertainty avoidance sector (Sweden, U.K., U.S., Canada) and in the high power distance, high uncertainty avoidance quadrant (Spain, Mexico, Argentina, Chile, Brazil).[endnoteRef:22] The countries in the former group prefer participation in the budget process, but they also would accept increased risk in the reward structure. Countries in the latter group represent cultures that accept inequality in the power structure and a lack of participative budgets, but they would demand certain fixed rewards.  [22: 

] 

Individualism versus collectivism represents the degree that members of a society perceive themselves as individuals rather than as members of a group. Countries with a high score on this dimension (U.S., U.K., Canada, New Zealand, Italy, Sweden) reflect a culture with preferences for individual versus group rewards, independence, and recognition of personal achievement. Tight budgetary controls can be perceived as stifling individual performance. In contrast, a control system with slack budgetary controls and individual rewards imposed on a collectivist culture (Guatemala, Singapore, Hong Kong, Malaysia, Mexico, Greece, Brazil, Chile) would be perceived as contrary to societal norms. Such a system highlights individual differences and promotes competition and interpersonal rivalries, contrary to a preference for group harmony and equality. 
Masculinity versus femininity indicates the extent that the “masculine” values of assertiveness, ambition, independence, competitiveness, and male dominance are revered over the “feminine” values of nurturing, interdependence, service motivation, quality of life, and equality between sexes. In Hofstede’s research, the higher a country scored on masculinity, the greater the gap between the values of its men and women. In a high-masculinity country (Japan, Austria, Mexico, Germany, U.K.), managers are more accepting of stretch budgets and would prefer a focus on individual achievement with performance evaluated relative to peers. In a high-masculinity country such as Japan, the high Confucianism factor (discussed next) and relatively low individualism score may mitigate the desire for individual recognition. In addition, anecdotal evidence suggests that managers of SBUs in some high-masculinity countries may be open to stretch budgets, but when they fail to deliver they still expect their fixed reward. In low-masculinity countries (Sweden, Chile, Spain, Singapore, Brazil, Canada), a strong emphasis on bottom-line profitability with little concern for members of the organization will be met with resistance and is therefore counterproductive to achieving SBU goals. Quality-of-life values such as a friendly work environment, cooperation, and intrinsic rewards are likely to be motivational factors combined with a preference for group performance evaluation versus individual, incentive-based rewards. 
The fifth cultural dimension, Confucian dynamism, reflects the relative importance of persistence, perseverance, ordered status, and thrift. These characteristics have been interpreted to refer to differences between Eastern and Western cultures and the extent that a culture pursues long-term orientation and growth. A proactive approach prevails in high-Confucianism countries, resulting in a willingness to sacrifice current success in exchange for future profitability. The SBU manager in a country scoring high on Confucianism (Hong Kong, Japan, Brazil) can be motivated by deferred compensation plans with a focus on growth and less emphasis on current financial performance measures. The manager in a low-scoring culture (New Zealand, Canada, U.K., U.S.) is oriented toward the past and present with a preference for evaluation of the unit’s ability to meet short-term financial goals. 
The potential exists for conflict in preferences across cultural factors within the same country. In a high uncertainty-avoidance culture, the manager’s preference would be for tight budget control with a fixed performance reward. If the country also scores high on individualism, however, a tight budget control would conflict with the manager’s preference for independence and performance-based rewards. When factors conflict within a single culture, the control system should target congruence with the dominant cultural dimension as well as align with business strategy.[endnoteRef:23] [23: 

] 


INTEGRATION OF STRATEGY AND CULTURE

A thorough discussion of each combination of business unit strategies and cultural factors is beyond the scope of this article, but Table 2 does present a summary of both the performance measures to be considered (what) and the manner in which these factors should be determined, budgeted, and rewarded (how) across competing strategies and cultural dimensions. 
The performance measures to be considered—the “what”—are factors “a” through “f” in the Table key. The “how” to measure is represented by factors “g” through “z.” The columns of Table 2 list business unit/competitive strategies, and the rows list high or low scores on each of the five cultural dimensions. For example, the first two rows present how evaluations and rewards should be determined for managers of SBUs in countries scoring high or low on individualism. If the country scored high, the reward system should permit slack in the process, reward individual effort, and reward the business unit rather than utilizing company based rewards (“h” is slack in budgetary controls; “j” is individual rewards; “l” is business-unit versus companybased rewards). Note that for each row the factors related to how (“g” through “z”) are consistent across the respective high or low cultural dimension. 
Each cell also integrates the appropriate performance measures (what) to consider across competing business unit strategies or competitive strategies within this cultural dimension. Within each strategy, these factors are also consistent across all cultural dimensions. For example, when the business unit strategy is hold, the suggested performance measures are: maintain market share (b) and quality and/or customer service measures (d). Thus, each cell of Table 2 considers the joint impact of strategy and culture when indicating the most appropriate performance measurements and evaluations. 
For an SBU with a harvest strategy in a culture with high scores on individualism, the suggested measurement tools are return metrics, but these measurements should be calculated and evaluated at the business-unit level rather than being incorporated into measures of overall company performance. In addition, the manager would tend to have a strong aversion to tight or strict standards and would more than likely prefer individual versus group rewards. An SBU pursuing a differentiate strategy in a high-masculinity culture should be evaluated using quality and/or customer service measures and number of new products to market. The manager of this SBU will be motivated by extrinsic rewards and individual evaluation relative to peers. 
If an SBU in Mexico, which has high scores in power distance and uncertainty avoidance, has a build mission and a differentiate competitive strategy, the performance measures should emphasize market share as well as quality, customer service measures, and the number of new products brought to market. Cultural dimensions suggest that the manager will accept tight budgetary controls with respect to targets but would like some input in setting these targets. In addition, high uncertainty avoidance predicts the manager will prefer frequent fixed rewards with a short-term orientation. High power distance, however, indicates the manager will be open to subjective evaluations and discretionary bonuses. Where cultural dimensions are in conflict like this, the dominant dimension should be given more weight. A control system that provides for evaluation using a strict profit orientation with no input from the manager into the budget process would be frustrating, dysfunctional, in conflict with both strategic and cultural factors, and probably would result in low morale and decision making in conflict with the SBU’s strategic objectives. 
As these examples suggest, the integration of strategy and culture in the design of control systems can be difficult. The complexity of this task increases when a company considers different approaches to the development and the management of international business units. For example, some MNCs may choose to rely heavily on local managers while others may export management from their home country. When local management is used, there can be significant variation in the degree of experience the local manager has within the parent company. A local manager who has extensive experience with the parent entity and has been indoctrinated in the MNC’s home country culture may be less affected by the dominant cultural dimensions in the host country. In each of the examples, the importance of the host country’s dominant cultural dimensions may vary. Similarly, the competitive strategies we discussed may not be all-inclusive. Some MNCs may continue to operate SBUs that would otherwise be divested because they provide a source of raw materials or meet the needs of strategically important customers. In such cases, the parent entity should adopt a control system aligned with the purpose of the SBU. 
Evaluating the performance of foreign SBUs and their managers is an imposing task for multinational companies. Critical to the design of management control systems is the need to consider both the mission of the SBU and the cultural identities of its management. We have proposed guidelines related to which performance measures are most appropriate for a given business unit or competitive strategy while providing insight into how control system measures should be implemented across different cultures. Consideration of what to measure—as well as how to measure it—will result in the design of control systems that increase goal congruence and reduce conflict between an SBU and its parent entity. Failure to consider the impact of strategy and culture in the design of control systems can result in dissonance, suboptimal decision making, dysfunctional behavior, and managers who lack motivation and suffer from low morale. 




Table 1: Relative Scores for Selected Countries on Cultural Dimensions
	Country
	Individualism
	Uncertainty
Avoidance
	Power 
Distance
	Masculinity
	Confucianism

	Argentina
	46
	86
	49
	58
	NA

	Austria
	55
	70
	11
	79
	NA

	Brazil
	38
	76
	69
	49
	65

	Canada
	80
	48
	39
	52
	23

	Chile
	38
	86
	63
	28
	NA

	Germany
	67
	65
	35
	66
	31

	Great Britain
	89
	35
	35
	66
	25

	Greece
	35
	112
	60
	57
	NA

	Guatemala
	6
	101
	95
	37
	NA

	Hong Kong
	25
	29
	68
	57
	96

	Italy
	76
	75
	50
	70
	NA

	Japan
	46
	92
	54
	95
	80

	Malaysia
	26
	36
	104
	50
	NA

	Mexico
	30
	82
	81
	69
	NA

	New Zealand
	79
	49
	22
	58
	0

	Singapore
	20
	8
	74
	48
	48

	Spain
	51
	86
	57
	42
	NA

	Sweden
	71
	29
	31
	5
	33

	United States
	91
	46
	40
	62
	29

	
	
	
	
	
	

	Range
	6-91
	8-112
	11-104
	5-95
	0-96

	Median
	38
	68
	60
	49
	2

	
	
	
	
	
	




Table 2: Performance Evaluation Measures and Control Characteristics
Integrating Strategy and Culture

	
	Business Unit Strategy
	Product Line Strategy

	Cultural
Dimension
	Build
	Hold
	Harvest
	Low Cost
	Differentiation
	Focus
	Defender
	Prospector

	High individualism
	a,h,j,l
	b.d.f.h.j.l
	e.f.h.j.l.
	e,h,j,l
	c,d,h,j,l
	a,h,j,l
	d,ef,b,j,l
	a.c.d.h.j.l

	Low individualism 
	a,g,i,m
	b,d,f,g,i,m
	e,f,g,i,m
	e,g,i,m
	c,d,g,i,m
	a,g,i,m
	d,e,f,g,i,m
	a,c,d,g,i,m

	High Power distance
	a,g,o
	b,d,f,g,o
	a,f,g,o
	e,g,o
	c,d,g,o
	a,g,o
	d,e,f,g,o
	a,c,d,g,o

	Low power distance
	a,h,n
	b,d,f,h,n
	e,f,h,n
	e,h,n
	c,d,h,n
	a,h,n
	d,e,f,h,n
	a,c,d,h,n

	High uncertainty avoidance
	a,g,n,w,z
	b,d,f,n,w,z
	e,f,n,w,z
	e,n,w,z
	c,d,n,w,z
	a,n,w,z
	d,e,f,n,w,z
	a.c.d.n.w.z

	Low uncertainty avoidance
	a.h.o.v
	b,d,f,h,o,v
	e,f,h,o,v
	e,h,o,v
	c,d,h,o,v
	a,h,o,v
	d,e,f,h,o,v
	a,c,d,h,o,v

	High masculinity
	a,k,r,y
	b,d,fk,r,y
	e,f,k,r,y
	e,k,r,y
	c,d,k,r,y
	a.k.r.y
	d.e.f.k.r.y
	a.c.d.k.r.y

	Low masculinity
	a,i,q,s
	b,d,f,i,q,s
	e,f,i,q,s
	e,i,q,s
	c,d,i,q,s
	a,i,q,s
	d,e,f,i,q,s
	a,c,d,i,q,s

	High Confucianism
	a,v,x,z
	b,d,f,v,x,z
	e,f,v,x,z
	e,v,x,z
	c,d,v,x,z,
	a,v,x,z
	d,e,f,v,x,z
	a,c,d,v,x,z

	Low Confucianism
	a,p,t,u
	b,d,f,p,t,u
	e,f,p,t,u
	e,p,t,u
	c,d,p,t,u
	a,p,t,u
	d,e,f,p,t,u
	a,c,d,p,t,u



a) 
b) focus on market share and/or sales growth
c) maintain market share
d) new products to market
e) quality and/or customer service measures
f) cost management/efficiency measures
g) return-based measures (e.g., ROI, EVA)
h) tight budgetary controls
i) slack in budgetary controls
j) group-based rewards
k) individual-based rewards
l) preference for evaluation relative to others
m) business units vs. company rewards
n) company-based vs. business unit rewards
o) formula-based evaluation/rewards/bonuses
p) subjective evaluation/rewards/bonuses
q) pay for performance/contingent rewards
r) performance-based rewards less motivating
s) desire for incentive based extrinsic rewards
t) intrinsic rewards likely to be valued
u) focus n short-term financial performance
v) past/present orientation
w) future orientation/long planning horizons
x) preference for immediate rewards
y) motivated by deferred compensation
z) acceptance/desire for stretch budgets
aa) preference for interactive budget process


 Geert Hofstede, “Motivation, Leadership, and Organization: Do American Theories Apply Abroad?” Organizational Dynamics, Summer; 1980, pp. 42-63; Geert Hofstede, Cultures Consequences:International Differences in Work-Related Values, Sage Publications,Newbury Park, Calif., 1984; Geert Hofstede and Michael Harris Bond, “The Confucius Connection: From Cultural Roots to Economic Growth,” Organizational Dynamics, vol. 16, no. 4,Spring 1988, pp. 5-21.
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9 G.L. Harrison, “Reliance on Accounting Performance Measures in Superior Evaluative Style—The Influence of National Culture and Personality,” Accounting, Organizations and Society, vol. 18, May 1993, pp. 319-339; S.J. Kachelmeier and M. 
Shehata, “Internal Auditing and Voluntary Cooperation in Firms: A Cross-Cultural Experiment,” The Accounting Review, vol. 72, no. 3, July 1997, pp. 407-431.

10 Hofstede, 1988.

11 In addition to reporting scores for 50 specific countries, Hofstede(1984) grouped 14 countries into three cultural regions: East Africa, West Africa, and Arabic-speaking countries. Several companies that specialize in global consulting and cross-cultural training rely extensively on the research of Geert Hofstede. For example: ITAP International refers to the work of Geert Hofstede as the “gold standard” of cultural profiles. The company uses the Hofstede cultural dimensions extensively in its programs (see www.itapintl.com/ITAPCWfr.htm).  ITIM, one of the leading companies worldwide in the field of management and culture, incorporates the findings of the Hofstede research into its consulting and training practices (see www.itim.org/3.html). Also see Grovewell LLC (www.grovewell.com). Hofstede’s (1988) study identified the fifth dimension, “Confucianism,” after analyzing data from 22 countries, 20 of which were overlapped from the 1980 report.

12 Hofstede (1980) presents a map of countries that cluster into four quadrants: 1) high power distance, high uncertainty avoidance, 2) high power distance, low uncertainty avoidance, 3) low power distance, high uncertainty avoidance, and 4) low power distance, low uncertainty avoidance.


13 The country scores on cultural dimensions in the Hofstede studies are relative scores. Scales were chosen in such a way that the distance between the lowestand highest-scoring country was approximately 100 points.
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The abuse of stock options played a part in many of
the recent accounting scandals. Only now, with these
scandals behind us (let’s hope), can we clearly see how and why stock options were abused. From these difficult lessons, we have learned what’s needed to preserve the effectiveness of stock-based compensation. At the same time, we expect corporations to replace stock options with other forms of stock-based compensation since the Financial Accounting Standards Board (FASB) will likely require corporations to expense the options they grant.

Structuring Stock Pay

Stock-based compensation is a powerful tool for attracting and retaining valued employees and motivating them to act in the best interests of shareholders. Yet we’ve learned that we need to structure stock-based compensation so management’s behavior and shareholders’ expectations are—in fact—aligned. Two things can help with this: (1) Make vesting periods long-term, and (2) tie stock-based compensation to individual performance. 

Short vesting periods can lead to abuse. The majority of stock options granted in the past had relatively short vesting periods, some as short as one year, many two years. Some managers manipulated financial results and/or used other tactics to drive up their corporations’ stock prices and cashed in—at the expense of other shareholders. But this kind of abuse is difficult to sustain over an extended period of time because the company’s operations won’t support fictitious financial results. Long-term vesting periods
would help to mitigate this kind of abuse. 

Next, stock-based compensation should also be tied to individual performance. By its very design, stock-based compensation ties a manager’s personal wealth to the overall wealth of the corporation. This helps managers think more like shareholders. But without linking stock pay to individual performance, managers can be rewarded for merely “biding their time.”Many stock-price increases in the 1990s had more to do with overall stock market gains than with true increases in a company’s intrinsic value. Tying stock-based compensation to individual performance measures would prevent employees from becoming wealthy through no effort of their own. 

Individual performance measures that have been used in the past include earnings per share and various rates of return. These measures can motivate managers to contribute to the long-term corporate wealth better than stock-price appreciation because managers have more control over these measures than they do stock prices.

Different Instruments

Even if stock options are restructured to appropriately
motivate managers yet prevent them from gaming the
system, the new, anticipated financial accounting rules for options may make other forms of stock-based compensation more attractive. 

Financial accounting rules have always required corporations to expense their grants of stock-based compensation other than stock options. But under the FASB’s proposed Statement of Financial Accounting Standards, “Share-Based Payment,” corporations will now be required to expense their grants of stock options as well. This expense must be calculated using an option-pricing model, which is far more complex than the calculation of expense related to other forms of stock-based compensation. In light of this, we expect that restricted stock and stock appreciation rights (SARs) will become more popular than stock options. 

Many companies, including Microsoft, Time Warner, and Sprint, have stepped up their use of restricted stock in compensating their employees. Restricted stock is stock granted to an employee as compensation, but ownership of it is restricted until a vesting period lapses. SARs, a lesser-used form of stock-based compensation, provide employees with cash compensation measured by the appreciation in the corporation’s stock price over time. Employees don’t have to pay the corporation to obtain either restricted stock or SARs—as they must do to exercise options. But what the corporation forfeits in cash inflows from options may be offset by the easier financial accounting for restricted stock and SARs. Still, all other things being equal, SARs drain a corporation’s cash, which may explain why they haven’t been as popular as options or restricted stock. 

Restricted stock and SARs also have characteristics that employees prefer. To employees, stock options are the least desirable form of stock-based compensation because the employee must lay out cash to buy the underlying shares. In addition, the employee must pay federal and state income taxes and FICA taxes on the profits from exercising the options. 

Employees also prefer restricted stock over stock options because there’s no cash outlay; the employer gives the stock to the employee. Still, the employee is responsible for paying the related taxes on the compensation resulting from the restricted stock. 

Finally, employees prefer SARs over both options and restricted stock because SARs are typically paid in cash, giving the employee the wherewithal to pay the related taxes. Existing shareholders also prefer SARs because shares are not issued and, therefore, their ownership interests are not diluted. 

Whichever form of stock-based compensation a corporation uses will reflect the balance it must strike between achieving corporate goals and satisfying employees.

The Future for Stock-Based Pay

As we venture forth into the future, corporations will
continue to use stock-based compensation because it
remains a powerful tool for motivating management to act in the best interests of shareholders. But we’ll likely see stock options replaced by other forms of stock-based compensation. Regardless of which specific type of stock-based compensation is used, we need to learn from history so we don’t repeat it—that is, stock-based compensation must be structured to maintain its unique benefits yet minimize its potential for abuse by making vesting periods long-term and tying the compensation to individual performance.

20-4 WHEN STRATEGY AND VALUATION MEET
By Joel Litman and Mark L. Frigo


Picture a business strategy expert. What characteristics come to mind? How does the person behave? What schooling, certifications, and work experience would this person have?

Now imagine a valuation expert in terms of characteristics, behavior, or background. How does that person differ from the strategy expert? Is one more likely to have earned the CFA (Chartered Financial Analyst) designation while the other an MBA degree? Is one more likely to be a consultant and the other a money manager? 

The goal of this exercise is to raise one significant problem with what we conceive in these differing types of expertise: There should be no distinction. Great business strategy and great business valuations require the same discipline.

SKILLS OF THE BUSINESS STRATEGY 
EXPERT 

A true business strategy expert must have one firm goal in mind that should drive all of his or her analysis and decision making: helping the business maximize the creation of financial value. This overriding concept is often clouded because many other uses of the term “strategy” are bandied about, such as “market strategy,” “channel strategy,” “Internet strategy,” and a list that goes on and on. Yet if we are to focus on true business strategy, then we must also focus on the purpose of the business—to generate more cash flow than the cash flow it uses up. Any other concept would suggest strategy for something other than a business, such as a hobby or a not-for-profit organization with other delineated purposes. While those organizations certainly require strategy, we would not deem it business strategy. 

Financial value maximization is an overriding tenet of business strategy. That means any expert in business strategy must have a superior understanding of what drives financial value creation in the first place. Such a strategy expert must thoroughly understand the differences and nuances between relative valuations and discounted cash flow analyses. That expert also must be able to understand how any strategic initiative considered by a company ultimately affects that company’s ability to generate financial value. In short, he or she must be an expert in business valuations. 

For instance, what effect would a new branding initiative have on long-term sustainability of business returns? How might a new partnership or innovation strategy create value for the shareholders or owners of the existing business? In what ways would an initiative to improve execution, such as use of the balanced scorecard, drive future return on investment (ROI)? If they are considering a publicly traded company, how will investors react to any major strategy change or initiative? As higher valuation is the goal of business strategy, any initiative considered must be credibly linked to its impact on long-term cash flow generation. Without this comprehension, how could someone ever be called a “business strategy expert” in the first place? The core valuation skills of any strategy expert must go far beyond a rudimentary MBA-level understanding of finance. Expertise in one area is a prerequisite for expertise in the other. 

SKILLS OF THE BUSINESS VALUATION 
EXPERT 

What are the necessary competencies of a business valuation expert? If the valuation expert’s methodology favors a relative valuation approach (using multiples like P/Es), that person would need to understand the nuances of relative valuation calculations. He or she must fully understand the potential impact of any particular business initiative on valuation multiple expansion or compression. Valuation multiples “expand” or increase as the expectations of a company’s future performance improve. Multiples “compress” or decrease when forecasted financial performance drops. On the other hand, if the valuation expert prefers the discounted cash flow methodology, he r she would need to understand how to adjust near-term and long-term cash flow forecasts in meaningful ways based on activities the business is engaging in today and plans to engage in tomorrow. 

For example, how would new spending in research and development, while a near-term cash loss, lead to higher valuations for a business long term? How might a new employee benefits program lead to higher personnel performance, higher ROI, and thereby higher value creation for shareholders? Regardless of the valuation approach, the need to better understand strategic activities is paramount. Any valuation expert must possess an intimate understanding of the strategies of the business being valued. He or she must also be capable of linking those strategies back to the valuation models by understanding the impact of those activities on long-term financial performance.





WHEN STRATEGY AND VALUATION MEET 

While disparate images of these two separate practitioners have existed, a convergence is finally forming. No one can be at the top of his/her game at business strategy without also having incredible mastery over the frameworks of business valuation. The reverse holds true as well. Any true business valuation expert must understand the deep levels of strategic analysis regarding the businesses he/she is valuing. 

Yet how many valuation practitioners really understand competitive strategy? How often do consultants, touting themselves as “strategists,” fail to comprehend the complexities and errors inherent in the simple-looking P/E multiple or nuances of long-term forecasts in discounted cash flow models? For this reason, strategy consultants are often seen as being too “soft” and with daydreamer mentalities. On the other hand, valuation analysts are often perceived as having “black box” valuations with ridiculously obtuse spreadsheets. We hear them debate endlessly over “peer multiples” or intricate cost of capital calculations. Yet, if we listen into the conversations of true experts in valuation, we hear as much discussion about business strategies as we do the frameworks for valuing them. 

Thankfully, the convergence of strategy and valuation is occurring quickly. The Return Driven Strategy Initiative, a research project designed to uncover these insights, resulted in the creation of the Return Driven Strategy framework, which is a set of tenets and foundations that describe what business activities truly maximize financial value over the long term. Here are five lessons from Return Driven Strategy—a few of the insights that stand at the convergence of strategy and valuation. 

1. A great product seldom ensures a great business; 
2. Being “different” is not core to strategy—it’s only a by-product; 
3. The difference between a great company and a great stock; 
4. Why monopolies are often not great stocks; 
5. When and why growth is not necessarily a good thing. 

To show you how these lessons apply, we include some financial performance charts courtesy of CSFB HOLT, a division of Credit Suisse First Boston. These charts display the financial performance of companies over long periods of time—as much as two decades. They show cash flow returns on investment (CFROI®—a registered trademark in the U.S. and other countries (excluding the U.K.) of Credit Suisse First Boston or its subsidiaries or affiliates), adjusted for distortions caused by flaws in accounting information. The charts also show a company’s real asset growth rate over time—how much capital a business is putting to work over time. And they show relative total shareholder returns (RTSR) against an appropriate major market index. Taken together, this information provides a lens into economic reality that lets us better understand key issues in business strategy, such as these five lessons.


What’s the Difference Between a Great Product and a Great Business? 


One of the underlying myths held by the layperson in strategy and valuation is that companies with great products that customers truly enjoy must also be great businesses. Nothing could be further from the truth. Time and again, many companies that produce offerings (products or services) that people love are simultaneously terrible businesses with low profitability and poor returns on investment. 

One example is BMW. The Bay Motoren Werk Group produces vehicles that are one of the strongest brands with consumers. Car and motorcycle enthusiasts recognize the quality and innovation in BMW’s products. Yet detailed financial performance analysis shows that BMW has had trouble earning its cost of capital for more than a decade. 

This puts BMW’s ROI distinctly below the average returns of most major industrial companies globally (see Figure 1). 

How is it possible that such great products can co-exist in a business with such low profitability? Our research in the Return Driven Strategy Initiative provides a basis for understanding this seeming disconnect. If you view this problem from a converged understanding of strategy and valuation, the explanation must be grounded in both qualitative and quantitative analysis. 

Our research showed that one of the goal tenets of any business is “Fulfill Otherwise Unmet Customer Needs.” As you examine how well BMW achieves this tenet, note that each of these words is loaded with importance. 

Do customers claim that BMW’s offerings fulfill their needs? Ask a BMW driver, and the answer is probably “yes.” The next question is “Are those needs otherwise unmet?”—meaning that if BMW suddenly began charging double for its 5-series cars, would consumers continue to pay, seeing no suitable substitute? Here the answer would probably be “no.” The problem for BMW is that, while its offerings are superb, there are other ways for consumers to suitably fulfill that need. That means that BMW maintains little in the way of pricing power, so it’s tougher for the company to generate sustained profits throughout its lines of offerings regardless of how great they may be. Of course, this substitutability may not hold true for every die-hard BMW customer, but it has held true for enough customers to make a difference, as BMW’s long-term, below-average cash flow returns show. Unfortunately, as many consumers see substitutes in Mercedes, Audi, and other brands, 
BMW’s great product remains trapped by a price point that has not been high enough above its production costs to generate higher profits. 

This leads to a deeper quantitative aspect of the analysis. As long as suitable substitutes exist in the minds of a large enough customer base, even the “greatest” product has little ability to combat pricing power—at least not enough to allow BMW to price up its goods sufficiently to deliver revenues to more than just adequately cover its operating costs and capital investments. The benchmark for this justification is a cash flow return on investment calculation (CFROI). That calculation must be at least as high as the opportunity cost of capital, a measure of how well that capital could have been employed on average elsewhere. This problem has persisted for BMW for more than a decade, as you can see from Figure 1.

Being “Different” Isn’t Core to Strategy… It’s Only a By-Product. 

There is a too-common notion that being “different” is core to business strategy. This idea holds that competitive strategy can be achieved only through different activities producing different products. Our research shows that it does appear that companies with superior financial performance truly tend to be “different” in the way described, but was being different the goal of the high-performing businesses or simply a natural by-product of their activities? 

Again we refer to an ever-important tenet of business strategy. When companies create products and services that fulfill consumers’ needs that would otherwise be unmet, we see an incredible relationship with higherthan-average cash flow returns on investment. In other words, these companies, given the same relative level of cash resources, are able to generate much higher levels of profit. Of course, the businesses will naturally look different since they have unique business models, but this is far more a natural by-product of fulfilling other tenets of business strategy and must never be considered the goal. During the Internet bubble period, plenty of Internet businesses looked extremely different, but they lacked focus on customer needs and cash flow that can be derived from fulfilling customer needs. Great companies— high performers—definitely do things differently, but companies that are different are by no means necessarily great performers. The first implies the latter, but the latter by no means implies the first. 

Apple Computer, Inc. is a company that projects itself as being different. Like BMW, Apple’s offerings have some of the most die-hard customers. Despite this difference, however, the company is unable to reach enough consumers who would see no substitute for Apple. That failure leads to what we see in Figure 2, a chart that shows some incredibly poor performance in ROI and the subsequent effect on stock price over the last 10 years.

What’s the Difference Between a Great Company and a Great Stock? 

You might ask why BMW has been a tremendous stock over the last few years, outperforming major market indices. The answer lies in another great insight when the discipline of strategy converges with the world of valuation: Great stocks are not always the most profitable businesses, and the most profitable businesses are not always great stocks. 

For about 10 years, BMW’s ROI hovered around a low 2%-4%. Suddenly, in the year 2000, an uptrend began that has brought the business’s returns to cost of capital levels for the first time in years. These levels approximate merely corporate average levels. The key here isn’t the absolute level but the dramatic change in returns and thereby a change in investors’ long-term expectations of future financial performance. 

This concept requires deeper investigation. Bill Miller of Legg Mason is one of the most respected mutual fund managers in the investment industry. His money management skills and those of his team have delivered to their investors market outperformance for 13 years straight. On the heels of his 12th consecutive year of achieving returns in the funds he managed that were superior to the market indices, Miller commented in his 2002 fourth quarter commentary: 

The first duty of the investor or analyst is to figure out what is embedded in the price, what is discounted. The failure to address that question is the main source of the poor relative results of most money managers and the general lack of value provided by the opinions of analysts. 

In BMW’s case, real annual performance changed dramatically, and the changes drove investors’ expectations. The company’s cash flow generating abilities were much lower years ago and higher in 2001, 2002, and 2003, though still relatively low—average at best. That change, however, drove large valuation increases and stock market outperformance. It’s important to understand that this didn’t result from BMW suddenly producing products that people began to be happy with—customers have certainly been pleased for years. The result is from a change in ROI level, even if it is only reaching an average level now. The dramatic change in longer-term expectations has driven the stock’s incredible rise. 

Gillette provides us with a flip side to this example. In Figure 3, you’ll see incredibly high cash flow returns on investment coupled with stock market performance that fails to meet its prior peaks by a long shot. In 1996 and 1997, Gillette was trading at all-time stock valuation highs, but over the next several years the stock price dropped, and now, even seven years later, the market still hasn’t rewarded Gillette with its previous valuation level. Too often, inexperienced analysts, managers, and consultants assume that such a drop in stock price must signal the company’s fall into corporate average or below-average performance in terms of profits or cash flow generating ability. Yet Gillette still generates massive operating cash flow—as the CFROIs show—with phenomenally high returns that are well above its cost of capital or market averages. 

This analysis tells us that something else must be at work. Specifically, changes in investor expectations, not problems with the business’s absolute cash flow generating ability, have driven stock price. When Gillette’s stock reached its 1997 peak share price, you had to presume an embedded expectation level of performance that was far too high—much greater than the company could actually achieve. So, while Gillette’s performance remained solid on an absolute level, its performance didn’t meet previous expectation levels. Gillette will only enjoy those valuation levels when expectations increase again. And this can happen only when investors see the potential for even higher performance 
based on strategies in place. Great business models aren’t always great stocks.

Static Monopoly vs. Ongoing Monopolization 

Notice Gillette’s extremely high ROI levels in Figure 3. You could argue that the company is certainly fulfilling otherwise unmet customer needs. People will pay higher prices for Gillette’s Mach 3 blades than others because customers feel there is no real substitute. As discussed, it isn’t enough that an offering is enjoyed and appreciated by customers. In order to achieve pricing power and the opportunity for higher returns, the product or service must be the only one that provides that particular enjoyment or need fulfillment. Gillette’s blades, among its other products, have that characteristic as its high cash flow returns have exhibited year after year. 

In fact, Gillette strives to have product dominance on a category-by-category basis, effectively creating monopolies in the areas in which it competes. These economic monopolies are created by the uniqueness of the offerings and by customers freely choosing those products over others. 

So shouldn’t a monopoly be a great investment? Wouldn’t an investor snatch up the chance to own part of a business with offerings that lack substitutes? Our research shows that, despite monopoly-like cash flow returns to the company, the company’s stock price still dropped precipitously from 1996 to 2000. The stock’s recovery over the last few years hasn’t made up for the losses of that period. 

Now let’s examine Wal-Mart, a company that has created a business that has drawn consumers at amazing growth rates for decades (see Figure 4). Its cash flow returns are high, as you would expect. Also notice the asset growth line. Wal-Mart didn’t merely create dominance in one category and try to secure it. The company has succeeded in providing offerings in terms of price and convenience that have no adequate substitutes. More importantly, in relation to the asset growth line, Wal-Mart has been able to repeat this in category after category— from toys to jewelry to groceries and many others. On top of that, the company continues to grow in the number of stores, square footage, and geographic region. 

Wal-Mart achieves both high returns and high reinvestment rates (asset growth). This powerful one-two combination, together with its exceptional stock price performance, supports the idea that ongoing monopolization is the key.

Why Growth Isn’t Necessarily Good 

When examining the differences in financial performance of companies like Wal-Mart and Gillette, some people might overly stress the importance of revenue and asset growth in great stock performance. Too often, companies believe that growth is always good. Driven by metrics such as sales revenue, sales per share, or customer growth rates, management teams can do incredibly value-destroying things. 

Take International Paper, for example (see Figure 5). Over the last 10 years, the company has increased revenue from $15 billion to $25 billion. Surely a company that has increased its sales levels by a whopping $10 billion must be doing something right. 

Yet, over that same time period, the IP stock has underperformed the market with stock returns less than half those of a major market index like the S&P 500. Why? Much of the massive sales growth increase was accompanied by cash flow returns that only reached a corporate average (cost of capital level) twice in the entire 10-year period. What does this tell us? Growth isn’t always good, even the venerable top line. The cash flow returns achieved are at least as important as the sales growth, if not more so. Growing sales or assets without adequately growing cash flows can lead to troublesome stock price consequences.

FIVE LESSONS OF THIS CONVERGENCE 
[bookmark: _GoBack]
What insights come from the convergence of strategy and valuation, and who will benefit from this convergence? The insights are critical to investment analysts, corporate executives and managers, consultants, and anyone else who needs to better understand a company and its value. 

Superior finance leads to superior strategy and vice versa. Knowing when to grow and when not to must dispel old myths about the overimportance of the “top line.” Monopoly-like businesses may generate high returns, but no assumption can be made for long-term, sustained stock price outperformance. Great companies may not be great stocks. Being different is ancillary to—not the driver of—successful strategy. 

We must engulf ourselves in this significant convergence of thought between valuation and strategy if we are to move forward in our decisions regarding our businesses. As the convergence enhances our understanding, it should also enhance our decisions.


















Joel Litman, CPA, is a director with CSFB HOLT at Credit
Suisse First Boston. He is Clinical Professor of Business
Strategy in the Kellstadt Graduate School of Business at
DePaul University and one of the founders of the Center for
Strategy, Execution, and Valuation based in Chicago. You
can reach Joel at joel.litman@csfb.com.

Mark L. Frigo, Ph.D., CMA, CPA, is director of the Center
for Strategy, Execution, and Valuation and Eichenbuam
Foundation Distinguished Professor of Strategy and Leader-
ship in the Kellstadt Graduate School of Business at DePaul
University. He also is a leading expert in strategy design
and execution. You can reach Mark at mfrigo@depaul.edu.
image1.emf
CustomerAverage ManagerEmployee 

Store No. Earnings Survey Wait TimeReview Awards

1 2,787 $     78.0 49 87 48

2 1,335       54.0 92 54 10

3 1,704       60.0 77 82 21

4 2,011       80.0 80 70 60

5 1,239       73.0 95 33 26

6 1,902       73.0 62 67 27

7 2,012       71.0 65 70 33

8 1,610       72.0 81 86 15

9 1,889       66.0 69 43 63

10 2,095       87.0 57 62 6

11 2,000       71.0 65 70 25

12 2,875       89.0 45 56 18

13 2,300       81.0 68 88 11

14 2,213       77.0 57 62 51

15 1,669       59.0 98 27 18

16 1,600       67.0 81 86 20

17 2,311       81.0 62 58 6

18 1,405       55.0 89 94 30

19 1,756       67.0 68 73 66

20 2,187       83.0 58 63 19

21 2,387       84.0 50 55 37

22 1,835       64.0 77 77 36

23 1,511       69.0 89 40 45

24 1,910       68.0 60 74 58

25 2,230       79.0 71 61 30

26 1,549       61.0 83 38 13

27 1,849       64.0 70 76 22

28 1,756       66.0 75 80 48

29 2,514       85.0 59 49 14

30 1,750       51.0 75 80 15


Microsoft_Office_Excel_2007_Workbook1.xlsx
Data

						Customer		Average 		Manager		Employee 

		Store No. 		Earnings		Survey		Wait Time		Review		Awards

		1		$   2,787		78.0		49		87		48

		2		1,335		54.0		92		54		10

		3		1,704		60.0		77		82		21

		4		2,011		80.0		80		70		60

		5		1,239		73.0		95		33		26

		6		1,902		73.0		62		67		27

		7		2,012		71.0		65		70		33

		8		1,610		72.0		81		86		15

		9		1,889		66.0		69		43		63

		10		2,095		87.0		57		62		6

		11		2,000		71.0		65		70		25

		12		2,875		89.0		45		56		18

		13		2,300		81.0		68		88		11

		14		2,213		77.0		57		62		51

		15		1,669		59.0		98		27		18

		16		1,600		67.0		81		86		20

		17		2,311		81.0		62		58		6

		18		1,405		55.0		89		94		30

		19		1,756		67.0		68		73		66

		20		2,187		83.0		58		63		19

		21		2,387		84.0		50		55		37

		22		1,835		64.0		77		77		36

		23		1,511		69.0		89		40		45

		24		1,910		68.0		60		74		58

		25		2,230		79.0		71		61		30

		26		1,549		61.0		83		38		13

		27		1,849		64.0		70		76		22

		28		1,756		66.0		75		80		48

		29		2,514		85.0		59		49		14

		30		1,750		51.0		75		80		15





Analysis

																SUMMARY OUTPUT

						Customer		Average 		Manager		Employee 

		Store No.		Earnings		Survey		Wait Time		Review		Awards				Regression Statistics

		1		$   2,787		78.0		49		87		48				Multiple R		0.9041636794

		2		1,335		54.0		92		54		10				R Square		0.8175119592

		3		1,704		60.0		77		82		21				Adjusted R Square		0.7883138727

		4		2,011		80.0		80		70		60				Standard Error		183.4001071758

		5		1,239		73.0		95		33		26				Observations		30

		6		1,902		73.0		62		67		27

		7		2,012		71.0		65		70		33				ANOVA

		8		1,610		72.0		81		86		15						df		SS		MS		F		Significance F

		9		1,889		66.0		69		43		63				Regression		4		3767028.3171976		941757.0792994		27.9988196601		0.0000000065

		10		2,095		87.0		57		62		6				Residual		25		840889.982802401		33635.599312096

		11		2,000		71.0		65		70		25				Total		29		4607918.3

		12		2,875		89.0		45		56		18

		13		2,300		81.0		68		88		11						Coefficients		Standard Error		t Stat		P-value		Lower 95%		Upper 95%		Lower 95.0%		Upper 95.0%		Upper 95.0%

		14		2,213		77.0		57		62		51				Intercept		2569.5138846845		654.7780965388		3.9242514346		0.0006016943		1220.9731625577		3918.0546068113		1220.9731625577		3918.0546068113		3918.0546068113

		15		1,669		59.0		98		27		18				Survey		11.3048125049		4.9623958645		2.2780956646		0.0315318611		1.0845669927		21.525058017		1.0845669927		21.525058017		21.525058017

		16		1,600		67.0		81		86		20				Wait Time		-19.5813141471		3.7175669795		-5.2672390989		0.0000186948		-27.2377866003		-11.9248416939		-27.2377866003		-11.9248416939		-11.9248416939

		17		2,311		81.0		62		58		6				Review		-0.217691956		2.1194815469		-0.102710003		0.9190125798		-4.5828458775		4.1474619654		-4.5828458775		4.1474619654		4.1474619654

		18		1,405		55.0		89		94		30				Awards		-1.0705298785		1.9602885137		-0.5461083259		0.5898322191		-5.1078196136		2.9667598565		-5.1078196136		2.9667598565		2.9667598565

		19		1,756		67.0		68		73		66

		20		2,187		83.0		58		63		19

		21		2,387		84.0		50		55		37

		22		1,835		64.0		77		77		36						Earnings		Survey		Wait Time

		23		1,511		69.0		89		40		45				Earnings		1

		24		1,910		68.0		60		74		58				Survey		0.7628753651		1

		25		2,230		79.0		71		61		30				Wait Time		-0.8754243248		-0.6881702126		1

		26		1,549		61.0		83		38		13

		27		1,849		64.0		70		76		22

		28		1,756		66.0		75		80		48

		29		2,514		85.0		59		49		14

		30		1,750		51.0		75		80		15



















Chart

						Customer		Average 		Manager		Employee 

		Store No.		Earnings		Survey		Wait Time		Review		Awards

		5		1,239		73.0		95		33		26

		2		1,335		54.0		92		54		10

		18		1,405		55.0		89		94		30

		23		1,511		69.0		89		40		45

		26		1,549		61.0		83		38		13

		16		1,600		67.0		81		86		20

		8		1,610		72.0		81		86		15

		15		1,669		59.0		98		27		18

		3		1,704		60.0		77		82		21

		30		1,750		51.0		75		80		15

		19		1,756		67.0		68		73		66

		28		1,756		66.0		75		80		48

		22		1,835		64.0		77		77		36

		27		1,849		64.0		70		76		22

		9		1,889		66.0		69		43		63

		6		1,902		73.0		62		67		27

		24		1,910		68.0		60		74		58

		11		2,000		71.0		65		70		25

		4		2,011		80.0		80		70		60

		7		2,012		71.0		65		70		33

		10		2,095		87.0		57		62		6

		20		2,187		83.0		58		63		19

		14		2,213		77.0		57		62		51

		25		2,230		79.0		71		61		30

		13		2,300		81.0		68		88		11

		17		2,311		81.0		62		58		6

		21		2,387		84.0		50		55		37

		29		2,514		85.0		59		49		14

		1		2,787		78.0		49		87		48

		12		2,875		89.0		45		56		18



Survey	1239	1335	1405	1511	1549	1600	1610	1669	1704	1750	1756	1756	1835	1849	1889	1902	1910	2000	2011	2012	2095	2187	2213	2230	2300	2311	2387	2514	2787	2875	73	54	55	69	61	67	72	59	60	51	67	66	64	64	66	73	68	71	80	71	87	83	77	79	81	81	84	85	78	89	Wait Time	1239	1335	1405	1511	1549	1600	1610	1669	1704	1750	1756	1756	1835	1849	1889	1902	1910	2000	2011	2012	2095	2187	2213	2230	2300	2311	2387	2514	2787	2875	95	92	89	89	83	81	81	98	77	75	68	75	77	70	69	62	60	65	80	65	57	58	57	71	68	62	50	59	49	45	

Bonus

						Customer		Survey						Average 		Wait Time				 

		Store No. 		Earnings		Survey		Bonus				Store No. 		Wait Time		Bonus				 

		12		2,875		89.0		$   56.48				12		45		$   32.89

		10		2,095		87.0		55.21				1		49		35.82

		29		2,514		85.0		53.94				21		50		36.55

		21		2,387		84.0		53.30				10		57		41.66

		20		2,187		83.0		52.67				14		57		41.66

		13		2,300		81.0		51.40				20		58		42.39

		17		2,311		81.0		51.40				29		59		43.13

		4		2,011		80.0		50.77				24		60		43.86

		25		2,230		79.0		50.13				6		62		45.32

		1		$   2,787		78.0		49.50				17		62		45.32

		14		2,213		77.0		48.86				7		65		47.51

		5		1,239		73.0		46.32				11		65		47.51

		6		1,902		73.0		46.32				13		68		49.70

		8		1,610		72.0		45.69				19		68		49.70

		7		2,012		71.0		45.06				9		69		50.44

		11		2,000		71.0		45.06				27		70		51.17

		23		1,511		69.0		43.79				25		71		51.90

		24		1,910		68.0		43.15				28		75		54.82

		16		1,600		67.0		42.52				30		75		54.82

		19		1,756		67.0		42.52				3		77		56.28

		9		1,889		66.0		41.88				22		77		56.28

		28		1,756		66.0		41.88				4		80		58.48

		22		1,835		64.0		40.61				8		81		59.21

		27		1,849		64.0		40.61				16		81		59.21

		26		1,549		61.0		38.71				26		83		60.67

		3		1,704		60.0		38.07				18		89		65.05

		15		1,669		59.0		37.44				23		89		65.05

		18		1,405		55.0		34.90				2		92		67.25

		2		1,335		54.0		34.27				5		95		69.44

		30		1,750		51.0		32.36				15		98		71.63

		465		$   58,191		2,135		$   1,355				465		2,127		$   1,555

		Compensation Pool as Percent of Total Earnings										5%

		  Total Current Compensation Pool										$   2,910



								Absolute		Correlation		Compensation 

		Corrleation Measures				Correlation		Correlation		Proportion		Pool

		  Customer Survey				0.763		0.763		0.466		$   1,355

		  Wait Time				(0.875)		0.875		0.534		$   1,555

								1.638		1.000		2,910





Bonus Total

																										Total

						Customer		Survey 		 				Average 		Wait Time		 				Total				Rank		Rank 

		Store No. 		Earnings		Survey		Bonus		 		Store No. 		Wait Time		Bonus		 		Store No. 		Bonus				Store  No.		Bonus

		1		$   2,787		78.0		$   49.50				1		49		$   35.82				1		$   85.31				5		115.76

		2		1,335		54.0		34.27				2		92		67.25				2		101.51				4		109.24

		3		1,704		60.0		38.07				3		77		56.28				3		94.36				15		109.07

		4		2,011		80.0		50.77				4		80		58.48				4		109.24				23		108.84

		5		1,239		73.0		46.32				5		95		69.44				5		115.76				8		104.90

		6		1,902		73.0		46.32				6		62		45.32				6		91.64				25		102.03

		7		2,012		71.0		45.06				7		65		47.51				7		92.57				16		101.72

		8		1,610		72.0		45.69				8		81		59.21				8		104.90				2		101.51

		9		1,889		66.0		41.88				9		69		50.44				9		92.32				13		101.11

		10		2,095		87.0		55.21				10		57		41.66				10		96.87				18		99.96

		11		2,000		71.0		45.06				11		65		47.51				11		92.57				26		99.38

		12		2,875		89.0		$   56.48				12		45		$   32.89				12		89.37				29		97.07

		13		2,300		81.0		51.40				13		68		49.70				13		101.11				22		96.90

		14		2,213		77.0		48.86				14		57		41.66				14		90.53				10		96.87

		15		1,669		59.0		37.44				15		98		71.63				15		109.07				17		96.72

		16		1,600		67.0		42.52				16		81		59.21				16		101.72				28		96.70

		17		2,311		81.0		51.40				17		62		45.32				17		96.72				20		95.07

		18		1,405		55.0		34.90				18		89		65.05				18		99.96				3		94.36

		19		1,756		67.0		42.52				19		68		49.70				19		92.22				7		92.57

		20		2,187		83.0		52.67				20		58		42.39				20		95.07				11		92.57

		21		2,387		84.0		53.30				21		50		36.55				21		89.85				9		92.32

		22		1,835		64.0		40.61				22		77		56.28				22		96.90				19		92.22

		23		1,511		69.0		43.79				23		89		65.05				23		108.84				27		91.78

		24		1,910		68.0		43.15				24		60		43.86				24		87.01				6		91.64

		25		2,230		79.0		50.13				25		71		51.90				25		102.03				14		90.53

		26		1,549		61.0		38.71				26		83		60.67				26		99.38				21		89.85

		27		1,849		64.0		40.61				27		70		51.17				27		91.78				12		89.37

		28		1,756		66.0		41.88				28		75		54.82				28		96.70				24		87.01

		29		2,514		85.0		53.94				29		59		43.13				29		97.07				1		85.31

		30		1,750		51.0		32.36				30		75		54.82				30		87.18				30		84.13

		465		$   58,191		2,135		$   1,355				465		2,127		$   1,555				465		2,910

																				StdDev		7.39

		Compensation Pool as Percent of Total Earnings										5%

		  Total Current Compensation Pool										$   2,910



								Absolute		Correlation		Compensation 

		Corrleation Measures				Correlation		Correlation		Proportion		Pool

		  Customer Survey				0.763		0.763		0.466		$   1,355

		  Wait Time				(0.875)		0.875		0.534		$   1,555

								1.638		1.000		2,910





Bonus 2



						Customer				 				Average 				 

		Store No. 		Earnings		Survey		Bonus		 		Store No. 		Wait Time		Bonus		 		Store No. 		Earnings		Bonus

		12		2,875		89.0		$   28.24				12		45		$   16.45				12		$   2,875		$   71.88

		10		2,095		87.0		27.60				1		49		17.91				1		2,787		69.68

		29		2,514		85.0		26.97				21		50		18.27				29		2,514		62.85

		21		2,387		84.0		26.65				10		57		20.83				21		2,387		59.68

		20		2,187		83.0		26.34				14		57		20.83				17		2,311		57.78

		13		2,300		81.0		25.70				20		58		21.20				13		2,300		57.50

		17		2,311		81.0		25.70				29		59		21.56				25		2,230		55.75

		4		2,011		80.0		25.38				24		60		21.93				14		2,213		55.33

		25		2,230		79.0		25.07				6		62		22.66				20		2,187		54.68

		1		$   2,787		78.0		24.75				17		62		22.66				10		2,095		52.38

		14		2,213		77.0		24.43				7		65		23.76				7		2,012		50.30

		5		1,239		73.0		23.16				11		65		23.76				4		2,011		50.28

		6		1,902		73.0		23.16				13		68		24.85				11		2,000		50.00

		8		1,610		72.0		22.84				19		68		24.85				24		1,910		47.75

		7		2,012		71.0		22.53				9		69		25.22				6		1,902		47.55

		11		2,000		71.0		22.53				27		70		25.58				9		1,889		47.23

		23		1,511		69.0		21.89				25		71		25.95				27		1,849		46.23

		24		1,910		68.0		21.58				28		75		27.41				22		1,835		45.88

		16		1,600		67.0		21.26				30		75		27.41				19		1,756		43.90

		19		1,756		67.0		21.26				3		77		28.14				28		1,756		43.90

		9		1,889		66.0		20.94				22		77		28.14				30		1,750		43.75

		28		1,756		66.0		20.94				4		80		29.24				3		1,704		42.60

		22		1,835		64.0		20.31				8		81		29.60				15		1,669		41.73

		27		1,849		64.0		20.31				16		81		29.60				8		1,610		40.25

		26		1,549		61.0		19.35				26		83		30.33				16		1,600		40.00

		3		1,704		60.0		19.04				18		89		32.53				26		1,549		38.73

		15		1,669		59.0		18.72				23		89		32.53				23		1,511		37.78

		18		1,405		55.0		17.45				2		92		33.62				18		1,405		35.13

		2		1,335		54.0		17.13				5		95		34.72				2		1,335		33.38

		30		1,750		51.0		16.18				15		98		35.82				5		1,239		30.98

		465		$   58,191		2,135		$   677.42				465		2,127		$   777				465		$   58,191		$   1,454.77

		Compensation Pool as Percent of Total Earnings										5%

		  Total Current Compensation Pool										$   2,910



								Absolute		Correlation		Compensation 		 		Comp w/		Comp. 

		Corrleation Measures				Correlation		Correlation		Proportion		Pool		 		Earnings @50%		Pool

		  Customer Survey				0.763		0.763		0.466		$   1,355				0.23		677.42

		  Wait Time				(0.875)		0.875		0.534		$   1,555				0.27		777.36

								1.638		1.000		2,910						 

		  Earnings														0.5		1454.78

																1.00		2910





Bonus 2 Total

																																Total

						Customer				 				Average 				 										Bonus 				Rank		Rank 

		Store No. 		Earnings		Survey		Bonus		 		Store No. 		Wait Time		Bonus		 		Store No. 		Earnings		Bonus				Total				Store  No.		Bonus

		1		$   2,787		78.0		$   24.75				1		49		$   17.91				1		$   2,787		$   69.68				$   112.33				12		116.56

		2		1,335		54.0		17.13				2		92		33.62				2		1,335		33.38				84.13				1		$   112.33

		3		1,704		60.0		19.04				3		77		28.14				3		1,704		42.60				89.78				29		111.38

		4		2,011		80.0		25.38				4		80		29.24				4		2,011		50.28				104.90				13		108.05

		5		1,239		73.0		23.16				5		95		34.72				5		1,239		30.98				88.86				25		106.76

		6		1,902		73.0		23.16				6		62		22.66				6		1,902		47.55				93.37				17		106.13

		7		2,012		71.0		22.53				7		65		23.76				7		2,012		50.30				96.58				4		104.90

		8		1,610		72.0		22.84				8		81		29.60				8		1,610		40.25				92.70				21		104.60

		9		1,889		66.0		20.94				9		69		25.22				9		1,889		47.23				93.38				20		102.21

		10		2,095		87.0		27.60				10		57		20.83				10		2,095		52.38				100.81				10		100.81

		11		2,000		71.0		22.53				11		65		23.76				11		2,000		50.00				96.28				14		100.59

		12		2,875		89.0		28.24				12		45		16.45				12		2,875		71.88				116.56				7		96.58

		13		2,300		81.0		25.70				13		68		24.85				13		2,300		57.50				108.05				11		96.28

		14		2,213		77.0		24.43				14		57		20.83				14		2,213		55.33				100.59				15		96.26

		15		1,669		59.0		18.72				15		98		35.82				15		1,669		41.73				96.26				22		94.32

		16		1,600		67.0		21.26				16		81		29.60				16		1,600		40.00				90.86				9		93.38

		17		2,311		81.0		25.70				17		62		22.66				17		2,311		57.78				106.13				6		93.37

		18		1,405		55.0		17.45				18		89		32.53				18		1,405		35.13				85.10				8		92.70

		19		1,756		67.0		21.26				19		68		24.85				19		1,756		43.90				90.01				28		92.25

		20		2,187		83.0		26.34				20		58		21.20				20		2,187		54.68				102.21				23		92.20

		21		2,387		84.0		26.65				21		50		18.27				21		2,387		59.68				104.60				27		92.11

		22		1,835		64.0		20.31				22		77		28.14				22		1,835		45.88				94.32				24		91.25

		23		1,511		69.0		21.89				23		89		32.53				23		1,511		37.78				92.20				16		90.86

		24		1,910		68.0		21.58				24		60		21.93				24		1,910		47.75				91.25				19		90.01

		25		2,230		79.0		25.07				25		71		25.95				25		2,230		55.75				106.76				3		89.78

		26		1,549		61.0		19.35				26		83		30.33				26		1,549		38.73				88.41				5		88.86

		27		1,849		64.0		20.31				27		70		25.58				27		1,849		46.23				92.11				26		88.41

		28		1,756		66.0		20.94				28		75		27.41				28		1,756		43.90				92.25				30		87.34

		29		2,514		85.0		26.97				29		59		21.56				29		2,514		62.85				111.38				18		85.10

		30		1,750		51.0		16.18				30		75		27.41				30		1,750		43.75				87.34				2		84.13

		465		$   58,191		2,135		$   677.42				465		2,127		$   777				465		$   58,191		$   1,454.77				$   2,909.55

																												8.58

		Compensation Pool as Percent of Total Earnings										5%

		  Total Current Compensation Pool										$   2,910



								Absolute		Correlation		Compensation 		 		Comp w/		Comp. 

		Corrleation Measures				Correlation		Correlation		Proportion		Pool		 		Earnings @50%		Pool

		  Customer Survey				0.763		0.763		0.466		$   1,355				0.23		677.42

		  Wait Time				(0.875)		0.875		0.534		$   1,555				0.27		777.36

								1.638		1.000		2,910						 

		  Earnings														0.5		1454.78

																1.00		2910
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P : CSFB HOLT Relative Wealth Chart —Historical Company Performance
BMW (BMWG), Fiscal Years 1989-2003
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Fqus2: CSFB HOLT Relative Wealth Chart —Historical Company Performance
‘Apple Computer (AAPL), Fiscal Years 19832004
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Fgre & CSFB HOLT Relative Wealth Chart —Historical Company Performance
Gilltte (G), Fiscal Years 19832004

e b oG e Rt o st (5301)

DR —

L teomon e ey

R

s oy e

L i o

—H i vt

frtimtla sl
poresti iy

P a5 st g o e
[ ——
o s tar s i 0 s
i i o eas,  ashl t.-
g e maas. O b s
oSl s atane 5 oy
oo, bt ot e -
ot g st gt s vt s st
sy, Dot i 0o, e
ook v s patorm s at o
19051020 on s s .

T
opcaionsovr .o 1007 covats,
it crtnsd o gl i 5l
5 et ek sed e o
a0 e ot conpany ke e
Iy lor s ush B sha s
Lonts i o s k.
s, s s sk s
o0t ot s o





image6.png
P d: CSFB HOLT Relative Wealth Chart —Historical Company Performance
‘Wal Mart Stores (WMT), iscal Years 19832004
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Fgwe & CSFB HOLT Relative Wealth Chart —Historical Company Performance
International Paper (IP), Fiscal Years 19832004
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