



















































































M et it Anlareie

Quality: . %

100%

9. New-product sales

What percentage of your business's sales was derived from new products introduced in the last three years? (For example:
new-product sales in 1994 would be for those products introduced between 1992 and 1994.)

A "new product” is an addition that:
L performs a new function (i.e., completely new; copied but new to your served market.; or copied from a competitor in your
served market, but new to your business);
L more clearly segments (or consolidates) the customers in your current served market; or ’

L opens a new served market.

Changes that do not accomplish one of these three objectives are generally product improvements and not new products.
(Examples: changes in packaging, design refinements, style changes, etc.)
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10. Number of employees
What is the average employee head count (including management) for your business?
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Strategic Business Analysis
Critical-Information Form

Balance Sheet for SBU
Enter amounts in thousands of dollars.

Assets

Current
Assets

Cash and marketable

Net trade accounts receivable

Raw materials

Inventory | Work in progress
" Finished goods

Total inventory

Other current assets

Total current assets

Fixed
Assets

Gross book value of PP&E

Accumulated depreciation

Net book value of PP&E

Other assets

Total assets

r

Liabilities and equity

Current
Liabilities

Short-term borrowings

Current portion of long-term

Other current liabilities

Total current liabilities

Long-term debt

Other liabilities

Shareholders equity

Total liabilities & equity

o R

R O

u

(c+d+e)

(a+b+f+

(i)

(h+k+l)

(n+o+p)

(g+r+s+t)

* What method of inventory accounting does your business

[

—

D LIFO -
D FIFO
D Other



Strategic Business Analysis

Critical-Information Form

Income statement for SBU
Enter amounts in thousands of dollars.

Revenue Gross sales
Returns and allowances
Net sales
Net intracompany sales
Cost of sales Purchases (raw material)

Direct labor

Depreciation

Manufacturing

Total cost of sales

( ‘arketing costs

Sales force

Media advertising

Other marketing

Total marketing cost

Research & development

Product R&D

Process R&D

Total R&D cost

Other expenses (exclude interest expense)

Income

Income before tax and interest

Interest expense

Income before tax




Empirimetrics

Strategic Business Review &
Management (and supporting consultants) use
the SBR to: Sample Report

« Generate a credible appraisal of a business (or of a
portfolio of businesses), in terms of:
a. performance.
b. strengths and weaknesses.
« Provide an exploration agenda for the improvement
of the business
» Diagnose strengths and weakesses of competitors
and acquisition candidates
« Provide a common corporate language for strategic
thinking

Your problem is to obtain a quick
"read" of a company you are
exploring.

The SBR is easy to produce and use.

How does the SBR create customized performance
benchmarks for a business?

— ,.:\unLlL%.,, td

The SBR uses regression-based models with significant
explanatory power (an impressive cross-sectional R-square
of 60+%). These models relate such success measures as
Return on Investment or Cash Flow or Price/Book values to
their most ﬁowerful *causative” variables, both in terms of
business characteristics and industry characteristics.

The benchmarks are not based only on comparisons of
your business to its competitors, but, more importantly, on
comparisons to "strategic look-alikes". For example, if your
business is the General Motors of its industry, you need to
compare yourself to other businesses with a similar
strategic problem (i.e., to maintain position in a maturing
market against both domestic and foreign competitors).
The most relevant benchmarks would exclude companies
such as Ford or Nissan (since their problem is the opposite
of yours), and include companies like IBM in mainframes,
or GE in home appliances, or P&G in laundry products
{because their problem is the same as yours).

http://www.empirimetricé.com/BusineSS_Analysis_Tools/SBR/sbr.htmI 9/24/01



Background to
Support Broader Scope for FASB New Agenda Projects

Questions No. 2 and 4

D. A Best Practices Consortium Can
Raise Performance of All Companies

We encourage experimentation with improved
standardized reporting and disclosure practices. A
consortium endorsed by the FASB and the Securities
and Exchange Commission similar to the Business
Experience Consortium described can help improve
performance across the board. What management
doesn’t measure, it cannot manage. 1f intangibles
are important to creating value, then they should be
measured in a systematic manner. Research and
experimentation could help determine under what
circumstances companies that measure intangibles
are likely to have higher market to book ratios. More
details on FVES and The Business Experience
Consortium are available at
www.Empirimetrics.com.




The Business Experience Consortium

Business Experience Consortium

A “Community of Learning”
for business managers of
knowledge-intensive organizations

December, 1998

Agenda

' m What problems is the consortium
addressing?

m Who is the administrator?

n

u

n .

- ® What solution are we offering?
H

| ]

- m What members contribute.

E m What members receive.

empirimetrics



The Business Experience Consortium

The Problem

" m Professional practices changing :
+ “industrializing”
+ more “capitalistic”

+ more entrepreneurial, experimental, and
turbulent

m Rules of the “new economy” not yet
understood

The Problem: How can managers

* W help their organizations maneuver in the
“new economy?”

m improve firm productivity/performance?

TIIIITTL ‘4" e

empirimetrics



The Business Experience Consortium

BEC’s Solution

m Document “the experiments”
m Outcomes-based analyses
m Disseminate findings

m Customized advice to each member on how
they can improve performance

Other Data Pools Analyzed by
the Administrator

m The PIMS Program

m International Quality Study

® American Competitiveness Study

. m The Strategic Management of Technology

empirimetrics



The Business Experience Consortium

How BEC differs from
single-industry surveys

1. Outcomes-based.

2. Learn from previous relevant strategic
experience.

3. Learn from those who have already faced
your new environment.

How BEC differs from single
industry surveys

4. Experiments outside your practice area
likely to be repeated in your arena.

5. Evidence from prior studies

[N EEETNNRERNN]

empirimetrics



The Business Experience Consortium

Members Contribute:

m Data on their business experiences over
time (under strict confidential conditions)

W Annual fee

m Counsel on how make program most useful
to members

Data Form

7

. ® 1: Identifications
W 2: Management Practices

m 3: Strategic Positioning
m 4: Financial Structure

empirimetrics



The Business Experience Consortium

Members Receive:

m Short term* (& beyond):
-Consultation in developing their strategic profile
-“Management practices audit”

-Access to listserv, discussion forums, instant
minipolls

* almost immediately

Members Receive:

m Medium term* (& beyond):
~Reports on research findings

-Invitation to members-only conferences to
discuss latest findings, network with other
members

* About six months from start-up.

empirimetrics



The Business Experience Consortium

Example: Marketing for Repeat
® Business is Most Profitable

100
0

=
|
= Profit per 500
: Parter 400
n (so00's) o
a
) 200
R
)
u

% of Mktg Effort Devoted to Prior Clients vs Prospects

13

Members Receive:

m Longer term*;

-Specific suggestions for improving performance
of their firm based on strategic look-alikes

-Delivered privately, with interpretive assistance
from a consultant

*After the programs initial years.

empirimetrics



The Business Experience Consortium

Basic Method

All

Your Strategic Peers .
Firms

-

“Losers” “Winners”

INEEERE NN

Ilustrative Matching Criteria

m Revenue relative to top 3 competitors =

- 50%

m Quality reputation relative to top 3
competitors = Same

m Avg. contract size = $30K

¢ m Market growth rate = 3%

® Partnership? = Yes

m Ratio of junior/senior staff = 4:1

I I

empirimetrics



The Business Experience Consortium

| ]
E Select Performance Measure:
-
E‘ Total Return per Partner
Marketing Losers Winners  Sign.?
Separate 75% Yes 35% Yes
Marketing Org? :

Mktg staff have  50% Yes 90% Yes
experience

outside your

industry?

Mktg/Revenue ~ 4.5% 3.0% v

Have newsletter? 80% Yes 72% Yes

empirimetrics



The Business Experience Consortium

Risk Mgt.

Provide
guarant./warr.?

Well-defined
customer dispute
procedures?

Price to include
cost of risk-
bearing?

Centralize risk-
incurring
decisions?

Losers

0% Yes

5% Yes

20% Yes

5%

Winners

15% Yes

35% Yes

15% Yes

10%

Sign.?

21

empirimetrics



Background to »
Support Broader Scope for FASB New Agenda Projects

Questions No. 2 and 4

E. CFROI Model Reflects Issues and Need
for International Accounting Standards

The CFROI Valuation model developed by HOLT
Value Associates in Chicago is used by over 250 global
money managers and corporations to understand
“warranted” market value. They have over 30 years of

. working with financial statement and footnote
disclosures to interpret value and management’s plans in
the US and most international markets. My experience
with HOLT suggests that their input and experience
would be of interest to both national and international
disclosure and presentation standard setters. A summary
of the Bart Madden’s book is enclosed. The book
describes in detail how accounting information in the
financial statements and footnotes must be
manipulated to establish a level playing field for
evaluating “warranted” value. A framework for
continuous learning is described that should be of value
to international standard setters. The CFROI metric and
framework is shown to be a more comprehensive and
valuable predictor of “warranted” value than the more
popular EVA framework. More details and a rating of
2,000 US corporations using the CFROI framework is
available at www.holtvalue.com.
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. HOLT Value Associates®

CFROI VALUATION — A Total System Approach for Valuing the Firm
by Bartley J. Madden

BOOK SUMMARY

What is a stock worth and why? The answer to this question is critically important to
investors’ net worth, to the successful management of business firms, and to economic
advancement of society generally. The book answers this question with a comprehensive
valuation model for determining firms’ warranted values. This model is increasingly
used by professional portfolio managers worldwide to make buy/hold/seil decisions on
specific stocks and by senior corporate executives to take corporate actions to enhance
the value of the firm over the long term.

The exposition begins with a succinct explanation of a generalized Knowledge and
Action System. One’s current knowledge base informs the actions one takes to achieve
one’s purposes. At the same time, current knowledge beliefs can be an obstacle to
knowledge improvement by biasing what data is considered important and the
measurement tool used to observe feedback and glean insights. Erroneous knowledge
often goes unrecognized because information inconsistent with current beliefs is filtered
out.

Knowledge and Action System

Purposes |—»= Actions = Results
o Short term o To achieve purpose(s) e Feedback
e Long term . s Adapt to changing (a) data selected
e Improve environment (b) measurement tools
knowledge base * Research/test * Insights (ideas)
] assumptions generated -
Y Y
Knowledge Acceptable Unacceptable
Base Results Results
e Assumptions in the & Assumption(s) e Assumption(s)
form of "if this, then reinforced doubted
that" e Problem(s)
(a) degrees of usefulness formulated /
(b) degrees of refiability reformulated
(c) degrees of generality o New/revised

? assumptions
1




The Knowledge and Action System is one example of a total system approach. Sound
analyses of firms also require a total system approach. With shareholder-value-creation
the goal of corporate management decisions, clearly the firm’s total system includes the
stock market and a valuation model that emphasizes the linkages between the
performance of firms and their stock prices. Continual feedback among all components
is critical to achieve greater effectiveness of the total system.

Analyzing the Firm as a Total System

F'RM mamavanassares

o Vision Feedback CFRO!

* System Efficiency - =1 Valuati

* Innovative Environment Model

o Adaptibility

« Leaming Organization
Feedback
i

¢ Integration of Control Variables

and Accounting Data
 Valuation/Resource Allocation ~_Feedback Stock

o o Price
* Tangible Assets
* Intangibles

* Business Processes
* Employee Satisfaction
o Customer Satisfaction

The stock market is an especially viable outside-in source of feedback for assessing top
management’s fundamental beliefs about the present and future, and the valuation model
by which the stock market is observed, interpreted, and communicated largely determines
the feedback messages received. Boards of directors, top managements, and business unit
managers all need to communicate clearly on performance/valuation issues. This book
presents the case for the CFROI valuation model as both a clearer lens by which to
observe the stock market and a richer language by which to communicate about
performance and valuation.

Both corporate managers and portfolio managers tend to blunder most seriously when
structural change is counter to their most strongly held beliefs — assumptions which have
become articles of faith not to be questioned. Regular analyses of peer performance and
stock market expectations can facilitate early recognition of fundamental change external
to the firm. The comparability of the CFROI metric and the completeness of the CFROI
valuation model reduce the subjectivity of what is perceived. When this is recognized,
individuals are more inclined to trust the messages of the metric and model.

7



Top management skills required for achieving sustained high wealth creation by the firm
are big-picture skills. Five top-management skills are enumerated: (1) establishing a
vision that motivates the great majority of employees; (2) directing efforts toward fotal
system efficiency; (3) nurturing an innovative environment in which change is taken as an
opportunity, not a threat; (4) making total system efficiency dynamic, or providing for
adaptability; and (5) making the firm a learning organization, which means
implementing a process for continually improving how work is done.

Although financial reports are important for the purposes of both internal management
and investor valuation, management makes a grave mistake if it treats accounting
variables as causal variables in the creation of wealth. Wealth creation arises from
business processes, customer satisfaction, and employee satisfaction, and those entail
control variables other than accounting numbers. Such control variables should direct
attention at firm-wide operating efficiency — and away from accounting “value drivers.”

HOLT’s CFROI valuation model is a type of discounted cash flow (DCF) model. DCF is
commonly used for the pricing of bonds: the bond’s series of promised cash receipts,
including principal repayment, are discounted to a present value by the use of a
opportunity-cost, time-value-of-money, or discount, rate (DR). Accurately forecasting a
series of net cash receipts (NCR) from the operation of a business over its economic life
(the horizon, H in the equation below) is much more difficult than forecasting the cash
receipts from a bond.

NCR; NCR; NCRy
Warranted value = + Foeeey —
(1+DR)! (1+DR)? (1 +DRM

In the manner that a bond’s yield-to-maturity can be derived from its market price and its
expected stream of interest payments plus principal repayment, the discount rate
employed in the CFROI model is a market discount rate derived from the market’s price
for an aggregate of firms and a forecasted net cash receipts stream for the aggregate
which is consistent with the model itself.

The discount rate employed in the CFROI model is directly comparable with the CFROI
performance metric, which enables users to more effectively judge if firms are likely to
create or destroy wealth in making future investments. Trends of historical market
discount rates and CFROIs explain a great deal of the market’s miserable performance
during the 1970s and its highly favorable performance since the early 1980s.

A firm-specific discount rate is the market discount rate plus a risk differential, positive
or negative, related to the firm’s size and financial leverage. The empirical foundation
for the magnitudes of the differentials is described. The procedure is consistent with the
CFROI model and is forward-looking. It provides a practical alternative to dubious
answers derived from CAPM/beta calculations of costs of capital or discount rates.



CFROI Valuation Model Map

CFROI Components

Non-depreciating

e Operating Assets

¢ Financial Leverage
* Dividend Payout
e Share Repurchase

Assets| | ® Sustainable Growth
Cash Flows e CFROI e Managerial Skill
¢ Fade Rate CFROI Level
CFROI Variability
Assats l Plowback
Total Firm NCRs Realizable Value of

Warranted Value — 1+ Discount Rate
Existing Assets

+ Future Invests.

+_Non-Operating Assets
Total Firm Value

- Debt & Preferred Stock
Total Equity Value

- Minority interest
Common Equity Value

= Ammeg_anm:-
Com Equity / Share m

Non-Operating Assets

e Market Rate
e Size
¢ Financial Leverage

All key variables of the CFROI valuation model are appropriately adjusted for changes in
the purchasing power of the monetary unit, that is, they are expressed in real units.
CFROIs, discount rates, and asset growth rates are expressed as real, percent per year
rates. This is absolutely crucial for getting a reliable picture of economic performance
across time, across businesses with different asset compositions, and across countries
with different monetary units. The track record of a firm’s economic wealth creation or
destruction is expressed as time series of (1) its CFROI-performance in relation to the
cost of the capital employed to get that performance and (2) the firm’s real-assets growth
rate. These time series are useful for making NCR forecasts.

Over the long term firms’ NCR streams reflect managerial skill and competition. While
the level of CFROISs is a key indicator of managerial skill, variability of CFROIs and the
rate of asset growth are others. Consistent with the competitive life cycle, empirical
results indicate that competition tends to compress CFROIs toward the average, as shown
below. :



STYLIZED COMPETITIVE LIFE CYCLE

increasing CFROIs Aversge Below-Average
and High A~ Above-Average CFROIs V— crrols ¥ CFROIs
|
Investors’

Demanded
Rate of Return

In the above figure, CFROI refers to the cash-flow-return-on-investment performance
metric. As a performance metric, a CFROI is an approximation of the real return earned
on the firm’s, or business unit’s, existing assets, considered as a set of projects at
different points in their useful lives.

In the CFROI valuation model, the NCR forecast is driven by a forecast of the future
CFROI fade rate and the firm’s reinvestment rate (sustainable asset growth). A4l else
equal, the higher the asset growth coupled to the spread of CFROIs in excess of the
investors’ discount rate, the more economic wealth created. “All else” is almost never
equal, however, as more rapid growth typically accelerates the downward fade of above-
average CFROIs.

Empirical evidence is presented for gauging baseline or typical fade patterns for CFROIs.
A particularly useful way to assess market expectations implied in a current stock price is
to calibrate the implied CFROI fade rate over the next five years and compare it to a
typical fade rate for the same type of company.



The life-cycle chart for Wrigley shown below illustrates the concept in explaining stock
price performance. The surge in CFROIs beginning in the early 1980s was not
anticipated by investors. As CFROIs exceeded expectations year-by-year, Wrigley’s
stock price outperformed the S&P 500 Index, shown by the upward relative wealth index
trend. (Flat trend indicates a total shareholder return matching the S&P 500.) It is when
firms deliver economic performance that deviates from market expectations that investors
receive excess positive or negative shareholder returns. Such deviations can be described
as unexpected CFROI and/or asset-growth patterns.

Wrialev (Wm) Jr. Co.
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A revealing question to ask those who promote a particular valuation model is, By what
learning process is the model improved and what criteria are used to judge improvement?
With the CFROI model, comparison of warranted values to actual stock prices over time
is a key part of detecting something amiss with the data and/or the way it is treated for the
specific company, industry or country. This is facilitated by the CFROI Valuation Model
Map shown on page 4.

Chapter 8 of the book discusses six criteria, for evaluating alternative valuation models:

Insights from Analyzing Firms’ Track Records
Identification of Key Valuation Issues
Accuracy

Plausibility Judgements

Ease of Implementation

Process for Model Improvement

NP~

In terms of these criteria, arguments are presented for the superiority of CFROI model,
over EVA.

HOLT’s CFROI valuation model is currently used by approximately 250 money
management organizations worldwide for several reasons. First, firms’ track records are
directly comparable regardless of the firm'’s asset composition, or whether the
chronological period is 1970 or 1997, or whether the country is Japan, Germany, the
United Kingdom, the United States, or any other country. Second, HOLT’s model has
improved their buy/hold/sell decisions. Accuracy does count. Winners (losers) in the
stock market deliver performance substantially greater (less) than market expectations.
HOLT’s model is especially well-suited to gauge market expectations of performance
reflected in a stock price and to calibrate probable stock prices for different levels of
forecasted performance.

Third, the model continually and actively uncovers questions as part of an ongoing
process of improvement by calling attention to significant deviations between warranted
and actual stock prices over time for individual firms. Resolution takes the form of both
understanding the reasons for the deviation and empirical confirmation that a proposed
fix does in fact significantly reduce this deviation.

Fourth, the model allows difficult and diverse issues to be addressed: for example, plant
revaluations in the United Kingdom,; large cross-holdings in Japan; substantial
investments in non-operating assets in France; the blending of pensions and operating
assets in Germany; and the treatment of post-retirement health benefits (FASB 106) in
the United States.



The concluding chapter discusses how some of today’s thorny performance/valuation
issues can be more effectively explored by using the CFROI valuation model as a
“thinking template.” Among these issues are investments in soft assets (¢.g., intellectual
capital) which under GAAP treatment are expensed. Discussion about the
appropriateness of this treatment has taken the form of arguments for either capitalizing
or expensing. With respect to this particular matter, and to difficult performance
measurement issues generally, research and discourse can be aided by adoption of a
valuation perspective and not by use of an accounting approach alone.

With total-system thinking, internal performance measurement is seen as more than
arranging some accounting variables and some non-accounting variables into a scorecard.
It demands inquiry into how work is done and how the firm as a total system can
improve. It involves a bridge from the CFROI valuation model (long-term NCR
forecasts) through conventional accounting data to non-accounting data, including
process-oriented measurements. It involves a learning process in which valuation and
economic trade-offs play a central role in the evolution of improvements in both
company-specific internal measurements and in GAAP-based financial statements.

In summation, the total system approach captured in and promoted by the CFROI
valuation model is uniquely well-suited to help both investors and business managers
improve their decision making.

The book can be ordered via AMAZON.com. See http://www.holtvalue.com for
additional information.



