

[image: image]



Contents

Title

Copyright

Dedication

About the Author

Preface

Part One: Overview

Chapter 1: Introduction

Chapter 2: The Role of Financial Analysis

Part Two: Financial Analysis

Chapter 3: Evaluating Capital Investments

Hurdle Rate

Payback Period

Net Present Value

Internal Rate of Return

Cash Flow Modeling Issues

Capital Investment Proposal Form

Postcompletion Project Analysis

Problems with the Capital Budget Approval Process

Summary

Chapter 4: Evaluating Financing Options

Types of Funding Options

Costs of Funding Options

Risks Associated with Funding Options

Control Problems Associated with Financing Options

Leasing

Loans

Common Stock

Convertible Securities

Preferred Stock

Stock Rights

Warrants

Summary

Chapter 5: Evaluating Cash Flow

Evaluating Working Capital

Creating a Cash Flow Model for a Capital Investment

Creating and Evaluating a Cash Forecast

Incremental Cash Flow Analysis

Interpreting Variations in the Flow of Cash

Summary

Chapter 6: Evaluating Acquisition Targets

Overview of Acquisition Analysis

Obtaining Information for an Acquisition Analysis

Personnel Analysis

Patent Analysis

Brand Analysis

Capacity Analysis

Asset Analysis

Liability Analysis

Profitability Analysis

Cash Flow Analysis

Fraud Analysis

Synergy Analysis

Complexity Analysis

Contractual and Legal Issues

Table of Analysis Topics

Summary

Chapter 7: Increasing Shareholder Value

Linking Shareholder Value and Cash Flows

Pricing

Material Costs

Labor Costs

Interest Income and Expense

Research and Development Efforts

Taxation

Working Capital

Fixed Assets

Debt

Owner’s Equity

Summary

Chapter 8: Intangible Asset Measurement and Performance Enhancement

Value of Intangible Assets

Difficulty of Intangible Asset Measurement

Metrics for Research and Development Intangible Assets

Funding Decisions for Research and Development Projects

Assigning a Value to Processes

Summary

Chapter 9: Breakeven Analysis

Basic Breakeven Formula

Impact of Fixed-Cost Changes on Breakeven

Impact of Variable-Cost Changes on Breakeven

Impact of Pricing Changes on Breakeven

Case Studies in Breakeven Analysis

Summary

Chapter 10: Business Cycle Forecasting

Nature of the Business Cycle

Impact of the Business Cycle on a Corporation

History of Business Cycles

Theories Behind Business Cycle Forecasting

Elements of Business Cycle Forecasting

Business Cycle Forecasting at the Corporate Level

Summary

Endnotes

Part Three: Operational Analysis

Chapter 11: Evaluating Management Performance

Choosing Performance Review Measures

Behavioral Changes Resulting from Performance Review Measures

Specific Performance Review Measures

How to Compile Performance Review Measures

Reporting Performance Review Measures

Summary

Chapter 12: Analyzing Process Cycles

Definition of a Process Cycle

Analyzing the Purchasing Cycle

Analyzing the Revenue Cycle

Analyzing the Order Fulfillment Cycle

Summary

Chapter 13: Product and Service Profitability Analysis

Eliminating Unprofitable Products

Profitability Analysis for Services

Summary

Chapter 14: Financial Analysis of Operational Topics

Analysis of Accounting and Finance

Analysis of Computer Services

Analysis of Engineering

Analysis of Human Resources

Analysis of Logistics

Analysis of Production

Analysis of Sales

Analysis of Outsourcing

Reporting Results to Target Departments

Summary

Chapter 15: Capacity Utilization Analysis

Relationship Between Profits and Capacity Utilization

Uses for Capacity Planning

Capacity Baseline

Presenting Capacity Information

Problems with Capacity Analysis

Summary

Part Four: Other Analysis Topics

Chapter 16: Financial Analysis with an Electronic Spreadsheet

Financial Statement Proportional Analysis

Financial Statement Ratio Analysis

Automated Ratio Result Analysis

Leverage Analysis

Trend Analysis

Forecasting

Cash Flow Analysis

Capital Asset Analysis

Compounding Analysis

Investment Analysis

Risk Analysis

Summary

Chapter 17: “What If” Analysis with an Electronic Spreadsheet

“What If” Analysis with Single Variables

“What If” Analysis with Double Variables

“What If” Analysis with Goal Seek

Summary

Chapter 18: Financial Analysis Reports

Types of Financial Analysis Reports

General Management Reports

Revenue Reports

Material Cost Reports

Labor Reports

Standard Margin Reports

Budget Reports

Investment Reports

Cash Flow Reports

Breakeven Reports

Capacity Reports

Summary

Chapter 19: Determining the Cost of Capital

Components of the Cost of Capital

Calculating the Cost of Debt

Calculating the Cost of Equity

Calculating the Weighted Cost of Capital

Incremental Cost of Capital

Using the Cost of Capital in Special Situations

Modifying the Cost of Capital to Enhance Shareholder Value

Summary

Chapter 20: Analyzing Risk

Incorporating Risk into Financial Analysis

Data Collection

Measures of Data Dispersion

Graphical Representations of Data Dispersion

Regression Analysis

Reporting on Risk

Summary

Appendices

Appendix A: Symptoms and Solutions

Appendix B: Commonly Used Ratios

Index


[image: image]


Copyright © 2007 by John Wiley & Sons, Inc. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.

Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, 978-750-8400, fax 978-646-8600, or on the web at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, 201-748-6011, fax 201-748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this book, they make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation. You should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services, or technical support, please contact our Customer Care Department within the United States at 800-762-2974, outside the United States at 317-572-3993 or fax 317-572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be available in electronic books.

For more information about Wiley products, visit our Web site at http://www.wiley.com.

Library of Congress Cataloging-in-Publication Data:

Bragg, Steven M.

Financial analysis: a controller’s guide / Steven M. Bragg—2nd ed.

p. cm.

Includes index.

ISBN-13: 978-0-470-05518-2 (alk. paper)

ISBN-10: 0-470-05518-9

1 Controllership. 2. Corporation—Finance. 3. Financial statements. I. Title.

HG4026.B663 2006

658.15—dc22

2006046753


To my fabulous wife, Melissa


About the Author

Steven Bragg, CPA, CMA, CIA, CPIM, has been the chief financial officer or controller of four companies, as well as a consulting manager at Ernst & Young and auditor at Deloitte & Touche. He received a master’s degree in finance from Bentley College, an MBA from Babson College, and a Bachelor’s degree in Economics from the University of Maine. He has been the two-time president of the Colorado Mountain Club, is an avid alpine skier and mountain biker, and is a certified master diver. Mr. Bragg resides in Centennial, Colorado, with his wife and two daughters. He has published the following books through John Wiley & Sons:


Accounting and Finance for Your Small Business

Accounting Best Practices

Accounting Control Best Practices

Billing and Collections Best Practices

Business Ratios and Formulas

Controller’s Guide to Costing

Controller’s Guide to Planning and Controlling Operations

Controller’s Guide: Roles and Responsibilities for the New Controller

Controllership

Cost Accounting

Design and Maintenance of Accounting Manuals

Essentials of Payroll

Fast Close

Financial Analysis

GAAP Guide

GAAP Implementation Guide

Inventory Accounting

Inventory Best Practices

Just-in-Time Accounting

Managing Explosive Corporate Growth

Outsourcing

Payroll Accounting

Payroll Best Practices

Sales and Operations for Your Small Business

The Controller’s Function

The New CFO Financial Leadership Manual

The Ultimate Accountants’ Reference

Throughput Accounting

Also:

Advanced Accounting Systems (Institute of Internal Auditors)

Run the Rockies (CMC Press)




Subscribe to Steve’s FREE accounting best practices newsletter and podcast/blog at www.stevebragg.com. His podcast is also available through iTunes.




Preface

This book is designed to assist a company controller, or any other member of the accounting and finance staffs, in the analysis of all corporate activities. These activities include the ones covered by most traditional financial analysis books—the evaluation of capital investments, financing options, cash flows, and the cost of capital. However, these topics are not nearly sufficient for an active controller who is concerned with not only the performance of every department, but also potential acquisition candidates, the capacity levels of company equipment and facilities, and the relative levels of risk associated with new or existing investments. This book covers all of these additional topics and more. Within these pages, the reader will find a thorough analysis of the following topics:


	Evaluating capital investments, financing options, and cash flows. The first portion of the book attends to these traditional financial analysis topics.

	Evaluating acquisition targets. The analysis of acquisition candidates is a major activity for those organizations that grow by this means. The book itemizes the specific analysis activities to complete.

	Increasing shareholder value. The book describes a number of areas in which shareholder value can be improved.

	Improving intangible asset measurement and performance. The book covers a variety of measurement techniques for such areas as research and development and processes, as well as performance enhancement for research and development.

	Determining the breakeven point. The book covers the mechanics of the breakeven calculation, as well as how to use it to recommend changes to operations.

	Forecasting future business conditions. The book notes a number of factors useful for predicting business cycles.

	Evaluating operations, processes, and managers. The book discusses the specific measurements and corrective actions that can be used for all major company departments, process cycles, and manager performance evaluations.

	Eliminating products and services. The book describes the proper calculation methods to determine which products and services should be eliminated.

	Evaluating capacity utilization. The book describes how to measure capacity utilization and what corrective action to recommend in cases in which there are bottlenecks or excess available capacity.

	Using Microsoft Excel to conduct financial analysis. The book describes the specific Excel formulas that can be used to conduct reviews of the financial statements, as well as capital expenditures, investments, and project risk analyses. A separate chapter addresses the calculation of both single- and multivariable equations using Excel.

	Using sample analysis reports. The book presents a wide array of standard financial analysis reports that can be adapted for use by the reader, such as weekly management reports, payroll reports, and utilization reports.

	Determining the cost of capital. The book describes the reasons for using the cost of capital, how to calculate it, and under what conditions to modify or use it.

	Analyzing risk. The book discusses the concept of risk, how it should be integrated into a financial analysis, various tools for calculating risk, and how to integrate it into an analytic report for use by management.



With the particular attention given to operational analysis in this book, as well as the wide-ranging coverage of all other financial analysis topics, the corporate controller will find that this is a handy reference that can be used time and again for a variety of analytic purposes.

A special note of thanks to my editor, Sheck Cho, who has assisted in the completion of so many manuscripts.

Steven M. Bragg

Centennial, Colorado

November 2006


PART ONE

OVERVIEW


Chapter 1

Introduction

A controller is responsible for a wide array of functions, such as processing accounts payable and receivable transactions, properly noting the transfer of assets, and closing the books in a timely manner. Properly completing these functions is critical to a corporation, which relies on the accurate handling of transactions and accurate financial statements. These activities clearly form the basis for anyone’s successful career as a controller. However, the outstanding controller must acquire skills in the area of financial analysis in order to be truly successful.

By obtaining a broad knowledge of financial analysis skills and applying them to a multitude of situations, a controller can acquire deep insights into why a company is performing as it does, and can transmit this information to other members of the management team, along with recommendations for improvements that will enhance the corporation’s overall financial performance. By knowing how to use financial analysis tools, a controller can rise above the admittedly mundane chores of processing accounting transactions and make a significant contribution to the management team. By doing so, the controller’s understanding of the inner workings of the entire corporation improves and raises his or her visibility within the organization, which can eventually lead to a promotion or additional chances to gain experience in dealing with other departments. Thus, the benefits of using financial analysis are considerable, not only for the company as a whole, but for the controller in particular.

This book is designed to assist the controller in obtaining a wide and in-depth view of the most important financial analysis topics. Toward this end, the book is divided into four parts.

Part One covers the overall layout and content of the book, as well as the role of financial analysis and making management and investment decisions. This includes notations regarding the several types of financial analysis, as well as the various kinds of questions that one can answer through its use. Part One concludes with a discussion of the need for judgment by a controller in interpreting analysis results.

Part Two covers the primary financial analysis topics. Chapter 3 discusses the evaluation of capital investments, which involves assembling cash flow information into a standard cash flow format for which a net present value calculation can be used to determine the discounted cash flow that is likely to be obtained. Chapter 4 describes the various financing options that a controller may be called on to review. For example, is it better to lease an item, and if so, should it be an operating or capital lease? Alternatively, should it be rented or purchased? What are the risks of using each financing option, and can the current mix of company financial instruments already in use have an impact on which option to take? All of these questions are answered in Chapter 4. Chapter 5 covers the essentials of why cash inflows and outflows are the key forces driving financial analysis and notes the wide variety of situations in which cash flow analysis can be used, as well as how to construct and interpret cash flow analysis models.

Chapter 6 is full of checklists and advice regarding how to conduct an analysis of any prospective merger or acquisition candidates, with an emphasis on making a thorough review of all key areas so that there is minimal risk of bypassing the review of a key problem area that could lead to poor combined financial results. Chapter 7 notes several ways to increase shareholder value and discusses the reasons why enhanced cash flow is the predominant method for doing so, as well as how to use leverage to increase shareholder value, while being knowledgeable of the dangers of pursuing this strategy too far.

Chapter 8 describes how to calculate the value of several types of intangible assets, and also provides numerous suggestions for enhancing the results of research and development activities.

Chapter 9 covers the deceptively simple topic of breakeven analysis, which is the determination of the sales level at which a company makes no money. The discussion covers how to calculate the breakeven point, why it is important, the kinds of analysis for which it should be used, and how to use subsets of the breakeven analysis to determine breakeven levels of specific divisions or product lines.

Finally, Chapter 10 covers the forecasting of business cycles. Although this is an issue normally left to bank economists or chief financial officers (CFOs), the controller is sometimes called on to forecast expectations for the industry in which a company operates. This chapter gives practical pointers on where to obtain relevant information, how to analyze it, and how to make projections based on the underlying data. These chapters comprise the purely financial analysis part of the book. Though Part Two alone is adequate for the bulk of all analysis work that a controller is likely to handle, there are still many operational analysis issues that a controller should be able to review and render an opinion about. That is the focus of Part Three.

Part Three covers operational analysis, which is the detailed review of information about company operations, department by department. Chapter 11 covers the methods for choosing an appropriate set of performance review measures for each member of the management team, how to measure and report this information, and the types of behavioral changes that can result when these measures are used. Though the specific performance measures used are typically made by the CFO or the human resources director, these people may (and should) ask the controller’s opinion regarding the best measures. If so, this chapter gives the controller a good basis on which to make recommendations.

Chapter 12 reviews how to analyze process cycles. These are the clusters of transactions about which a company’s operations are grouped, such as the purchasing cycle and the revenue cycle. If there are problems with the process cycles, then there will be an unending round of investigations and procedural repairs needed to fix them; because the controller is usually called on to conduct the repair work, it makes a great deal of sense to analyze them in advance to spot problems before they fester.

Chapter 13 addresses a topic that many companies ignore—the evaluation of products and services with the goal of eliminating those that are unprofitable or which do not contribute to company goals.

Chapter 14 covers a major topic—the analysis of all primary departments, such as sales, production, engineering, and (yes) accounting. Specific measurements are noted for determining the efficiency and effectiveness with which each department is managed, alongside suggestions regarding why measurement results are poor and what recommendations to make for improving the situation.

Chapter 15 concludes the operational analysis section with a review of capacity utilization, how to measure it, why it is important, sample report formats to use, and recommendations to make based on the measured results. All of these chapters are designed to give a controller an excellent knowledge of how all company operations are performing, and what to recommend to the management team if problems arise.

Part Four covers a number of other analysis topics. Chapter 16 covers the primary formulas that a controller can use in the Microsoft Excel program to analyze financial statements, projected cash flows, investments, and risk. Chapter 17 expands on the use of Excel spreadsheets by detailing how they can be used to solve single- and multivariable problems. Chapter 18 includes many report formats that the reader can use for the reporting of such varied analyses as employee overtime, capacity utilization, and key weekly measures for the management team.

Chapter 19 discusses how to meld the cost of debt and equity to arrive at the cost of capital, and also notes how it should be used and where to use it. Finally, in Chapter 20, there is a discussion of risk—what it is, how it can impact a financial or operational analysis, what kinds of measurement tools are available for calculating its extent, and how to report a risk analysis to management in an understandable fashion.

There are also two appendices in the book. In Appendix A, there is a list of the most common symptoms of financial problems that a controller will encounter, alongside a list of recommended analyses and solutions for each symptom that will point one in the direction of how to obtain a fix to the problem. Appendix B contains a list of the most commonly used ratios, which are useful for analyzing both overall financial results and the specific operational results of individual departments.

This book is designed to give a controller, or anyone in the accounting and finance fields, a thorough knowledge of how to analyze an organization, from individual projects upward to complete departments, and on to entire divisions and companies. For those who are searching for specific analysis tools, it is best read piecemeal, through a search of either the table of contents or the index. However, for those who wish to gain a full understanding of all possible forms of analysis, a complete review of the book is highly recommended.


Chapter 2

The Role of Financial Analysis

Historically, the primary purpose of the accounting department has been to process transactions: billings to customers, payments to suppliers, and the like. These are mundane but crucial activities that are unseen by the majority of company employees, but still necessary to an organization’s smooth operations. However, the role of the accounting staff has gradually changed as companies encounter greater competition from organizations throughout the world. Now, a company’s management needs advice as well as a smooth transaction flow. Accordingly, the controller is being called on not only to fulfill the traditional transaction processing role, but also to continually review company operations, evaluate investments, report problems and related recommendations to management, and fulfill requests by the management team for special investigations. All of these new tasks can be considered financial analysis, for they require the application of financial review methods to a company’s operational and investment activities.

There are several types of financial analysis. One is the continuing review and reporting of a standard set of measures that give management a good view of the state of company operations. To conduct this type of analysis, a controller should review all key company operations, consult the literature for examples of adequate measures that will become telltale indicators of operational problems, develop a timetable and procedure for generating these measurements on a regular basis, and then devise a suitable format for issuing the results to management. For these operational reviews, there are several points to consider:


	Target measurements. There is no need to create and continually recalculate a vast array of measures that will track every conceivable corporate activity. Instead, it is best to carefully review operations, with a particular view of where problems are most likely to arise, and create a set of measurements that will track those specific problems.

	Revise measurements. No measurement will be applicable forever. This is because a company’s operations will change over time, which calls for the occasional review of the current set of measurements, with an inclination to replace those that no longer yield valuable information with new ones that focus on new problems that are of more importance in the current operating environment.

	Educate management about the measures used. Though most financial analysis measurements appear to be very straightforward and easily understood, this is from the perspective of the accounting staff, which has been trained in the use of financial measurements. The members of the management group to whom these measurements are sent may have no idea of the significance of the information presented. Accordingly, the controller should work hard not only to educate managers about the contents of financial analysis formulas, but also to keep reeducating them to ensure that explanations do not fade in their memories.

	Add commentary to measurements. Even a well-trained management team may not intuitively understand the underlying problems that cause certain measurement results to arise. To forcibly bring their attention to the key measurements, a controller should add a short commentary to any published set of measurements. This is an excellent way to convert a numerical report into a written one, which many people find much easier to understand.



In short, the financial analysis that relates to the continuing evaluation of current operations involves a great deal of judgment regarding the applicability of certain measures, as well as a great deal of work in communicating the results to management for further action.

A second type of financial analysis that a controller will sometimes be called on to perform is the analysis of investments. Though this work should fall within the range of responsibility of the treasurer’s staff in the finance department, many smaller organizations have no finance staff at all, which means that the work falls on the accounting staff instead. Three subcategories of analysis fall under the review of investments:


1. The analysis of securities. When a company either has or is contemplating investing its excess funds in various investment vehicles, such as bonds or stocks, the controller can evaluate the rate of return on each one and render an opinion regarding it. The tools for making this analysis were developed long ago and are simple to calculate. However, the controller may also be called on to evaluate the relative risk of each investment, which is not so subject to quantitative analysis. Instead, the controller must have an excellent knowledge of the liquidity of an investment, as well as its risk of default. This requires additional security analysis skills, heavily seasoned with judgment.

2. The analysis of financing options. The controller is frequently called on to review the cost of various financing options when a company is considering acquiring assets. To do so, the controller must not only be able to provide an accurate and well-documented answer that clearly reveals the least expensive alternative, but also have a sufficient knowledge of available options to suggest other financing variations that have not yet been tried.

3. The analysis of capital expenditures. When a company wishes to make a capital expenditure, the ultimate test of whether the right decision was made is if the acquisition eventually creates a cash flow that exceeds the cost of financing it. The controller is called on to analyze predicted cash flows in advance, determine the cost of capital, calculate the net present value of cash flows, and pass judgment on the reasonableness of the acquisition, while factoring in the risk of cash flows being inaccurate. These tasks require not just a knowledge of cash flow analysis and discounting methods, but also how to rationally judge the accuracy of predicted cash flows and estimate the risk associated with them.



In the final type of financial analysis, the controller receives a special request from management to perform a financial analysis. Such a request can cover any topic at all. Some examples of one-time management requests that require financial analysis are:


	What would happen to sales if credit levels were tightened?

	What would happen to the accounts receivable balance if credit levels were loosened?

	What would happen to the raw material turnover rate if purchases were made in weekly increments instead of monthly?

	What will be the inventory investment if the company adds one distribution warehouse?

	What will be the savings if the company passes through freight costs to customers?

	What will happen to the total gross margin if the price of one product is cut by 10 percent?

	What will happen to the corporate medical expense if the company requires employees to pay an extra $10 per month on their medical insurance?



These questions represent a wide range of queries, all of them valid, and all of them likely to be encountered on a regular basis. A controller’s reputation within a company will be partially based on his or her ability to quickly and accurately respond to these requests. Alternatively, late or inaccurate responses can create a great deal of damage, not only for the controller, but for the reputation of the entire accounting department. To enhance the controller’s credibility and give management accurate responses to their questions, a controller should follow these steps:


	Clarify the question. There is nothing worse than trying to remember the question asked by a requestor; making an assumption about what is being asked, rather than confirming with the requestor; and then finding later on that the resulting financial analysis answered the wrong question. To save a great deal of wasted effort, one must always write down the request at once, read it back, and clarify any points before beginning the analysis.

	Verify assumptions. There are some assumptions built into any financial analysis. For example, what is the cost of capital to be used for a discounted cash flow analysis? What is the assumed rate of customer retention if prices are dropped by 10 percent? Rather than guess at an assumption that will be an integral part of a financial analysis, it is much better to confirm the information before proceeding. Otherwise, the person who requested the information may receive an incorrect answer.

	Determine what answer the requestor is looking for. This does not mean that the controller is angling for the correct answer for which to provide a backup set of financial analysis. However, it is important to reduce the investigation to as small an area as possible in order to save analysis time. For example, if a manager asks for a complete printout of all unpaid accounts payable, further questioning may reveal that the person wants to see only what is unpaid for one specific supplier, which reduces the accounting staff’s work in compiling the requested information.

	Investigate from the top down. A common error for many people involved in financial analysis is to conduct a top-to-bottom analysis in great detail. Instead, it is best to start at the most summary level and proceed downward through successive layers of detail until sufficient information has been accumulated to provide an answer. Do not ever proceed further, because the question has already been answered, and lower levels of detail usually require the largest amounts of research work. For one exception to this rule, see the following item.

	Answer follow-up questions in advance. Once the results have been compiled, it is worthwhile for the controller to inspect it from the perspective of the recipient and anticipate any additional questions that may be raised. Obtain the answers to the additional questions and include them in the analysis. Not only does this approach keep the recipient from having to return to the controller for more follow-up questions, but it also shortens the time that management must take to arrive at a decision based on the analysis. Also, the controller will quickly earn a reputation for being a discerning analyst who reads deeply into the results of his or her work. This situation occurs, for example, when an accounts receivable turnover calculation results in a significantly worsened turnover ratio over the previous month. The obvious follow-up question is to find out which customers are not paying as quickly, and why. The controller can determine the answers to these questions before being asked, and add them to the turnover analysis prior to presenting it to management.

	Confirm all data. Before conducting the actual analysis, confirm that the sources of data are for the correct time period, cover the correct entity, and contain all needed information. If not, dig further to obtain the correct data. By not taking this step, one can conduct a comprehensive set of analyses with the wrong information, and then have to go back and start over again.

	Verify all formulas. Even with the correct underlying data, one can still issue the wrong results if the formulas used are the wrong ones. This is a particular problem when the analysis is an addition to work done in previous periods, when a slightly different formula may have been used. Consequently, when adding to a trend line of analysis results, be sure to re-create the results from the last period to verify that the formula currently in use resulted in the previously calculated amount. This method ensures calculation consistency from period to period.

	Suspect unusual results. If the end result of a financial analysis is a highly unusual result that does not intuitively make sense, then it probably doesn’t. The controller should assume that either a data gathering or computational error has been made and review the work papers. It may be useful to have someone else review the work, because they can review the information from a fresh point of view and are more likely to spot mistakes. Only after an intensive internal review should one assume that the results are correct and present the results to management. The reason for this lengthy review process is that management will react to an unusual result with a full-blown investigation of its own, so the accounting staff should review its documentation before management does so, too.

	Add supporting commentary. If the financial analysis is full of ratios, percentages, and statistical measures, it is a good bet that the recipient will have no idea regarding the conclusion that is buried somewhere among all the numbers. To be more clear, add supporting commentary that translates the math into an easily readable conclusion.

	Find the appropriate form of presentation. Even with the analysis and commentary in hand, it is important to consider how this information should be passed along to the requestor. Is a brief voice mail or e-mail sufficient to relay the results, or is a formal presentation or written report necessary? This is where a good knowledge of the requestor’s preferred form of communication comes in handy. This is not a trivial step, since preparing a full presentation instead of an e-mail can consume a large part of the accounting staff’s time, whereas being too informal can injure the reputation of the department.

	Determine if a calculation system is needed. Once the requested information has been provided, ask the recipient if the information should be recalculated and presented on a regular basis. In most cases it will not, because the bulk of requests are to answer situational questions that do not require continuing analysis. It is important to ask this question, because some controllers will mistakenly assume that the same information will be requested in the future and will then consume an inordinate amount of the accounting staff’s time in regenerating information that no one needs.



Throughout this overview of the role of financial analysis, the focus has been on three main points. The first is that proper financial analysis requires a solid grounding in financial analysis tools. This book is designed to provide the backbone of that knowledge. However, two more tools are needed. One is the ability to convert the results of a financial analysis into a format that can be easily communicated to and understood by the targeted recipient. For this, a controller must have a fine-tuned ability to convert accounting and financial terminology into everyday terms. Finally, and of greatest importance, is the use of judgment in several areas. A controller must be able to correctly discern what question is being asked by management so that the resulting financial analysis work is focused on the collection of the correct data and its interpretation with the correct formulas. Further, a controller must exercise judgment in interpreting the results and deciding if additional work is needed to ensure that the root causes of any problems have been found. Judgment is needed to ensure that the most critical results are quickly and forcefully communicated to management. Only by showing a mastery of all three items will a controller become an expert in the use of financial analysis. The knowledge for the first item is contained in this book. The other two must be learned through diligence, repetitive analysis, and by watching how analysis is conducted by others who have mastered the trade. In short, knowledge must be supplemented by experience.


PART TWO

FINANCIAL ANALYSIS


Chapter 3

Evaluating Capital Investments

One of the most common financial analysis tasks with which a controller is confronted is evaluating capital investments. In some industries, the amount of money poured into capital improvements is a very substantial proportion of sales, and so is worthy of a great deal of analysis to ensure that a company is investing its cash wisely in internal improvements. This section reviews the concept of the hurdle rate, as well as the three most common approaches for evaluating capital investments. It concludes with reviews of the capital investment proposal form and the postcompletion project analysis, which brings to a close the complete cycle of evaluating a capital project over the entire course of its acquisition, installation, and operation.

HURDLE RATE

When controllers are given capital investment proposal forms to review, they need some basis on which to conduct the evaluation. What makes a good capital investment? Is it the project with the largest net cash flow, the one that uses the least capital, or some other standard of measure?

The standard criterion for investment is the hurdle rate—the discounting rate at which all of a company’s investments must exhibit a positive cash flow. It is called a hurdle rate because the summary of all cash flows must exceed, or hurdle, this rate, or else the underlying investments will not be approved. The use of a discount rate is extremely important, for it reduces the value of cash inflows and outflows scheduled for some time in the future, so that they are comparable to the value of cash flows in the present. Without the use of a discount rate, we would judge the value of a cash flow 10 years in the future to be the same as one that occurs right now. However, the difference between the two is that the funds received now can also earn interest for the next 10 years, whereas there is no such opportunity to invest the funds that will arrive in 10 years. Consequently, a discount rate is the great equalizer that allows us to make one-to-one comparisons between cash flows in different periods.

The hurdle rate is derived from the cost of capital, which is covered in depth in Chapter 19. This is the average cost of funds that a company uses, and is based on the average cost of its debt, equity, and various other funding sources that are combinations of these two basic forms of funds. For example, if a company has determined its cost of capital to be 16 percent, then the discounted cash flows from all of its new capital investments, using that discount rate, must yield a positive return. If they do not, then the cash flow resulting from its capital investments will not be sufficient for the company to pay for the funds it invested. Thus, the primary basis on which a controller reviews potential capital investments is the hurdle rate.

A company may choose to use several hurdle rates, depending on the nature of the investment. For example, if the company must install equipment to make its production emissions compliant with federal air quality standards, then there is no hurdle rate at all—the company must complete the work or be fined by the government. At the opposite extreme, a company may assign a high hurdle rate to all projects that are considered unusually risky. For example, if capital projects are for the extension of a current production line, there is very little perceived risk, and a hurdle rate that matches the cost of capital is deemed sufficient. If the capital expenditure is for a production line that creates equipment in a new market in which the company is the first entrant, however, and no one knows what kind of sales will result, the hurdle rate may be set a number of percentage points higher than the cost of capital. Thus, different hurdle rates can apply to different situations.

Although the hurdle rate is the fundamental measuring stick against which all capital investments are evaluated, there is one exception to the rule: the payback period.

PAYBACK PERIOD

The primary criterion for evaluating a capital investment is its ability to return a profit that exceeds a hurdle rate. However, this method misses one important element—it does not fully explain investment risk in a manner that is fully understandable to managers. Investment risk can be defined as the chance that the initial investment will not be earned back, or that the rate of return target will not be met. Discounting can be used to identify or weed out such projects, simply by increasing the hurdle rate. For example, if a project is perceived to be risky, an increase in the hurdle rate will reduce its net present value, which makes the investment less likely to be approved by management. Management may not be comfortable dealing with discounted cash flow methods when looking at a risky investment, however; they just want to know how long it will take until they get their invested funds back. Though this is a decidedly unscientific way to review cash flows, the author has yet to find a management team that did not insist on seeing a payback calculation alongside other, more sophisticated analysis methods.

There are two ways to calculate the payback period. The first method is the easiest to use but can yield a skewed result. That calculation is to divide the capital investment by the average annual cash flow from operations. For example, Exhibit 3.1 shows a stream of cash flows over five years that is heavily weighted toward the time periods that are farthest in the future. The sum of those cash flows is $8,750,000, which is an average of $1,750,000 per year. We will also assume that the initial capital investment was $6 million. Based on this information, the payback period is $6 million divided by $1,750,000, which is 3.4 years. However, if we review the stream of cash flows in Exhibit 3.1, it is evident that the cash inflow did not cover the investment at the 3.4-year mark. In fact, the actual cash inflow did not exceed $6 million until shortly after the end of the fourth year. What happened? The stream of cash flows in the example was so skewed toward future periods that the annual average cash flow was not representative of the annual actual cash flow. Thus, the averaging method can be used only if the stream of future cash flows is relatively even from year to year.

Exhibit 3.1 Stream of Cash Flows for a Payback Calculation




	Year
	Cash Flow



	1
	$1,000,000



	2
	1,250,000



	3
	1,500,000



	4
	2,000,000



	5
	3,000,000





The most accurate way to calculate the payback period is to do so manually. This means that we deduct the total expected cash inflow from the invested balance, year by year, until we arrive at the correct period. For example, the stream of cash flows from Exhibit 3.1 have been re-created in Exhibit 3.2, but now with an extra column that shows the net capital investment remaining at the end of each year. This format can be used to reach the end of year four; we know that the cash flows will pay back the investment sometime during year five, but we do not have a month-by-month cash flow that tells us precisely when. Instead, we can assume an average stream of cash flows during that period, which works out to $250,000 per month ($3 million cash inflow for the year, divided by 12 months). Because there was only $250,000 of net investment remaining at the end of the fourth year, and this is the same monthly amount of cash flow in the fifth year, we can assume that the payback period is 4.1 years.

Exhibit 3.2 Stream of Cash Flows for a Manual Payback Calculation




	Year
	Cash Flow
	Net Investment Remaining



	0
	0
	$6,000,000



	1
	$1,000,000
	5,000,000



	2
	1,250,000
	3,750,000



	3
	1,500,000
	2,250,000



	4
	2,000,000
	250,000



	5
	3,000,000
	—





As already stated, the payback period is not a highly scientific method, because it completely ignores the time value of money. Nonetheless, it tells management how much time will pass before it recovers its invested funds, which can be useful information, especially in environments such as high technology, in which investments must attain a nearly immediate payback before they become obsolete. Accordingly, it is customary to include the payback calculation in a capital investment analysis, though it must be strongly supplemented by discounted cash flow analyses, which are described in the next two sections.

NET PRESENT VALUE

The typical capital investment is composed of a string of cash flows, both in and out, that will continue until the investment is eventually liquidated at some point in the future. These cash flows include the initial payment for equipment, continuing maintenance costs, salvage value of the equipment when it is eventually sold, tax payments, receipts from product sold, and so on. The trouble is that the cash flows are coming in and going out over a period of many years, so how do we make them comparable for an analysis that is done in the present? As noted earlier, in the section on hurdle rates, a discount rate can be used to reduce the value of a future cash flow into what it would be worth right now. By applying the discount rate to each anticipated cash flow, we can reduce and then add them together, which yields a single combined figure that represents the current value of the entire capital investment. This is known as its net present value.

For an example of how net present value works, listed in Exhibit 3.3 are the cash flows, both in and out, for a capital investment that is expected to last for five years. The year is listed in the first column, the amount of the cash flow in the second column, and the discount rate in the third column. The final column multiplies the cash flow from the second column by the discount rate in the third column to yield the present value of each cash flow. The grand total cash flow is listed in the lower right corner.


Exhibit 3.3 Simplified Net Present Value Example

[image: image]


Notice that the discount factor in Exhibit 3.3 becomes progressively smaller in later years, because cash flows farther in the future are worth less than those that will be received sooner. The discount factor is published in present value tables, which are listed in many accounting and finance textbooks. They are also a standard feature in midrange handheld calculators. Another variation is to use the following formula to manually compute a present value:

[image: image]

Using the above formula, if we expect to receive $75,000 in one year, and the discount rate is 15 percent, then the calculation is:

[image: image]

The example shown in Exhibit 3.3 was of the simplest possible kind. In reality, there are several additional factors to take into consideration. First, there may be multiple cash inflows and outflows in each period, rather than the single lump sum that was shown in the example. If a controller wants to know precisely the cause of each cash flow, then it is best to add a line to the net present value calculation that clearly identifies the nature of each item and discounts it separately from the other line items. (An alternate way to create a net present value table that leaves room for multiple cash flow line items while keeping the format down to a minimum size is shown in Chapter 5.) Another issue is which items to include in the analysis and which to exclude. The basic rule of thumb is that it must be included if it impacts cash flow and excluded if it does not. The most common cash flow line items to include in a net present value analysis are:


	Cash inflows from sales. If a capital investment results in added sales, then all gross margins attributable to that investment must be included in the analysis.

	Cash inflows and outflows for equipment purchases and sales. There should be a cash outflow when a product is purchased, as well as a cash inflow when the equipment is no longer needed and is sold off.

	Cash inflows and outflows for working capital. When a capital investment occurs, it normally involves the use of some additional inventory. If there are added sales, then there will probably be additional accounts receivable. In either case, these are additional investments that must be included in the analysis as cash outflows. Also, if the investment is ever terminated, then the inventory will presumably be sold off and the accounts receivable collected, so there should be line items in the analysis, located at the end of the project timeline, showing the cash inflows from the liquidation of working capital.

	Cash outflows for maintenance. If there is production equipment involved, then there will be periodic maintenance needed to ensure that it runs properly. If there is a maintenance contract with a supplier that provides the servicing, then this too should be included in the analysis.

	Cash outflows for taxes. If there is a profit from new sales that are attributable to the capital investment, then the incremental income tax that can be traced to those incremental sales must be included in the analysis. Also, if there is a significant quantity of production equipment involved, the annual personal property taxes that can be traced to that equipment should also be included.

	Cash inflows for the tax effect of depreciation. Depreciation is an allowable tax deduction. Accordingly, the depreciation created by the purchase of capital equipment should be offset against the cash outflow caused by income taxes. Though depreciation is really just an accrual, it does have a net cash flow impact caused by a reduction in taxes, and so should be included in the net present value calculation.

	Special tax effects. Some investments are subject to special taxation rules, either at the federal, state, or local levels, that may alter the cash flows in the net present value calculation. These changes can include tax breaks, tax refunds, and tax holidays for narrowly defined time periods. If a tax rule applies to an investment situation, it will alter cash flows associated with the project, and if the amount of the changes can be reasonably estimated, then their impact should be included in the net present value calculation.



The net present value approach is the best way to see if a proposed capital investment has a sufficient rate of return to justify the use of any required funds. Also, because it reveals the amount of cash created in excess of the corporate hurdle rate, it allows management to rank projects by the amount of cash they can potentially spin off, which is a good way to determine which projects to fund if there is not enough cash available to pay for an entire set of proposed investments.

The next section looks at an alternative discounting method that focuses on the rate of return of a capital investment’s cash flows, rather than the amount of cash left over after being discounted at a standard hurdle rate, as was the case with the net present value methodology.

INTERNAL RATE OF RETURN

The end result of a net present value calculation is the amount of money that is earned or lost after all related cash flows are discounted at a preset hurdle rate. This is a good evaluation method, but what if management wants to know the overall return on investment of the same stream of cash flows? Also, what if the net present value was negative, but only by a small amount, so that management wants to know how far off a project’s rate of return varies from the hurdle rate? Or, what if management wants to rank projects by their overall rates of return, rather than by their net present values? All of these questions can be answered by using the internal rate of return (IRR) method.

The IRR method is very similar to the net present value method, because the same cash flow layout is used, itemizing the net inflows and outflows by year. The difference is that, using the IRR method, a high–low approach is used to find the discount rate at which the cash flows equal zero. At that point, the discount rate equals the rate of return on investment for the entire stream of cash flows associated with the capital investment. To illustrate how the method works, we will begin with the standard net present value format that was listed in the last section. This time, there is a new set of annual cash flows, as shown in Exhibit 3.4. The difference between this calculation and the one used for net present value is that we are going to guess at the correct rate of return and enter this amount in the “Internal Rate of Return” column. We enter the discount rates for each year, using a low-end assumption of a 7 percent rate of return.


Exhibit 3.4 Internal Rate of Return Calculation—Low Estimate
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The end result of the calculation is a positive net present value of $13,740. Because we are shooting for the IRR percentage at which the net present value is zero, the IRR must be increased. If the net present value had been negative, the IRR percentage would have been reduced instead. We will make a higher guess at an IRR of 9 percent and run the calculation again, as shown in Exhibit 3.5.


Exhibit 3.5 Internal Rate of Return Calculation—High Estimate
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The result of the calculation in Exhibit 3.5 is very close to a net present value of 9 percent. If we want to try a few more high-low calculations, we can zero in on the IRR more precisely. In the example, the actual IRR is 8.9 percent.

This approach seems like a very slow one, and it is. A different approach, if the reader has access to an electronic spreadsheet, such as Microsoft Excel, is to enter the stream of cash flows into it and enter a formula that the computer uses to instantly calculate the IRR. For example, the screen printout shown in Exhibit 3.6 contains the same stream of cash flows shown earlier in Exhibits 3.4 and 3.5. In this case, we have used the Excel formula for the internal rate of return to give us the IRR automatically. For the sake of clarity, we have duplicated the formula in a text format immediately below the main formula.


Exhibit 3.6 Internal Rate of Return Calculation in Microsoft Excel
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The internal rate of return is best used in conjunction with the net present value calculation, because it can be misleading when used by itself. One problem is that it favors those capital investments with very high rates of return, even if the total dollar return is rather small. An example of this is when a potential investment of $10,000 has a return of $3,000, which equates to a 30 percent rate of return, and is ranked higher than a $100,000 investment with a return of $25,000 (which has a 25 percent rate of return). In this case, the smaller project certainly has a greater rate of return, but the larger project will return more cash in total than the smaller one. If there were only enough capital available for one of the two projects, perhaps $100,000, and the smaller project was selected because of its higher rate of return, then the total return would be less than optimal, because many of the funds are not being invested at all. In this situation, only $3,000 is being earned, even though $100,000 can be invested, which yields only a 3 percent return on the total pool of funds. Thus, if there are too many capital investments chasing too few funds, selecting investments based on nothing but their IRR may lead to suboptimal decisions.

Another issue is that the IRR calculation assumes that all cash flows thrown off by a project over the course of its life can be reinvested at the same rate of return. This is not always a valid assumption, because the earnings from a special investment that yields a uniquely high rate of return may not be investable at anywhere close to the same rate of return.

Despite its shortcomings, the IRR method is a scientifically valid way to determine the rate of return on a capital investment’s full stream of cash flows. However, because it does not recognize the total amount of cash spun off by an investment, it is best used in conjunction with the net present value calculation in order to yield the most complete analysis of a capital investment.

CASH FLOW MODELING ISSUES

The cash flow concepts used for most net present value or IRR projects assume a simplified decision process where funding occurs once at the beginning of the project, after which a steady and predictable series of cash flows occur over a multiyear period. In reality, there is a possibility for several additional decisions occurring during the investment period that can dramatically alter the value of a project. They are:


	Defer the start date. There may be a sufficient level of uncertainty regarding a project that it makes sense to hold off on its initiation until additional research can be conducted. However, delaying the project may also reduce the level of market share attained, since competitors will have a better opportunity to position their products in the market first. Thus additional variables in the cash flow scenario are a combination of a delay in cash outflow, accompanied by the possibility of reduced long-term revenues.

	Cancel early. If the expenditure of funds occurs over a lengthy period of time or requires additional investments at discrete intervals, then management has the option to cancel the project early in order to minimize potential losses. If there appears to be a significant probability of early cancellation, then consider creating an additional cash flow model that includes this scenario.

	Add more capital later in the project. If there is a possibility that a project may yield more profits through additional investments at various points in the future, then an added scenario may include the amount of any additional investments and the cash flows to be gained from them. Conversely, more cash may be needed when the project being created is of the experimental variety, and there is a risk that construction and implementation problems will require extra cash outlays. If considered significant, these options should be included in the cash flow model.

	Alter project cost structure. It may be possible to pay less cash up front in exchange for higher variable costs over the remainder of the project, as would be the case when more staffing is used instead of automated equipment (or vice versa). Depending on the changes in the timing and amounts of cash flows resulting from such decisions, it may be necessary to construct a separate cash flow forecast for each option.



These scenarios bring up the prospect of having multiple variations on the cash flows from a prospective new project. Which one should be included in the formal cash flow analysis that is presented to management for approval? All of them. To do so, create a decision tree that outlines all cash flow options, with each option assigned a probability of occurrence. For each node on the decision tree, calculate its probability times its value outcome, and then sum all the nodes. This approach gives management valuable insight into the probability of different cash flow alternatives. The only problem with the decision tree model is that the calculation becomes cumbersome after more than a few cash flow options are added to it. To avoid a high level of complexity, only show the most important decisions in the model.

An example of a cash flow decision tree is shown in Exhibit 3.7. In this example, the four decisions just noted are assumed to be the key scenarios in the model, though this certainly does not have to be the case. For instance, the variables could instead be the risks of increased regulatory oversight, increases in the cost of materials, cannibalization by other product lines, or the company’s inability to scale a pilot production plant to a full-size production facility.


Exhibit 3.7 Decision Tree for a Cash Flow Model
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In Exhibit 3.7, the net present value (NPV) of each scenario is listed in a box, along with each one’s probability of occurrence. The probabilities assigned to the scenarios sum to 100 percent. To arrive at the aggregate NPV in the box on the left side of the exhibit, each scenario’s NPV is multiplied by its probability of occurrence and added to the same calculation for the other scenarios.

In the exhibit, the probabilities indicate a high level of aggressiveness by the person creating the model—most of the probability is assigned to a strong upside, with only a slight chance of a downside in the assumed results. The assigned NPVs indicate that the market strongly penalizes anyone who is late to market, as shown by the much lower NPV if the project start date is deferred. The cost of early cancellation is lower than the average NPV, because it is assumed that all future losses are cut off by early cancellation. In short, the person creating this model believes there is a strong opportunity, and wants management to jump in early with full funding.

It is also possible to create a number of cash flow scenarios just on the amount of revenue expected from a project. Since revenue is the least predictable element of a project, it is the area most deserving of multiple scenario analysis. An example is shown in Exhibit 3.8, where low, medium, and high estimates are used in each of the three years of the forecast. Because of the limited amount of information available that can be used to develop a revenue forecast, there should be an increasingly wide range of possible outcomes as the forecast extends further into the future. This issue is reflected in the exhibit, where the revenue estimates cover an increasingly broad range, and a greater probability is assigned to the outlying revenue estimates for the later years of the forecast.


Exhibit 3.8 Cash Flow Scenarios
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The only case where revenue estimates will not vary widely is when revenue is highly predictable, such as when a firm contract with a customer guarantees a predictable revenue stream.

CAPITAL INVESTMENT PROPOSAL FORM

When a controller is called on to conduct an analysis of a potential capital investment, the largest task is collecting all necessary data about it. This can involve meeting with a number of employees who are working on the capital investment to determine the timing and cost of all up-front and continuing expenditures, as well as the timing and amount of all future cash inflows, not to mention the eventual salvage value of any equipment to be purchased. Once the controller assembles this information, it may become apparent that there are a few items still missing, which will require another iteration of data gathering. In the end, the controller may find that the data collection task has grossly exceeded the time needed to analyze the resulting information. If there are many capital proposals to review, the data collection phase of the analysis can easily turn into a full-time job.

A good way to entirely avoid the data collection phase of the investment proposal process is to make the department managers do it. The controller can create a standard form, such as the one shown in Exhibit 3.9, that itemizes the exact information needed. This form can be created in a template format, perhaps in an electronic spreadsheet, and distributed by e-mail to all managers. They then fill out the necessary fields (all user-entered fields in the example are in italics), and e-mail it back to the controller for review. This eliminates the data collection chore, while also putting the data into the exact format needed to yield basic calculations for the controller, such as the payback period, net present value, and internal rate of return, thereby keeping not only the data collection work, but much of the related analysis, to a minimum.


Exhibit 3.9 Sample Capital Investment Proposal Form
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The form shown in Exhibit 3.9 is divided into several key pieces. The first is the identification section, in which the name of the project sponsor, the date on which the proposal was submitted, and the description of the project are inserted. For a company that deals with a multitude of capital projects, it may also be useful to include a specific identifying code for each one. The next section is the most important one; it lists all cash inflows and outflows, in summary form, for each year. The sample form has room for just five years of cash flows, but this can be increased for companies with longer-term investments. Cash outflows are listed as negative numbers and inflows as positive ones. The annual depreciation figure goes into the box in the “Tax Effect of Annual Depreciation” column. The column of tax deductions listed directly below the depreciation box are automatic calculations that determine the tax deduction, based on the tax rate noted in the far right column. All of the cash flows for each year are then summarized in the far right column. A series of calculations are listed directly below this “Total” column, which itemize the payback period, net present value, and internal rate of return, mostly based on the hurdle rate noted just above them. In the example, the rate of return on the itemized cash flows is 9.4 percent, which is just below the corporate hurdle rate of 10 percent. Because the discount rate is higher than the actual rate of return, the net present value is negative. Also, this can be considered a risky project, since the number of years needed to pay back the initial investment is quite lengthy. The next section of the form is for the type of project. The purpose of this section is to identify those investments that must be completed, irrespective of the rate of return; these are usually due to legal or safety issues. Also, if a project is for a new product, management may consider it to be especially risky, and it will therefore require a higher hurdle rate. This section identifies those projects. The last section is for approvals by managers. It lists the level of manager who can sign off on various investment dollar amounts and ensures that the correct number of managers have reviewed each investment. This format is comprehensive enough to give a controller sufficient information to conduct a rapid analysis of most projects.

Though the capital investment proposal form is a good way to have project sponsors assemble information for the controller, it does not guarantee that the finished product will be free of errors—far from it. Department managers may not have a clear understanding of what information goes into each field of the form, so they may enter incorrect information, which the controller will then use to arrive at an incorrect analysis. To keep this from happening, there are several steps to take. One is to create a short procedure to accompany all forms when they are given to managers, which clearly describe what information goes into each field in the form. Another option is to meet with all new managers to go over the form, so that they have a clear understanding of how to fill it out. Yet another option, if the form is distributed in Excel, is to include instructions in a “Comments” field that can be attached to each cell in the spreadsheet; by positioning the cursor on the field, the comment appears on the screen, describing how to fill in each field. Finally, and of greatest importance, the controller should meet with the sponsor of any large project to carefully review all aspects of the proposal form. For a large project, it is critical to verify all information, because even a small mistake can yield the wrong analysis results, possibly leading to significant and unexpected financial losses.

A final issue regarding the use of capital investment proposal forms is that a bureaucratically minded person can create a behemoth of a form. This happens when the accounting department wants to see all possible underlying details to justify every cash flow in the analysis. Though the accounting staff thinks it is just being careful, the managers who must fill out the novella-sized forms will certainly think otherwise. For them, creating a proposal form will become a major chore that is to be delayed or avoided at all costs. To keep this situation from arising, the controller must remember that most capital requests are very small, usually hovering near the low-end capitalization limit, and so do not require a vast analysis. Only a few very large capital investments are worthy of in-depth review, and so should be treated as the exception, not the rule. Based on this logic, the investment proposal form should be a small one, which the controller can investigate in greater detail if the size or uncertainty of the investment appears to warrant it.

The capital investment proposal form is a relatively easy one to create, and, with an accompanying procedure, is one of the best ways to improve the flow of information to the controller for the analysis of capital investments.

POSTCOMPLETION PROJECT ANALYSIS

The greatest failing in most capital review systems is not in the initial analysis phase, but in the postcompletion phase, because there isn’t one. A controller usually puts a great deal of effort into compiling a capital investment proposal form, educating managers about how to use it, and then setting up control points around the system to ensure that all capital requests are made through the approval system. However, if there is no methodology for verifying that managers enter accurate information into the approval forms, which is done by comparing actual results to them, then managers will eventually figure out that they can alter the numbers in the approval forms in order to beat the corporate hurdle rates, even if this information is incorrect. However, if managers know that their original estimates will be carefully reviewed and critiqued for some time into the future, then they will be much more careful in completing their initial capital requests. Thus, analysis at the back end of a capital project will lead to greater accuracy at the front end.

Analysis of actual expenditures can begin before a capital investment is fully paid for or installed. A controller can subtotal the payments made by the end of each month and compare them to the total projected by the project manager. A total that significantly exceeds the approved expenditure would then be grounds for an immediate review by top management. This approach works best for the largest capital expenditures, where reviewing payment data in detail is worth the extra effort by the accounting staff if it can prevent large overpayments. It is also worthwhile when capital expenditures cover long periods of time, so that a series of monthly reviews can be made. However, it is not a worthwhile approach if the expenditure in question is for a single item that is made with one payment, although this type of purchase can still be reviewed by comparing the company’s purchase order total to the amount noted on the capital investment proposal form.

Once a project is completed, there may be cash inflows that result from it. If so, a quarterly comparison of actual to projected cash inflows is the most frequent comparison to be made, with an annual review being sufficient in many cases. Such a review keeps management apprised of the performance of all capital projects and lets the project sponsors know that their estimates will be the subject of considerable scrutiny for as far into the future as they had originally projected. For those companies that survive based on the efficiency of capital usage, it may even be reasonable to tie manager pay reviews to the accuracy of their capital investment request forms.

An example of a postcompletion project analysis is shown in Exhibit 3.10. In this example, the top of the report compares actual to budgeted cash outflows, while the middle compares all actual cash outflows to the budget. Note that the cash outflows section is complete, since these were all incurred at the beginning of the project, whereas the inflows section is not yet complete, because the project has only completed the third year of a five-year plan. To cover the remaining two years of activity, there is a column for estimated cash inflows, which projects them for the remaining years of the investment, using the last year in which actual data are available. This projected information can be used to determine the net present value. We compare the actual and projected net present values at the bottom of the report, so that management can see if there are any problems worthy of correction. In this case, the initial costs of the project, both in terms of capital items and working capital, were so far over budget that the actual net present value is solidly in the red. In this case, because working capital is the single largest cash drain in excess of the budget, management should take a hard look at reducing it while also seeing if cash inflow can be increased to match the budgeted annual amounts for the last two years of the investment.


Exhibit 3.10 Comparison of Actual to Projected Capital Investment Cash Flows
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PROBLEMS WITH THE CAPITAL BUDGET APPROVAL PROCESS

A significant problem with the capital budget approval process is that the senior-level managers who are chiefly responsible for approving new capital expenditures are also responsible for generating an adequate return on investment from the company’s existing capital base. This means that they will be less likely to approve the construction of any radical new systems that will render the older infrastructure obsolete. Consequently, new projects will probably only be approved if they involve the enhancement of existing systems, which will likely only involve modest improvements in productivity.

One way to resolve this problem is to set aside a large amount of cash to be handed out by a lower-level group of employees. This group should not be responsible for the existing infrastructure, and should preferably be younger and of an entrepreneurial mind-set. This group should be oriented toward the funding of project start-ups, with funds being allocated to prototype development, market trials, or expansions of a business case.

Another solution is to offer significant cash payouts if new ideas succeed in the marketplace. The prospect of large personal rewards may push managers to take greater risks than would normally be the case. Also, this tends to create a feedback loop where evidence of actual cash payouts breeds even more ideas, which generates more payouts, and so on.

Yet another approach is to fund an in-house venture capital firm. The company can give this group general strategic directions and then let it search for funding opportunities both inside and outside the company. By shifting investment authority away from the management team and onto a group of trained venture capitalists, it is likely that funding decisions will be different.

Finally, alter the capital budgeting guidelines so that riskier projects will be more easily approved at lower funding levels. This allows potentially high-return projects to at least receive initial funding to see if the concept works.

All of these variations on project funding are designed to keep a company from reinvesting in minor efficiency improvements to their existing infrastructures, instead allowing themselves an opportunity to create major improvements in their return on investment.

SUMMARY

In this chapter, some of the most fundamental analyses that a controller will see were discussed: the use of the payback period, net present value, and internal rate of return measures to determine whether a company should invest in a capital project. Just as important to this analysis—though unfortunately overlooked by all too many companies—is the postimplementation review of partially or fully completed capital investments, because this information tells a company which investments have succeeded and which have failed. Only by mastering all the techniques noted in this chapter can a controller become an efficient analyzer of capital investment issues.


Chapter 4

Evaluating Financing Options

In a larger corporation, the choice of how to fund the purchase of assets falls on the chief financial officer (CFO). However, there is generally no CFO in a smaller organization, so this task falls on the controller. Also, the funding for smaller purchases, even in a larger company, will frequently be left up to the controller to decide. To assist the controller in making the correct determination of which types of financing options to select under different circumstances, this chapter includes discussions of the types of funding options available, as well as all related cost, risk, and control issues. This chapter is intended to give a controller a sufficient amount of information to properly select the correct financing option that matches a company’s specific circumstances.

TYPES OF FUNDING OPTIONS

There are two types of funding options: (1) debt and (2) equity. Later sections of this chapter will discuss a number of variations and crossover instruments, but essentially, every type of funding choice is based on one of these two options. In the case of debt, the funding is contingent on some obligation to pay interest in exchange for the use of the invested funds, which are also to be returned at the end of a stipulated period. The most pure version of debt is the long-term loan, which is usually collateralized against some group of company assets, carries a stated interest rate that may move with an underlying interest rate or pricing indicator, and must be paid back either in installments or in total on a specified date. Variations on this concept are the lease, in which the creditor may own the underlying asset, and preferred stock, in which there is no obligation to pay back the funds on a specific date, but there is an interest payment obligation.

In the case of equity, the funding is not contingent on any specified interest payment, but the holder of the underlying common stock expects either a periodic dividend payment, an appreciation in the share price on the open market, or a combination of the two. Equity has no underlying collateral, so the holder is at much greater risk of losing the invested funds, which is why the expected return is much higher for equity than for debt. Preferred stock is also a variation on equity, because it is not collateralized and there is no obligation to pay it back on a specific date. Another variation on the equity concept is stock rights, which can be issued to current shareholders, giving them the right to purchase more shares of stock. Also, warrants can be attached to various debt instruments to make them more attractive; warrants give the holder the right to buy common stock at a specific price. These are all forms of funding that fall under the general concept of equity.

It is also possible to convert debt into equity. This is called a convertible security and is sometimes used when selling bonds, so that buyers can later switch their bonds over to debt if a specific stock price point is reached at which the conversion is an attractive one. This is not a third form of funding option, however—just a hybrid form that shifts from debt to equity at the buyer’s option. Preferred stock can also be considered something of a hybrid, because it contains characteristics of both debt (with a fixed interest payment) and equity (with no specified payback date for the underlying investment).

The following sections discuss the cost, risk, and control issues associated with the major financing options.

COSTS OF FUNDING OPTIONS

There are significant differences between the costs of the two main kinds of funding. In the case of debt, an interest payment must be paid to the lender on specified dates. If payments do not reach the lender on those dates, then penalty payments will also be charged. The interest rate charged will vary greatly, depending on the willingness of the borrowing organization to put up its assets as collateral. If it is not willing to do so or has no significant assets to use as collateral, then the risk of the lending institution is correspondingly greater, because it will have no specified assets at its disposal for liquidation purposes if the borrower is unable to pay for the borrowed funds. For this type of debt, the interest rate can be quite a few percentage points higher than the prime rate charged by local lending institutions. Also, if the borrower has a spotty earnings or debt payment record, lenders will charge the highest possible interest rates for use of their funds.

This may sound as though debt is an expensive option, but it can be extraordinarily inexpensive for those companies with a large base of available assets for use as collateral. Also, if the borrowing company is a very large one with an excellent financial credit rating, it can borrow well below the prime rate, perhaps only a fraction of a percent above the London Interbank Offer Rate (LIBOR), which is the minimum borrowing rate available. For these institutions, it makes a great deal of sense to use debt as a major financing source as much as possible.

In the case of equity, there is the surface appearance of free money, because the company receiving the equity is under no specific obligation to pay it back or to issue dividends. However, this is not the case for two reasons. First, the investments of shareholders are not secured by any form of collateral—if the company falls into financial difficulty and is liquidated, shareholders are likely to lose all their funds. Because of this increased level of risk, they want an inordinately high level of return, which they can receive either through dividend payments, stock appreciation, or a combination of the two. Second, interest payments on debt are tax deductible, whereas dividend payments are not, thereby making payments to shareholders more expensive than payments to creditors. Thus, the more expensive option is equity.

When deciding between the use of debt or equity, the management team may have a tendency to lean toward the acquisition of more debt, because it is less expensive than equity. However, there are serious risk issues associated with having an excessively leveraged company, which are discussed in the next section.

RISKS ASSOCIATED WITH FUNDING OPTIONS

All forms of financing involve some degree of risk. A controller must be cognizant of all the forms of risk to ensure that management is made aware of the potential shortcomings of each one. Five types of risk accompany the use of various kinds of debt or equity. One or more will be present for virtually every kind of financing option.


1. Risk of not paying interest on debt. If a company acquires more debt than it can support through the cash from its continuing operations, then there is a high risk that it will be unable to service even the periodic interest payments on the debt, which will result in either renegotiation of the debt with lenders or a default that can result in the liquidation of the company as a whole or the assets that were used as collateral for the debt.

2. Risk of not paying principal on debt. This is a lesser risk than the preceding situation, because many companies simply roll their debt over into new debt instruments as soon as the old ones become due and payable. However, for those companies whose financial fortunes have significantly declined since the last time they acquired debt, there may be no lenders available who are willing to take the risk of issuing new debt to cover the now-due principal on the old debt. If so, a company can face dissolution or liquidation of any assets used as collateral.

3. Risk of experiencing a loan acceleration. Lenders sometimes have the option to force the acceleration of payments on debt owed to them. This is usually brought about by a change in the lender’s perception of the ability of a company to do business, such as a string of poor earnings reports. In such a situation, a company is obligated to pay off the debt by whatever means, such as a refinancing or liquidation of any assets used as collateral. If it cannot meet the lender’s demand, it may be necessary to take the company into bankruptcy.

4. Risk of tighter loan covenants. If a lender finds that a company is unable to meet its minimum loan covenants, such as a minimum current ratio or inventory turnover rate, then it can impose much more restrictive covenants that can actively interfere in the running of the business. Essentially, the lender can alter the company’s objective to be that of paying off the loan, possibly by requiring lender approval of major business decisions involving the use of cash for purchases of any kind outside of the normal course of business activities.

5. Risk of shareholder revolt. Common stockholders own a company, and if they are dissatisfied with the existing level of return on their investment, then they can band together and replace the board of directors, which in turn can replace the management team. Thus, the consequences of not generating an adequate return for shareholders is severe.



At least one of the above five types of risk will apply to any form of financing. For example, the risk when using a lease is that nonpayment will result in the loss of the asset, while poor overall profitability can result in a new board of directors that may replace the management team. Thus, a controller must convey to management the risks of using each type of financing; this should be a continuing message to management as circumstances change, for the risks will rise if a company finds itself either unable to service its debt or provide an adequate return to investors.

CONTROL PROBLEMS ASSOCIATED WITH FINANCING OPTIONS

There is a major problem with issuing common stock or any variation that gives any entity the future right to purchase additional shares of stock, because this can alter the balance of power in the ownership structure of the corporation. This is a particular problem when a company is owned by a small group that wants to retain ownership. In this instance, the owners will continually opt for raising funds through any source but more equity. When this happens, the only options left for raising funds are through the spin-off of cash from continuing operations, or by adding on more debt, which will eventually raise the debt/equity ratio to such a high point that creditors will be willing to lend more funds only if the interest rate is extremely high (because the lenders are risking their capital while the owners earn all the profits). The end result is a highly leveraged organization that is at considerable risk of failure if its cash flow drops to the point where it cannot cover its continuing debt payments.

This problem is at its worst when the ownership group is absolutely unwilling to bring in new investors and has no funds of its own with which to increase the amount of equity. Under this scenario, the owners do not even have recourse to the use of stock rights (see the Stock Rights section later in this chapter), which would allow for all current owners to buy the same proportion of new shares that they currently own. A lesser situation occurs when the current owners can contribute more funds, in which case the absence of other owners is not a problem, and new equity is brought in as needed. Thus, the control problem as it relates to the acquisition of new funding is a combination of close control of an organization as well as the ability of the current owners to put more equity into a company as needed.

LEASING

In a leasing situation, the company pays a lessor for the use of equipment that is owned by the lessor. Under the terms of this arrangement, the company pays a set (usually monthly) fee, while the lessor records the asset on its books and takes the associated depreciation expense, while also undertaking to pay all property taxes and maintenance fees. The lessor typically takes back the asset at the end of the lease term, unless the company wishes to pay a fee at the end of the agreement period to buy the residual value of the asset and then record it on the company’s books as an asset.

A leasing arrangement tends to be rather expensive for the lessee, because it is paying for the interest cost, profit, taxes, maintenance, and decline in value of the asset. However, it would have had to pay for all of these costs except the lessor’s profit and the interest cost if it had bought the asset, so this can be an appealing option, especially for the use of those assets that tend to degrade quickly in value or usability, and that would therefore need to be replaced at the end of the leasing period anyway. A lease is also useful when a company can acquire more expensive equipment than it could otherwise afford. Examples of commonly leased items are autos, airplanes, copiers, and computers.

The cost of a lease tends to be higher than necessary, since the number of variables included in the lease calculation (e.g., down payment, interest rate, asset residual value, early termination fees, and trade-in value) makes it very difficult for the lessor to determine the true cost of what it is obtaining. Consequently, when using leasing as the financing option of choice, a controller must be extremely careful to review the individual costs that roll up into the total lease cost, to ensure that the overall expenditure is reasonable.

There are a few ways to reduce the cost of a lease. First, when negotiating the amount of a monthly lease payment, put the most effort into bargaining down the assumed asset cost and residual value, since these two factors have a greater impact on the total lease payments than the interest rate and term of payments. Second, if you negotiate a higher assumed residual value, do not take the asset purchase option at the end of the lease, since it will now be more expensive. Instead, at the end of the lease, try to negotiate a drop in the residual value assumption to the market rate, and only purchase the asset if this value can be obtained. Finally, always match the lease term to the expected usage period, so the company does not incur an early termination fee (if asset usage concludes prior to the end of the lease term) or longer ongoing payments (if the asset is required past the lease term).

Another use of the leasing concept is the sale and leaseback. This option is typically used by cash-poor companies with real estate holdings; they sell their real estate holdings to a leasing company for a cash payment, and then lease the property back from the lessor for a guaranteed minimum period. This approach releases a large amount of cash for immediate uses in exchange for a long-term series of lease payments.

LOANS

A company can obtain a loan either by borrowing funds from a lending institution or by issuing its own bonds to investors and paying interest to all of them on preset payment dates. In the case of debt owed to a lender, the lending institution may require collateral in the form of company assets, personal guarantees by company officers (usually the case only for the smallest companies), and restrictive covenants that require a company to operate in a specified manner that is designed to raise sufficient cash to ensure that the debt will be paid on time. These covenants may be so restrictive that the lender must approve any significant asset sales or purchases. There may also be an annual audit by the lender, which is paid for by the borrower. In the case of a bond offering, however, there is not normally any required collateral, guarantee, audit, or covenant, though the company must pay for the cost of registering, issuing, and tracking the bonds.

The cost of a loan is based on the interest rate. This interest rate will vary considerably based on the perceived ability of the company to pay back the debt. If it has received a sterling credit rating from any of the various credit rating agencies, or if there are plenty of assets to use as collateral, then a company can expect to pay the lowest possible rate; however, a company that has a track record of failing to make payments or requiring renegotiated loan deals will pay a much higher rate in order to cover the default risk of the lender. If a company chooses to issue its own bonds, then it will state an interest rate that it is willing to pay on the bonds; purchasers of the bonds will pay either more or less than the face value of the bond in order to arrive at the interest rate they are actually willing to pay. For example, if a company offers a bond for sale at a face value of $1,000 and a stated interest rate of 6 percent (or $60 per year), a bond purchaser who wants to receive an interest rate of 8 percent will pay only $750 for the bonds, which will yield 8 percent ($60/$750 = 8%).

Debt is generally the least expensive form of financing, because the interest expense is tax deductible. This differs from dividend payments on equity, in which dividends are not tax deductible. Accordingly, the typical company that needs to increase its available funding will first increase its debt load to a considerable degree before obtaining other types of financing. The main limit on the amount of debt one can use is the issue of risk. As noted earlier, a company with too much debt will be put in the uncomfortable position of not being able to pay the interest cost if cash flow drops, possibly due to a downturn in the business or some unusual usage of cash. Thus, debt is inexpensive but can land a company in considerable trouble if it uses it to an excessive degree.

A final issue in regard to debt is that, as lenders perceive a company’s risk to increase as it piles on a large amount of debt, they will charge a premium for each additional increase in debt. As the company approaches the point where it can barely meet its interest payments, lenders will charge such high rates and add such restrictive covenants that this form of financing will no longer be a viable option. Accordingly, the perceived level of risk will eventually drive the cost of debt up to the point where it is no longer the least expensive form of funding.

COMMON STOCK

When shareholders purchase shares from a company, the money they pay becomes equity in that organization. This cash can be used for any operational purpose, and is not restricted for a specific use unless so authorized by the board of directors. This type of funding carries with it no immediate payment obligation, because the money does not have to be repaid and there is no obligation to make a continuing or one-time payment to the shareholders. Nonetheless, the shareholders elect all members of the board of directors, which in turn is empowered to authorize periodic dividend payments to the shareholders. Also, the shareholders expect to see the earnings per share increase over time, which increases the value of their shares and allows them to sell their shares for a profit. These are the two ways in which shareholders expect to be paid back for their investments, and this constitutes a hefty performance target for the management team to reach.

An additional expense associated with the use of common stock for public companies is the large quantity of financial reports that must be continually filed with the Securities and Exchange Commission, as well as increased audit expenses, shareholder reports and mailings, and the cost of officer liability insurance that protects the board of directors and managers against the risk of payouts in the event of shareholder lawsuits if the price of the stock drops as a result of management actions. All of these costs will be incurred if a company sells its stock to the public, and so can reasonably be called an added cost of using common stock as a source of funding.

The sale of shares by a company is not to be confused with the sale of shares on one of the stock markets, where shares are traded between buyers and sellers for the going market rate; the company benefits only from the initial sale of its shares, after which it does not profit from increases in the price of its shares, unless it makes a secondary stock offering at the higher prices. A company can wait until the market price of its shares is at a relatively low point and use excess cash to buy back some shares, which will increase the earnings per share for the remaining outstanding shares and thereby increase their value.

Common stock is a useful funding source for three reasons. The first is that it can raise an inordinate amount of money if the public thinks that the company has a strong potential to increase its value in the future (even if it is losing money in the present—witness the astounding valuations of some Internet start-up companies). Another reason is that a company may have borrowed all the money it possibly can from lenders, who are not balking at lending anything more unless the owners match some proportion of the debt load with equity. If the owners do not have the wherewithal to add equity, then the best option left is to sell some portion of the company to the public to bring in funds by that means. The final reason is that the current shareholders—probably a mix of funding entities and management personnel—can liquidate some or all of the shares they already own, which increases their personal net worth, though not that of the company.

Consequently, the strong funding advantages of common stock are offset by its high cost and shareholder expectations of earnings per share performance, which can lead to the ouster of the board of directors and the management team by shareholders if earnings targets are not met.

CONVERTIBLE SECURITIES

A convertible security is a bond that can be converted into common stock. The common stock price at which the bond can be converted is based on the conversion ratio, which is the ratio of the number of shares that can be purchased with each bond. For example, if a $1,000 bond has a conversion ratio of 10, then it can be converted into 10 shares, which translates into a share price of $100. This does not mean that the holder of a bond will immediately convert to shares, however; that will happen only when the market price of the stock equals or exceeds the amount indicated by the conversion ratio. To return to our example, this means that a bondholder will be tempted to make the conversion only when the price of the stock reaches $100 or more. Until then, it makes more sense to retain the bond, because the return is greater. If the market price of the common stock exceeds the price indicated by the conversion ratio, the price of the bond will also rise, because its value, based on its convertibility, is now greater than its price based on the stream of future interest payments from the company in payment for the bond.

A convertible security is worthy of much attention if a company does not want to pay back the underlying principle on its bonds. This is most common in a high-growth situation in which all cash will be needed for the foreseeable future. Also, by converting debt over to equity, a company can improve its debt/equity ratio, which will improve relations with lenders, while also eliminating the need to pay interest on the bonds that no longer exist. Finally, a company can convert a group of existing debtholders into a group of shareholders, which means that it has a (presumably) friendly and long-term group of investors now holding its stock. The only downsides of this approach are that the increased number of shares will reduce the earnings per share, and that control will be spread over a larger group of investors, which may weaken the stake of a majority owner.

PREFERRED STOCK

When a company accepts payment for its preferred stock, its only obligation is to pay a prespecified interest rate on that investment in perpetuity, or until the shares of preferred stock are bought back by the company. Though there is no obligation to pay back the equity invested by the shareholders, this is an expensive option, because the interest payments are considered by the government to be dividend payments, which are not tax deductible. Also, because preferred stock cannot be collateralized with company assets to give the shareholders some degree of protection in the event of a default, the interest rate on the stock is higher than the amount that a lender would charge for collateralized debt. Consequently, a company must pay a premium on top of the current market interest rate, and cannot deduct any of this as an expense on the corporate tax return. In short, this is a financing option whose sole benefit is the elimination of a payback to the shareholders of their initial investment. Because of this one advantage, it is of greatest benefit to companies that are short of cash and cannot pay back the principal on any other kind of financing option.

STOCK RIGHTS

A stock right is an authorization to purchase additional shares of common stock at a set price, with a specified termination date to the offer. It is offered to existing shareholders in the same proportions as their stock holdings in the company. For example, if Mr. Smith holds 40 percent of all common stock, he will be awarded 40 percent of the stock rights. This approach is designed to retain the existing proportions of company ownership, while also raising funds only from existing shareholders, who are assumed to be friendly to the corporation. However, several flaws in the underlying logic make stock rights not quite the perfect way to retain the existing proportions of corporate ownership while still raising funds.

The first problem is that not all recipients of stock rights will choose to use them for the purchase of additional shares. When this happens, the proportional ownership of those common stockholders who do purchase shares will increase. This point is illustrated in Exhibit 4.1. In this example, there are five shareholders, with the combined holdings of the Smith and Jones families (shaded in the third column) comprising an absolute majority of 51 percent. The company then issues stock rights to all existing shareholders in exact proportion to their current holdings, with each right giving the holder the option to purchase one half of an additional share. However, the Smith and Jones families do not have the funds to pay for additional shares, and let their stock rights lapse. The three minority shareholders, however, have exercised their purchase rights, which results in a new set of ownership percentages that place the ownership of the three formerly minority owners, when combined, in a majority stock ownership position (as noted by the shading in the last column). Thus, stock rights do not necessarily allow current stockholders to retain their proportion of ownership.


Exhibit 4.1 Changes in Corporate Ownership as a Result of Stock Rights Usage

[image: image]


The other problem is that stock rights can be sold to another party. This situation arises when the stock price at which shares can be purchased with stock rights is less than the current market price. The difference between these two amounts is the value of the stock right, and it will trade on the open market at that price differential. Because of the transferability and market for stock rights, the underlying intent to keep new stock ownership within the existing group of shareholders is negated (unless the rights offering stipulates that it is only for current shareholders and states that the rights are not transferable).

Given the problems with control over ownership percentages, rights offerings should be used simply as an alternative means of raising funds, rather than as a surefire way to raise funds while keeping current owners in control of the corporation.

WARRANTS

A warrant is a right to purchase common stock at a fixed price and usually has a distant termination date, if any. It is usually linked to the sale of a debt instrument, such as a bond, for the express purpose of making the purchase of those bonds appear more attractive to bond purchasers. For example, if a warrant allows the holder to buy a share for $10, even though the current market price is $11, then the warrant has a value of $1. Because bond purchasers recognize that such a warrant has value, they will be more willing to purchase a bond from the issuing company at an interest rate that is somewhat lower than the market rate, knowing that the difference will be made up for by the value of the warrant.

A warrant is not a good tool for raising funds by itself, because it is attached to some other debt instrument, but it can be an exceedingly useful tool if the issuing company’s objective is to avoid a high interest expense. For example, if ABC Company does not have enough cash flow to adequately cover its interest and principal costs, it can mitigate the situation somewhat by issuing warrants with its bonds and reducing the stated interest rate on the bonds. Investors will still buy the bonds, as long as the value of the warrants offsets the lost interest income.

The risk of using this approach is that the warrants must have a perceived value at the time of the bond sale, or else the bond interest rate will not be accepted by bond buyers. Also, if there are many issued warrants, there is some risk of diluted earnings per share, as well as a control problem if a hostile shareholder uses the outstanding warrants to acquire a controlling interest in the company.

SUMMARY

In this chapter, the most common forms of financing were reviewed, as well as their attendant costs, risks, and control issues. A summary of these options is listed in Exhibit 4.2. Given the wide array of available financing options, it is evident that a controller must be well aware of a company’s current loan covenants, ability to cover debt costs, and the degree to which the current owners want to maintain control of the organization, before making a decision regarding which financing option is the correct one to pursue.

Exhibit 4.2 Summary of Financing Option Advantages and Disadvantages




	Financing Option
	Advantages
	Disadvantages



	Leasing
	Good for replacement of assets that wear out quickly; the sale-and-leaseback option makes available a large amount of cash
	Can be very expensive unless all components of the transaction are carefully evaluated and negotiated



	Loans
	Least expensive form of funding
	May require assets as loan collateral, as well as loan covenants, some control over operations, and first call on the results of asset sales in the event of a liquidation



	Common stock
	Can raise substantial amounts of funds, and there is no need to pay back the capital
	Shareholder expectations for returns are very high, and it also gives them the ability to oust the board of directors and (indirectly) the management team if their performance expectations are not met. Also, dividend payments are not tax deductible.



	Convertible securities
	Can avoid paying off bond debt, as well as reducing interest payments and improving the debt/equity ratio
	Reduces the earnings per share and weakens the control of current shareholders, but only if conversion to shares occurs



	Preferred stock
	Can avoid paying back the principal
	The interest expense is not tax deductible.



	Stock rights
	Simple way to raise funds from existing shareholders
	Will not necessarily retain ownership interests in the same proportions prior to the stock rights offering



	Warrants
	Can reduce bond interest rates
	Dilutes earnings per share and may weaken owner control of the company








End of sample
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parts in new product designs.

Shows the department’s ability to
design a product that meets the
predetermined gross margin goal
for new products

Shows the efficiency not only of

the engincering department, but
also the purchasing and production
staffs in converting product designs
into saleable products.

This crucial measure reveals the
management ability of the
engineering staflin ensuring that
completed product designs match
the originally targeted costs.

When compared to budgeted time
periods, this measure shows if the
engineering, purchasing, and
production staffs are capable of
converting designs into products in
a timely manner

Number of accurate
parts in bill of
material (BOM)

“Total Tt of parts on

BOM

Number of patent
applications logged
in as having been
filed during the
period
Number of new
products introduced
in the period
Number of products
available at the
beginning of the
period
Revenues from
new products

ol revenmes

Number of new
parts in BOM
Total nmber o
parts in BOM
Total of actual
product costs

“Total of target costs.

Number of products
released before
competition
~Towl number of

products releasec

Summary of actual
product costs
Stmmary of target
costs

(Completed design
sign-off date) —
(Design start date)






OEBPS/images/f387-01.jpg
Percentage of Reveals either packaging problems Damage-related

products damaged  in the facility or trouble at any complaints in

in transit third-party carriers that are delivering _complainis database
products. “Torl complamts

complaints database






OEBPS/images/f388-02.jpg
Ratio

Haplanation

Herivation

Average time to il
requested positions

Average yearly vage
per cmployee

Bmployee turnover

Indirect to direct
personnel ratio

Minorities percentage

Percentage of
employees vith
certifications

Ratio of fringe
benclits to dircct
labor

Trend of head count

“The time needed to il pesitions
is of great importance when
company is in rapid growth mode,
and must fll positions in order to
maintain its growth rae.

Reveals the average company pay
level as compared to the industry
average. This can be of more use on
a positionby-positon basis, since in-
dustry pay compilations are generally
made on this bsis

A high turnover rate usually results
in high recruiting costs, s well as
more transaction errors by new
personnel,since they have less
experience in company systems.
Reveals an excessive degree of over-
head personnel as compared to the
direct ahor personnel who are
actully creating products or pro-
viding services, especially when
ploticd on a trend lne.

Reveals the percentages of currently
employed minorities on the safl
which may be of use when trying 1o
meet federal minoriy hiring
requirements,

This is an indicator not only of the
cducation level of employecs, but
also of the commitment of the
corporstion to further the training
ofits sall

The amount o fringe benefit costs
can be compared to that offered by
ether organizations, o to industry
rates in general to sec f 1 company is
leading or Iagging in this important
compensation arca.

An excesively rapid increase in
head count that docs not correlate
to asimilar increase in sales or
profts may be cause for 2 head count
review by management to keep costs
in line with revecs.

(Date offer et is

accepted by recruit)

= (Date ofreceipt of
position reques)

(Summary of all hourly
wages % number
of annual working
hours + (Summary
of all salaics)
Number of
employees
Number of cmployee
departures

Number of
employees at
beginning of period

Number of personnel

in overhead positions

Number of
personnel in dircct
Iabor positions

Summarize by
minority code in
payroll or human

Number of employees

with certfications

“ToraT mmber of
employees

Total fringe benefit
expense
ToT direct T
expense

(Total full-ime
employecs) + (Total
fulltime cquivalents

for part-time
employees)
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Inventory aceuracy

Number of suppliers
used by commodity
code

Fercentage of
certified suppliers

Obsolete inventory
percentage

Percentage of on-time
part delivery

Percentage of
suppliers using
clectronic data
interchange (EDI)

Total number of
components

One of the most important logistics
measures, for an inaccurate inventory
leads o incorrect purchasing
decisions and expensive production
downtime, not to mention rush freight
charges, all because expected
inventories are not actually on hand
An excessive number of suppliers
within each commadity code points
toward o0 much work by the
purchasing staff in managing an
excessive number of suppliers, and
should lead to a reduction in the
number of suppliers.

Shows how many suppliers have
been certified to bypass the
receiving function and ship

directly to the production area;
critical for the operation of a jusi-
in-time manufacturing system
Ahigh proportion of obsolete
inventory is a cause for alarm, not
only because the inventory must be
written off, but also because there
may be incorrect purchasing or pro-
duction decisions that led to the
accumulation of inventory in the
first place.

Reveals those suppliers who are
incapable of delivering parts when
asked, which interferes with the
production process. This measure
should be tracked by supplier, not
in aggregate, since more problems
are revealed

The purchasing stalf can experience
ahigher degree of automation if a
large proportion of suppliers use
EDL which allows the staff to
conduct other, more value-added
activities.

An excessive number of components
requires an extensive storage and
tracking sysiem, not to mention a
significant number of suppliers and
purchasing saff

Number of accurate
testitems
Number of ftems
sampled

Sort accounts
payable list of
suppliers by
commodity code

Number of certified

suppliers
Total number of supphiers

Cost of inventory
items with no.
recent usage

Toral nventory cost

(Actual arrival date)
~ (Requested arrival
date)

Number of suppliers
with EDI linkages
~Total mumber of

suppliers

Summary of all
inventory line items
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Unit output per
employee hour

Work-in-process
twrnover

inals L6 peOpieticn Of KErgrpec.
products, though much more
investigation is needed to determine
underlying causes

A good measure for those organiza-
tions emphasizing maximum through-
put, though not useful for those

using just-in-time manufacturing
principles, which focus on only
producing when there is specific
customer demand, which may result
in less unit output per employee

hour

A production process that is
organized for the streamlined flow

of materials will have a very high
work-in-process turnover, while
disorganized ones will experience

the reverse

SAckom’ cout Ox ockin
sold)—(Standard
cost of goods sold)
goods sold
Aggregate output
per production area
“Toulhours worked
in production

Total work-in-process

Antual cost o
goods sold
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Production schedule

Constraint utilization

Average equipment
setup time.

Percentage of
acceptable products
completed

Measures the ability of the
production operation to complete
jobsin a timely manner. A high
accuracy level is needed to meet
customer delivery commitments,

Measures the production
departments ability to keep the
bottleneck operation running at
masimum capacity, thereby
masimizing production

throughput

A short equipment setup time

allows a company to spread the cost
of the setup over a shorter number
of parts, so that short production
runs become more economical
Reveals the proportion of production
lots resulting in products that pass
acceptance eriteria, which then
requires additional analysis to
improve the acceptance rate.

Number of schedulec
jobs completed
Number of jobs

scheduled for
completion
Actual hours used in
consiraint operation
Total constraint hours
available

(Start time for new
production run)—
(Stop time for last
production run)

Number of
rejected products
“Number of products
in production run
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Quote to close ratio

Market share

Number of major
accounts for which
the company is the
preferred supplier

Ratio of backlog to
sales

Sales trend by
product line

Reveals the ability of the sales
staff 0 obtain an order once a
price quote has been issued

This is a better measure of a
company’s sales performance than
asimple change in sales, since sales
may increase in an expanding market
while the overall market share is
declining in comparison to that of
competitors,

A major goal of any sales stafT is to
become the sole supplier for all

key customers, which may allow a
company to charge premium pricing
for selected products and services.

A large backlog is generally indicative
of a high customer demand for a
company’s products, but it may also
indicate an inability to ship products
on time.

The sales and engineering saffs
need to know when sales for specific
products or product lines are
beginning to slow down, so that
reduced pricing, promotions, or new
products can be planned to keep
sales growth surging

Dollar value of orders
received
Dol valuie of quoted

orders

Dollar volume of
company shipments
“Dollar volume of -

industry shipments

Number of major sole-
source suppliers
T Number of major
customers

Dollar volume of
all orders not yet
in production
Average ol sales or
last three months
(Summary of current
period sales)
(Summary of
previous period sales)
T Summary ol
previous period
sales
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Debt number 1 §980,000 5.6385%
Debt number 2 2,975,000 7.001%
Preferred stock 2,500,000 9.0009%
Common stock 4,000,000 15.2009%

Totals $10,455,000 9.75%
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Breakeven point

Number of times
interest earned

Margin of Safety

Operating margin

Overhead rate

Percent return on
net sales

Ratio of sales
retumns to
gross sales

Sales per person

Profit per person

Pinpoints the revenue level at Total operating expenses
which a company begins to turmn a Average gros
profit. Useful for determining if margin

this point is 5o high that a company
cannot carn a good profit without
major cost reductions

Indicates the level of risk of Average interest
taking on more debt. A low ratio expense
indicates that paying the interest Cash flow.

on more debt is very risky

Indicates the amount by which Current sales level—
sales can drop hefore a company’s Breakeven point

breakeven point is reached. Shows ~Current sles Tevel |
the risk of losing money if a

certain amount of sales are lost

Indicates the adequacy of margins Revenues

o cover additional sales and general  Cost of goods sold
and administrative costs, as well as

interest costs. Also very useful for

tracking by profit center or division

Shows the cost of nondirect Overhead
expenses that are charged to expenses
products when determining Direct Tabor

product costs and prices. A high
overhead rate can indicate excessive

overhead costs, but also that there

may be a better allocation hase than

direct labor, resulting in a reduced

overhead cost per unit of allocation.

Shows the net operating results of Net sales

a company, but is subject (o Net profit
manipulation because of special

accruals or charge-offs. It also does

notaccount for cash flow issues,

Indicates the quality of goods sold, Sales returns
because high returns usually equate

t0 4 poor product. A high return rate
can also mean that there is too much
product in the distribution pipeline.

ross sales

Indicates high internal efficiency Sales
levels if the existing staff can churn Total Tull-time
out sales that exceed the industry equivalents
Indicates high internal efficiency Profits
levels if the existing saff can create Total Tul-ime
profits that exceed the indusiry equivalents
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Debyiequity ratio

Return on assets

Return on
shareholder equity

Return on
operating assets

Current ratio

Quick ratio

Ratio of sales to
accounts receivable

Accounts payable
wrnover

Reveals the leverage that manage-
ment has imposed on the balance
sheet by acquiring debt

Reveals the proportion of assets
needed to generate a certain amount
of sales volume. This shows the
efficiency of asset usage.

Shows the return generated for

cach dollar of equity invested, but
does not show the associated risk,
because the measure can be skewed if
debt is used to reduce equity

Focuses attention on which assets
are actually required to generate
revenue, and tends to result in the
elimination of unnecessary assets
Compares current assets to liabilties
0 see if assets are sufficient o pay
off current liabilities

Similar to the current ratio, but
does not include inventory, which is
not as easily liquidated to pay off
liabilities

Shows the proportion of accounts
receivable needed for a given sales
volume, which indicates if the
receivables are being collected in a
timely manner

Reveals if payments are being made
in a timely manner. A low turnover
ratio means that cither payment
terms are very long or payables are
not being paid on time.

Long-term debt +
short-term debt
~Tomlequiy
Total sales

“TonTassers

Net income

ol equiny

Net profit
et used 16

ereate revenue

Current assets

Crurrent Tabilies:

Cash +accounts
receivable +
investments

Crrrent Tabilies

Net sales
ol acconnts.

receivable

Total purchases
Ending accounts

payable balance
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Percentage change
in cash flony

Percentage change
in carnings per
share (EPS)

Percentage change
in market share

Percentage change
in sales

This is an excellent firstindicator
of cash flowarelated problers
Although it does not provide the
answer for why cash flows change,

itis the primary indicator, upon which
more detailed analyses may then be
conducted.

Indicates problems with either an
increasing base of equity that is not
being matched by increased carnings,
or else a reduction in carnings in
comparison to a steady equity base.

Is one of the best absolute indicators
of company performance, since an
improvement in this area means

that it has taken sales away from
competitors. However, there is not
necessarily a correlation between
market share and carnings.

A necessary trend line for all
companies, not only in total, but also
for individual product lines or
products. A decline should result in
cither renewed sales activity or new
product configurations to boost sales.

Incremental change
in cash flow
Tash Tlow Trom
previous period

Incremental

change in EPS

Trom previous
period

Incremental change
in market share

Market share from

previous period

Incremental
change in sales

“Sales Trom previons.

period
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Ratio of repairs and
maintenance
expense to fixed
assets

Ratio of depreciation
o fixed assets

Fixed asset mrmover

Ratio of retained
carings to capital

Economic value
added

Market value added

Working capital
productivity

Useful for determining the
condition of corporate assets, since
many repairs indicate old or
overused equipment

Determines the general age of
company equipment. A ratio close
0 1:1 indicates that assets are almost
fully depreciated.

Shows the asset base needed by
management to generate a certain
level of sales.

Used by a lender to determine how
much carnings are retained in a
business. Iflow then management is
trying to fund activities through debt
instead of equity

Shows the incremental rate of return
in excess of the cost of capital on

the net investment. If negative, a
company s not generating a return
in excess of s capital costs.

Shows the net difference betveen

a company's market value and the
cost of its invested capital. A negative
amount indicates that management
has done a poor job of creating value
with the equity base.

Shows the amount of working

capital needed to generate sales.
Alow ratio reveals that management
is using oo much working capital to
support sales

Total repairs and
maintenance expense
before depreciation
Accumulated
depreciation

“Tomal Trxed assers.

Net sales
Tixed assets

Retained carnings
Total stockholder's
equity

(Net investment) x
(Actual return on
assets— required
minimum rate of

return)

(Number of shares

outstanding x share
price) + (Market
value of preferred
stock and debi)—

(Invested capital)
Annual net sales

~Working capiial ~
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Cash flow adequacy

Cash flow return
on assets

Fixed charge
coverage

Cash flow to sales

Dividend payout ratio

Reveals if the cash flow from Cash flow from
continuing operations is sufficient operations

to meet all major payment Al scheduled
commitments. payments for long-

term debi, asset
purchases, and
dividends

“ash flow

If there s a large proportion of
noncash expenses, such as Total assets
depreciation or amortization, this

ratio will look much better than the

profit-based return on assets measurement.

Reveals the extent 0 which a Fixed expenses +
company must use its cash flow Fixed payments
o pay for fixed costs; a ratio Cash Tlow from
close to 1 indicates a high risk of operations
failure if sales decline.
Reveals the total amount of cash Cash flow from
flow attributable to each sales dollar operations
“Total revenue -
Shows the proportion of cash flow Total dividend
that goes toward the payment of payments
dividends. A worsening ratio shows Cash Tow from
an investor that a company is more operations

likely to cut the dividend.
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Average collection  Shows the number of days over Average annualized

period which an average invoice goes accounts receivable
unpaid. A long collection period is Average daily
evidence of several possible problens, credit sales

such as customers with poor credit,
incorrect invoices, or shipping problems.

Overdue accounts  Shaws the proportion of overdue Total of overdue
receivable accounts receivable as compared o accounts receivable
total receivables. An increase in this  ~Total accounts
ratio is a sign of worsening collection receivable
problems
Percent of cash Reveals the proportion of cash Dollars of cash receipts
applied on day of  receipts that are parked in a pending _applied on day of receipt
receipt account until they can be resolved;  —Torldollars ol
impacts collection activity incoming cash on
day of receipt
Payroll transaction  Determines the cost per person of  Total payroll outsourcing
fees per employee  processing a payroll cycle through fe per payroll cycle
apayroll supplier T Totalmumber of
employees paid
Ratio of purchase  Reveals if the accounting stafl is Total purchase
discounts to total  alertly taking all available purchase discounts taken
purchases discounts. However, a failure to doso  “Total purchases”

may be driven more by a lack of
available cash to make the carly

payments

Time 10 produce  Reveals the speed with which (Financial statement

financial statements  statements are issued. However, this issue date) - (First
will necessarily take longer in day of month)

amore complex environment, such as
when there are muliple divisions to

consolicate

Transaction error rate A prime indicator of not only the Number of errors
management ability of a controller; Total number of
but also the level of training and transactions
overall skill of the accounting staff

Transactions This is the best measure of the Number of trans-

processed per person efficiency of the accounting staff, actions completed
though it does not indicate if some Number of Rll-time
transactions should he completed at  equivalents required
all since automation may be an 10 complete

option that s being ignored transactions
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Long-term debt
repayment

Operating cash flow

Reveals 1t current cash flows are
sullicient for paying off regularly
scheduled debt payments

Shaws the basic underlying
elements of cash flow, excluding
one-time contributors to cash,
such as the sale of assets.
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— CahTlowfom
operations for
the period
Profits + noncash
expenses % changes
in working capital






OEBPS/images/f302-01.jpg
14 VIS 21 215 301 315 320 412 4/26
Assembly

Bowden, Greg 5% 3% 23%

Chavira, Elvia 0% 1% 6%

Jackson, Mike 16% 8%  21%

Williams, Rosa 3% 1% 20%

Zweifel, Alan 0% 98% 20%

Average of all 7% 18% 16% 19% 17%

Ouvertime






OEBPS/images/f304-01.jpg
OSOLBLT  SISTRLT  CLEFOLT  EIL'GBLT 9LEBILT FEITOLT
00018 0001E 000'1¢ 000'1¢ 0001e auoN vao: piaeq 9uLor
96168 05638 05678 08678 05678 000°cL, VIS dawgo[ ‘wspnds
0SL'9% YEL'9T ¥EL'9T ¥EL'9T ¥EL'9T ¥EL'9T 966°L3 VIS MRIPUY ‘UOS]AN
000'9F 916 0FE'SE 0FE'SE 0¥E'SH 0FE'SH 950°9% VIO'S MO WnureH
000°€aT BOOCGT  BOOGET  RO0'CGT  SOO'SEL  SOOSGT  Z66FET VoS aft10a0)
#00z8 #0078 #0078 #0078 H0EE 9eHES VoS yuvay ssog
00093 00093 00093 00093 00093 00095 dueN Paurmssy Arpendy 1y puung-fpsuey
85¢R1 8281 RERT RERT RERT SECST 966FF  eouemsy Aipendy 2109 g
LLRTE 96558 s1res RE0FE 12898 9LLOE  P000E  eouemssy Anpendy of wopi
000°0¢ B66'6F B66'6F F00'08 auemssy Aengy uvly S
GRELE 69006 908 690°C 9RE'C 966F% MduEmMSY AEng) 1oy PrEUOdN
186 BETFE 96T BEEFE 1608 966F% duemssy Qiendy runO(] ‘B[l
000'9% 01095 01098 01098 01098 01096 966%F WS uommpoig  vsawy ‘swuiumg
000'8% 966°LT 9662F 9662F 9662% 9661 966F WS UOINpoIl PRI U]
66£0L SOLOL SOLOL SOLOL SOLOL S6L0L 0080 WuSjy uomnpoi oLe( 150K
000 96676 96675 96675 00038 000 966%F WS uomnpoig 297 weyes
000011 900OTT 90001 0000TT  000OTT  000TT  000°0TI WSy uomnpoig HED ‘uosiapuy
81093 12028 LIRS 00038 00038 00005 ouoN AL 9018 qogt “nous
615°ck 98168 TF1°LE OF1LE 000°¢§ 00068 auoN WaLssold  wenpm plouday
| fe e w1 e 1Spng o tedag aurey






OEBPS/images/f303-01.jpg
HI08 PEPIE 98165 108 90208 ceg0s WAL sk PRI “Isatoyd
Le9'sh a9Er a9Er aaEr a9Er aroEr WA ssmard [ uosiseiy
1062 aste <ae'ls WAL ssdax] udeys ‘suog

819 bLg cees L9008 WA ssoar N ‘o

B8PS 096°0¢ 09605 096°0¢ 096:0¢ aduruaE oy sty
19265 107 er'te PREG 15L08 156+ aouzuaRl WAV UOSIIPUIH
03038 03E°FE BER'EE 03E°FE 0063 00563 I oug Hueaq
o8 <I'Ta 9960 9960 99608 9960 st PpaIoTT DI
1LE°68 88806 6! 8E0° 1S 8<0° sonsidory SEWOL |, UEMNS
000'ee 066'F¢ 066°7¢ 066'F¢ 066°F¢ 00a'5¢ smstso [ osoy
056 TF <65°98 00068 005°68 05568 05L68 sstor] 23077 taBury
06665 ¥65°15 ¥65°15 ¥65°15 Y6515 Y6515 snsifo Ozuoy ‘uney
003'0¢ 886708 886708 a8y 126°8¥ snsifop PIENOH TS
0 0 0 0 0 0 95H8F Suuaouy uadoy
9R6° 1S 986°1¢ 986°1¢ 808 aHR0g 08 9SH'sF Suweauisuy dufvys emag
000°86 F09'95 F09'95 F09'95 F09'95 FOS95 9SH8F Suweauisuy stua(] Aep
RLO'9% 610°er /8LLY /8LLY /8LLY /8LLY 96666 fiquiassy 2005 oMz
000°55 26628 26628 26638 88Fe8 Stquiassy axeq g
090°LF 090°L¥ 090°LF 12g'9% 12g9% 093°5F g “uoOl
aLEEs 8966 S 250'66 350'66 350'66 36188 fa08a10) “uosuyof
91508 L9503 L9508 ¥25°61 ¥25°61 ¥3E61 35188 fiquiassy ueq “fosog
un fe e @1 e 1Spng o tedag aurey






OEBPS/images/f307-01.jpg
998'0L9 OBI'IEZ_ BIS'I98 E16'69L°T
RITT & T8 200 £200 € WG0 00018 epeg woddng aoT L5008
S ¥ 91 L0 9000 5@ 600 008 W gg D 8 EO0FT
91'¢ 88L £90°T 1800 0 TI0L L0 S BPIOH WD F0°'SE0FT
<06 oLt 191 LEOO ¥E00 aAF0 0008 dun Buuminyg  960°010¢1
1 i z w0 L0061 6.0 901 w6z WD 9H) GE0FT
L88°T 6L1 628 8000 FE00 90T 5600 000E dep omog ey 10°GL0FT
896°T  BIF9 9LL 918 LE0O €100 GRS 10 00013 aduauSrT  aLg00k1
f0I'e e Leb 0315 9010 FEL0  6L9R  600F 0T ase) domed §0°T00FT
991 %6 W 6500 8100 808 £0 008 BPOH APIRE  $9°'500FT
pude  g0qr]  PUAR  10qF]  [PUSIN anuoam g pos A0 Daqua N wal
50D PIOL 10D IO KD HUY MO WU 0L wun

% wiliwpy (g parog ppog spooo) fo iso) piopuvs






OEBPS/images/f306-01.jpg
w@ra 06L L0 FI00 FOLT W00 0009 oo L09g0rT
6L0°1 89 L0 FE00 00T €010 000'0G aMog N 130°FE0FT
1@ aL 991 €100 £500  09F @O0 000°¢ uoods aupipapy 1'930¢1
st oL 0zt 900 Roro cog LIF0 0SI'L  2SeDonuo) Mow  [0°LEOF
Ll WE6E  FI0E <100 L9000 906'H  SEI0 0F9GE: R 9003
008 s £200 0ST0 LT eT0 668 LTS L0
£89 6L 9200 0RO 000G TO 0000G FOI [PUIWIRL  FEEE00FT
12t 91 P00 8600 8LE AL VA LTI Z06E0FT
(e LLERE 0060 ELPE 9108 61T Z66'ET g odvia 10000521
@88 9981 <610 G650 G306 090 000G dunts #EaE1
HI6E 095'L el @Loo0ILt mardaed 10070821
T 500 98¢ 900 000'L prd foy

o G010 w1 o1 96 vl 90L11

981 L300 08¢ 9TT0 000 10400005 T0¢'F00FT

S8 LOT® RIE0 19091 2060 08F'RI praudo  zogzst

995 61TL $20°0 0110 16 1¥I0 000°%9 wed {qeg

@09 9626 LT POSFL  LSO0T  F9GT &H9 POy 2PLI)

- wsE — 0860 ETFE R0 910% 1900wy mwoq

S11 6 2500 3000 8% 00 00¢' LS 1y

et QT PHOW onuaAR onid  PRSAD)  uondibsaqueip oN wn
%00 101, 1500 P10 s00 0 woL wn

% wiliwpy g parog ppog spooo) fo isu) piopuvs






OEBPS/images/f127-01.jpg
60,000
40,000

20,000

0 W Budgeted Gash
Flows
~20,000
B Actual Cash

~40,000 = Flows
~s0.000 (l-— e
-s0.000
100000 L —

T





OEBPS/images/f309-01.jpg
No. Customers = 30
Percent of Sales

Annual Sales = $531K
Annual Margin = 47%

No. Customers = 10
Percent of Sales 42%
Annual Sales = $1,313K
%

Annal Margin = 37

Annual
AMI Indusries Innovative Brick Margin % Dollars
AtLast Gourmet  Tnovonics Acme 607,600
Audubon Park Mann's International | Best Western 39% $134,200
Bolder Tech Mark VIl Equipment | Champion Auto 8% $15490
High | Broncorp Martin Gillet Estes Paints % $340400
Margin | Buckeye Melco Indus. Gates Plastics 0% $120800
Bush Hog Turf Peak Indus, Hudson Bay Products  35%  §1586,200
Chem Source Product Architects | International Diversiicd  39%  $964,400
S Inc. Progressive Spec Monster Equipment $123,300
ComersionTech  Ryco Packaging Sudden Coffee $440,100
Denver Instrument Scientech Venture Home Foods $130.500
French Made Spraying Systems $1312,500
Great Plains Toxonomics
Grecian Delight ~ Wave Sports
Hunter Dougls ~ Sensormedics
0%
No. Customers = 19 No Customers =9
Percent of Sales = 5% Percent of Saes = 48
Anmual Sales - 493K Annual Saes = $4.871K
Annual Margin = 11% Annual Margin - 22%
Annual
Margin % Dollar
Aspen Products Polymedica Anterior Designs T W
Backman Services  Primealert Bombproof Digperies  14%  $130900
Brush Mat Rocky Min Ol EarlyRescarch Corp. 24%  $925,000
Low | Case Logic Scou Sysems Engincered Solutions 2% $256,400
Margin | CMS Inc. Sun Co Hightand Scors 2690 S1650
Growder Supply T, Marzeti . Kanberra Koala 9% $1559500
Eastco Interior Tranex Optimum Energy 226 904500
Easy CGare Weston Oil Trimetal 6% $548300
Halsion Ol Zech Waverly Sports 245 $196,000
Houy SHSTLI00

Tow Revenue

S100K

High Revenue
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ays of accounts receivable =
(Accounts receivable / Annualized sales) x 365
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Gustomer Name

Credit Limit

Current
Balance

Credit Used (%)

Proportion
Overdue (%)

Flower Alley
Peonies Inc.
Columbine Co.
Evergreens Plus
Deciduous Delight
Aspens to Go
Lilies Lid.

§100,000
50,000
80,000
20,000
10,000
40,000
60,000

$110,000

000

000
5,000
15,000

10,000

110
104
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Daily WIP Inventory Report
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Interest  Interest

Total Interest Tax Net of Costor
Description Amount  Rate (%)  Rate (%) Tax (%)  Income
Line of credit 500,000 05 6.175

Term note 500,000 8.0 200

Term note 50,000 83

Term note 50,000 02 5.980

Money market 100,000 20 1500

Municipal bond 300,000 0 5.200

Corporate paper 200,000 5 4615
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Investment
Description

Amount of
Investment

Interest
Rate  Maturity
Eammed  Date

Notes

5M Bond

Emerson Electric Bond
GE Commercial Paper
Money Market

Motorola Bond

U.S. Government
Security

Totals

§1,500,000

2,500,000
3,000,000
500,000

750,000

2,250,000

$10,500,000

4/05/09

226  None

720 3/15/00

5.1% 70119

Retain to maturity
date

None

None

Double this
investment 1o increase
amount of operating
fuands on hand

Risk level increased
due o iridium failure
Sell for higher rates
on commercial paper
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Mold January  February  March  Quarterly

Mold No.  Description  Scrap (%) Scrap (%)  Scrap (%) Scrap Gost

Pail 6 $4,508
Tray pack 17 4,001
Litter box 28 3,801
Golf ball 2 3.5 3,500
Rocket kit 7.2 6.1 2,508
Storage box 5.3 42 2,008

152 1 721

Alarm panel
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1l(Project net present value x probability of commercial success)
- commercialization cost] x (probability of technical success)} - product
development cost
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Target Current Percentof  Allowable
Cost Milestone Toint Cost  Target Cost Percentage
$48.00  Design specification $66.24 140%
Product design completion $61.92 1304
Quality assurance review $59.52 1200
Product packaging development 100%
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Asset Net Book  Resale Disposition
No. Asset Description Value Value Notes
112 ton injection press 000 $41,000  On sale consignment
1308 90-ton injection press 000 61,000 On sale consignment
411 Grinder 8,000 7000 Being advertised
1500 Hyster forklift 10,000 4500 Noaction
1616 Warchouse racking 9,500 0500 Being advertised
1772 Ford flarbed truck 18,500 16,000 Noaction

NG Driller 000 31,000 On sale consignment
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Long-Range Cash Forecast

06/03/07
[All Numbers Ave in Thousands]

This

Month  Jun-07 Jul-07 Aug-07 Sep-07
Debt Right Now 4,434
Gash In: Revenues—Product Sales — — 1640 073 615
Gash In: Revenues—Service 1 5
Gash In: Revenues—Parts 150 150
Gash In: Revenues—Rentals a3 a3

Accounts Receivable Receipts
Total Cash In

Gash Out
Materials
Total Nonmaterial Expenses
Capital Expenditures
Less: Depreciation
Accounts Payable
Total Payroll
Total Cash Out

Net Change in Cash
Ending Debt

51

-130
4,564

1,609

20
4,244

1,082
517

8

344
3,900

1214

17
3,783

3,788

Assumptions: All payables paid in 30 days. All receivables collected in 30 days.
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Total Working Capital

3,500,000
3,000,000
2,500,000
2,000,000
1,500,000
1,000,000
500,000
0
RN S
Working Capial Trnd Line
Total
Accounts Accounts Working
Receivable Inventory Payable Capital
9/06 2,028,000 9/06 1,839,000 9/06 1,604,000 9/06 2,263,000
10/06 1,663,000 10/06 1,614,000 10/06 1,423,000 10/06 1,854,000
11/06 1,498,000 11/06 1,784,000 11/06 933,000 11/06 2,349,000
12/06 1,664,000 12/06 1,932,000 12/06 942,000 12/06 2,654,000
01/07 2,234,000 01/07 2,007,000 01/07 1,152,000 01/07 3,089,000
02/07 2,450,000 02/07 2,273,000 02/07 1,862,000 02/07 2,861,000
03/07 2,042,000 03/07 2,419,000 03/07 1,671,000 03/07 2,790,000
04/07 3,036,000 04/07 2,715,000 04/07 2,575,000 04/07 3,176,000
05/07 2,998,000 05/07 2,588,000 05/07 2,585,000 05/07 3,001,000
Today 2,875,000 Today 2,976,000  Today 2,606,000  Today 3,245,000





OEBPS/images/f319-01.jpg
Breakeven Analysis (2-Month Average)

Net Profit

Revenue  Margin  Gross Margin  Fixed Gost  (Loss)

930,000 34.0% 523,124 ~221,877

1,000,000 34.0% 540,130 ~204,870

1,050,000 54.0% 357,137 ~187,864

1,100,000 54.0% 74,1 ~170,8;

1150000 54.0% 391,150

1,200,000 34.0% 408,156 ~136,844

1,250,000 54.0% 425,163 ~119,838

1,300,000 54.0% 442,160 ~102,831

1,350,000 34.0% 459,176 545,000

1,400,000 34.0% 476,182 545,000

1450000 34.0% 5,000

1,500,000 54.0% 510,195 545,000

1,550,000 34.0% 527,202 545,000

1,600,000 34.0%

1,650,000 54.0%

1,700,000 54.0%

1,750,000 34.0% 50,298

1,800,000 54.0% 67,234

1,850,000 54.0% 84,241

1,900,000 34.0% 101,247

1,950,000 34.0%

2,000,000 34.0% 680,260 545,000

2,050,000 34.0% 697,267 545,000

2,100,000 34.0%

50,000 34.0% 186,280

2,200,000 34.0% 203,286
34.0% 220,21
34.0% 237,200
34.0% 254,506
54.0% 271312
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[Explanatory

ftes Included if Variance Greater than 5%]

“Actual Cash
Week  Balance

1

Explanatory Notes

Jan 2275
14Jan
21-Jan
28-Jan
4-Te

11-Feb
15-Feb
e

4-Mar
11-Mar
18-Mar

20-May 4,188

May 4330

Torecast Tercentage
Mo. Ago Variance Variance
2,075 200 9%
2,109 41 2%
2,581 6%
2,843 —4%
3,000 4%
3,305 -2
1%
2,942 15%
E 5%
500 2%
1200 1%
589 3%
3,604 4%
3,802 2%
3,921 0%
1900 —1%
3,781 1%
4, 13 3%
4,031 403 9%
4,000 188 4%
-164 4%

DEF customer paid early

ABC customer paid late

Bank error in recording
check

Paid for capital expenditures

Customers took 29 early

payment discount

Gustomers took 29 early
payment discount
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450-500 Ton

Feb. Mar. Apr. 5/02 5/00 5/16 5/24

5/08 5/15 5/23 5/31

450-500 Ton

700-950 Ton
100%
80%
60%
40%
20%
0% 700-950 Ton
Feb. Mar. Apr. 5/02 5/09 5/16 5/24
5/08 5/15 5123 5/31
Total
100%
80%
60%
40%
20%
0%
Feb. Mar. Apr. 5/02- 5/09- 5/16- 5/24-

5/08

sis

5/23

531
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55100 Ton

8%
80%
5%

T

&%
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150-200 Ton

Feb.  Mar  Apr  502- S00- S/6- 524-
S08 SAs s23 Sl

300-400 Ton

500-400 Ton
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(500 cans per hour) x $.04 = $20 per hour incremental cash inflow
= (§20 per hour of cash inflow) x (40 hours per week)
X (52 weeks per $41,600
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(Interest expense) X (7 — tax rate)
(Amount of debt) — (Fees) — (Discount on sale of debt)

= Net after-tax interest
expense

or

$95,000 % (1= .35)

100,000 $25,000 - sa0,005 = Net afer-tax interes expense
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Gash Flow Line Ttem January  February March
Section I—Assumptions
Sales dollars per period $2,000,000  §2,500,000  $3,000,000
Production costs as a percentage of sales 9
Days needed to collect accounts receivable 45 5 5
Days needed to pay accounts payable 30 30 30
Days of inventory on hand 50 60 60
les tax percentage 6% 6% 6%
Sales per employee $100.000  $100,000  $100,000
Annual average pay per employee §10000  $4L000  $41,500
Section 11—Cash Inflows
Collections on accounts receivable* 2,000,000 §2,000,000  $2,250,000
Collections on notes receivable 5,000 5,000 2,500
Collections from asset sales 0 15,000 0
Collections from equity sales 0 0 100,000
Total Gash Inflows §2,005,000  §2,020,000  $2,352,500
Section 111—Cash Outflows
Payments for production costs* $1,000,000  $1,100,000  $1,375,000
Payments for salaries and wages 66,667 85,417 103,750
Payments for general and
administrative costs 175000 175,000 175,000
Payments for capital expenditures 0 150,000 0
Payments for notes payable 25,000 25,000 25,000
Payments for sales taxes 120000 150,000 180,000
Payments for income taxes 0 0 75,000
Payments for dividends 0 0 200000
Incremental inventory change 0 730,000 550,000
Total Cash Outflows $1,386,667 §2435417  $2,683,750
Net Cash Flows 415417 31,250
Cumulative Net Cash Flows §202,916 5128334

Sales for each of the two preceding months are assumed to be $2,000,000.
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AR APem X = BRI < Net afier-tax interest expense

Amount of debt
or
395,000 (L=35) _ et after-tax interest expense
$1.000,000 ety el
§61,750

§1.000.000 = 175%
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Cash Inflow Present Present  Cumulative

(+)or Value  Valueof  Net Present
Year Description Outflow () Factor  Lineltem  Value

0 Machine purchase §-250,000 0 §$-250,000

I Working capital ~100,000 8920 -§9,290

I Revenue +350.000 8020 4812

I Reduction in taxes 410,000 8920 48,020
due to depreciation

2 Maintenance costs 20,000 944

2 Revenue +350,000 020

2 Reduction in taxes +10,000 47,072
due to depreciation

5 Revenue +350,000 7118 +249,150

5 Reduction in taxes +10000 718 47118
due to depreciation

4 Maintenance costs 20,000 —12710 4496740

4 Revenue +350,000 +719,16;

4 Reduction in taxes +10,000 +725,520
due to depreciation
Revenue +350,000 +198,500  4924,110
Reduction in taxes +10,000 5674 4029784
due to depreciation

6 Maintenance costs ~20,000 -10.1

6 Revenue +350,000 +177.310

6 Reduction in taxes +10,000 +5,066
due to depreciation
Revenue +350,000 +158 +1,21
Reduction in taxes +10,000 +, +1,21
due to depreciation
Working capital recovery  +100,000 +45.230  +1,310,086
Machine salvage value +75,000 1923 §1,344,000

Note: (a) All revenue line items are net of income taxes paid. (b) The present value,
factor is based on a discount rate of 129 (c) The reduction in taxes due to
depreciation expense is based on a depreciable asset value of §175,000,
straight-line depreciation for seven years, and an incremental corporate tax

rate of 40¢
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Prelerred stock interest cost = Principal X interest rate
Preferred stock interest cost = $1,000,000 x 9%
$90,000 = $1,000,000 x 9%
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No Stock  Stock  New Total - New Total
Stockholder ~ Shares  Shares  Rights  Rights  No. Shares  Shares
Name Held  Held (%) Isued®  Used  Held  Held (%)
Smith 150,000 150,000 0 150,000 12
Jones 0,000 360,000 0 360,000 20
Fitch 100,000 10 100,000 100,000 150,000 12
Evans 250,000 250,000 375,000 30
King 140000 14 140,000 140,000 210,000 17
Totals 1,000,000 100 1,000,000 490,000 1,245,000 100

*Two stock rights are needed to purchase one additional share.
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Principal X (Interest rate X (1 - Tax rate))
Debt cost= $1,000,000 X (9% x (1 = .35))
$1.,000,000 x (9% %
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Actual Budget
Projected Present Present
Description Actual Actual  Budget Value* Value*
Cash Outflows
Capital ltems  $1.250,000  —  $1,100,000 $1,100,000
Working Gapital 750,000 — 500,000 750,000 500,000
Total Outflows ~ §2,000,000  —  §1,600,000 $2,000,000  $1,600,000
Cash Inflows
Year 1 250,000 $250,000
Year 2 575,000 400,000 315638 536,680
Year 3 450,000 500,000 347490 586,100
Year 4 450,000 500,000 318780 854200
Year 5 450,000 500,000 292455 324950
Total Inflows  $1,075,000  $000,000  §2,150,000 5,715 $1,631,280

et Present Value —

87

+51,280

* Uses discount rate of 9
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Quantity  Selling  Material  Labor  Standard  Standard
Product Sold  Price/Ea  CosyEa  CosyEa  Margin (%) Margin (§)
Saw 450 2200 1500 400 14 1,356
Table saw 540 21000 15000 2800 15 17,010
Screwdriver 1,000 5.40 5.00 150 17 918
Hammer 500 1200 650 350 1,020
Drill 890 4800 3100 5.00 10,680
Wrench 510 1500 800 300 1256
Bench 720 4100 2100 7.00 0,446
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Pricing Detail for Racing Bike in September

Promo- Adver- Net
Quantity  tional  tsing  Total  Unit
Customer Base Price Purchased  Allowance Support Revenue  Price
Schwab Racing 000 100 — — $35000
Bike Town 350.00 50 — — 0
Wheels, Inc 350.00 25 — — 8,750
Spokes n Swff 35000 12 — — 4,200
Bikers Villages 35000 — — 26250
Fred's Discount  342.00 §5,950  $1,500
Totals — 1,500
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Bicycle, Tandem

$209.00
$208.00
$207.00
$205.00
$204.00
$203.00

D

Bicycle, Mountain
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Costs at Costs at Costs at
Minimum Normal Maximum
Capacity Capacity Capacity
Description Usage Usage Usage
Facility overhead cost $1,000000  $3500,000  $5,000,000
Gapital replacement cost* 0 0 400,000
Equipment maintenance cost 0 450,000 600,000
Cost of environmental damage 50,000 50,000 50,000
insurance
Cost to investigate possible 100,000 100,000 100,000
environmental damage
Facility modification costs 0 0 700,000
Total costs SLI50,000  $4,100,000  $6,850,000
Percent capacity level 0% 50%
Cost per percentage of capacity N/A $62,000 $81,000

* Represents the depreciation on capital replacement items.





OEBPS/images/f203-02.jpg
Full Labor Billing Rate Breakeven

Name Cost/ Hour Per Hour = Billable %
Abrams, ] $21.50 $45.00 49%
Barlow, M. 56.87 00 67%

Chubby, T 4731 60.00 79%
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Billing Rate  Billable NetBilling  Full Labor  Gross

Name per Hour x Percentage = Rate per Hour — Cost/ Hour = Margin
Abrams, ] 46% $20.70 $21 ($1.19)
Barlow, M. 1% 50.05 36.87 1318
Chubby, T 60.00 1009 65.40 4751 18.00
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Net Present Value Analysis [All figures in thousands]

Personal Net
Equipment Equipment “Testing Maintenance Property Cash

Period Purchases Installation  Costs  Costs Taxes  Revenue Flows
1,200 @00)  (250) (50) @) 300 (1648
2 ( @s) 600

3 (©0) @s) 650

4 @s) 700

5 @) 750

6 120 (75 @)

Cost of Gapital: ~ 13% Net Present Value:  $8
Notes:

(1) Assumes a 10% salvage value at the end of the project.
(2) Assumes that positive cash flows will commence halfiway into the first year

(3) Assumes that personal property taxes will still be owed in the final year of
operations, despite a projected disposal sometime during that year
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Week Ending

Name 07 Feh.  14%eh 21 Teh, 28 Feb.  Hours  Billable %
Abrams, ] 10 30 0 0 70 46%
Barlow, M. 10 27 30 138 91%
Chubby, T 48 42 43 165 109%
Totals 128 60 82 373 829
Billable % 107%  98% 58% 685% 826

Work Days 5 4 5 5
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$10,000
$8,000
$6,000
$4,000
$2,000
$0

Projected  Projected
Outcome  Cash Inflow

1 $5,400

2 33,200

3 $1,700

4 36,100

5 00

6 00

7 §5,800

8 $5,000

9 $3,900

10 4250

1 5,950

700

Quartile Values

$3,125

2 3

Risk Analysis for a Capital Project

Result
Minimum Value of all Outcomes  $1,700
Maximum Value of all Outcomes  $8,000
Median Value of all Outcomes — $4475
Minimum Value 1,700
Value of 25th Percentile 83,125
Value of 50th Percentile. 34475
Vallue of 75th Percentile. $5,838
Maximum Value $8,000

Degree of Skew 024
‘Standard Deviation $1,808

$5 838

Text of Formula
MIN(SCS5:5C516)
“MAX(SCS53C$16)
=MEDIAN(SCS5:$C$16)

~QUARTILE ($C$5:5C516,0)
“QUARTILE(SCS55CS16,1)
~QUARTILE(SCS5:5C316,2)
~QUARTILE(SCS5:5C316,3
~QUARTILE($CS5:5CS16,4)

=SKEW(SCS5:5CS16)
—STDEV($C$5:$C$16)
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stof Capital

Cost of Copital | Net Present Value | FomulaText
1% $544 =NPV($C18 NPVISH$6 NPV ISH$11)
3% $429 =NPV(SC19,NPVISHS6NPVISH$LL)

IPV(SC20,NPVISHS6 NPVISHSLL)
[PY(SC21, NPVISHSG NPV I$HSLL)

9% $150 =NPV(SC22,NPVISHS6 NPVISHS1 1)
1% $75_=NPV(SCZ3,NPVISHSGNPVISHS11)
13% $8_ =NPV(SC24NPVISHS6 NPVISHS11)

(357) =NPV($C25NPVISHSG NPV ISHS11)
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[Results Table
Interest Rate Prectnt Value
500% $ 9,69482
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Ski
Snowboard
Bicycle
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Labor Rate  Payroll  Pension  Medical Long-term  Full Labor

Name perHour  Taxes Maiching Insurance Disability Cost / Hour
Abrams, ] $17.50  $157  $0.05 $50.04 $21.80
Barlow M. 2032 230 005 0.03 36.87
Chubby, T. 4107 322 0.0 0.04 4731






OEBPS/images/f153-01.jpg
Unit Volume ~ Unit Variable Cost Uit Fixed Cost Total Unit Cost

55,000 $3.20 $5.00 §5.20
3.20 743
320
320

3.20






OEBPS/images/f286-01.jpg
B | ] D E 3 G
Present Value Calculation
[Toterest rate 5%
[Number of periods 8
[Payment in each period § 1,500
Present valoe Formie]
[Present value $9.694.82] |=pucecsice)

[Results Table

5.00%.
5.25%
5.50%
575%
6.00%.
6.25%
6.50%
675%
7.00%.
1.25%
7.50%
7%
8.00%.
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850%
875%
9.00%.
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9.50%
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10.00%

749330
743428
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731840
7,261.52
720533
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10,544.03
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9,568.33
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937033
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917859
9,085.00
8992.87
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881293
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11,43.26|
11,306.44|
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$1,000 50 350 $150
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[Thru 4/07]

YID YD Month  Month
Customer Name Forecast  Acwal  Variance  Forecast  Actual  Variance
AB Farriers 000 21,000 8417
Addison Meyers 285,000 85,000 178,489
Best Eastern Corp, 32,000 15,000 13,041
Bonakemi 48,000 5000 10,868
Brittle Designs 50,000 11,000

Brush Mat 15,000 15,000 51
Case Logic, Inc 26,000 5000 13,147
Champion Systems 24,000 0 1Laso
Easy Care, Inc 45,000 15000 17,518
Engaging Systems 1,770,396 TSR TIBETS 1004675
Engineered Data 47,000 11,800 000 18,074
Products

Estes Industries 26,000 & 12,000

Gates Rubber 40,000 2630 14,000

Great Plains 6.600 76 2,200

M. Co.

Green Thumb Foods 25,678 0

Hudson Bay Products 115, 300,000

Hunter Supply 20130 3,000

Innovative Solutions 22070 14,000
novonics 21173 3,000

International Diverse
Food
Kart Designs

AT 20000 13920 10080

20786 138705 66961 71,831

Magnalah 04620
Martin & Sons 3,000 3,975
Mile High Equipment 36,002 30,000 36,457
Miscellaneous —72810 25,000

Optirnum Corp. 120000 100,274
Polymedica 5000 7244

Primary Colors
Product Architects

Looo

Progressive Specialty 0
Glass
Ryco Packaging 0 0 3,381
Scott Systems 30,000 0
Sensormedics Corp. 0 0
Superior Designs 210,000 60,000
T Marzetti Company 8000 0
Temporary Artifacts 0 0
Tenere 0 0
Toxonics 1000 838 4318 0
Tranex 9,000 3,000
Trimetal Corp 60,000 20,000
Ventura Foods 41,000 20,000
Very Fine Foods 146,000 11,000
Weston Oil 0 0

Totals AATL861 5054673 1482812 1744073 2,033,065
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Target Target Target

Part Current Target  Cost  Target  Gost  Target  Cost
Description  Cost  Date  Reduction Date  Reduction  Date  Reduction
Headrest $12.32  02/06 2. 08/06 02/07

Molded scat 1041 02006 4 08/06 0207
Seatcushion 505 0206 1 08/06 0207

Rockerbar 421 02006 5 08/06 0207

Seat belt 333 02006 2 08/06 0207

Side panel 109 0206 8. 08/06 0207

Foam pad 79 02/06 08/06 02/07
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Engineering
Nelson, Mark 28% 6% 15% 10% 0% 6% 18%
Maintenance

Delatore, Alex 31%  15% 249 8% 15%  36%
Hansen, Erik 0% 1% 41% 319 28% 41%
Lage, Laurence 15%  19% 265% 24% 4%
Strasheim, Dave 24%  33% 39% 34% 33% 31%
Mold Shop

Davidson, Raymond 0% 5% 5% 10%

Miller, Jerry 1% 31% 16%

Ruybal, Tim 1% 0%

Stallsworth, Delbert — 25%  23%

349%

Process Technicians
Allen, Aaron 8% 13% 28% 21%
Barron, Alejandro

0%
44%

Estrada, Steve 5% 15% 1% 11% % 10%
ergely, Mark 1%
raham, Carl 13%

Michels, Shayne 365% 33%

Pham, Hung

Reynolds, Mike 0% 0% 1% 0% 11% 1%

Sherman, William 1% 5%

Quality Assurance

Bell, Vellia Mae 0%

McDonald, Theresa 1% 0% 0% 13%

Perez, Yvonne o L 209 0%

Reidenbach, Donna  10%  149% 285 19%

Smith, Jacqueline 0% 13% 13 13%

Logistics

Berlener, Kara 24% 23% 29% 19% 86

Chhoeung, Lin 0%
age, Clarence 396

Garcia, Rebecca 8% 21% 10%

Jacques, Kum 10% 0% 1%

Lowrey, Jim 2
Stewart, Loretha 26%

Tucker, Dawn 0%

Warnke, Tom 3% 30% 26% 23% 2% 6% 19%

Webber, Ricky 0%

SGeA

Courtney, Debbie 8% 9% 13% 6% 13% 8%
Martel, Kim 2% 1% 8% 0% 0%

Newton, Merrie 4% 9% 9% 9% 15%
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Budget Actual

Engineering

Engineer 4 3 Meyer, Nelson, Ruggiero

Assenbly

Inspectors 2 1 Williams

Manager 1 1 Zeliman

Supervisor 1 1 Manners

Planner/Scheduler 1 1 Zweifel

Warehouse Staff 2 3 Bowden, Chavira, Jackson

Maintenance

Maintenance Lead 1 1 Strathmore

Maintenance 3 Delatore, Hansen, Lage

Mold

Mold Coordinator 1 1 Ruybal

Mold Tech 2 3 Davidson, Miller, Stallsworth

Process Tech

Process Engineer 1 1 Coomes

Process Tech 5 11 Allen, Barron, Estrada, Gergely, Graham, Michels,
Pham, Reynolds, Sherman, Tietzel, White

Production

VP/General Mg 1 1 Souders

Plant Manager 1 1 Horton

shifc Coordinator 4 4 Lawrence, Rhoads, Roybal, Schumann

Quality

Quality Engineer 2 Miller

Quality Stalf 4 Bell, McDonald, Perez, Reidenbach, Smith

Selling, Gen., Admin.

Accounting Staff 1 1 Martel

Admin. Assistant 1 1 Courtney

ontroller 1 1 Manson

Customer Service 2 2 Geurink, Newton

Human Resources 1 1 Nelson

MIS Coordinator 1 1 Hanson

President 1 1 Anderson

Sales Manager 1 1 Miller

Logistics

Warehouse 1 1 Espinoza

Coordinator

Materials Manager 1 1 Rosenthal

Scheduler 2 2 Berlener, Garcia

Warehouse Staff 5 9 Chhoeung, Gage, Jacques, Lowrey, Stewart,
Tcker, Warnke, Washington, Webber

Totals 64
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Milestone Budget Actual Total Variance
Design criteria 350,000 $375,000 5,000
Modeling 120,000 135,000 40,000
Final specifications 275,000 300,000 65,000
Testing 110,000 0,000
1000 155,000

Pilot production
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Milestone Budget Actual Total Variance
Storyboards $175,000 $135,000 540,000
Initial coding 572,000 600,000 ~12,000
Testing 305,000 300,000 ~17,000
Procedures 8,000 65,000 —10,000
Installation 129,000 50,000 11,000
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Road Bike Month 1 Month2 Month% Month4 Month5 Month6
Grosssales  $25,000  $25,306  $25,625  $25,057  $26,304
Margin (%) 50 49 48 47 46
Total margin ~ $12,500  $12,400 §12,200  $12,100  $12,000
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Road bikes $12,500 $12400 12300 12,200 $12,100  $12,000
Mountain bikes 10,000 10500 10,600 10,700 11500 12,000
Bike accessories 2500 8,000 2500 3,000 5,500
Unicycles L0000 1250 1500 2,100

$26,000 1150 00 $29,200
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