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Preface

HE THIRD EDITION OF the New CFO Financial Leadership Manual is designed

to give the chief financial officer (CFO) a complete overview of his or her place in

the corporation, and to provide strategies for how to handle strategy decisions
related to a variety of financial, tax, risk, and information technology issues. Some of the
questions that Chapters 1 through 4 answer include:

= What should I do during my first days on the job?

= What are my specific responsibilities?

= How do I increase the company’s return on assets?

= When should I issue convertible securities?

= What factors should I consider in regard to a step costing decision?

= When can I use net operating loss tax carryforwards?

= How do I decide which products to eliminate?

= How can I use transfer pricing to reduce income taxes?

= What specific information technologies should I install for a certain type of business,
such as a low-cost producer or rapid product innovator?

The CFO must also become involved in a variety of accounting topics, though not at
the transactional level of detail with which a controller will be occupied. Key areas of
concern are the development and maintenance of performance measurement and
control systems. The CFO must also interact with the internal and external auditors.
Chapters 5 through 7 address these topics, and yield answers to all of the following
questions, as well as many more:

= How do I set up a performance measurement system?

= What are the best performance measurements to install for tracking a variety of
accounting and financial issues?

= What types of fraud can be committed, and what kinds of controls can reduce their
likelihood of occurrence?

= Which key controls should I install?

= How do I identify and eliminate unnecessary controls?

= What is the impact of Sarbanes-Oxley on my company?

= Who serves on the audit committee, and what is its role?

= How do I deal with the external and internal auditors?

xiii
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One of the CFO’s primary tasks is the analysis of a wide range of financial issues,
resulting in recommendations for action to the management team. Chapters 8 through
10 address such topics as the cost of capital, capital budgeting, risk analysis, capacity
utilization, and breakeven analysis. With these chapters in hand, one can answer the
following questions:

= How do I calculate my company’s cost of capital?

= How can I modify the cost of capital to increase shareholder value?

= What are the various methods for determining the value of proposed capital
projects?

= How do I calculate net present value, the internal rate of return, and the payback
period?

= How do I allocate funding to research and development projects?

= How do I determine capacity utilization, and what decisions can I make with this
information?

= How can breakeven analysis be used to optimize profitability?

A CFO is sometimes given the primary task of obtaining funding. In this role, the
CFO must know how to manage existing cash flows, invest excess funds, and obtain both
debt and equity financing. These topics are addressed by Chapters 12 through 14, which
provide answers to all of the following questions, and more:

= How do I construct a cash forecasting model and measure its accuracy?

= How do I control cash flows?

= What investment restrictions should I recommend to the board of directors?
= What are good short-term investment options?

= What are the various types of available debt financing?

= How do I conduct a private placement of stock?

= How do I arrange a private investment in public equity?

=  What information goes into an offering memorandum?

= How do I place a value on offered stock?

The goal of many larger companies is to go public, which gives their shareholders a
convenient method to sell their ownership interests, and which also gives the company
a potential source of new capital. The CFO should know the mechanics of conducting an
initial public offering, as well as how to subsequently file a variety of reports with the
Securities and Exchange Commission (SEC). The CFO also needs to know how to interact
with the investment community, and, if the burdens of being publicly held are too great,
how to take the company private again. These topics are covered in Chapters 15
through 18, which answer the following questions, and a great deal more:

= What steps do I follow to complete an initial public offering?

= What reports do I file with the SEC, and what information should I include in them?
= What forms are available for registering stock, and which one works best for me?
= When should I use a shelf registration?
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= How do I make a Fedwire payment?
= How do I deal with the buy side and sell side of the investment community?
= How do I file with the SEC to take a company private?

Though a CFO can certainly be of great value to a company by properly managing
its flow of funds, there are also a number of management areas in which he or she can
enhance operations. These are addressed in Chapters 19 through 22, which discuss risk
management in general, foreign exchange risk management in particular, outsourcing,
and mergers and acquisitions. By perusing them, one can find answers to the following
questions:

= How do I engage in risk planning?

= What types of companywide policies and procedures should I install to mitigate
risks?

= How do I evaluate insurance carriers?

= What foreign exchange hedging strategies are available?

= What are the advantages and disadvantages of outsourcing various aspects of the
accounting and finance functions, and which contractual and transitional issues
should I be aware of?

= How do I evaluate acquisition targets?

= How do I place a value on an acquisition target?

= What legal forms of acquisition are available?

There are also several topics that may require some degree of expertise by the CFO
from time to time. One is employee compensation, which is addressed in Chapter 23. It
covers such topics as deferred compensation, life insurance, stock appreciation rights,
stock options, and the bonus sliding scale. An issue that a CFO certainly hopes never to
experience is bankruptcy, which is described in Chapter 24. This chapter describes the
sequence of events in a typical bankruptcy proceeding, as well as special bankruptcy
rules, payment priorities, the parties that typically become involved in the process, and
the impact of the Bankruptcy Act of 2005.

The CFO may also require checklists to perform certain aspects of the job. Toward
this end, Appendix A contains a checklist that itemizes the usual priority of action items
required during the first days of fitting into a new CFO position. Appendix B contains a
summary-level list of performance measurements that are useful as a reference for those
CFOs who are constructing performance measurement systems. Finally, Appendix C
contains an extensive due diligence checklist that is most helpful for reviewing the
operations of a potential acquisition candidate.

In total, this book is a comprehensive guidebook for the CFO who needs an overview
of strategies, measurement and control systems, financial analysis tools, funding
sources, and management improvement tips that will help provide the greatest possible
value to the company.

Steven M. Bragg
Centennial, Colorado
December 2010
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CHAPTER ONE

CFOQO's Place in the
Corporation

EARS AGO, CHIEF EXECUTIVE officers (CEOs) were satisfied with finance

chiefs who could manage Wall Street analysts, implement financial controls,

manage initial public offerings (IPOs), and communicate with the board of
directors—who, in short, possessed strong financial skills. However, in today’s business
environment, the ability to change quickly has become a necessity for growth, if not
for survival. CEOs are no longer satisfied with financial acumen from their CFOs. They
are demanding more from their finance chiefs, looking instead for people who can fill
a multitude of roles: business partner, strategic visionary, communicator, confidant,
and creator of value. This chapter addresses the place of the CFO in the corporation,
describing how to fit into this new and expanded role. It also describes the roles of three
key subordinates—the controller, treasurer, and investor relations officer.

FIRST DAYS IN THE POSITION

You have just been hired into the CFO position and have arrived at the offices of your
new company. What do you do? Though it is certainly impressive (to you) to barge in
like Napoleon, you might want to consider a different approach that will calm down
your new subordinates as well as make them feel that you are someone they can work
with. Here are some suggestions for how to handle the critical first few days on the job:

= Meet with employees. This is the number-one activity by far. Determine who
the key people in the organization are and block out lots of time to meet with
them. This certainly includes the entire management team, but it is even better
to build relationships far down into the corporate ranks. Get to know the
warehouse manager, the purchasing staff, salespeople, and engineers. Always
ask who else you should talk to in order to obtain a broad-based view of the
company and its problems and strengths. By establishing and maintaining these
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4 CFO's Place in the Corporation

linkages, you will have great sources of information that circumvent the usual
communication channels.

= Do not review paperwork. Though you might be tempted to lock yourself up in an
office and pore through management reports and statistics, meeting people is the
top priority. Save this task for after hours and weekends, when there is no one on
hand to meet with.

= Wait before making major decisions. The first few months on the job are your assigned
“honeymoon period,” during which the staff will be most accepting of you. Do not
shorten the period by making ill-considered decisions. The best approach is to come
up with possible solutions, sleep on them, and discuss them with key staff before
making any announcements that would be hard to retract.

= Set priorities. As a result of your meetings, compile an initial list of work priorities,
which should include both efficiency improvements and any needed departmental
restructurings. You can communicate these general targets in group meetings,
while revealing individual impacts on employees in one-on-one meetings. Do not let
individual employees be personally surprised by your announcements at general
staff meetings—always reveal individual impacts prior to general meetings, so these
people will be prepared.

= Create and implement a personnel review system. If you intend to let people go, early in
your term is the time to do it. However, there is great risk of letting strong
performers go if you do not have adequate information about them, so install a
personnel review system as soon as possible and use it to determine who stays
and who leaves.

The general guidelines noted here have a heavy emphasis on communication,
because employees will be understandably nervous when the boss changes and you can
do a great deal to assuage those feelings. Also, setting up personal contacts throughout
the organization is a great way to firmly insert yourself into the organization in short
order, and doing so makes it much less likely that you will be rejected by the
organization at large.

SPECIFIC CFO RESPONSIBILITIES

We have discussed how to structure the workday during the CFO’s initial hiring period,
but what does the CFO work on? What are the primary tasks to pursue? These targets
will vary by company, depending on its revenue, its industry, its funding requirements,
and the strategic intentions of its management team. Thus, the CFO will find that
entirely different priorities will apply to individual companies. Nonetheless, here are
some of the most common CFO responsibilities:

= Pursue shareholder value. The usual top priority for the CFO is the relentless pursuit
of the strategy that has the best chance of increasing the return to shareholders.
This also includes a wide range of tactical implementation issues designed to
reduce costs.
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Construct reliable control systems. A continuing fear of the CFO is that a missing
control will result in problems that detrimentally impact the corporation’s finan-
cial results. A sufficiently large control problem can quite possibly lead to the
CFO'’s termination, so a continuing effort to examine existing systems for control
problems is a primary CFO task. This also means that the CFO should be deeply
involved in the design of controls for new systems, so they go online with adequate
controls already in place. The CFO typically uses the internal audit staff to assist
in uncovering control problems.
Understand and mitigate risk. This is a major area of concern to the CFO, who is
responsible for having a sufficiently in-depth knowledge of company systems to
ferret out any risks occurring in a variety of areas, determining their materiality
and likelihood of occurrence, and creating and monitoring risk mitigation strategies
to keep them from seriously impacting the company. The focus on risk should
include some or all of the following areas:
Loss of key business partners. If a key supplier or customer goes away, how does
this impact the company? The CFO can mitigate this risk by lining up alternate
sources of supply, as well as by spreading sales to a wider range of customers.
Loss of brand image. What if serious quality or image problems impact a com-
pany’s key branded product? The CFO can mitigate this risk by implementing a
strong focus on rapid management reactions to any brand-related problems,
creating strategies in advance for how the company will respond to certain
issues, and creating a strong emphasis on brand quality.
Product design errors. What if a design flaw in a product injures a customer, or
results in a failed product? The CFO can create rapid-response teams with
preconfigured action lists to respond to potential design errors. There should also
be product design review teams in place whose review methodologies reduce
the chance of a flawed product being released. The CFO should also have a
product recall strategy in place, as well as sufficient insurance to cover any
remaining risk of loss from this problem.
Commodity price changes. This can involve price increases from suppliers or price
declines caused by sales of commodity items to customers. In either case, the
CFO’s options include the use of long-term fixed-price contracts, as well as a
search for alternative materials (for suppliers) or cost cutting to retain margins
in case prices to customers decline.
Pollution. Not only can a company be bankrupted by pollution-related lawsuits,
but its officers can be found personally liable for them. Consequently, the CFO
should be heavily involved in the investigation of all potential pollution issues at
existing company facilities, while also making pollution testing a major part of
all facility acquisition reviews. The CFO should also have a working knowledge
of how all pollution-related legislation impacts the company.
Foreign exchange risk. Investments or customer payables can decline in value
due to a drop in the value of foreign currencies. The CFO should know the size
of foreign trading or investing activity, be aware of the size of potential losses,
and adopt hedging tactics if the risk is sufficiently high to warrant incurring
hedging costs.
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Adverse regulatory changes. Changes in local, state, or federal laws—ranging
from zoning to pollution controls and customs requirements—can hamstring
corporate operations and even shut down a company. The CFO should be aware
of pending legislation that could cause these changes, engage in lobbying efforts
to keep them from occurring, and prepare the company for those changes most
likely to occur.
Contract failures. Contracts may have clauses that can be deleterious to a
company, such as the obligation to order more parts than it needs, to make
long-term payments at excessive rates, to be barred from competing in a certain
industry, and so on. The CFO should verify the contents of all existing contracts,
as well as examine all new ones, to ensure that the company is aware of these
clauses and knows how to mitigate them.
System failures. A company’s infrastructure can be severely impacted by a
variety of natural or man-made disasters, such as flooding, lightning, earth-
quakes, and wars. The CFO must be aware of these possibilities and have disaster
recovery plans in place that are regularly practiced, so the organization has a
means of recovery.
Succession failures. Without an orderly progression of trained and experienced
personnel in all key positions, a company can be impacted by the loss of key
personnel. The CFO should have a succession planning system in place that
identifies potential replacement personnel and grooms them for eventual
promotion.
Employee practices. Sometimes employees engage in sexual harassment, stealing
assets, or other similar activities. The CFO should coordinate employee training
and set up control systems that are designed to reduce the risk of their engaging
in unacceptable activities that could lead to lawsuits against the company or the
direct incurrence of losses.
Investment losses. Placing funds in excessively high-risk investment vehicles
can result in major investment losses. The CFO should devise an investment
policy that limits investment options to those vehicles that provide an appro-
priate mix of liquidity, moderate return, and a low risk of loss (see Chapter 12,
“Investing Excess Funds”).
Interest rate increases. If a company carries a large amount of debt whose interest
rates vary with current market rates, then there is a risk that the company
will be adversely impacted by sudden surges in interest rates. This risk can be
reduced through a conversion to fixed interest-rate debt, as well as by refinanc-
ing to lower-rate debt whenever shifts in interest rates allow this to be done.
Link performance measures to strategy. The CFO will likely inherit a companywide
measurement system that is based on historical needs, rather than the require-
ments of its strategic direction. He or she should carefully prune out those
measurements that are resulting in behavior not aligned with the strategic
direction, add new ones that encourage working on strategic initiatives, and also
link personal review systems to the new measurement system. This is a continu-
ing effort, since strategy shifts will continually call for revisions to the measure-
ment system.
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Encourage efficiency improvements everywhere. The CFO works with all department
managers to find new ways to improve their operations. This can be done by
benchmarking corporate operations against those of other companies, conducting
financial analyses of internal operations, and using trade information about best
practices. This task involves great communication skills to convince fellow man-
agers to implement improvements, as well as the ability to shift funding into those
areas needing it in order to enhance their efficiencies.
Clean up the accounting and finance functions. Although most of the items in this list
involve changes throughout the organization, the CFO must create an ongoing
system of improvements within the accounting and finance functions—otherwise
the managers of other departments will be less likely to listen to a CFO who cannot
practice what he preaches. To do this, the CFO must focus on the following key
goals:
Staff improvements. All improvement begins with the staff. The CFO can enhance
the knowledge base of this group by tightly focusing training, cross-training
between positions, and encouraging a high level of communication within the
group.
Process improvements. Concentrate on improving both the accuracy of informa-
tion that is released by the department as well as the speed with which it is
released. This can be accomplished to some extent through the use of increased
data-processing automation, as well as through the installation of more stream-
lined access to data by key users. There should also be a focus on designing
controls that interfere with core corporate processes to the minimum extent
possible while still providing an adequate level of control. Also, information
should be provided through simple data-mining tools that allow users to directly
manipulate information for their own uses.
Organizational improvements. Realign the staff into project-based teams that
focus on a variety of process improvements. These teams are the primary
implementers of process changes and should be tasked with the CFO’s key
improvement goals within the department.
Install shared services. The CFO has considerable control over many administrative
tasks, and so can encourage cost reductions in those areas through the use of
shared services (where the same task is completed from a central location for
multiple company locations). This can result in major cost savings, and is typically
completed in coordination with the chief operating officer (COO), who might be
responsible for some of the areas being consolidated.
Examine outsourcing possibilities. A company should focus the attention of its
management team on its core activity. The CFO can assist this effort by determining
which noncore areas are absorbing large amounts of management time and/or
funding, and seeing if they can be prudently outsourced. Though certainly not all
noncore areas can be handled in this fashion, the CFO can conduct periodic reviews
to see how the attractiveness of this option changes over time.
Allocate resources. In its simplest form, the CFO is expected to review the net present
value of proposed capital expenditures and pass judgment on whether funding
should be allowed. However, the CFO can take a much more proactive stance. For
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example, he can set aside a block of cash for more radical projects that would not
normally make it past the rigorous capital expenditure review process, thereby
adding high-risk, high-return projects to the company’s portfolio of capital projects.
Under this approach, the CFO becomes an internal venture capitalist and mentor
to the teams undertaking these high-risk projects.

Encourage innovation. The CFO can modify internal measurement, reporting, and
budgetary systems to ensure that some original ideas are allowed to percolate
through the company, potentially resulting in the implementation of high-return
ideas. It is particularly important to take this approach in mature businesses that
are most highly concerned with cost reductions, since an excessive focus on this
area can drive out innovation.

Most of the responsibilities noted here rarely fall entirely within the capabilities of

the CFO. Instead, he or she must coordinate activities with other department managers,
including such specialized areas as the legal and human resources departments, to
ensure that these target areas are addressed. This calls for a strong ability to work with
other members of the company who are probably not directly supervised by the CFO.

OVERVIEW OF THE CHANGE MANAGEMENT PROCESS

Becoming the business partner that CEOs demand means facilitating change that not
only affects finance but also directly impacts the operating units. To accomplish this
end, CFOs must become skilled in the following key management practices:

Develop and communicate a compelling finance agenda. Based on both their own
perceptions of a company’s situation and the recommendations of others, CFOs
should create a list of bullet points for short-term and long-term accomplishments
and memorize them so that they can repeat them to anyone at any time during the
workday. Compressing the finance agenda in this manner is an excellent tool for
communicating the CFO’s work to others. Review the list regularly, and spread any
changes to the list around the organization on a regular basis.

Build a commitment to change within the finance function. Besides talking about the
agenda to everyone in the company, CFOs must reinforce the message with their
behavior, which means demonstrating a full commitment of the time and money
required to make the agenda a reality. This also means that CFOs must be seen
personally working on the agenda for a significant proportion of their time. Building
staff commitment also means that CFOs must listen to staff views and let this shape
their opinion of what should be included in the agenda.

Change executive management practices. The director of strategic planning at a
Fortune 500 company once pointed out that she spent 25 percent of her time
determining the corporate direction, and 75 percent of her time convincing
everyone in the organization that this was the right direction to follow. Though
this sort of time distribution is extreme, CFOs must understand that many of the
changes they advocate will impact other functional areas outside the accounting
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and finance functions, and so will require a hefty allocation of time to communicate
the change of vision. This requires regular meetings with managers throughout the
organization, as well as employing strong listening skills to learn of any issues that
might affect the implementation of the agenda. These meetings must be effective,
requiring meeting agendas that are closely followed, have resultant minutes that
identify who is responsible for the implementation of decisions reached, and a
follow-up process to ensure that implementations are completed promptly.

= Enlist the support of the CEO. Work with the CEO to develop his or her role in
creating and implementing the agenda. This requires frequent meetings to go over
the agenda. In order to obtain the CEQ’s full support, it is most useful to ask the CEO
to assist in jointly solving problems arising from the agenda implementation effort.

= Mobilize the organization. With the CEO firmly supporting the CFO’s agenda, the rest
of the organization must be mobilized to follow it as well. This calls for the creation
of measurement and reward systems that are specifically designed to channel
activities into the correct areas, plus visible and prolonged involvement by the
senior management team and ongoing ‘‘communication events,” such as general
or team meetings, that describe the company’s progress toward the completion of
various items on the CFO’s agenda.

= [Institutionalize continuous improvement. Once the agenda has been achieved, CFOs
should continue to review and question the functions of all systems to see if better
ways can be found to operate the company. If so, and changes are made, then the
CFO must alter the corporate measurement and reward system to ensure that the
new initiatives are properly supported by the staff on an ongoing basis.

DIFFERENCES BETWEEN THE CONTROLLER
AND CFO POSITIONS

Having already discussed what the CFO position should do, it is also worthwhile to
point out those areas in which the CFO should not become involved. This issue is of
particular concern to controllers who have been promoted to the CFO position, but who
are having difficulty relinquishing their old chores in order to take up new ones. The
result is that, with twice the workload, the newly promoted CFO does both the CFO
and controller jobs poorly. Exhibit 1.1 describes the tasks that are most commonly
assigned to the CFO and controller.

The exhibit indicates that there are a few areas in which the two roles may become
jointly involved in the accounting area. However, their levels of involvement are
entirely different. For example, when external auditors review the company’s account-
ing records, the CFO is most likely to maintain relations with the audit partner, and deal
with any reportable audit issues uncovered. The controller, however, is more likely to
be directly involved with the auditors in presenting the accounting books, explaining
the reasons for specific accounting transactions, and providing labor for more menial
tasks that the auditors would otherwise have to perform themselves.

The same issue arises in other accounting areas, such as the issuance of manage-
ment reports, financial statements, or Securities and Exchange Commission (SEC)
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EXHIBIT 1.1 Position Responsibilities

Area of Responsibility CFO Controller

Accounting
Assist with the annual audit X
Pay accounts payable on time
Collect accounts receivable
Take discounts on accounts payable
Issue billings promptly
Calculate job costs
Complete bank reconciliations
Issue management reports X
Issue financial statements X
File information with the SEC X
Maintain policies and procedures
Maintain the chart of accounts
Manage outsourced functions

Manage the accounting staff

X X X X X X X X X X X X X X X

Manage the budgeting process X

Review capital requests X

x

Process payroll

x

Implement operational best practices X

Provide financial analysis X X

Develop performance measurements X

Maintain performance measurements X

Review control weaknesses X X
Finance

Formulate financial strategy

Formulate tax strategy

Formulate risk management strategy

Negotiate acquisitions

Maintain banking relations

Arrange for debt financing

Conduct equity placements

Invest funds

X X X X X X X X X

Invest pension funds
Issue credit to customers X
Maintain insurance coverage X

Monitor cash balances X

Maintain investor relations X
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reports. The controller creates the reports, but the CFO must review them before their
release, since the CFO is the one who must explain their contents to readers. In the case
of SEC reports, the CFO must personally certify them. The CFO also needs the
information in order to see how the presented information fits into any other analyses
being created; for example, if the CFO is building a case for an increased emphasis on
product quality, a management report on material scrap trends would fit directly into
this analysis.

The CFO and controller also have different roles in the budgeting process. The
controller usually manages the nuts and bolts of obtaining information from other
departments and incorporating it into a master budget. Meanwhile, the CFO is
examining the data presented by the various departments to see how they have
changed from the past year, how revenues and expenses reflect any changes in the
company's strategic direction, and the reasons for capital expenditure requests.

A primary part of the CFO’s job is to conduct financial analyses on various topics
anywhere in the company, as well as to drive operational improvements, at least
partially based on the results of the financial analyses. The CFO decides on which
analyses to create and which improvements to push, while also presenting this infor-
mation and proselytizing in favor of operational improvements with other department
managers. Conversely, the controller is more likely to create the analyses mandated by
the CFO and to implement improvements within the accounting function. Thus, there is
a dual role for the CFO and controller in these areas, but on different levels.

Control systems also attract the attention of both positions. The CFO is extremely
interested in controls, since any control problems reflect poorly on his or her perform-
ance. The controller is also interested, partially to spot problems for the CFO’s attention,
but mainly to ensure that the existing set of controls are functioning as planned. The
CFO can be of particular assistance in setting up or changing controls impacting other
departments, since the CFO is responsible for building relations between the account-
ing function and other areas of the company.

The finance area calls for minimal attention by the controller, who is only
responsible for day-to-day activities in the areas of issuing credit and monitoring
cash balances, which are simple activities that can easily be handled at the clerical
level. In all other respects, financial activities involve a specialized knowledge of banking
relationships, overall corporate strategy, and funds investment and procurement that
falls directly within the CFO’s area of expertise.

The main point to be gained from this comparison of the controller and CFO
positions is that the controller is responsible primarily for the daily administration of
accounting activities, whereas the CFO must cordon himself off from these activities and
concentrate instead on the general design of control systems, strategic direction, and
funding issues. Anyone who attempts to perform both jobs, except in a small company
where a lack of funding usually calls for the merger of both positions, will be over-
whelmed by the multitude of tasks to be completed. Realistically, someone who
combines the positions will tend to concentrate on the daily activities of the controller
and not attend to CFO tasks because of the perception that daily transactional activities
must be completed, whereas strategic issues can always be addressed when there is spare
time. Though this might work for a short interval, improper attention to the CFO part of
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the job will eventually lead to stagnation, inefficiency, and poor development of
potential funding sources.

RELATIONSHIP OF THE CONTROLLER TO THE CFO

In a larger company, there is a clear division of tasks between the controller and CFO.
However, there is no clear delineation of these roles in a smaller company, because
there is usually no CFO. As a company grows, it acquires a CFO, who must then wrestle
away some of the controller’s tasks that traditionally belong under the direct respon-
sibility of the CFO. This transition can cause some conflict between the controller and
CFO. In addition, the historical promotion path for the controller has traditionally
been through the CFO position; when that position is already occupied, and is likely to
stay that way, there can be some difficulty with the controller. This section discusses
both of these issues.

In a small company, the controller usually handles all financial functions, such as
setting up and maintaining lines of credit, managing cash, determining credit limits for
customers, dealing with investors, handling pension plan investments, and maintaining
insurance policies. These are the traditional tasks of the CFO, and when a company
grows to the point of needing one, the CFO will want to take them over from the
controller. This can turn into a power struggle, though a short-lived one, because the
controller always reports to the CFO and will not last long if there is no cooperation.
Nonetheless, this is a difficult situation, for the controller has essentially taken a step
down in the organizational structure upon the arrival of the CFO. For example, the CFO
replaces the controller on the executive committee. If the controller is ambitious, this
will probably lead to that person’s departure in the near term. If the controller is good,
this is a severe loss, for someone with a detailed knowledge of a company’s processes and
operating structure is extremely difficult to replace.

The controller should take a job elsewhere if he or she perceives that the person
newly filling the CFO position is a roadblock to further advancement. However, this does
not have to be a dead-end position. The controller should talk to the CFO about career
prospects within the company and suggest that other responsibilities could replace those
being switched to the CFO. For example, a small minority of controllers supervise the
materials management department; this will become increasingly common as control-
lers realize that much of the paperwork they depend on originates in that area and that
they can acquire better control over their processes by gaining experience in this area.
There might also be possibilities in administration, human resources, and computer
services, which are sometimes run by controllers. The fact that there is a new CFO does
not mean that a controller should immediately quit; other opportunities involving
related tasks could shift the controller’s career in other directions.

The CFO position is one with an extreme emphasis on money management,
involving such tasks as determining the proper investment vehicles for excess cash,
dealing with lenders regarding various kinds of debt, making presentations to financial
analysts, and talking to investors. None of these tasks is one that the controller is trained
to perform. Instead, the traditional controller training involves handling transactions,
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creating financial statements, and examining processes. The requirements for the CFO
position and the training for the CFO position are so different that it seems strange for the
controller to be expected to advance to the CFO position, and yet that is a common
expectation among accountants, which regularly causes problems between the con-
troller and CFO when a CFO is initially hired.

OTHER DIRECT REPORTS: THE TREASURER

The treasurer is accountable for corporate liquidity, investments, and risk management
related to the company’s financial activities. The treasurer usually reports to the CFO
and is positioned in the corporate hierarchy alongside the controller. The treasurer has
12 principal accountabilities:

1. Forecast cash-flow positions, related borrowing needs, and available funds for
investment.
2. Ensure that sufficient funds are available to meet ongoing operational and capital
investment requirements.
3. Use hedging to mitigate financial risks related to the interest rates on the company’s
borrowings, as well as on its foreign exchange positions.
. Maintain banking relationships.
. Maintain credit rating agency relationships.
. Arrange for equity and debt financing.
. Invest funds.
. Invest pension funds.
. Monitor the activities of third parties handling outsourced treasury functions on
behalf of the company.
10. Advise management on the liquidity aspects of its short- and long-range planning.
11. Oversee the extension of credit to customers.
12. Maintain a system of policies and procedures that imposes an adequate level of
control over treasury activities.

O 0 N DY Lt

OTHER DIRECT REPORTS: THE INVESTOR RELATIONS OFFICER

The investor relations officer (IRO) is accountable for creating and presenting a con-
sistently applied investment message to the investment community on behalf of the
company. The IRO also monitors and presents to management the opinions of the
investment community regarding the company’s performance. The TRO may report
directly to the chief executive officer, but also commonly reports to the CFO, since the IRO
deals with primarily financial information. The IRO has 16 principal accountabilities:

1. Develop and maintain a company investor relations plan.
2. Perform a comprehensive competitive analysis, including financial metrics and
differentiation.
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. Develop and monitor performance metrics for the investor relations function.
. Establish the optimum type and mix of shareholders and create that mix through a

variety of targeting initiatives.

. Monitor operational changes through ongoing contacts with company manage-

ment and develop investor relations messages based on these changes.

. Provide Regulation Fair Disclosure training to all company spokespersons.
. Create presentations, press releases, and other communication materials for earnings

releases, industry events, and presentations to analysts, brokers, and investors.

. Oversee the production of all annual reports, SEC filings, and proxy statements.
. Manage the investor relations portion of the company Web site.
10.

Monitor analyst reports and summarize them for senior management.

. Serve as the key point of contact for the investment community.
12.
13.

Establish and maintain relationships with stock exchange representatives.
Organize conferences, road shows, earnings conference calls, and investor
meetings.

Provide feedback to management regarding the investment community’s percep-
tion of the company.

Represent the views of the investor community to the management team in the
development of corporate strategy.

Provide feedback to the management team regarding the impact of stock re-
purchase programs or dividend changes on the investment community.

SUMMARY

It should have become apparent in this chapter that the key attributes of the CFO do not
lie in the area of accounting competency. If a CEO wanted skills in that area, the CEO
would hire a great controller and never fill the CFO position. Instead, the key CFO
attributes are that person’s ability to find innovative ways to solve problems, and then to
use change management skills to implement them. By focusing on these key areas, the
CFO brings the greatest positive impact to overall corporate value.

In addition, the CFO must concentrate a great deal of his time on the formulation

and implementation of appropriate strategies in the areas of accounting, taxation, and
(if responsible for this area) information technology. These issues are addressed in
Chapter 2, “Financial Strategy”’; Chapter 3, “Tax Strategy”’; and Chapter 4, “Informa-
tion Technology Strategy.”



CHAPTER TWO

Financial Strategy

HIS BOOK IS BUILT around the concepts of financial management, analysis,

and accounting, as well as the procurement of funding. However, the true test

of the CFO is in the quality of decisions made on topics that affect a company’s
finances. For the other topics, the CFO can hire quality controllers and financial
analysts who can take care of matters quite nicely from an operational perspective.
But in the area of making financial strategy decisions, the buck stops at the CFO'’s
desk. In this chapter, we will review a number of common decision areas that a CFO is
likely to face. They are generally grouped in the order in which the topics can be found
on the balance sheet and then the income statement. The chapter finishes with the
discussion of throughput analysis, and how it can change your way of thinking about
financial decisions.

CASH

The CFO should pay particular attention to the amount of risk associated with a firm’s
exposure to its foreign currency transactions, as well as its overall relations with those
banks handling its financial transactions. These issues are discussed below.

Reducing Foreign Currency Exposure

A CFO whose company engages in international trade must be concerned about
potential changes in the value of its trading partners’ currencies. For example, if a
company sells products to a French company and receives payment after the euro loses
value, then the company absorbs the reduction in value of the euro, creating a loss.

If foreign currency transaction volumes are small, the potential risk of loss will be
correspondingly small, so is not worth much review by the CFO. However, the CFO
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should certainly review the issue if large foreign contracts are contemplated. If a
company engages in substantial foreign trade, then reducing foreign currency exposure
is so large an issue that the CFO should consider creating a hedging department that
does nothing but track and mitigate this issue. This topic is dealt within considerable
detail in Chapter 20, “Risk Management: Foreign Exchange.”

Deciding to Change a Banking Relationship

A good banking relationship is extremely important to the CFO. It should involve
excellent responsiveness by all departments of the bank, minimal transaction-processing
errors, moderate fees, reasonable levels of asset collateralization on loans, online access
to transactional data, and the ability to process more advanced transactions, such as
letters of credit. Larger companies with massive transaction volumes and lending needs
are the most likely to find all of these needs fulfilled. However, smaller entities will not
represent enough business to a bank to warrant this level of service, and so will most
likely suffer in the areas of customer service and advantageous loan terms.

Of particular concern to the CFO of an expanding business is growing beyond the
capabilities of a small local bank that it may have begun doing business with when
it first started. Smaller banks may offer reasonable attentiveness, but are unlikely to
offer online transaction processing, letters of credit, or any form of international
transaction support.

Given these issues, there are several key factors in deciding when to change a
banking relationship. The first is a simple lack of responsiveness by the bank, which
seems most common with large banks that service thousands of business customers—
one gets lost in the shuffle. This is primarily a problem when special transactions are
needed that require a bank officer, such as letters of credit or wire transfers. If no one
picks up the phone or returns a call within a reasonable time frame, and these actions
result in significant business problems, then the bank must go. A second reason is
outgrowing the capabilities of the bank, as already noted. Be certain that additional
capabilities are truly needed before switching banks for this reason, given the difficulty of
severing a banking relationship (discussed later in this chapter). The third and least
justifiable reason for changing banks is the cost of the relationship. When compared to
the cost of other business expenses, banking fees are comparatively inexpensive, and so
should only be a reason to sever a banking relationship when combined with some other
factor, such as poor service.

A CFO might have multiple reasons for switching to a different bank, but must bear
in mind the extreme difficulty of stopping all banking transactions with one bank and
starting them up with another. The following list highlights the number of changes
required to switch banks:

= Adopt a corporate resolution to switch banks.

= QOpen up accounts at the new bank.

= Order check stock for the new accounts.

= Contact suppliers who take direct deductions from the old accounts and have them
switch to the new accounts.
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= (Create bank reconciliations for the old accounts until all checks have cleared.
= Wire funds from the old accounts to the new accounts.

= (Close the old accounts.

= Shred all remaining old check stock.

= Have auditors review the old accounts as well as the new ones at year-end.
= Arrange for new loan agreements with the new bank.

= Draw down new loans and pay off old loans.

= Cancel old loans.

Clearly, the number of steps required to shift a banking relationship should give the
CFO pause before proceeding. It is much easier to leave well enough alone unless there
are significant factors favoring a change.

INVESTMENTS

The CFO is certainly interested in maximizing the return on assets, though only to the
extent that risk is not substantially increased. It is also useful to monitor the rates paid
on outstanding bonds, and refund them if there are lower-cost alternatives available.
This section addresses both issues.

Maximizing Return on Assets

A CFO can gain an excellent understanding of a company'’s efficiency through close
attention to the return on assets (ROA) measurement. Since this measure is also tracked
by analysts and investors, it is wise to understand its components, how they can be
manipulated to enhance the ROA, and how these changes should be made in light of
overall company strategy.

As shown in Exhibit 2.1, the ROA measure is composed of margins (on the left side
of the exhibit) and asset turnover (on the right side of the exhibit). Multiplying the
earnings percentage by asset turnover yields the return on assets. Many companies have
a long tradition of squeezing every possible cost out of their operations, which certainly
addresses the first half of the ROA equation. However, asset turnover is either ignored or
given a much lower priority. The CFO should investigate this latter portion of the
calculation to see what asset reductions, both in the areas of working capital and fixed
assets, can be achieved in order to achieve a higher ROA.

Working capital reduction techniques are addressed in the ‘“Working Capital”
section later in this chapter. Fixed asset reductions can be achieved through a well-
managed capital budgeting process (see Chapter 9, “‘Capital Budgeting”’), as well as
through constant investigation and disposal of potentially unused assets and the
investigation of outsourcing in order to shift expensive facility and equipment costs
to suppliers.

When investigating ROA improvement opportunities, the CFO should be aware that
an excessive degree of cost and asset reduction can hurt a company by such means as
reducing the quality of its products, giving it minimal excess production capacity to use



18 Financial Strategy

Return on
Assets
\i \i
Earnings L
Ratio - Multiplied by =» Turnover
\i v A4 \i
Earnings Divided Sales Sales Divided Total Assets
by by
\i v A4 \i
Sales Minus Cost of Sales Worlflng Plus Fixed Assets
and Expenses Capital
4 Y 4
Accounts
Cash Receivable Inventory

EXHIBIT 2.1 Components of the Return on Assets

during high-volume periods, and reducing the size of its research and development
activities. Thus, improving ROA should not be taken to extremes, though it certainly
requires continuing attention.

Bond Refunding Decision

A company can buy bonds back from investors prior to their due dates, but only if
there is a call provision on the bond or if it was originally issued as a serial bond. The
call provision gives the company the right to buy the bond back on a specific series of
dates over the life of the bond, while the serial bond approach sets different maturity
dates on sets of bonds within a total bond offering. Thus, the call provision gives a
company the option to refund bonds, whereas the serialization feature requires the
company to refund them. In either instance, the presence of these refunding features
on a bond will decrease its value, resulting in a higher effective interest rate that the
company must pay.



Working Capital 19

In this instance, the CFO must make a decision in advance of a bond offering to add
refunding features to the bonds. If there is no reasonable prospect of having funds
available to pay off the bonds early, and if the interest rate being paid appears
reasonable, then there is no particular need for the refunding features. However, if
this is not the case, the CFO would be well advised to add a call provision, since this
option gives the firm the ability to refund the bonds without necessarily being required
to do so. A serialization feature is less useful, since it incorporates a direct requirement
to make cash payments at regular intervals to refund specific bonds, whereas the CFO
might have better uses for these funds.

If the CFO is concerned that the presence of either type of call feature will result in a
more expensive interest rate, then she can add other features to the bonds, such as
convertibility or warrants, that will increase the value of the bonds to investors, thereby
keeping the effective interest rate from being increased.

WORKING CAPITAL

The CFO should pay constant attention to the investment in working capital, in order
to keep it from ballooning and endangering a company’s cash position. It is also an
excellent source of cash, if handled properly. This section covers the details of working
capital management.

Working Capital Reduction Methodology

The typical CFO is constantly in search of a ready source of inexpensive funding for the
company. One of the best sources is working capital, which is accounts receivable
plus inventory, minus accounts payable. These are the “float” funds required to keep
the business operating from day to day. By reducing the amount of accounts
receivable and inventory or extending the payment terms on accounts payable,
the CFO has access to a ready source of cash. Some of the actions one can take to
access these funds are as follows:

Accounts Receivable

= Automate collection record keeping. Tracking of collection calls, including who was
reached, when the call occurred, and what was promised, is a time-consuming
chore that is highly subject to error. By obtaining a computerized database that is
linked to a company’s accounts receivable records, the collections staff can greatly
increase its collection efficiency.

= Bill recurring invoices early. If a customer subscribes to a long-term service or
maintenance contract, then it can be billed slightly earlier in the hopes of receiving
payment sooner.

= Change the terms of commission payments. The sales staff should be paid commissions
based on cash received from customers rather than on sales made to them. By doing
so, the sales staff has a vested interest in finding creditworthy customers and in
collecting from them.
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Encourage ACH payments. If a customer has a long-term relationship with the
company, request that it set up Automated Clearing House (ACH) payments so that
payments are wired directly into the company’s bank account, thereby avoiding
any mail float.

Encourage credit card payments. If billings are relatively small, note on the invoices
that the company accepts a variety of credit card payments so that customers will
be encouraged to use this approach to accelerate cash flow.

Factor accounts receivable. Arrange with a lender to pay the company at the time
of billing, using accounts receivable as collateral.

Grant early payment discounts. Offer discounts to customers if they pay within a few
days of receiving the invoice.

Install lockboxes. Set up bank lockboxes near customer sites, and have them mail
their payments to the lockboxes. By doing so, one can greatly reduce the mail float
associated with the payments.

Stratify collections. Stratify accounts receivable by size and assign the bulk of the
collection staff’'s time to the largest items so that the full force of the collections
department is brought to bear on those items yielding the largest amount of cash.
Tighten credit. Closely review the payment histories of existing customers and run
more intensive checks on new customers, thereby cutting back on the amount of
bad debt.

Inventory

Consolidate storage locations. If there are many warehouses, then the company is
probably storing the same inventory items in multiple locations. By consolidating
storage locations, some of this duplication can be eliminated.

Install a materials planning system. A material requirements planning system (MRP)
will allow a company to determine exactly what material it needs, and by what
date. These systems typically result in massive drops in inventory levels and the
elimination of overpurchases.

Install just-in-time (JIT) manufacturing techniques. Many manufacturing practices
are included in the general JIT concept, such as rapid setup times, cell-based
manufacturing, and minimal production runs. These techniques require minimal
work-in-process (WIP) inventory, and also generate far less scrap.

Maintain accurate bills of material. It is impossible to create a working MRP or
JIT system without knowing exactly what parts are required to manufacture
a product. Consequently, a bill of material accuracy rate of at least 98 percent is
the foundation for other initiatives that will greatly reduce inventory levels.
Return parts to suppliers. If parts are not needed, return them to suppliers for cash
or credit.

Stock fewer finished goods. The distribution of product sales follows a bell curve, where
the bulk of all sales are concentrated into only a few inventory items. The CFO should
review the inventory items that rarely sell to see if they should be stocked at all.
Store subassemblies rather than finished goods. Inventory subassemblies can poten-
tially be configured into a multitude of finished goods, whereas a finished good must
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be sold “as is.”” Consequently, a strategy to keep inventory at the subassembly level
until the last possible moment will result in fewer stock-keeping units (SKUs), and
therefore a smaller inventory investment.

Accounts Payable

= Avoid prepayments. If a supplier insists that the company make prepayments on
various goods or services, try to reduce the amount of the prepayments or spread
out the payment intervals, thereby reducing the up-front cash commitment.

= Extend payments a reasonable amount. Suppliers typically do not start collection
efforts on an overdue invoice until a number of days have passed beyond the invoice
due date. A company can take advantage of this grace period by judiciously
extending payment dates for a few additional days. However, this strategy can
result in lower reported credit levels by credit reporting agencies, and certainly will
not endear the company to its suppliers.

= Negotiate longer payment terms. It might be possible to negotiate longer payment
terms with suppliers, though this might involve offsetting terms, such as larger
order commitments or higher product prices.

= Pay with a charge card to extend payments. Many suppliers allow their invoices to be
paid with credit cards. By doing so on the payment due date and then waiting to pay
the credit card bill until the cycle closing date for the credit card, payment terms can
be substantially extended.

Though a CFO could simply implement the entire checklist to break free a large
amount of cash, there are a number of issues to be considered before doing so. For
example, tightening credit might run counter to an overall corporate strategy to accept
higher bad debt losses in exchange for greater sales to high-risk customers. Similarly,
unilaterally extending payment terms to a key supplier can damage the operating
relationship between the business partners, perhaps resulting in higher prices charged
by the supplier or a lower shipment priority. As another example, the decision to stock
fewer finished goods can damage customer service, especially when a company has built
its reputation on having a wide range of inventory items available for customers at all
times. Further, a company in a low-margin business may be unable to factor its
receivables or accept credit card payments, because the resulting credit fees will eat
into their margins too much. Thus, the CFO must implement the preceding suggestions
only after due consideration of their impact on overall company strategy.

The inventory reduction decision is covered in more detail in the next section.

INVENTORY: INVENTORY REDUCTION DECISION

A truly cost-conscious CFO who wants to also increase cash flow will militantly demand
continual reductions in inventory by any means possible, since this can potentially free
up a considerable quantity of cash, thereby eliminating the expenses associated with
inventory carrying costs. However, there are other issues to consider before running
rampant with continual inventory reductions.
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First, consider the classes of inventory involved, and only target those inventory
types that will not have an adverse affect on other company operations. For example, a
reduction in finished goods inventory can severely impact sales, since customers may
only purchase from stock, not wanting to wait for something to be ordered or produced.
This is particularly important for service-intensive retail businesses, such as those that
claim to have all parts on hand, all the time. Costs may also go up in this situation if
lower stocks are kept on hand, because the company may be forced to pay overnight
shipping fees to obtain needed stock for customer orders. However, finished goods
inventory levels can still be reduced by tracking usage trends by product and reducing
safety stock levels for those items that show declining sales trends.

Work-in-process inventory can be an enormous working capital burden for com-
panies having inefficient manufacturing processes, but inventory reductions can still
wreak havoc in this area unless managed properly. Large WIP balances in front of
bottleneck operations may be mandatory, since the cost of bottleneck production may
be higher than the cost of the buffering inventory (see the throughput discussion at the
end of this chapter). Also, in the absence of a proper shop floor production system,
large quantities of WIP may be the only way to run the manufacturing process with any
semblance of order. Consequently, it is better to first review the manufacturing
operations in detail to see where there are legitimate excessive WIP quantities, and
then install manufacturing systems, such as manufacturing resources planning (MRP
IT) or JIT systems that can be used to gradually reduce WIP levels as the manufacturing
process becomes more highly structured and easier to manage. The CFO should also
be aware that old piles of WIP frequently disguise large proportions of obsolete or out-of-
specification parts that no one wants to discard. Consequently, an inventory write-down
is a common result of reductions in the WIP inventory area.

Raw materials is one of the best areas in which to implement an inventory
reduction. This is where the full force of an MRP II or JIT implementation is felt,
clearly exposing any inventory items that are not currently required for planned
production needs. However, this analysis may reveal a number of raw material items
that are obsolete and therefore have minimal or reduced value, resulting in a signifi-
cant write-down in the inventory valuation. Alternatively, the CFO may be forced
to accept significant restocking fees to convince a supplier to take back unwanted
goods. It might be useful to have the purchasing staff create a list of which unused
products can be returned to suppliers, as well as the restocking fees that will be
charged, so the CFO can have a general idea of the costs involved with this form of
inventory reduction.

There are several issues for the CFO to be aware of when attempting to reduce
inventories. First, as just noted, the odds of successfully reducing inventory vary by
inventory type. Second, reducing inventory without proper consideration of the net
impact on other parts of the business, such as in reduced customer service, may actually
increase costs. Third, there is a limit to how much inventory can be squeezed out of a
company without an offsetting investment in manufacturing planning systems whose
efficiencies will help drive the inventory reduction. Thus, inventory reduction is not an
easy decision; cutbacks require careful consideration of offsetting costs, as well as their
impact on other parts of the business.
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FIXED ASSETS: LEASE VERSUS BUY DECISIONS

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 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, since 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 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.

The cost of a lease tends to be high, since the number of variables included in the
lease calculation (e.g., down payment, interest rate, asset residual value, 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 CFO
must be extremely careful to review the individual costs that roll up into the total lease
cost, probably using a net present value analysis to ensure that the overall expenditure is
reasonable (see Chapter 9, “‘Capital Budgeting”).

PAYABLES

The CFO should be aware of the early payment discount decisions being made by the
controller, since this can impact the timing of cash flows. Of more importance in terms of
their overall impact are the decisions to centralize payments with a payment factory,
and whether to install spend management practices. These topics are covered below.

Early Payment Discount Decisions

Some suppliers note on their invoices that a discount will be granted to the customer if it
pays the invoice early. An example of such an offer is “2/10 N/30,” which stands for
“take 2 percent off the price if you pay within 10 days, or pay the full amount in 30
days.” The CFO should know how to calculate the savings to be gained from such offers.
The basic calculation is:

Discount lost

Dollar proceeds usable by not taking discount

360
X
Number of days can use money by not taking discount

For example, the Columbia Rafting Company has an opportunity to take a 1 percent
discount on an invoice for a new raft if it makes the payment in 10 days. The invoice is
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for $12,000, and is normally payable in 30 days. The calculation is:

§120 360
$11,880 ~ 20

1.01% x 18 = 8.2% Interest rate on the proffered discount

In the example, the 18.2 percent interest rate on the early payment discount probably
makes it an attractive deal to the CFO. However, one should consider the availability of
cash before taking such an offer. For example, what if there are no funds available, or if the
corporate line of credit cannot be extended to make the early payment? Even if the cash is
available, but there is a risk of a cash shortfall in the near term, the CFO may still be unable
to take such an offer. In short, no matter how attractive the offer is, near-term cash
shortages can interfere with taking an early payment discount.

Payment Factory Decisions

In a typical accounts payable environment, a company allows its subsidiaries to manage
their own payables processes, payments, and banking relationships. The results are
higher transaction costs and banking fees, since each location uses its own staff and
has little transaction volume with which to negotiate reduced banking fees.

The CFO should be aware of an improvement on this situation, which is the
payment factory. It is a centralized payables and payment processing center, and is
essentially a subset of an enterprise resources planning (ERP) system, specifically
targeted at payables. It features complex software with many interfaces, since it
must handle incoming payment information in many data formats, workflow manage-
ment of payment approvals, a rules engine to determine the lowest-cost method of
payment, and links to multiple banking systems.

Key payment factory benefits include a stronger negotiating position with the
company’s fewer remaining banks, better visibility into funding needs and liquidity
management, and improved control over payment timing.

The payment factory is especially effective when the payables systems of multinational
subsidiaries are centralized, as cross-border banking fees can be significantly reduced. For
example, it can automatically offset payments due between company subsidiaries, which
results in smaller cash transfers and similarly reduced foreign exchange charges, wiring
costs, and lifting fees (a fee charged by the bank receiving a payment), while also routing
payments through in-country accounts to avoid these international fees. See Chapter 20,
“Risk Management: Foreign Exchange,” for more information about ways to mitigate the
risks associated with foreign exchange transactions.

There are several problems with payment factories—the seven-figure cost of
the software, gaining the cooperation of the various subsidiaries that will no longer have
direct control over their payment systems, and more centralized banking relationships.

It is also possible to emulate a payment factory in a low-budget situation. First,
centralize all accounts payable operations. Second, minimize the number of banking
relationships. Third, try outsourcing the foreign exchange operations with one of the
remaining banks.
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Spend Management Decisions

Spend management systems allow a company to monitor its expenditures and poten-
tially save a great deal of money through improved purchasing. Using these systems,
companies can analyze their expenditures in a number of ways—by commodity,
supplier, business unit, and so on. They then summarize this information for central-
ized procurement negotiations with suppliers, thereby reducing costs. Spend manage-
ment suppliers usually add contract management capabilities and even set up electronic
supplier catalogs, so that users can conduct online ordering with a predefined set of
suppliers. They also impose better controls over spending, since their systems require
access passwords, approval cycles, contract compliance alerts, and supplier performance
measurements.

However, these systems are extremely expensive to install and maintain—a
minimal system costs $1 million. Some suggestions for creating a low-budget spend
management solution follow:

= Identify unauthorized purchases with exception reports. The reason for centralizing
procurement contracts is to negotiate lower prices in exchange for higher pur-
chasing volumes, so anyone purchasing from an unauthorized supplier is reducing
a company'’s ability to rein in its costs. To identify these people, create a table of
approved suppliers and match it against the vendor ledger for each period, yielding
a report that lists how much was spent with various unauthorized suppliers. It is
also useful to record in an empty purchasing or payables field the name of the
requisitioning person, who can then be tracked down and admonished for incorrect
purchasing practices.

= Impose a penalty system. People resist centralization, especially when it involves
eliminating their favorite suppliers. Though penalties may be considered a coercive
approach to solving the problem, the imposition of a graduated penalty scale will
rapidly eliminate unauthorized spending. For example, a department might incur a
$100 penalty for one unauthorized expenditure, $1,000 for the next, and $10,000
for the next.

= Restrict procurement cards to specific suppliers. If there is a procurement card system
in place, it might be possible to restrict purchases to specific suppliers, thereby
achieving centralized purchasing without any central oversight of the process. If
there is no procurement card system, then consider obtaining a credit card from
each designated supplier, and restrict purchases to those cards.

= Require officer-level approval of all contracts. Department and division managers love
to retain control over supplier relationships by negotiating their own deals with
local suppliers. By enforcing a corporatewide policy that all purchasing contracts be
countersigned by a corporate officer, contract copies can be collected in one place
for easier examination by a central purchasing staff.

= Add granularity to the chart of accounts. To gain a better knowledge of costs, consider
altering the chart of accounts to subdivide expenses by individual department, and
then go a step further by adding subcodes that track costs at an additional level of
detail. For example, if the existing account code is 5020 for the travel expense
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account, and the revised code is 5020-01 to track travel costs for just the
engineering department, then consider adding a set of subcodes, such as 5020-
01-XX, to track more detailed expenditures within the travel category, such as
airfare (code 5020-01-01), hotels (code 5020-01-02), and rental cars (code 5020-
01-03). This approach requires careful definition of spending categories and can
result in data entry errors if there are too many subcategories of expenses. Also, it
will not be of much use if reports cannot be created to properly interpret and present
this extra level of expense information.

These suggestions will not result in a seamless in-house spend management system.
However, they will yield somewhat greater control over expenses and more visibility
into the nature of a company’s expenditures.

DEBT

Acquiring Debt Decisions

A CFO should regularly review the need to acquire more debt as part of an overall
funding strategy that can include other forms of financing, such as reducing working
capital requirements or conducting an equity offering. Consider the following factors as
part of the debt decision:

= Existing loan covenants. A legal agreement for an existing loan may allow no further
debt until the current debt is either paid off or reduced to a specific level. Covenants
may also limit the debt/equity ratio (see next item), making it impossible to obtain
more debt without first adding equity.

= Current debt level in relation to equity. Lenders will look askance at additional
requests for debt if there is not a counterbalancing amount of equity. A company
with a high debt/equity ratio is likely to be told to find more equity before being
granted additional debt.

= Debt due dates. Try not to obtain new debt having a due date identical to that of
existing debt, so there will be less risk of having to refinance large amounts of debt at
the same time.

= Business cycles. Some businesses have natural revenue peaks and valleys that will
greatly reduce their ability to pay loans during slow periods. This type of business
needs a higher proportion of equity in order to avoid the risk of loan defaults.

= Product cycles. If a company’s product lines are aging and facing cancellation, then
it might have little ability to pay off loans that come due after the projected
termination date of the products.

= Net operating loss (NOL) carryforwards. If a business has large NOLs that it can use
to offset its income, it will have no immediate use for the tax deductibility of interest,
though using debt can still delay the use of NOLs into later years.

= Need for a borrowing reserve. The CFO should always plan to have more debt
available through a line of credit than is actually needed, so unforeseen cash
requirements can be easily handled.
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Realistically, the CFO will be stymied more by the first two bullet points than the
remaining ones. If there is too much debt already on the balance sheet, or if legal
provisions of existing loans are too restrictive, there will be no way to obtain more debt
in the short term. The remaining bullet points are more advisory in nature, where the
CFO should take them into account, but in reality may have to take any deal offered if
obtaining debt in the short term is a critical priority.

Refinancing Decisions

The CFO should regularly review the cost of all types of company debt to see if it is too
expensive and therefore worthy of refinancing. Though this may seem like a simple
matter, there are several issues to take into consideration. First, the company may have
a very tight relationship with a single lender who has extended all of the company’s debt
to it—if so, paying off the most expensive loan in the debt portfolio will not endear this
critical lender to the company. Under this scenario, it may not even be possible to
refinance a single loan within the portfolio, because the lender has cross-collateralized
all of the company’s assets on the various loan documents. Because no collateral is
available to secure a loan with a different lender, the company can only refinance the
debt by shifting the entire loan package to a new lender.

Another consideration is that the debt the CFO wishes to replace has a fixed interest
rate, but the least expensive replacement debt carries a variable interest rate. The
decision to switch from the security of a fixed rate to a situation where the rate could
increase substantially should be subject to considerable debate. The CFO can reduce the
risk of a rapid rate increase by negotiating an annual cap on any rate increases during
the term of the new loan. The decision to adopt a variable loan is frequently driven by
the expected loan payoff date, such that maximum interest rate increases would still not
exceed the current fixed loan rate by the time the loan should be paid off. For example,
The International Pickle Company has a long-term loan that carries a 10 percent
interest rate. The CFO expects to pay off this loan in five years. In the meantime, the
company has been offered a 6 percent variable-rate loan with an annual rate cap
increase of 1.5 percent that would not take effect until the end of each year. He
calculates that, even if interest rates skyrocketed over the next five years, the new loan
would still be less expensive than the existing loan until the end of the fourth year of the
loan, and so agrees to refinance the debt.

Convertible Security Issuance Decisions

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 ten 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 only happen when the market
price of the stock equals or exceeds the amount indicated by the conversion ratio. If the
market price of the common stock exceeds the price indicated by the conversion ratio,
the price of the bond will also rise, since its value, based on its convertibility, is now
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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 by the CFO if a company does not
want to pay back the underlying principal on its bonds. This is most common in a high-
growth situation where 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. Further, the CFO can make a debt offering look more
attractive to investors by giving them some upside potential if the common stock
subsequently increases in value, which should result in a reduction in the interest rate
on the debt. This is particularly important if market conditions would otherwise
necessitate a high interest rate. Finally, a company can convert a group of existing
debt holders 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 might
weaken the stake of a majority owner.

Disclosure Reporting Decisions

An established company with a mature business model discloses a different set of
performance metrics to investors and analysts than does a newer company that is on a
more rapid growth path. The CFO must decide at what point the types of disclosures
change to match the current or expected business model. For example, a mature
company should emphasize the disclosure of such basic financial performance infor-
mation as gross and net margins and cash flow, as well as such basic operational issues
as customer retention, capacity utilization, and revenue per employee. Conversely, a
company on a rapid growth path should place more emphasis in its disclosures on the
level of expenditures for R&D and marketing, as well as sales from new products, patents
granted, and share of market.

EQUITY

One of the most important and far-reaching of all CFO decisions is whether to obtain
debt or equity financing, since high debt levels can imperil a firm’s existence, and
additional equity may reduce the return to existing shareholders. This topic and others
are covered below.

Debt versus Equity Funding Decisions

Debt is almost always a less expensive source of funding than equity, because
investors expect significant returns on their investments, while the interest cost of
debt is tax-deductible, rendering debt less expensive. Furthermore, during the usual
periods of inflation, a company pays back its debt with less expensive dollars, making
this an even less expensive source of funding. However, there are several other issues
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to consider when determining whether to pursue debt or equity as the next source
of funding.

The first issue is that the senior management team or the company owners may
be uncomfortable with the prospect of obtaining more debt, no matter how available
or inexpensive it may be. This happens most frequently in privately owned firms with
later-generation owners who are most concerned with maintaining their long-term
source of income. It is less common with entrepreneurs who are willing to take more
risks, or with public companies where the CFO is allowed to balance the risk of debt
default with the reduced cost of using more debt than equity.

Even if the owners and managers are willing to obtain more debt, the lenders might
not be willing to do so. This problem arises when a company has poor or highly variable
cash flows, is already highly leveraged, or has a history of either not paying off its debts
in a timely manner or of violating its loan covenants. If so, the company will probably
have to turn to an equity offering with incentive clauses (see the next section).

Even if lenders are ready and willing to issue more debt, there might be no collateral
left on the balance sheet to assuage their levels of anxiety about repayment risk. If so, the
company might be forced to accept a high interest rate, an early payoff date, or highly
restrictive covenants, or might allow the lender to take a junior position on any
corporate assets. If these options do not work for the lender, then the company will once
again be forced to shift to an equity offering.

It is evident from this discussion that debt is generally the preferred source of
funding, with the CFO only seriously considering the procurement of equity when it is
either impractical to obtain more debt or if it would put the company at serious risk of
defaulting on its loans.

Type of Equity Offering Decisions

The CFO can recommend the issuance of two types of equity—common or preferred
stock. The terms of common stock are typically laid down in the articles of incorpora-
tion, and include specific terms required by the state in which the company is
incorporated. The CFO usually recommends a common stock offering only when several
circumstances apply. First, the existing shareholders must not be concerned about a
dilution in their ownership interests through this new issuance (unless the new shares
are being sold to them, in which case ownership percentages will only change among
the existing shareholders). This is a major concern in cases where the bulk of a
company'’s stock is owned by a small number of individuals.

The second circumstance is that the company’s lenders are becoming un-
comfortable with a high level of debt, and wish to balance it with more equity. This
pressure could also come from the board of directors, which may not want to run the
risk of default if there are large loans outstanding.

The CFO generally recommends a common stock issuance only when all other sources
of less expensive funds have been exhausted, because shareholders typically have a much
higher expectation of return on investment than is the case for other fund providers.

A variation on a common stock offering is preferred stock. This equity instrument
can come in a variety of flavors, including a fixed or variable interest rate that may or
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may not be cumulative, a conversion feature to common stock, the ability to be called
by the company at any time or at fixed intervals—the range of possible features is
endless. The exact terms of a preferred stock issuance should be tailored to the per-
ceived needs of the pool of potential investors. For example, if a company’s stock has
a history of being highly variable, investors may want the option to convert it to
common stock in order to take advantage of a possible increase in the stock price at
a later date.

Onerous terms can also be added to a preferred stock issuance in order to ensure
that investors will accept the offering at an acceptable price. For example, its terms can
state that, in the event of a company sale, the preferred shareholders will receive
100 percent of their investment back before common shareholders receive anything. In
order to protect their rights in this regard, the preferred shareholders may also have an
override vote on any contemplated mergers, acquisitions, or significant asset sales.
These additional terms might seem onerous, but they can ensure a high price for the
stock. In the meanwhile, avoiding the need for any collateral improves the debt/equity
ratio to the point where lenders may be willing to issue additional credit.

For example, the Xtreme Running Shoe Company’s CFO is attempting to obtain
additional debt financing, but the company’s lenders are concerned about the debt/
equity ratio and insist on an additional equity infusion prior to granting any addi-
tional loans. Unfortunately, it is also a bear market, and the company’s valuation has
been driven lower than normal, so any sale of common stock would result in an
excessive degree of dilution for the existing shareholders in relation to the amount of
equity obtained. Accordingly, the CFO recommends issuing a special class of preferred
stock, containing an above-market interest rate on annual dividend payments, as
well as a guaranteed conversion at the investors’ option to common stock at a
favorable rate in five years’ time. Thus, potential investors are willing to pay more for
the stock, which gives them short-term dividend income, plus a potential equity
kicker in the medium term.

Dividend Issuance Decisions

The CFO plays a significant role in convincing the board of directors to issue dividends,
and the amount paid out per share. The decision to issue dividends requires considera-
tion of many issues. First, consider that investors prefer to see a steady and reliable stream
of dividends. Thus, a well-meaning initial dividend issuance could spark calls from
investors who expect to keep seeing it. If so, the board might feel obligated to continue
the payments, even if the company needs the money for other purposes.

Another issue is the impact of loan restrictions on dividends. Many lenders allow
no dividends at all as part of their loan requirements, or at least no increase in the
preexisting level of dividends. Their reasoning is obvious, since a company might
otherwise take out a loan to pay its shareholders, thereby leaving fewer assets for
the lender to attach in the event of a bankruptcy. Thus, the lending situation has a
major impact on the decision to issue dividends, and typically precludes an issuance
when a company’s debt load is so heavy that lenders would begin to restrict dividends
in any event.
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Another issue is that dividend payments represent a reduction of retained earnings.
When dividends are paid, equity is reduced, which will create a higher debt to equity
ratio. If a lender has imposed a maximum debt/equity ratio as part of a loan agreement,
then it is possible that a dividend issuance will place the company in a state of
noncompliance with its loan covenants.

Another concern with the initial declaration of dividends is that it may cause
current investors to sell their shares. Some investors prefer to buy the shares of
companies that pour all of their excess funds into growth, while others look for a
steady source of income from dividends. When a company initially starts paying
dividends, it might experience the sudden departure of its growth-oriented investor
base in favor of a new group of income-oriented investors.

Another consideration regarding the dividend issuance decision is the company’s
ability to obtain debt. If it has ready access to credit markets, then corporate manage-
ment will be more likely to issue dividends, since the company is reasonably assured of
obtaining replacement funding. Conversely, if credit sources are scarce, a company will
be more inclined to hoard its cash in order to provide a buffer for any future financial
problems; this leaves less cash available for a dividend.

A key concern is cash flow. If a company has an extremely unstable cash flow,
perhaps shifting from cash drains during some months to major inflows during others,
or tied to a major short-term project, then a potentially long-term obligation such as a
dividend issuance is a bad idea. Even if there is enough cash on hand to make the
payment, the company might need the cash in the short term and thus cannot afford
to obligate it.

From the taxation perspective, dividends are not deductible as an expense, as
opposed to interest payments on debt. This makes equity a more expensive form of
funding than debt by the amount of a corporation’s incremental tax rate.

A reason in favor of issuing dividends is that the Internal Revenue Service (IRS) will
penalize a company for accumulating an excessive amount of earnings. The IRS
considers accumulated earnings of less than $150,000 to be sufficient for the working
needs of service businesses, such as accounting, engineering, architecture, and con-
sulting firms. It considers accumulations of anything under $250,000 to be sufficient for
most other types of businesses. A company can argue that it needs a substantially larger
amount of accumulated earnings if it can prove that it has specific, definite, and feasible
plans that will require the use of the funds within the business. Another valid argument
is that a company needs a sufficient amount of accumulated earnings to buy back the
company’s stock that is held by a deceased shareholder’s estate. If these conditions
are not apparent, then the IRS will declare the accumulated earnings to be taxable at a
rate of 39.6 percent. The severity of this tax is designed to encourage organizations to
issue dividends on a regular basis to their shareholders, so that the IRS can tax the
shareholders for this form of income.

Perhaps the chief reason for avoiding a dividend is a high-growth situation where
a company must pour all available funds into its working capital in order to sustain
its rate of growth in new customer orders. In such cases, the rapidly increasing value
of the firm will be reflected in an increased stock price that should more than
compensate investors for any lost dividends. Alternatively, if a company has minimal
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growth prospects, it might be a better use of the funds to return them to investors in
the form of dividends.

An alternative to a dividend issuance is to buy back shares from investors. By
accepting this buyout, investors will (depending on their circumstances) probably claim
a long-term capital gain on the transaction, which is taxed at a lower rate than dividend
income. This approach is especially good for situations where a company has obtained a
temporary increase in its cash flows, but does not necessarily have prospects for future
cash flows of a similar size, and so does not want to set investor expectations for a long
series of dividend payments.

As an example of how this concept may be used, the Breakout Software Company,
maker of prison databases, has two components to its business, which are long-term
database subscriptions and software consulting. The database portion of the business
generates a steady stream of cash flows that can be predicted with great reliability for the
next few years. The consulting business, however, is tied to short-term contracts, and so
results in highly variable cash flows. Based on this information, the CFO recommends a
dividend that is based on a percentage of the subscription cash flows, while recom-
mending a stock buyback based on the short-term cash flows from the consulting
business. This dual approach links the appropriate dividend policy to the nature of the
firm’s underlying cash flows.

PRODUCTS: PRODUCT ELIMINATION DECISIONS

Pareto analysis holds that 80 percent of the activity in a given situation is caused by
20 percent of the population. This rule is strongly applicable to the profitability of a
company'’s products, where 80 percent of the total profit is generated by 20 percent of
the products. Of the remaining 80 percent of the product population, it is reasonable to
assume that some make no profit at all. Consequently, financial analysis should
encompass the regularly scheduled review of all company product offerings to determine
which products should be withdrawn from the marketplace. This is a valuable analysis
for the following reasons:

= Complexity. In general, too many products lead to an excessive degree of system
complexity within a company in order to support those products.

= Excessive inventory. Each inventory item usually contains some unique parts,
which require additional storage space in the warehouse, as well as a working
capital investment in those parts, and the risk of eventual obsolescence. Further,
the presence of unique parts in a product may be the sole reason why the
purchasing department continues to deal with a supplier; canceling the product
allows the company to reduce the number of suppliers it uses, thereby gaining
greater volume discounts with the remaining suppliers.

= Engineering time. If there are changes to products, the engineering staff must
update the bill of material and labor routing records, all of which takes time.

= Marketing literature. The marketing department usually maintains a unique set of
literature for each product, which requires periodic updating and reprinting.
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= Servicing cost. The customer support staff must be trained in the unique features of
each product, so they can adequately answer customer questions.

= Warranty cost. Some products have a considerable warranty cost, possibly due
to design flaws or inadequate materials that require sizable warranty reserves.

When conducting a product withdrawal analysis, do not assume that some expenses
will be eliminated along with a product. Instead, an expense may have been allocated to a
product, but will still remain once the product is gone. For example, the servicing cost of
the customer support staff is unlikely to result in the actual elimination of a customer
support position just because a single product has been canceled. Instead, customer
support overhead will now be assigned to the smaller remaining pool of products. Thus, it
is extremely important to only include direct costs in a product withdrawal analysis, and
exclude any overhead allocations. To be certain that a product cancellation is not merely
shifting overhead costs elsewhere, it is useful to develop before-and-after pro forma
financial statements to see if there is really an improvement in profitability resulting
from the cancellation.

As noted, only direct costs should be used in calculating the profitability of a product
for purposes of the cancellation decision. This results in the following formula:

Standard list price (1)

— Commission (2)

— Buyer discounts (3)

— Material cost (4)

— Scrap cost (5)

— Outsourced processing (6)
— Inventory carrying cost (7)
— Packaging cost (8)

— Unreimbursed shipping cost (9)
— Warranty cost (10)

— Profit (loss)

Comments regarding this formula are as follows, and match the numbers next to
each line item in the formula:

1. Standard list price. If a product has a number of prices based on volume discounts or
other criteria, it may be necessary to create a model using the costs itemized in the
model to determine the breakeven price below which no profit is earned. The result
could be a decision not necessarily to cancel the product, but rather to not sell it at
less than a certain discounted price, below which it makes no profit.

2. Commission. Salespeople sometimes earn a commission on product sales. If these
commissions are clearly identifiable with a specific product and will not be earned if
the product is not sold, then include the commission in the product cost.

3. Buyer discount. The inclusion of buyer discounts in the calculation calls for some
judgment. It should not be included if discounts are a rare event and make up only a
small dollar amount. If discounts are common, then calculate an average discount
amount and deduct it from the standard list price.
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4. Material cost. This is the cost of any materials included in the manufacture of a
product.

5. Scrap cost. If a standard amount of scrap can be expected as part of the production
process that is specifically identifiable with a product, then include this cost in the
profitability calculation.

6. Outsourced processing. If any production work related to the product is completed by
an outside entity, then the cost of this work should be included in the calculation on
the grounds that the entire cost of the outsourced processing will be eliminated
along with the product.

7. Inventory carrying cost. This should only be the incremental inventory carrying
cost, which is usually only the interest cost of the company’s investment in
inventory specifically related to the product. It should not include the cost of
warehouse storage space or insurance, since both of these costs are fixed in the
short term and are very unlikely to change as a result of the elimination of a single
product. For example, if a company leases a warehouse, it is obligated to make
monthly lease payments irrespective of the amount of storage space being taken
by inventory used for a specific product.

8. Packaging cost. Include the cost of any packaging materials used to contain and ship
the product, but only if those materials cannot be used for other products.

9. Unreimbursed shipping cost. If the company is absorbing the cost of shipments to
customers, then include this cost, net of volume discounts from the shipper.

10. Warranty cost. Though normally a small expense on a per-unit basis, an improperly
designed product or one that includes low-quality parts may have an extremely
high average warranty cost. If significant, this cost should be included in the profit-
ability analysis.

In addition, note that production labor costs are not included in the above
calculation. The reason is that production labor rarely varies directly with the level
of production; instead, a fixed number of workers will be in the production area every
day, irrespective of the level of work performed. Thus, the cancellation of a product will
not impact the number of workers employed. However, if a product cancellation will
result in the verifiable and immediate elimination of labor positions, then the incre-
mental cost of the eliminated labor should be included in the above calculation.

A product that is clearly unprofitable might still be needed by a key customer who
orders other, more profitable products from the company. If so, combine the profits of
all sales made to that customer to ensure that the net combined profit is sufficiently high
to warrant the retention of the unprofitable product. If this is not the case, consider
canceling the unprofitable product and negotiating with the customer for a price
reduction on other products in order to retain the customer.

Another cancellation issue is the presence of dependent products. Ancillary products
are supplements to the main product, which provide additional profits to the overall
product line. For example, the profit margin on a cell phone may be negative, but there
may be a sufficiently high profit level on extra cell phone batteries, car chargers, headsets,
and phone covers to more than offset the loss on the initial product sale. In these cases,
the margins on all ancillary products should be included in the profitability analysis.
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Finally, the frequency of product profitability reviews will be greatly dependent on
product life cycles. If products have very short life cycles, then sales levels will drop
rapidly once products enter the decline phase of their life cycles, potentially leaving the
company with large stocks of excess inventory. In these situations, it is critical to
conduct frequent reviews in order to keep a company’s investment in working capital
from becoming excessive.

There are also two nonfinancial reasons for retaining unprofitable products that
must be considered before canceling a product. First, a company may want to offer to
customers a full range of product offerings so they can purchase anything they need
from the company without having to go to a competitor. This may require the retention
of a product whose absence would otherwise create a hole in the corporate product line.
Second, it may be necessary to offer a product in a specific market niche in order to keep
competitors from entering a market that the company considers to be crucial to its
ongoing viability.

FIXED EXPENSES: STEP COSTING DECISIONS

A key decision for the CFO is whether to recommend the incurrence of a step cost. This
is an incremental fixed cost, such as the creation of a new overhead position, that will
permanently increase a company’s cost base. Adding such costs may be required if the
current staff is simply unable to address the needs of existing sales and production
levels, and needs the help. Nonetheless, the CFO must review this decision in light of
its impact on profitability. One of the best ways to do so is through breakeven analysis
of the step costing decision, which is discussed in Chapter 10, ‘“‘Other Financial
Analysis Topics.” This analysis frequently shows that profits are maximized just prior
to the incurrence of a step cost, since it may require significant additional sales to
offset the step cost.

There are several key factors for a CFO to consider when mulling over this decision.
One is the sales point at which profits will match the level just before the incurrence of
the step cost. For example, a printing plant is experiencing a ramp-up in sales and its
CFO decides to invest in a new press to meet the demand. The press is leased, and costs
$250,000 per year. Gross margins are 30 percent, so the plant must generate $833,333
per year in additional sales just to cover the step cost represented by the new press.

Another factor leads from the last point, which is to determine the maximum sales
level that a facility can possibly support under the best of circumstances. To continue
with the last example, if the printing plant’s other departments can only support
incremental new sales of an additional $500,000 without the incurrence of even more
step costs, then it is impossible to achieve the $83 3,333 sales level required to pay for the
printing press.

Yet another factor to consider is the stability of incremental new sales required
to pay for a step cost. To continue with the example, the CFO should decline to lease
the press if the incremental sales driving the decision are for a short-term deal with a
firm expiration date, or with an uncertain future that is not supported by a long-term
purchase order. A hard look at the market served by a company, the level of
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competition, potential price wars, and related factors should all be carefully considered
before making the step costing decision.

The examples shown thus far relate to major step costing decisions. However, most
step costs are much more minor, with small jumps in costs that have a minimal
incremental impact on the bottom line. Nonetheless, these additions gradually eat away
at profits over time. To gain control over them, the CFO should require elaborate
approval mechanisms for any step costs incurred outside of the standard budgeting
process. For those costs included in the budget, the CFO has more time to conduct an
analysis of why each step cost is needed, how improved efficiencies might avoid the cost,
whether to outsource rather than incur the cost, and so on. The step costing decision is
one of the most crucial to a company on an ongoing operating basis, and therefore
deserves a substantial proportion of a CFQO’s time.

PAYROLL EXPENSES: TEMPORARY LABOR VERSUS
PERMANENT STAFFING DECISIONS

In many organizations, particularly those in the service industry, the largest expense
by far is for payroll. Consequently, the CFO should become deeply involved in decisions
to alter the size of the workforce. This is a particular concern in areas where the
business is highly seasonal, requires experienced personnel, operates under a union
agreement, or is subject to burdensome state unemployment taxes. Consider these key
decision points:

= Seasonality. If a business has a highly variable sales season, this is a key indicator in
favor of using temporary labor during the peak season, leaving only a small core of
seasoned employees for the remainder of the year. A classic example is the amuse-
ment park, where temporary staffers know in advance that they will only be
employed for a few months. However, this is not such a simple decision when the
experience level required of the staffis relatively high, since it may be difficult to obtain
new help with the requisite knowledge base when sales ramp up again. In such
situations, the CFO should consider level-loading the production facility, balancing
this cost against an increase in inventory levels during low sales periods. If this is not
an option, then a corporate investment in a significant training program to ramp up
new employees quickly may be a reasonable alternative.

= Turnover rate of existing in-house staff. There may be no decision to make between
the use of temporary versus in-house full-time staff if the full-time staff turns over
with great regularity. This is a common problem in low-skill, highly repetitive
environments, such as base-level positions on the manufacturing floor.

= Union agreements. A labor force represented by a union can greatly restrict a
company'’s ability to lay off the regular workforce. This may tend to lead a CFO to
recommend extensive use of temporary employees for short-term requirements,
rather than run the risk of hiring more staff into the union who will then be difficult
to let go. The union may suggest giving its members high-cost overtime rather than
bring in temporary employees, thereby increasing their total pay. However, quality
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problems can arise after employees work too many hours, making this a choice of
diminishing returns.

= Unemployment taxes. If a company constantly hires and fires staff as it experiences
rapid changes in its required staffing levels, it will experience increasing state
unemployment tax rates. State unemployment agencies annually review the
amount of unemployment payments made to a company’s former employees
and alter the company’s prospective tax rate for the next year to make the
company foot the bill for these payments. If a company creates a large pool of
former employees who are drawing unemployment benefits, it is setting itself up for
an increase of potentially several percent in its payroll taxes.

= Technical skill requirements. Temporary labor agencies used to specialize in provid-
ing low-skill staff to companies. However, these agencies now offer pools of very
experienced, technically capable people who can step into almost any position.
Nonetheless, a strategically critical position should be brought in house and
provided with a proper benefits package, on the grounds that the company wants
to retain the person in that position for as long as possible. In this case, cost issues
are secondary to retention.

= Terms of agreements with temporary labor agencies. A temporary labor agency
charges a substantial markup on the hourly fees it charges for a company’s use
of people provided to it by the agency. This fee covers not only the agency’s profit,
but also its recruiting costs, payroll taxes, and benefits (if any) that it may offer its
temporary workforce. A company using a recruiting agency will usually have to
sign a contract with the agency, agreeing not to hire any of its temporary workers
without paying a search fee, or else only after a number of months have passed
(during which time the agency will have earned a large profit). This type of fee
structure frequently leads the CFO to recommend either running an in-house
temporary work agency or only using temporary labor agencies for very specific
requirements.

For example, the CFO of the SecureTech Consulting Company is faced with the
decision whether to bring in temporary labor for a government system security
consulting project, or to hire the personnel directly. The company has a long tradition
of not laying off personnel, so the CFO wants to be sure that these people will be needed
after the current government contract has been completed. Accordingly, she talks to the
business development vice president to see if the government contract may be extended
past its current one-year term. The response is that the government will make a firm
commitment for extended funding after it has reviewed the quality of SecureTech’s work
for the first three months of the contract. Based on this information, she elects to hire
personnel through an IT temporary services agency for the first three months of the
contract and then pay a small recruiting fee to hire them full-time if the contract is
extended. If the contract is not extended, then she will keep them on temporary status
and let them go at the end of the contract.

As another example, the CFO of the Stereo Devices Company must make a
recommendation about hiring stereo systems installers for the crucial holiday season.
A good stereo installer with above-average customer skills is considered a key employee
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worth retaining, but the company can afford to keep only half the installer staff during
slower parts of the year. A major consideration is the quality of work provided to
customers by the installers, which has proven to be of a lower standard when short-term
staff were used in the past. Accordingly, the CFO recommends authorizing a considera-
ble jump in overtime hours allowed during the holiday season by the more experienced
staff, while only hiring a minimum number of personnel who act as assistants to the
more experienced staff.

In both of the examples, monetary concerns were not the only reasons for the
decisions being made. On the contrary, the consulting firm wanted to avoid breaking a
long company tradition of avoiding layoffs, while the installation company wanted the
best possible customer service. Less expensive alternatives were available, but the CFOs
both decided that key company values came first.

ENTITIES: DIVESTITURE DECISIONS

A company will occasionally consider the divestiture of some portion of the business, for
a variety of reasons. For example, the CFO may feel that the company will be worth more
to investors if it is broken into pieces, though this approach is difficult to prove. Another
reason is that the management team is having difficulty allocating capital between
various portions of the entity, or that one business segment is using most of the capital,
essentially “‘starving”’ other business segments of funds. The same reasoning can apply
to the time of the management team, which may be unreasonably allocated to fix the
problems of one business unit; in this case, the management team may be of the opinion
that managing a smaller firm will be easier on them, and better for the company as a
whole. A divestiture may also seem attractive if the management team decides to steer
the company in a different strategic direction, which may call for the divestiture of all
business segments that are considered to be unrelated to the new direction. In a few
cases, a company may even be forced by the government to divest because of antitrust
issues. Whatever the initial reason given, the CFO should explore the issue by focusing
on the inherent value of the subject business segment to the company, what kind of
effort or funding it would take to more fully achieve the benefits of that segment within
the company, and what would happen to the company’s competitive position if the
segment were divested. By reviewing these issues, the CFO should be able to arrive at a
defensible conclusion regarding the best action to be taken.

If the CFO is asked to look into the size and structure of a divestiture, there are
several issues to consider. First, is there a clearly identifiable entity that can be broken
away from the company? For example, separate facilities and staff should be clearly
identifiable as belonging to the business segment to be divested. Second, the business
segment must be one that can operate profitably on its own, which means that it must
address a clearly identifiable market, have an appropriate infrastructure for that market,
and therefore be able to successfully compete in it.

If these conditions apply, then the CFO can consider the type of structure that the
divestiture should follow. For example, the business segment can be spun off to existing
shareholders. This is an excellent approach from the perspective of the shareholders,
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who will avoid an income tax liability by receiving qualified shares in the new entity. A
spin-off also allows the management team to avoid the hassle of dealing with a buyer,
setting its own terms for the divestiture instead. A variation on the spin-off is a carve-out,
where the company makes shares in the new entity available through an initial public
offering (IPO), rather than as a stock distribution to shareholders. Yet another variation
is a sale to the management team of the business segment, which typically structures
the deal as a leveraged buyout (LBO), involving little capital and large amounts of debt.
Finally, a divestiture can be accomplished through a sale to another company, though
this approach can involve a painful amount of negotiation, legal fees, contingent fees,
and a lower price than might be achieved by other means.

SYSTEMS: WHEN TO USE THROUGHPUT COSTING

Throughput costing requires an understanding of some new accounting terminology.
Throughput is the contribution margin that is left after a product’s price is reduced
by the amount of its totally variable costs. There is no attempt to allocate overhead
costs to a product, nor to assign to it any semivariable costs. As a result, the amount of
throughput for most products tends to be quite high. Totally variable costs are the costs
that will only be incurred if a product is created. In many instances, this means that
only direct materials are considered to be a totally variable cost. Direct labor is not
totally variable unless employees are only paid if a product is produced. A capacity
constraint is a resource within a company that limits its total output. For example, it
may be a machine that can only produce a specified amount of a key component in a
given time period, thereby keeping overall sales from expanding beyond the maxi-
mum capacity of that machine. Operating expenses are the sum total of all company
expenses, excluding totally variable expenses.

The primary focus of throughput costing is on how to force as many throughput
dollars as possible through a capacity constraint, pure and simple. It does this by first
determining the throughput dollars per minute of every production job scheduled to run
through the capacity constraint, and then rearranging the order of production priority so
that the products with the highest throughput dollars per minute are produced first. The
system is based on the supposition that only a certain amount of production can be
squeezed through a bottleneck operation, so the production that yields the highest
margin must come first in order of manufacturing priority to ensure that profits are
maximized. The concept is most easily demonstrated in the example shown in Exhibit 2.2.

In the example, we have four types of products that a company can sell. Each
requires some machining time on the company’s capacity constraint, which is the
circuit board manufacturing process (CBMP). The first item is a 19-inch color television,
which requires 10 minutes of the CBMP’s time. The television sells for $150, and has
associated direct materials of $68.90, which gives it a throughput of $81.10. We then
divide the throughput of $81.10 by the ten minutes of processing time per unit on the
capacity constraint to arrive at the throughput dollars per minute of $8.11 that is
shown in the second column of Exhibit 2.2. We then calculate the throughput per
minute for the other three products, and sort them in high-low order, based on which
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EXHIBIT 2.2 Throughput Model

Maximum Constraint Time: 62,200

Unit
Throughput Required Demand/ Cumulative Cumulative
$/Minute Constraint Actual Constraint Throughput/
Product of Constraint Usage (min.) Production Utilization Product
19” Color $8.11 10 1,000/1,000 10,000 $ 81,100
television
100-Watt 7.50 8 2,800/2,800 22,400 168,000
stereo
5" LCD 6.21 12 500/500 6,000 37,260
television
50” High- 5.00 14 3,800/1,700 23,800 119,000
definition
television
Throughput total $405,360
Operating expense total 375,000
Profit 30,360
Profit percentage 7.5%
Investment 500,000
Return on investment 6.1%

ones contribute the most throughput per minute. This leaves the 19-inch television at
the top of the list. Next, we multiply the unit demand for each item by the time required
to move it through the capacity constraint point. We do not care about the total
production time for each item, only the time required to push it through the bottleneck.
Next, we determine the total amount of time during which the capacity constraint can
be operated, which in the example is 62,200 minutes, and which is noted in bold at the
top of the example. We then fill in the total number of minutes required to produce each
product in the fifth column, which also shows that we will not have enough time
available at the capacity constraint to complete the available work for the high-
definition television, which was listed as having the lowest priority. Then, by multi-
plying the throughput per minute by the number of minutes for each product, and then
multiplying the result by the total number of units produced, we arrive at the total
throughput for the entire production process for the period, which is $405,360.
However, we are not done yet. We must still subtract from the total throughput the
sum of all operating expenses for the facility. After they are subtracted from the total
throughput, we find that we have achieved a profit of 7.5 percent and a return on
investment of 6.1 percent. This is the basic throughput accounting model.

So far, this looks like an ordinary analysis of how much money a company can earn
from the production of a specific set of products. However, there is more here than is at
first apparent. The issue is best explained with another example. Let us say that the CFO
arrives on the scene, does a thorough costing analysis of all four products in the
preceding exhibit, and determines that, after all overhead costs are properly allocated,
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EXHIBIT 2.3 Fully Absorbed Product Costs

Product Totally Variable Overhead

Description Price Cost Allocation Gross Margin
19” Color $150.00 $68.90 $49.20 $31.90
television

100-Watt stereo 125.50 65.50 18.00 38.00

5" LCD television 180.00 105.48 41.52 33.00
50” High- 900.00 830.00 20.00 50.00
definition

television

the high-definition television actually has the highest gross margin, and the 19-inch
television has the least. The relative positions of the other two products do not change.
The CFO’s summary of the product costs appears in Exhibit 2.3.

According to the cost accounting scenario, we should actually be producing as
many high-definition television sets as possible. To test this theory, we will duplicate the
throughput analysis shown earlier in Exhibit 2.2, but this time we will move the high-
definition television to the top of the list and produce all 3,800 units that are on order,
while dropping the 19-inch television to the bottom of the list, and only producing as
many units as will still be available after all other production has been completed. All
other variables will stay the same. This analysis is shown in Exhibit 2.4.

EXHIBIT 2.4 Throughput Analysis Using Priorities Based on Overhead Costs

Maximum Constraint Time: 62,200

Unit
Throughput Required Demand/ Cumulative Cumulative
$/Minute of Constraint Actual Constraint Throughput/
Product Constraint Usage (min.) Production Utilization Product
50" High- $5.00 14 3,800/3,800 53,200 $266,000
definition
television
100-Watt 7.50 8 2,800/1,125 9,000 67,500
stereo
5" LCD 6.21 12 500/0 0 0
television
19” Color 8.11 10 1,000/0 0 0
television
Throughput total $333,500
Operating expense total 375,000
Profit —41,500
Profit percentage -12.4%
Investment 500,000

Return on investment —8.3%
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According to this analysis, which is based on the best cost allocation principles,
where we have carefully used activity-based costing to ensure that overhead is closely
matched to actual activities, we have altered the mix of products and realized a net
reduction in profits of $53,360! How can this be possible?

This issue is caused by three major problems with the traditional cost accounting
methodology, all of which are corrected through the use of throughput accounting. All
three of these issues contributed to the problem just noted in Exhibit 2.4. The first is that
you cannot really allocate overhead costs to products and expect to use the resulting
information in any meaningful way for incremental decisions of any kind. To do so
would be to make the erroneous assumption that overhead costs vary directly with
every unit of a product that is produced or sold. In reality, the only cost that varies
directly with a product is the cost of its direct material. That is all. Even direct labor is no
longer so direct. In how many companies can one find a situation where the staff
immediately goes home when the last product is completed? Instead, the staff is
employed on various projects during downtime periods, to ensure that the same
experienced staff is available for work the next day. There is an even less tenuous
linkage between machine costs and products. Will a company immediately sell a
machine if there is one less unit of production running through it? Of course not.
The machine will sit on the factory floor and accumulate depreciation and preventive
maintenance costs until some other job comes along that requires its services. In short,
nearly all of the costs of any company can be lumped into a general category called
“operating expenses’ or some similar category. These are simply the costs that a
company incurs to maintain a given level of capacity, rather than a disaggregated group
of costs that are closely tied to specific products. The reason why this concept has such a
large bearing on Exhibit 2.4 is that the high-definition television was assumed to have a
much higher margin than the 19-inch television on the basis of allocated costs.
However, for the purposes of the production runs used in the throughput example,
the overhead cost pools that were assigned to these two products will still become valid
expenses, whether either of the products is produced at all. Consequently, it is
detrimental to use overhead as a factor in the determination of product throughput,
no matter what traditional cost accounting principles may state.

The second major problem with traditional cost accounting is that it completely
ignores the concept of limited production capacity. Instead, the primary goal of a costing
analysis is to determine which products have the highest gross margins and which have
the least. This information is then used to pursue two goals—to sell oodles of the high-
margin products while either dumping or improving the margins on the low-margin
products. Unfortunately, the real world states that there is a limited production capacity
available, so there is a choice between the best set of customer orders that are available
at the moment, only some of which can be run through the capacity constraint—and
possibly none of which may be the highest-margin products that the company is capable
of producing. Therefore, a simple categorization of which products are the “best” or
“worst”” has no meaning on a day-to-day basis. The real world forces a choice between a
set of possible product sales, which requires a continual reevaluation of a mix of product
orders for different products and quantities in relation to one another. In Exhibit 2.4,
ignoring the capacity constraint would have led to the much higher profit of $177,360
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(assuming that all production is completed for all four products), but of course this was
rendered impossible by the capacity constraint.

The final problem, and the one that is clearly the largest inherent flaw in traditional
cost accounting, is that it ignores the fact that a company is one large, interactive
system, and instead strives to achieve lots of local improvements in efficiency. The flaw
that we just saw in Exhibit 2.4 was that the CFO determined the fully absorbed cost of
each product on its own, not realizing that, to a significant degree, each of those
products shares in the use of many overhead costs. Any type of allocation system will
result in locally optimized profitability levels for individual products, but does not
address the fact that the overhead cost pool really services the capacity of the company
as a whole, not an individual product. For example, the cost of a production scheduler’s
salary may be allocated to a product based on the amount of scheduling time required
to insert it into the production schedule. However, does this added cost really ‘‘belong”
to the product? If the product were not to be produced at all, the scheduler would still
be there, being paid a salary, so it is evident that, for the purposes of the throughput
model, there is no point in assigning such overhead costs to products. This means that,
because so many costs are not assignable to products, it is valid to only charge totally
variable costs to a specific product; all other costs must be paid for by the combined
throughput of all products produced, since the overhead applies to all of them. In short,
we cannot look at the individual profitability levels of products; but rather at how the
throughput of all possible product sales, when combined, can be used to offset the total
pool of overhead costs.

What we have just seen is that traditional cost accounting methodologies make the
multiple mistakes of applying overhead to products for incremental decision-making
purposes, ignoring the role of capacity constraints, and not thinking of the entire set of
products and related operating expenses as a complete system, for which various
combinations of products must be considered in order to determine the highest possible
level of profitability. However, we are still dealing with throughput accounting at an
abstract level. We will now work through a few examples to clarify the concepts
presented thus far.

HIGH-VOLUME, LOW-PRICE SALE DECISIONS USING
THROUGHPUT COSTING

The sales manager of the electronics company in our previous example runs into the
corporate headquarters, flush from a meeting with the company’s largest account,
Electro-Geek Stores (EGS). He has just agreed to a deal that drops the price of the
100-watt stereo system by 20 percent, but which guarantees a doubling in the quantity of
EGS orders for this product for the upcoming year. The sales manager points out that the
company may have to hold off on a few of the smaller-volume production runs of other
products, but no problem—the company is bound to earn more money on the extra
volume. To test this assumption, the CFO pulls up the throughput model on his computer,
shifts the stereo to the top of the priority list, adjusts the throughput to reflect the lower
price, and obtains the results shown in Exhibit 2.5.
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EXHIBIT 2.5 Throughput Model with Volume Discounts

Maximum Constraint Time: 62,200

Unit
Throughput Required Demand/ Cumulative Cumulative
$/Minute Constraint Actual Constraint Throughput/
Product of Constraint Usage (min.) Production Utilization Product
100-Watt $4.36 8 5,600/5,600 44,800 $195,328
stereo
19" Color 8.11 10 1,000/1,000 10,000 81,100
television
5" LCD 6.21 12 500/500 6,000 37,260
television
50" High- 5.00 14 3,800/100 1,400 7,000
definition
television
Throughput total $320,688
Operating expense total 375,000
Profit —54,312
Profit percentage —16.9%
Investment 500,000
Return on investment —10.9%

To be brief, the sales manager just skewered the company. By dropping the price of
the stereo by 20 percent, much of the product’s throughput was eliminated, while so
much of the capacity constraint was used up that there was little room for the production
of any other products that might generate enough added throughput to save the
company. This example clearly shows that you must carefully consider the impact on
the capacity constraint when debating whether to accept a high-volume sales deal. This
is a particularly dangerous area in which to ignore throughput accounting, for the
acceptance of a really large-volume deal can hog all of the time of the capacity constraint,
eliminating any chance for the company to manufacture other products, and thereby
eliminating any chance of offering a wide product mix to the general marketplace.

CAPITAL BUDGETING DECISIONS USING
THROUGHPUT COSTING

The production and cost accounting managers have been reviewing a number of
workstations in the production area, and find that they can speed up the production
capacity of the circuit board insertion machine, which is the next workstation in line
after the capacity constraint operation. They can double the speed of the insertion
machine if the company is willing to invest an extra $28,500. To see if this is a good
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EXHIBIT 2.6 Throughput Model and Investment Analysis

Maximum Constraint Time: 62,200

Unit
Throughput Required Demand/ Cumulative Cumulative
$/Minute Constraint Actual Constraint Throughput/
Product of Constraint Usage (min.) Production Utilization Product
19” Color $8.11 10 1,000/1,000 10,000 $ 81,100
television
100-Watt 7.50 8 2,800/2,800 22,400 168,000
stereo
5" LCD 6.21 12 500/500 6,000 37,260
television
50" High- 5.00 14 3,800/1,700 23,800 119,000
definition
television
Throughput total $405,360
Operating expense total 375,000
Profit 30,360
Profit percentage 7.5%
Investment 528,500
Return on investment 5.7%

idea, we once again look at the throughput model. In this instance, the only number we
change is the investment amount. The results are shown in Exhibit 2.6.

By making the extra investment, the only change in the company’s situation is
that its return on investment has dropped by four-tenths of a percent. The reason is
that any investment used to improve any operation besides the capacity constraint
is a waste of money. The only thing that a company achieves by making such an investment
is improving the efficiency of an operation that will still be controlled by the speed of the
capacity constraint. In reality, the situation is even worse, for any newly upgraded
subsidiary operation will now have greater efficiency, and can therefore produce in
even greater quantities—all of which will turn into WIP that will pile up somewhere
in front of the bottleneck operation, which increases the amount of a company’s
WIP investment. Thus, an investment in a nonbottleneck operation may actually
worsen the overall financial results of the company, because its inventory investment
will increase.

This is an important concept for investment analysis, for the typical CFO is trained
to examine each investment proposal strictly on its own merits, with no consideration
of how the investment fits into the entire production system. If the impact of the
capacity constraint were also to be factored into investment analyses, very few of
them would ever be approved, because they do not have a positive impact on the
capacity constraint.
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MAKE VERSUS BUY DECISIONS USING
THROUGHPUT COSTING

One of the company’s key suppliers has offered to take over the entire production of the
5-inch LCD television, package it in the company’s boxes, and drop ship the completed
goods directly to the company’s customers. The catch is that the company’s cost will
increase from its current fully burdened rate of $147 (as noted in Exhibit 2.3) to $165,
which only leaves a profit of $15. A traditional cost accounting review would state
that the company will experience reduced profits of $18 if this outsourcing deal
is completed (the difference between the current and prospective costs of $147 and
$165. To see if this is a good deal, we turn once again to the throughput model, which
is reproduced in Exhibit 2.7. In this exhibit, we have removed the number from the
“Cumulative Constraint Utilization”” column for the LCD television, since it can now
be produced without the use of the capacity constraint. However, we are still able to
put a cumulative throughput dollar figure into the final column for this product, since
there is some margin to be made by outsourcing it through the supplier. By removing
the LCD television’s usage of the capacity constraint, we are now able to produce more
of the next product in line, which is the high-definition television set. This additional
production allows the company to increase the amount of throughput dollars, thereby
creating $270 more in profits than was the case before the outsourcing deal.

EXHIBIT 2.7 Throughput Model With an Outsourcing Option

Maximum Constraint Time: 62,200

Unit
Throughput Required Demand/ Cumulative Cumulative
$/Minute Constraint Actual Constraint Throughput/
Product of Constraint Usage (min.) Production Utilization Product
19" Color $8.11 10 1,000/1,000 10,000 $ 81,100
television
100-Watt 7.50 8 2,800/2,800 22,400 168,000
stereo
5" LCD 6.21 12 500/500 N/A 7,500
television
50" High- 5.00 14 3,800/2,129 29,806 149,030
definition
television
Throughput total $405,630
Operating expense total 375,000
Profit 30,630
Profit percentage 7.5%
Investment 500,000

Return on investment 6.1%
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Once again, the traditional cost accounting approach would have stated that
profits would be lowered by accepting an outsourcing deal that clearly costs more
than the product’s internal cost. However, by using this deal to release some
capacity at the bottleneck, the company is able to earn more money on the production
of other products.

SUMMARY

This chapter presented a multitude of financial strategy decisions that a CFO is likely to
encounter. It may at first appear that some of these decisions need to be addressed only
after long intervals, when there is an immediate need. For example, the decision to offer
a particular type of equity is only needed when a new offering is anticipated—right? Not
at all. On the contrary, a forward-thinking CFO should review this chapter at regular
intervals as part of his or her ongoing strategic planning process, perhaps as much as on
a quarterly basis. By doing so, the CFO can constantly review the background
information used to make earlier decisions, test them in light of new information,
and incrementally (or substantially) revise the decisions. To use the previous example,
the CFO can continually evaluate the types of equity being offered, even if there is no
immediate need for new equity, in order to see if the firm’s capital structure requires
revision. Similarly, a regular review of the inventory liquidation decision is needed to
test inventory levels in light of any new manufacturing systems or customer service
goals, while the early payment discount decision must be reviewed in light of any
changes in the corporate cost of capital or short-term cash flow requirements. Similar
reasons apply to the regular review of all other decisions noted in this chapter. In short,
the CFO must continually test all assumptions used to make key financial decisions, and
revise those decisions as needed.



CHAPTER THREE

Tax Strategy

HE OBVIOUS OBJECTIVE OF tax strategy is to minimize the amount of cash
paid out for taxes. However, this directly conflicts with the general desire to
report as much income as possible to shareholders, since more reported income

results in more taxes. Only in the case of privately owned firms do these conflicting
problems go away, since the owners have no need to impress anyone with their reported
level of earnings, and would simply prefer to retain as much cash in the company as
possible by avoiding the payment of taxes.

For those CFOs who are intent on reducing their corporation’s tax burdens, there

are five primary goals to include in their tax strategies, all of which involve increasing
the number of differences between the book and tax records, so that reportable income
for tax purposes is reduced. The five items are:

1.
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Accelerate deductions. By recognizing expenses sooner, one can force expenses into
the current reporting year that would otherwise be deferred. The primary deduction
acceleration involves depreciation, for which a company typically uses the modified
accelerated cost recovery system (MACRS), an accelerated depreciation methodol-
ogy acceptable for tax reporting purposes, and straight-line depreciation, which
results in a higher level of reported earnings for other purposes.

Take all available tax credits. A credit results in a permanent reduction in taxes, and
so is highly desirable. Unfortunately, credits are increasingly difficult to find,
though an entity might qualify for the research and experimental tax credit,
which is available to those companies that have increased their research activities
over the previous year. The only type of expense that qualifies for this credit is that
which is undertaken to discover information that is technical in nature, and its
application must be intended for use in developing a new or improved business
component for the taxpayer. Also, all of the research activities must be elements

The New CFO Financial Leadership Manual, Third Edition
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Copyright © 2011 John Wiley & Sons, Inc.
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of a process of experimentation relating to a new or improved function, or which
enhance the current level of performance, reliability, or quality. A credit cannot
be taken for research conducted after the beginning of commercial production, for
the customization of a product for a specific customer, the duplication of an
existing process or product, or for research required for some types of software
to be used internally.

There are more tax credits available at the local level, where they are offered
to those businesses willing to operate in economic development zones, or as part
of specialized relocation deals (normally only available to larger companies).

3. Avoid nonallowable expenses. There are a few expenses, most notably meals and
entertainment, that are completely or at least partially not allowed for purposes
of computing taxable income. A key company strategy is to reduce these types of
expenses to the bare minimum, thereby avoiding any lost benefits from non-
allowable expenses.

4. Increase tax deferrals. There are a number of situations in which taxes can be
deferred, such as when payments for acquisitions are made in stock or when
revenue is deferred until all related services have been performed. This can shift a
large part of the tax liability into the future, where the time value of money results in
a smaller present value of the tax liability than would otherwise be the case.

5. Obtain tax-exempt income. The CFO should consider investing excess funds in
municipal bonds, which are exempt from both federal income taxes and the income
taxes of the state in which they were issued. The downside of this approach is that
the return on municipal bonds is less than the return on other forms of investment,
due to their inherent tax savings.

There is no single tax strategy that will be applicable to every company, since the
tax laws are so complex that the CFO must construct a strategy that is tailored to the
specific circumstances in which the company finds itself. Nonetheless, there are a
number of taxation areas that a CFO must be aware of when creating a tax strategy
using the preceding five goals. Those areas are listed in alphabetical order through the
remainder of this chapter, ranging from the accumulated earnings tax to un-
employment taxes. The CFO should carefully peruse these topics to see if they should
be incorporated into the company’s overall tax strategy.

ACCUMULATED EARNINGS TAX

There is a double tax associated with a company’s payment of dividends to investors,
because it must first pay an income tax from which dividends cannot be deducted as an
expense, and then investors must pay income tax on the dividends received. Under-
standably, closely held companies prefer not to issue dividends in order to avoid the
double taxation issue. However, this can result in a large amount of capital accumu-
lating within a company. The Internal Revenue Service (IRS) addresses this issue by
imposing an accumulated earnings tax on what it considers to be an excessive amount
of earnings that have not been distributed to shareholders.
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The IRS considers accumulated earnings of less than $150,000 to be sufficient for
the working needs of service businesses, such as accounting, engineering, architecture,
and consulting firms. It considers accumulations of anything under $250,000 to be
sufficient for most other types of businesses. A company can argue that it needs a
substantially larger amount of accumulated earnings if it can prove that it has specific,
definite, and feasible plans that will require the use of the funds within the business.
Another valid argument is that a company needs a sufficient amount of accumulated
earnings to buy back the company’s stock that is held by a deceased shareholder’s estate.

If these conditions are not apparent, then the IRS will declare the accumulated
earnings to be taxable at a rate of 39.6 percent. Also, interest payments to the IRS will
be due from the date when the corporation’s annual return was originally due. The
severity of this tax is designed to encourage organizations to issue dividends on a
regular basis to their shareholders, so that the IRS can tax the shareholders for this
form of income.

CASH METHOD OF ACCOUNTING

The normal method for reporting a company’s financial results is the accrual basis of
accounting, under which expenses are matched to revenues within a reporting period.
However, for tax purposes, it is sometimes possible to report income under the cash
method of accounting. Under this approach, revenue is not recognized until payment for
invoices is received, while expenses are not recognized until paid.

The cash basis of accounting can result in a great deal of manipulation from the
perspective of the IRS, which discourages its use, but does not prohibit it. As an example
of income manipulation, a company might realize that it will have a large amount of
income to report in the current year, and will probably have less in the following year.
Accordingly, it prepays a number of supplier invoices at the end of the year, so that
it recognizes them at once under the cash method of accounting as expenses in the
current year. The IRS prohibits this type of behavior under the rule that cash payments
recognized in the current period can only relate to current-year expenses. Nonetheless,
itis a difficult issue for the IRS to police. The same degree of manipulation can be applied
to the recognition of revenue, simply by delaying billings to customers near the end
of the tax year. Also, in situations where there is a sudden surge of business at the end
of the tax year, possibly due to seasonality, the cash method of accounting will not
reveal the sales until the following year, since payment on the invoices from customers
will not arrive until the next year. Consequently, the cash method tends to underreport
taxable income.

In order to limit the use of this method, the IRS prohibits it if a company has any
inventories on hand at the end of the year. The reason for this is that expenditures for
inventory can be so large and subject to manipulation at year-end that a company could
theoretically alter its reported level of taxable income to an enormous extent. The cash
basis is also not allowable for any C corporation, partnership that has a C corporation for
a partner, or a tax shelter. However, within these restrictions, it is allowable for an entity
with average annual gross receipts of $5 million or less for the three tax years ending
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with the prior tax year, as well as for any personal service corporation that provides at
least 95 percent of its activities in the services arena.

The IRS imposes some accrual accounting concepts on a cash-basis organization in
order to avoid some of the more blatant forms of income avoidance. For example, if a
cash-basis company receives a check at the end of its tax year, it might be tempted not to
cash the check until the beginning of the next tax year, since this would push the
revenue associated with that check into the next year. To avoid this problem, the IRS
uses the concept of constructive receipt, which requires one to record the receipt when it
is made available to one without restriction (whether or not it is actually recorded on
the company’s books at that time). Besides the just-noted example, this would also
require a company to record the interest on a bond that comes due prior to the end of
the tax year, even if the associated coupon is not sent to the issuer until the next year.

INVENTORY VALUATION

It is allowable to value a company’s inventory using one method for book purposes and
another for tax purposes, except in the case of the last-in first-out (LIFO) inventory
valuation method. In this case, the tax advantages to be gained from the use of LIFO are
so significant that the IRS requires a user to employ it for both book and tax purposes.
Furthermore, if LIFO is used in any one of a group of financially related companies, the
entire group is assumed to be a single entity for tax reporting purposes, which means
that they must all use the LIFO valuation approach for both book and tax reporting. This
rule was engendered in order to stop the practice of having LIFO-valuation companies
roll their results into a parent company that used some other method of reporting,
thereby giving astute companies high levels of reportable income and lower levels of
taxable income at the same time.

MERGERS AND ACQUISITIONS

A key factor to consider in corporate acquisitions is the determination of what size taxable
gain will be incurred by the seller (if any), as well as how the buyer can reduce the tax
impact of the transaction in the current and future years. In this section, we will briefly
discuss the various types of transactions involved in an acquisition, the tax implications of
each transaction, and whose interests are best served by the use of each one.

There are two ways in which an acquisition can be made, each with different tax
implications. First, the acquirer can purchase the acquiree’s stock, which might trigger
a taxable gain to the seller. Second, the acquirer can purchase the acquiree’s assets,
which triggers a gain on sale of the assets, as well as another tax to the shareholders of
the selling company, who must recognize a gain when the proceeds from liquidation of
the business are distributed to them. Because of the additional taxation, a seller will
generally want to sell a corporation’s stock rather than its assets.

When stock is sold to the buyer in exchange for cash or property, the buyer
establishes a tax basis in the stock that equals the amount of the cash paid or fair market
value of the property transferred to the seller. Meanwhile, the seller recognizes a gain or
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loss on the eventual sale of the stock that is based on its original tax basis in the stock,
which is subtracted from the ultimate sale price of the stock.

It is also possible for the seller to recognize no taxable gain on sale of a business if it
takes some of the acquiring company’s stock as full compensation for the sale. However,
there will be no tax only if continuity of interest in the business can be proven by giving
the sellers a sufficient amount of the buyer’s stock to prove that they have a continuing
financial interest in the buying company. A variation on this approach is to make an
acquisition over a period of months, using nothing but voting stock as compensation to
the seller’s shareholders, but for which a clear plan of ultimate control over the acquiree
can be proven. Another variation is to purchase at least 80 percent of the fair market
value of the acquiree’s assets solely in exchange for stock.

When only the assets are sold to the buyer, the buyer can apportion the total price
among the assets purchased, up to their fair market value (with any excess portion of the
price being apportioned to goodwill). This is highly favorable from a taxation perspec-
tive, since the buyer has now adjusted its basis in the assets substantially higher; it can
now claim a much larger accelerated depreciation expense in the upcoming years,
thereby reducing both its reported level of taxable income and tax burden. From the
seller’s perspective, the sale price is allocated to each asset sold for the purposes of
determining a gain or loss; as much of this as possible should be characterized as a
capital gain (since the related tax is lower) or as an ordinary loss (since it can offset
ordinary income, which has a higher tax rate).

The structuring of an acquisition transaction so that no income taxes are paid must
have a reasonable business purpose besides the avoidance of taxes. Otherwise, the IRS
has been known to require tax payments on the grounds that the structure of the
transaction has no reasonable business purpose besides tax avoidance. Its review of the
substance of a transaction over its form leads the CFO to consider such transactions in
the same manner, and to restructure acquisition deals accordingly.

There is a specialized tax reduction available for the holders of stock in a small
business, on which they experience a gain when the business is sold. Specifically, they
are entitled to a 50 percent reduction in their reportable gain on sale of that stock,
though it is limited to the greater of a $10 million gain or 10 times the stockholder’s
basis in the stock. This exclusion is reserved for C corporations, and only applies to stock
that was acquired at its original issuance. There are a number of other exclusions, such
as its inapplicability to personal service corporations, real estate investment trusts,
domestic international sales corporations, and mutual funds. This type of stock is called
qualified small business stock. The unique set of conditions surrounding this stock make it
clear that it is intended to be a tax break specifically for the owners of small businesses.

The exact forms of various types of acquisitions are noted in greater detail in the
“Types of Acquisitions” section of Chapter 22, ‘“Mergers and Acquisitions.”

NET OPERATING LOSS CARRYFORWARDS

Since income taxes can be the largest single expense on the income statement, the CFO
should carefully track the use and applicability of net operating loss (NOL) carryforwards
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that were created as the result of reported losses in prior years. An NOL may be carried
back and applied against profits recorded in the 2 preceding years, with any remaining
amount being carried forward for the next 20 years, when it can be offset against any
reported income. If there is still an NOL left after the 20 years have expired, then the
remaining amount can no longer be used. One can also irrevocably choose to ignore the
carryback option and only use it for carryforward purposes. The standard procedure is to
apply all of the NOL against the income reported in the earliest year, with the remainder
carrying forward to each subsequent year in succession until the remaining NOL has
been exhausted. If an NOL has been incurred in each of multiple years, then they should
be applied against reported income (in either prior or later years) in order of the first NOL
incurred. This rule is used because of the 20-year limitation on an NOL, so that an NOL
incurred in an earlier year can be used before it expires.

The NOL is a valuable asset, since it can be used for many years to offset future
earnings. A company buying another entity that has an NOL will certainly place a high
value on the NOL, and may even buy the entity strictly in order to use its NOL. To curtail
this type of behavior, the IRS has created the Section 382 limitation, under which there
is a limitation on its use if there is at least a 50 percent change in the ownership of an
entity that has an unused NOL. The limitation is derived through a complex formula
that essentially multiplies the acquired corporation’s stock times the long-term
tax-exempt bond rate. To avoid this problem, a company with an unused NOL that
is seeking to expand its equity should consider issuing straight preferred stock (no voting
rights, no conversion privileges, and no participation in future earnings) in order to
avoid any chance that the extra equity will be construed as a change in ownership.

If a company has incurred an NOL in a short tax year, it must deduct the NOL over a
period of six years, starting with the first tax year after the short tax year. This limitation
does not apply if the NOL is for $10,000 or less, or if the NOL is the result of a short tax
year that is at least 9 months long and is less than the NOL for a full 12-month tax year
beginning with the first day of the short tax year. This special NOL rule was designed to
keep companies from deliberately changing their tax years in order to create an NOL
within a short tax year. This situation is quite possible in a seasonal business where
there are losses in all but a few months. Under such a scenario, a company would
otherwise be able to declare an NOL during its short tax year, carry back the NOL to
apply it against the previous two years of operations, and receive a rebate from the IRS.

NEXUS

A company might have to complete many more tax forms than it would like, as well as
remit taxes to more government entities, if it can be established that it has nexus within
a government'’s area of jurisdiction. Consequently, it is very important to understand
how nexus is established.

The rules vary by state, but nexus is generally considered to have occurred if a
company maintains a facility of any kind within a state, or if it pays the wages of
someone within that state. In some locales, the definition is expanded to include the
transport of goods to customers within the state on company-owned vehicles (though
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nexus is not considered to have occurred if the shipment is made by a third-party freight
carrier). A more liberal interpretation of the nexus rule is that a company has nexus if it
sends sales personnel into the state on sales calls or training personnel there to educate
customers, even though they are not permanently based there. To gain a precise
understanding of how the nexus rules are interpreted by each state, it is best to contact
the department of revenue at each state government.

A recent issue that is still being debated in the courts is that Internet sales may be
considered to have occurred within a state if the server used to process orders or store
data is kept within that state, even if the server is only rented from an Internet hosting
service.

If nexus has been established, a company must file to do business within the state,
which requires a small fee and a refiling once every few years. In addition, it must
withhold sales taxes on all sales within the state. This is the most laborious issue related
to nexus, since sales taxes may be different for every city and county within each state,
necessitating a company to keep track of potentially thousands of different sales tax
rates. Also, some states may require the remittance of sales taxes every month, though
this can be reduced to as little as once a year if the company predicts that it will have
minimal sales taxes to remit, as noted on its initial application for a sales tax license.

Some states or local governments will also subject a company to property or
personal property taxes on all assets based within their jurisdictions, which necessitates
even more paperwork.

Though the amount of additional taxes paid might not be that great, the key issue
related to the nexus concept is that the additional time required to track tax liabilities
and file forms with the various governments might very well require additional
personnel in the accounting department. This can be a major problem for those
organizations in multiple states, and should be a key planning issue when determining
the capacity of the accounting department to process tax-related transactions. Some
organizations with a number of subsidiaries will avoid a portion of the tax filing work by
only accepting the nexus concept for those subsidiaries that are clearly established
within each governmental jurisdiction, thereby avoiding the tax-filing problems for all
other legal entities controlled by the parent corporation.

PROJECT COSTING

A company that regularly develops large infrastructure systems, such as enterprise
resource planning (ERP) systems, for its own use will usually cluster all costs related to
that project into a single account and then capitalize its full cost, with amortization
occurring over a number of years. Though this approach will certainly increase reported
income over the short term, it also increases income taxes. If the avoidance of income
taxes is a higher priority for the CFO than reported profits, then it would be useful to
separate the various components of each project into different accounts, and expense
those that more closely relate to ongoing operational activities. For example, a strong
case can be made for expensing all training associated with a major system installation,
on the grounds that training is an ongoing activity.
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Another approach is to charge subsidiaries for the cost of a development project,
especially if the charging entity is located in a low-tax region and the subsidiaries are
in high-tax regions. This transfer pricing approach would reduce the reported income
in high-tax areas, effectively shifting that income to a location where the tax rate is
lower. However, these cost-shifting strategies must be carefully documented with
proof that the systems are really being used by subsidiaries and that the fees charged
are reasonable.

A variation on the last approach is to create a data center in a tax haven that stores
and analyzes company data, and then issues reports back to other corporate divisions for
a substantial fee. This approach has to involve more than simply locating a file server in
a low-tax location, since the IRS will claim that there is no business purpose for the
arrangement. Instead, a small business must be set up around the data center that
provides some added value to the information being collected and disseminated. This
approach is especially attractive if a company acquires another entity with a data center
in a low-tax location and simply shifts its own facilities to the preestablished location.

S CORPORATION

The S corporation is of considerable interest to the CFO, because it generally does not
pay taxes. Instead, it passes reported earnings through to its shareholders, who report
the income on their tax returns. This avoids the double taxation that arises in a C
corporation, where a company’s income is taxed, and then the dividends it issues to its
shareholders are taxed as income to them a second time. The amount of income is
allocated to each shareholder on a simple per-share basis. If a shareholder has held
stock in the corporation for less than a full year, then the allocation is on a per-share,
per-day basis. The per-day part of this calculation assumes that a shareholder still
holds the stock through and including the day when the stock is disposed of, while a
deceased shareholder will be assumed to retain ownership through and including the
day that he or she dies.

An S corporation has unique taxation and legal protection aspects that make it an
ideal way to structure a business if there are a small number of shareholders.
Specifically, it can only be created if there are no more than 75 shareholders, if only
one class of stock is issued, and if all shareholders agree to the S corporation status. All of
its shareholders must be either citizens or residents of the United States. Shareholders
are also limited to individuals, estates, and some types of trusts and charities. Conversely,
this means that C corporations and partnerships cannot be shareholders in an S
corporation. Because S corporations are required to issue only a single class of stock,
some organizations will choose not to organize in this manner, for it does not allow for
preferential returns or special voting rights by some shareholders.

There are a few cases where an S corporation can owe taxes. For example, it can be
taxed if it has accumulated earnings and profits from an earlier existence as a C
corporation and its passive income is more than 25 percent of total gross receipts. It can
also be liable for taxes on a few types of capital gains, recapture of the old investment tax
credit, and LIFO recapture. If any of these taxes apply, then the S corporation must make
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quarterly estimated income tax payments. By contrast, an S corporation is not subject to
the alternative minimum tax.

If the management team of an S corporation wants to terminate its S status, the
written consent of more than 50 percent of the shareholders is required, as well as a
statement from the corporation to that effect. If the corporation wants to become an S
corporation at a later date, there is a five-year waiting period from the last time before it
can do so again, unless it obtains special permission from the IRS.

SALES AND USE TAXES

Sales taxes are imposed at the state, county, and city level—frequently by all three at
once. It is also possible for a special tax to be added to the sales tax and applied to a
unique region, such as for the construction of a baseball stadium or to support a regional
mass transit system. The sales tax is multiplied by the price paid on goods and services on
transactions occurring within the taxing area. However, the definition of goods and
services that are required to be taxed will vary by state (not usually at the county or city
level), and so must be researched at the local level to determine the precise basis of
calculation. For example, some states do not tax food sales, on the grounds that this is a
necessity whose cost should be reduced as much as possible, while other states include it
in their required list of items to be taxed.

A company is required to charge sales taxes to its customers and remit the
resulting receipts to the local state government, which will split out the portions due
to the local county and city governments and remit these taxes on the company’s
behalf to those entities. If the company does not charge its customers for these taxes, it
is still liable for them, and must pay the unbilled amounts to the state government,
though it has the right to attempt to bill its customers after the fact for the missing
sales taxes. This can be a difficult collection chore, especially if sales are primarily over
the counter, where there are few transaction records that identify the customer.
Also, a company is obligated to keep abreast of all changes in sales tax rates and
charge its customers for the correct amount; if it does not do so, then it is liable to
the government for the difference between what it actually charged and the statutory
rate. If a company overcharges its customers, the excess must also be remitted to
the government.

The state in which a company is collecting sales taxes can decide how frequently it
wants the company to remit taxes. If there are only modest sales, the state may decide
that the cost of paperwork exceeds the value of the remittances, and will only require an
annual remittance. It is more common to have quarterly or monthly remittances. The
state will review the dollar amount of remittances from time to time, and adjust the
required remittance frequency based on this information.

All government entities have the right to audit a company’s books to see if the
proper sales taxes are being charged, and so a company can theoretically be subject to
three sales tax audits per year—one each from the city, county, and state revenue
departments. Also, since these audits can come from any taxing jurisdiction in which
a company does business, there could literally be thousands of potential audits.
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The obligation to collect sales taxes is based on the concept of nexus, which was
covered earlier in this chapter. If nexus exists, then sales taxes must be collected by the
seller. If not, the recipient of purchased goods instead has an obligation to compile a list
of items purchased and remit a use tax to the appropriate authority. The use tax is in the
same amount as the sales tax. The only difference is that the remitting party is the buyer
instead of the seller. Use taxes are also subject to audits by all taxing jurisdictions.

If the buyer of a company’s products is including them in its own products for resale
to another entity, then the buyer does not have to pay a sales tax to the seller. Instead,
the buyer will charge a sales tax to the buyer of its final product. This approach is used
under the theory that a sales tax should only be charged one time on the sale of a
product. However, it can be a difficult chore to explain the lack of sales tax billings
during an audit, so sales taxes should only be halted if a buyer sends a sales tax
exemption form to the company, which should then be kept on file. The sales tax
exemption certificate can be named a resale certificate instead, depending on the issuing
authority. It can also be issued to government entities, which are generally exempt from
sales and use taxes. As a general rule, sales taxes should always be charged unless there
is a sales tax exemption certificate on file—otherwise, the company will still be liable for
the remittance of sales taxes in the event of an audit.

TRANSFER PRICING

Transfer pricing is a key tax consideration, because it can result in the permanent
reduction of an organization’s tax liability. The permanent reduction is caused by the
recognition of income in different taxing jurisdictions that have different tax rates.
The basic concept behind the use of transfer pricing to reduce one'’s overall taxes is
that a company transfers its products to a division in another country at the lowest
possible price if the income tax rate is lower in the other country, or at the highest
possible price if the tax rate is higher. By selling to the division at a low price, the
company will report a very high profit on the final sale of products in the other country,
which is where that income will be taxed at a presumably lower income tax rate.
For example, Exhibit 3.1 shows a situation in which a company with a location in
countries Alpha and Beta has the choice of selling goods either in Alpha or transferring
them to Beta and selling them there. The company is faced with a corporate income tax
rate of 40 percent in country Alpha. To permanently avoid some of this income tax, the
company sells its products to another subsidiary in country Beta, where the corporate
income tax rate is only 25 percent. By doing so, the company still earns a profit
($60,000) in country Alpha, but the bulk of the profit ($125,000) now appears in
country Beta. The net result is a consolidated income tax rate of just 28 percent.
The IRS is well aware of this tax avoidance strategy, and has developed tax rules
that do not eliminate it, but that will reduce the leeway that a CFO has in altering
reportable income. Under Section 482 of the IRS Code, the IRS’s preferred approach for
developing transfer prices is to use the market rate as its basis. However, very few
products can be reliably and consistently compared to the market rate, with the
exception of commodities, because there are costing differences between them. Also,
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EXHIBIT 3.1 Income Tax Savings from Transfer Pricing

Country Alpha Location Country Beta Location

Sales to subsidiary:

Revenue $1,000,000

Cost of goods sold $ 850,000

Profit $ 150,000

Profit percentage 15%
Sales outside of company:

Revenue $1,500,000

Cost of goods sold $1,000,000

Profit $ 500,000

Profit percentage 33%
Income tax percentage 40% 25%
Income tax $ 60,000 $ 125,000
Consolidated income tax $ 1851,000 /
Consolidated income tax 28%

percentage

in many cases, products are so specialized (especially components that are custom-
designed to fit into a larger product) that there is no market rate against which they can
be compared. Even if there is some basis of comparison between a product and the
average market prices for similar products, the CFO still has some leeway in which to
alter transfer prices, because the IRS will allow one to add special charges that are based
on the cost of transferring the products, or extra fees, such as royalty or licensing fees
that are imposed for the subsidiary’s use of the parent company’s patents or trademarks,
or for administrative charges related to the preparation of any documentation required
to move products between countries. It is also possible to slightly alter the interest rates
charged to subsidiaries (though not too far from market rates) for the use of funds sent to
them from the parent organization.

If there is no basis on which to create prices based on market rates, then the IRS'’s
next most favored approach is to calculate the prices based on the work-back method.
Under this approach, begin at the end of the sales cycle by determining the price at
which a product is sold to an outside customer, and then subtract the subsidiary’s
standard markup percentage and its added cost of materials, labor, and overhead, which
results in the theoretical transfer price. The work-back method can result in a wide
array of transfer prices, since a number of different costs can be subtracted from the final
sale price, such as standard costs, actual costs, overhead costs based on different
allocation measures, and overhead costs based on cost pools that contain different types
of costs.

If that approach does not work, then the IRS’s third most favored approach is the
cost-plus method. As the name implies, this approach begins at the other end of the
production process and compiles costs from a product’s initiation point. After all costs
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are added before the point of transfer, add a profit margin to the product, thereby
arriving at a transfer cost that is acceptable to the IRS. However, once again, the costs
that are included in a product are subject to the same points of variation that were
noted for the work-back method. In addition, the profit margin added should be the
standard margin added for any other company customer, but can be quite difficult to
determine if there are a multitude of volume discounts, seasonal discounts, and so on.
Consequently, the profit margin added to a product’s initial costs can be subject to a
great deal of negotiation.

An overriding issue to consider, no matter what approach is used to derive transfer
prices, is that taxing authorities can become highly irritated if a company continually
pushes the outer limits of acceptable transfer pricing rules in order to maximize its tax
savings. When this happens, a company can expect continual audits and penalties on
disputed items, as well as less favorable judgments related to any taxation issues.
Consequently, it makes a great deal of sense to consistently adopt pricing policies that
result in reasonable tax savings, are fully justifiable to the taxing authorities of all
involved countries, and that do not push the boundaries of acceptable pricing behavior.

Another transfer pricing issue that can modify a company’s pricing strategy is the
presence of any restrictions on cash flows out of a country in which it has a subsidiary.
In these instances, it might be necessary to report the minimum possible amount of
taxable income at the subsidiary, irrespective of the local tax rate. The reason is that the
only way for a company to retrieve funds from the country is through the medium of an
account receivable, which must be maximized by billing the subsidiary the highest
possible amount for transferred goods. In this case, tax planning takes a back seat to
cash-flow planning.

Yet another issue that might drive a company to set pricing levels that do not result
in reduced income taxes is that a subsidiary might have to report high levels of income in
order to qualify for a loan from a local credit institution. This is especially important if the
country in which the subsidiary is located has restrictions on the movement of cash, so
that the parent company would be unable to withdraw loans that it makes to the
subsidiary. As was the case for the last item, cash-flow planning is likely to be more
important than income tax reduction.

A final transfer pricing issue to be aware of is that the method for calculating taxable
income varies, depending on which country the income is earned. This may falsely lead
you to believe that another country has a lower tax rate. A closer examination of how
taxable income is calculated might reveal that some expenses are restricted or not
allowed at all, resulting in an actual tax rate that is much higher than originally
expected. Consultation with a tax expert for the country in question prior to setting up
any transfer pricing arrangements is the best way to avoid this problem.

UNEMPLOYMENT TAXES

Both the state and federal governments will charge a company a fixed percentage of its
payroll each year for the expense of unemployment funds that are used to pay former
employees who have been released from employment. The state governments administer
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the distribution of these funds and will compile an experience rating on each company,
based on the number of employees it has laid off in the recent past. Based on this
experience rating, it can require a company to submit larger or smaller amounts to the
state unemployment fund in future years. This can become a considerable burden if a
company has a long history of layoffs. Consequently, consider the use of temporary
employees or outsourcing if this will give a firm the ability to retain a small number of key
employees and avoid layoffs while still handling seasonal changes in workloads. Also, if a
company is planning to acquire another entity, but plans to lay off a large number of the
acquiree’s staff once the acquisition is completed, it might make more sense to only
acquire the acquiree’s assets and selectively hire a few of its employees, thereby retaining
a pristine unemployment experience rating with the local state government.

The federal unemployment tax is imposed on a company if it has paid employees at
least $1,500 in any calendar quarter, or had at least one employee for some portion of a
day within at least 20 weeks of the year. In short, nearly all companies will be required to
remit federal unemployment taxes. For the 2010 calendar year, the tax rate is 6.2 percent
of the first $7,000 paid to each employee. This tends to concentrate most federal
unemployment tax remittances into the first quarter of the calendar year. In many
states, you take a credit against the federal unemployment tax for up to 5.4 percent of
taxable wages, which results in a net federal unemployment tax of only 0.8 percent.

If a company is shifting to a new legal entity, perhaps because of a shift from a
partnership to a corporation, or from an S corporation to a C corporation, it will have to
apply for a new unemployment tax identification number with the local state authori-
ties. This is a problem if the organization being closed down had an unusually good
experience rating, since the company will be assigned a poorer one until a new
experience rating can be built up over time, which will result in higher unemployment
taxes in the short term. To avoid this problem, contact the local unemployment taxation
office to request that the old company’s experience rating be shifted to the new tax
ID number.

SUMMARY

This chapter presented a set of general tax-planning goals, and then proceeded directly
into a series of specific tax topics that should be considered when creating and updating
a tax strategy. For example, the presence of an accumulated earnings tax might force a
CFO to recommend the issuance of enough dividends to avoid the tax, while the
“Mergers and Acquisitions” section shows how the CFO must structure an acquisition
in order to minimize the incurrence of income taxes for all parties. From a tax-processing
perspective, a firm understanding of the “Nexus” and ““Sales and Use Taxes” sections is
crucial for maximizing the efficiency with which tax forms are filed, while the CFO
should thoroughly understand the transfer pricing topic in order to realize permanent
reductions in federal income taxes. Thus, the CFO must have a broad-based knowledge
of a variety of taxation topics, which, in turn, allows her to construct a tax strategy that
considers all aspects of company operations, financing methods, locations, and corpo-
rate structure.



CHAPTER FOUR

Information
Technology Strategy

HE CFOISSOMETIMES assigned to supervise the information technology (IT)

function. Even if she is not, the CFO should have a strong interest in this area,

since it can require a great deal of capital investment. Companies tend to invest
too much money in IT, or at least spend it on the wrong projects, because they do not
invest the time up front to determine how IT can most effectively dovetail into the
overall business strategy. In this chapter, we will look at why IT strategy is important to
the CFO, how to properly develop an IT strategy, and what specific IT projects are likely
to be of value, depending on the general type of business strategy that a company
intends to follow.

REASONS FOR DEVISING AN INFORMATION
TECHNOLOGY STRATEGY

The standard corporate approach to the development of an IT strategy is to continue the
funding of existing projects, and to approve funding for additional projects as presented
by the IT manager until a predetermined cap on expenditures is reached. This approach
completely avoids any linkage of IT investments to a company’s overall business
strategy, likely resulting in lost opportunities to improve the business. However, there
are several IT decision points at which a CFO could insert the need for a complete
evaluation of the IT strategy, thereby creating a closer fit between IT projects and the
general business direction:

= When merging entities. When a company acquires another company, there will be
questions about whose systems will be used for various functions, or whether
systems should be kept separate. This is an excellent time to conduct a thorough
review of the reasons why either company’s systems should be used, allowing for
the “best of breed’” to be retained.
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When major cost reductions are needed. When a company finds itself losing so much
money that it must conduct a detailed review of all costs companywide, this is a
good excuse for an IT strategy review, though the review will be heavily skewed in
the direction of cost reductions rather than toward how strategy can be used to
enhance the business.

When there is an IT project request overload. This is one of the most common reasons
for creating an IT strategy. The IT manager is completely overwhelmed by the
number of requests being dropped on his department, and complains to senior
management for assistance in sorting through the requests; this results in an IT
strategy that is primarily used as a sorting device for picking the most necessary
projects.

When current IT systems are failing. When in-house legacy systems are beginning to
fail for any number of reasons—Iloss of key programmers, excessive transaction
volume, and so on—the CFO can push for the development of an IT strategy to use
as a framework for the creation of replacement systems. The only problem is that
the systems may be failing so rapidly that the strategy development process is
rushed.

When the company’s organizational structure is being changed. From time to time,
senior management might decide to reorganize a company based on geographical
locations, new managers running different functions, and so on. The existing IT
systems might be overburdened by the information requirements of the new
structure, which is an ideal time for an IT strategy review.

When existing systems interfere with functional efficiency. This problem arises most
frequently in companies whose main target is to continually reduce costs in order to
be the low-cost producer. They will eventually reduce costs to the point where the
procedures surrounding the existing IT systems are interfering with further cost
improvements, resulting in a strategy review just to see how the systems can be
altered from a cost-reduction standpoint.

When new management is hired. When a new CEQ is installed and brings in her own
staff to run a company, she may conduct a complete ‘“‘spring cleaning”’ of the entire
company, which may include existing IT systems. This is an excellent opportunity
for an IT strategy review, since new directions can be determined without any
interference from the old management team.

No matter which of these circumstances is used as an excuse to create an IT

strategy, the CFO must be sure to incorporate it into an ongoing schedule of IT strategy
reviews, so that incremental adjustments can be made to the plan over time as the
overall business strategy changes.

DEVELOPING THE INFORMATION TECHNOLOGY STRATEGY

The first step in the development of an IT strategy is the formation of an IT steering
committee that is given responsibility for creating the strategy. It is essential that this
group comprise people from all key functional areas of the company, so that its decisions
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have a better chance of being accepted by the entire company. The CFO should attend
these meetings, as should the manager of the IT function. However, there should be
no additional IT representatives, unless required for special information, since a heavy
IT-weighting will tend to skew decisions in the direction of what is technically needed,
rather than what the entire business needs.

The committee is responsible for creating IT strategies and prioritizing IT projects
based on those strategies, but must forward this work to the executive committee for
final approval. It is also responsible for the review and approval of new IT projects that
are submitted from around the company. In order to avoid having the committee
be bogged down by the review of all requested IT projects, it should limit its scope to
reviews of only the largest and most expensive projects, letting the IT manager handle
all smaller issues.

Once assembled, the steering committee should first spend considerable time
learning about the overall corporate strategies, which it will use to formulate the IT
strategy. This initial learning stage can take as little as one day if a formal strategy
document has already been created. However, it is more likely that the company
operates without one, in which case the committee must interview members of senior
management to gather information that they can then assemble into a strategy.

The process of learning about the business strategy will likely require a considerable
amount of education about the general operating framework of the company. For
example, the committee members should know if the company uses make-to-order or
make-to-stock production, whether it uses single or multiple warehouses, back flushes
its production records, processes transactions in multiple currencies, has special
government reporting requirements, outsources various functions, swaps product
designs with its suppliers, and so on. This level of detailed knowledge about operations
is crucial for later determining the types of IT projects that can be implemented to most
effectively assist the company’s overall strategy.

With a general business strategy in hand, the committee can then create an IT
strategy that supports the business strategy by shoring up weak areas that are
considered important to the business, as well as by increasing the capabilities of areas
where the company wishes to maintain a strong competitive posture. To this end, the
strategy should include a detailed list of corporate strengths and weaknesses, and how
the IT strategy will impact them. In addition, it should anticipate the need to compete
with the IT projects currently under development at competing firms, to the extent that
this information can be ascertained. Another approach for developing possible strategies
is to conduct a benchmarking review of other companies’ IT projects, possibly of
organizations located completely outside the company’s industry. For ideas about what
types of strategies can be implemented, see the later *“‘Specific Applications” section. This
step is an ongoing process that is constantly updated in light of changes to the general
strategy, and so tends to require incremental adjustments to the priorities assigned to
various projects.

With an IT strategy in place, the steering committee must next determine what
specific IT projects need to be completed in order to implement the strategy. This
requires a detailed knowledge of precisely what IT functionality is already present, as
well as the types of projects required to bridge the gap between current and desired
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capabilities. The analysis should also consider the technical ability of the in-house IT
department in order to understand how much outside assistance might be required for
certain projects. This review of in-house talent must break down the capabilities of
personnel into such categories as subject matter experts, process experts, application
development experts, and systems maintenance personnel. By doing so, the committee
can spot those areas in which a lack of personnel skills could make it exceedingly difficult
to implement a new project. The committee should also determine the proportion of IT
staff time currently being used to maintain existing IT systems, since this tends to absorb
most staff time, leaving little for new development efforts of any kind. This problem can
sometimes be overcome by the judicious replacement of custom-developed software
with packaged software that is supported by an outside party, thereby reducing the
maintenance efforts of the IT department.

Further, the committee should include a detailed examination of the projects
currently under development and the amount of resources and time required to
complete them. In many cases, it makes sense to complete projects that are already
under development, even if they fall well outside the requirements of the IT strategy,
simply because they require minimal effort to finish.

This detailed level of review can be a massive effort, especially if the company has
many product lines, locations, or divisions. In order to complete at least some portion of
the work as soon as possible, the committee can limit its scope by focusing on only
specific areas. The limitation criterion can be whether the resulting information will be
critical to business operations, if it will be used by more than one functional area, or if it
results in information sharing with other business partners. Of course, the overriding
criterion will be if the business strategy states that a specific target area is considered the
primary opportunity for the business as a whole. If the IT plan’s scope is limited in this
manner, the committee should prioritize the value of the remaining parts of the business
and add them to the IT strategy as time allows.

Even with an IT strategy in place that clearly defines what types of projects should
be approved, it will still be difficult for the committee to assign exact priorities to different
IT projects, due to the wide variety of possible projects. Any or all of the following
techniques can be used to accomplish this prioritization:

= Building-block approach. Assign high priorities to those projects needed as building
blocks for later projects that cannot be completed until the first projects are
implemented. For example, a companywide network must be completed before an
enterprise resource planning (ERP) system can be installed throughout a company.

= Portfolio approach. When cash resources are reduced, a company tends to cancel all
high-risk IT projects and focus its efforts on just those with a clear and likely payoff.
However, this approach runs the risk of never achieving a breakthrough technical
advantage. A better approach is to identify those projects with potentially high
payoffs and assign a small proportion of the IT budget to them, even if there is a
strong risk of failure.

= Competing standards approach. If a project requires the use of one of a set of
competing industry standards, it might be worthwhile to delay the implementation
until it becomes more clear as to which of the standards will emerge as the
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dominant one. Otherwise, a company might find itself having invested funds in a
technology for which there is a shrinking base of support expertise.

= Forced ranking. Sequentially compare the value of each project to every other
proposed project in order to create a ranking. For example, Project A is compared to
all other proposed projects. If the committee considers it to be the top priority, it is
assigned that ranking. Then the committee individually compares all remaining
projects to determine the next most critical project. Once priorities have been
assigned using this approach, the committee takes another pass at the list and
compares each project on it to the one immediately below, and reiterates this
process until it is satisfied with the ranking.

= Payoff approach. Every project proposal should be accompanied by a cost-benefit
proposal. Though the committee can choose to ignore this information in the
interests of long-term strategy, the ability of an IT project to generate a profit,
especially when prioritizing among short-term projects, should not be ignored.

Of the prioritization methods just described, give consideration to the forced ranking
approach, but within the larger framework of specific business strategies. For example, if
a massive jump in sales through the use of a more efficient, wireless-enabled sales force is
considered the primary business strategy, then rank all key projects related to this
strategy higher than those of the next most important strategy. Then use the building-
block prioritization approach to determine the initial prioritization of projects within
each group of projects, and then conduct a forced ranking on the remaining projects.

Throughout the process of defining the IT strategy, conducting a gap analysis, and
assigning priorities to specific projects, the steering committee must be mindful of the
need for in-depth communication of its activities with the executive committee, the IT
department, and the company as a whole. This is necessary to ensure the highest level of
support and cooperation by all parties when it comes time to implement the set of
projects that the steering committee recommends to the executive committee.

TECHNICAL STRATEGIES

The primary point of this chapter is the development of a list of IT projects that will
support a company’s overall business strategy. Nonetheless, the IT department itself is
likely to have a few thoughts about the underlying structure of IT systems to be used.
These are technical issues that a CFO is not likely to be conversant with, so keep the
following few points in mind when discussing technical strategies with the IT staff:

= Use scaleable components. If a company has any prospects of expanding, it will
eventually run the risk of outgrowing its existing computer infrastructure. Thus,
the CFO should ask about the scalability of any new systems that the IT staff wants
to install. A truly scaleable system should easily handle substantially more
transaction volume, or at least do so through a logical upgrade path.

= Use open standards. The CFO should avoid the use of proprietary systems whenever
possible, since these systems are linked to the fortunes of their suppliers. They also
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tend to be more expensive than open systems, and attract fewer independent
developers who provide add-on applications. This tends to be a long-term and
sometimes expensive goal, and so must be reviewed in light of other targets and
how this goal will impact them.

Use the same architecture for as long as possible. Despite the preceding recommenda-
tion to switch to open standards, the CFO also faces the problem of keeping the IT
investment as low as is prudent. One approach for doing so is to force the IT
department to prolong the use of existing standards for as long as possible. Once the
architecture changes, a slew of related expenses will arise, such as training,
software, and hardware, so the CFO should force the IT staff to carefully consider
the likely longevity of any IT architecture it wants to adopt.

Use packaged software. Many companies suffer from the ‘“‘not invented here”
syndrome, and prefer to sink large amounts of cash into the development of IT
systems that could have been purchased from a supplier. The advantage of using a
packaged system is its lower cost, support by the supplier, and relative absence of
bugs (since many customers are testing it and feeding back their comments to the
supplier). Packaged software should only be avoided when a prospective application
is so company-specific that no packaged solutions are available.

Use an enterprise resources planning (ERP) system. Even if a company installs
packaged software, as just described, it might install different packages in each
part of the company. Each of these packages might be written in a different software
language, operate on a different hardware platform, require special maintenance
skills, or not have an interface with other systems within the company. The result is
silos of information for which manual or customized interfaces must be used. An
alternative is to install a single ERP system that addresses the computing needs of all
functions within the company. Though highly complex to install and operate, an
ERP system uses a single underlying database so that information can be more
easily exchanged throughout the company.

Use object-oriented programming. When in-house programming must be used, the
CFO should emphasize object-oriented programming, which allows programmers
to easily move blocks of code into different applications and link them together
again. This approach greatly reduces the amount of programming required on an
ongoing basis.

Use few suppliers. 1T suppliers love to pin the blame for a system failure on other
suppliers. The obvious solution is to concentrate IT purchases with the smallest
possible number of suppliers. Another reason for using few suppliers is that
volume purchases can result in purchase discounts. If there is no way to avoid
hiring many suppliers, then the CFO should at least designate a lead supplier, to
whom other suppliers act as subcontractors and who is responsible for fixing
system problems.

Use relational databases. The most efficient method for storing data is the relational
database, which is a set of separate tables linked by indexing fields, so that information
can be easily cross-referenced and extracted without storing the same data in
multiple locations. Using a relational database allows a company to store a specific
data item only once, which makes it much easier to update and maintain.
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Use dashboards. The management team is most likely receiving the bulk of its
operational and financial information at lengthy intervals from the accounting
department, probably no more frequently than once a week, if not once a month. A
better approach is to push selected operational information out from the corporate
databases to managers’ computers with dashboards. A dashboard is a computer
display that summarizes key operational and financial information that is as
current as the underlying database information. Thus, a dashboard can present
real-time information. The more comprehensive dashboards also include a drill-
down capability, so that managers can view more detailed information.
Centralize only the most important information. Data warehouses are touted as a
wonderful way to centralize and organize all of a company’s key information, but
they are also expensive and labor-intensive to create and maintain. Consequently,
examine the need to store various types of information in this repository, as well as
the incremental cost of doing so, and only include those data items for which a clear
value can be seen.

There are many more considerations in the development of a technical strategy that

supports the overall IT strategy, but they are well beyond the scope of this book. The
bullet points noted here are most useful to the CFO as general guidelines to consider
when discussing technical strategy issues with the IT department.

SPECIFIC APPLICATIONS

Thus far, we have looked at the general structure that a CFO should pursue when
developing an IT strategy. However, the question remains: What specific IT activities are
most worthwhile for a company that is pursuing a specific type of strategy? Circum-
stances will vary widely by individual company, but the following list of activities will
generally be most useful when conducted under the indicated strategies:

Explosive sales growth strategy. In this instance, a company has chosen to increase
sales at the highest possible rate, ignoring cost efficiencies, product improvements,
or other internal efficiencies in the short term. It should consider installing
computer systems for its dealers and sales representatives that give them direct
access to the company’s quote and order status database. It may wish to provide
wireless access to its sales representatives, so they can access information more
easily from the field. It can also create a quoting system for the sales staff that tracks
which quotes are under development, which have been submitted, and which have
been won, as well as the reasons for lost quotes. Senior management will want daily
access to sales information, especially for new sales regions. Also, the strategy could
include a complete standardization of systems installed at all new company
locations, in order to reduce the maintenance workload of the IT staff. In general,
the company should consider installing packaged customer relationship manage-
ment (CRM) software for use by its sales staff in order to have a centralized database
of customer information.
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Great customer service strategy. In this case, a company chooses to expend extra
effort to ensure top-level service to its customers, probably combined with higher
product costs that customers are willing to pay in exchange for the service. It should
consider giving its customers electronic access to information about their orders,
perhaps through an Internet connection. It should also allow them to place
electronic orders. In addition, there should be in-house databases to track the
status of customer complaints, as well as product or service quality issues and the
status of all field service orders. These systems can also be integrated with global
positioning systems, so that customers can see exactly where their shipments are
located around the world. Company management should have immediate access to
these databases to see where problems are arising; this approach could be advanced
to “push” technology, where management is notified automatically by the system
when a problem arises. The company should also have a product recall system in
place, perhaps including tracking by production lots, so that product problems can
be dealt with rapidly and efficiently. The system should also have a linkage between
the order entry and part ordering or manufacturing systems, so that delivery
commitments can be made automatically and online, with access to this informa-
tion to customers.

Product improvement strategy. In this instance, a company elects to constantly
upgrade its products and develop new ones, on the assumption that customers will
pay a premium for them. It should consider installing systems that allow it to easily
swap drawings and other product documents electronically with its business
partners. It can also implement project management systems that allow for
concurrent product development by multiple departments. Further, systems should
allow the management team to track time to market on all product development
projects, as well as development problems. There should also be a database of
product component costs for a variety of product configurations and purchasing or
production volumes, which is useful for meeting target costing goals. In addition,
there should be advanced cost accounting systems for accumulating product costs
at any stage of the development process. Also, a prototyping system should allow for
rapid product designs and modeling applications. Finally, systems might be needed
for tracking all stages of product patent applications, as well as for product licensing
agreements with other companies.

Low-cost strategy. In this case, a company chooses to limit its service level and
range of product offerings, concentrating instead on selling products at the absolute
lowest cost possible. One possible application under this strategy is the acquisition of
a manufacturing resources planning (MRP II) package, which creates an orderly
flow of resources through a manufacturing facility, resulting in much better use of
materials, equipment, and personnel. Another option is the installation of a just-
in-time (JIT) manufacturing system, though this involves fewer computer systems,
with a greater emphasis on the reconfiguration of the shop floor, reducing the size of
production runs, and altering the size and timing of supplier deliveries. Another
possibility is the use of supply chain management (SCM) software, which gives
suppliers a transparent view of what customer orders have reached the company
and when they must send in parts in order for the company to meet its product
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schedule. A mandatory system to have in place is a comprehensive bill of materials
database that is maintained with the highest degree of accuracy, since this
information is needed to drive a variety of parts ordering systems. Also, if IT is
considered a less strategic capability, some portions of it can be outsourced overseas
to take advantage of lower labor costs.

In addition to the basic strategies just noted, there are general types of operations or
situations where certain types of IT projects are more likely to be found. For example, a
publicly held company may be interested in a rapid closing of its financial transactions at
the end of each quarter, and so may be more interested in advanced software systems
that will allow it to do so. A public company may also want fast access to key metrics in
order to be able to pass this information along to its investors, so it may be more inclined
to invest in an executive information system. For the same reason, other projects high
on its list may be a data warehouse, a CRM system containing up-to-date forecasting
capabilities, and an accurate backlog tracking system.

Another type of company operation is the international corporation. This entity
requires accounting software with multicurrency capabilities and a treasury workstation,
as well as worldwide electronic meeting capabilities that can be provided through instant
messaging, a wide-area network, and videoconferencing. Also, if company management
wishes to centralize selected worldwide transactions, it can invest in an ERP system, or at a
lower level, just the customer service and purchasing functions.

A company type requiring significantly different IT systems is the service business.
In this case, taking care of key employees and tracking who has key knowledge are
critical to corporate success. Consequently, IT systems should track employee training,
benefits, hiring, rewards, performance reviews, and turnover, as well as applicants for
specific positions. If the people in this business are knowledge-intensive, such as
consultants, they should also be supplied with wireless communications to other
employees, so they can quickly obtain information relevant to their clients.

Finally, the classic manufacturing operation requires many of the systems previously
noted under the low-cost strategy. The previously noted MRP or JIT systems can also be
integrated into a companywide ERP system in order to share information across all
departments that may be of the most use to the manufacturing function. Further, IT
systems should allow the manufacturing operation to create products in a make-to-order
mode, which is the least inventory-intensive form of production. There can also be supplier
certification systems that allow the receiving department to cancel incoming inspections
for prequalified goods, while a cost estimation system is critical for the design of new
products. There should also be an engineering changes tracking database that notes the
times when product modifications will be swapped into the existing production process.

Clearly, the types of systems installed will vary widely, depending on the type of
business strategy that the management team chooses to pursue. Even when the range of
choices are narrowed down into any of the preceding strategic directions, there could
still be too many possible projects from which to pick. If so, the selection criteria noted
earlier in the ‘“‘Developing the Information Technology Strategy” section should be
used to locate those few projects with the greatest potential to give the company’s
strategy a boost.
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SUMMARY

As may have become evident in this chapter, a company with a proper IT strategy is well
on its way to devising an extremely successful overall business strategy. The selection of
the proper set of IT project priorities requires considerable time and the involvement of
all parts of the company, but results in excellent use of limited capital to support the most
important business activities. When these strategies are created in light of what is being
done at competing firms, a company has a good chance of establishing a strong
competitive position from which it can only be dislodged with great difficulty.
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CHAPTER FIVE

Performance
Measurement Systems

HIS CHAPTER CONTAINS THE 28 most important performance measure-

ment ratios for a CFO to use, covering asset utilization, operating performance,

cash flow, liquidity, solvency, return on investment (ROI), and market perform-
ance. Each measurement description includes an overview, notes on how to derive the
calculation, and how it is used in an example.

CREATING A PERFORMANCE MEASUREMENT SYSTEM

If a CFO were in favor of using all 28 of the measurements listed in this chapter, he or she
might spend a great deal of time compiling the calculations, which is not a good use of
time. Instead, see if the accounting software currently in use can automatically
calculate this information. If not, then hand off the task to a financial analyst to
calculate on an electronic spreadsheet.

Another issue for a performance measurement system is consistency of calcula-
tions. It is a simple matter to show enhanced performance measurements simply by
deleting a few elements from a calculation; to avoid this, spend a considerable amount of
time formally laying out the precise definition and calculation methodology for each
performance measurement. If there is some perceived risk that the measurements will be
altered even with these instructions in place, then ask the internal audit team to review
the measurements from time to time. If there is a good reason for altering a calculation
at some point in the future, then use the new calculation to modify the same mea-
surement for all previous periods for which the measure is reported, so there is reporting
consistency across all periods.

The CFO should be prepared to handle criticism from other department managers if
the performance measurement system shows them to have subpar performance. A
common reaction is that the measurements are being made incorrectly, with the
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“correct” version undoubtedly yielding improved results for the department in question.
The CFO can avoid this problem to some extent by spending time at the front end of the
performance measurement system implementation, working with the department
managers to derive the best measurements possible. By giving department managers
a voice in the calculation methodology in advance, they are less likely to complain
later on.

ASSET UTILIZATION MEASUREMENTS

The six ratios noted in this section primarily focus on the level of a company’s sales in
relation to other key operating variables of a company, such as working capital, head
count, and total expenses. They are designed to give the CFO a quick overview of the
sufficiency of sales being generated.

Sales to Working Capital Ratio

It is exceedingly important to keep the amount of cash used by an organization at a
minimum, so that its financing needs are reduced. One of the best ways to determine
changes in the overall usage of cash over time is the ratio of sales to working capital. This
ratio shows the amount of cash required to maintain a certain level of sales. It is most
effective when tracked on a trend line, so that management can see if there is a long-
term change in the amount of cash required by the business in order to generate the
same amount of sales. For instance, if a company has elected to increase its sales to less
creditworthy customers, it is likely that they will pay more slowly than regular
customers, thereby increasing the company’s investment in accounts receivable.
Similarly, if the management team decides to increase the speed of order fulfillment
by increasing the amount of inventory for certain items, then the inventory investment
will increase. In both cases, the ratio of sales to working capital will worsen due to
specific management decisions. An alternative usage for this ratio is for budgeting
purposes, since budgeted working capital levels can be compared to the historical
amount of this ratio to see if the budgeted working capital level is sufficient.

The formula is to compare sales to working capital, which is accounts receivable,
plus inventory, minus accounts payable. Do not use annualized gross sales in the
calculation, since this would include in the sales figure the amount of any sales that
have already been returned, and are therefore already included in the inventory figure.
The formula is:

Annualized net sales

(Accounts receivable + Inventory + Accounts payable)

As an example, the Jolt Power Supply Company has elected to reduce the amount of
inventory it carries for some of its least-ordered stock items, with a goal of increasing
inventory turnover from twice a year to four times a year. It achieves its inventory goal
quite rapidly by selling back some of its inventory to its suppliers in exchange for credits
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EXHIBIT 5.1 Sample Sales and Working Capital Data

Quarter 1 Quarter 2 Quarter 3 Quarter 4
Revenue $320,000 $310,000 $290,000 $280,000
Accounts receivable 107,000 103,000 97,000 93,000
Inventory 640,000 320,000 320,000 320,000
Accounts payable 53,000 52,000 48,000 47,000
Total working capital 694,000 371,000 369,000 366,000
Sales: Working capital ratio 1:0.54 1:0.30 1:0.32 1:0.33

against future purchases. Exhibit 5.1 shows portions of its operating results for the first
four quarters after this decision was made.

The accounts receivable turn over at a rate of once every 30 days, which does not
change through the term of the analysis. Inventory dropped in the second quarter to
arrive at the new inventory turnover goal, while the amount of accounts payable stays
at one-half of the revenue level, reflecting a typical distributor’s gross margin of
50 percent throughout all four periods. The resulting ratio shows that the company
has indeed improved its ratio of sales to working capital, but at the price of some lost
sales to customers who were apparently coming to the company because of its broad
inventory selection.

Days of Working Capital

A company can use a very large amount of working capital to generate a small volume
of sales, which represents a poor use of assets. The inefficient asset use can lie in any part
of working capital—excessive quantities of accounts receivable or inventory in relation
to sales, or very small amounts of accounts payable. The days of working capital measure,
when tracked on a trend line, is a good indicator of changes in the efficient use of
working capital. A low number of days of working capital indicates a highly efficient use
of working capital. However, working capital levels will vary throughout the year,
depending on a company'’s business cycle, which will alter the days of working capital
figure, depending on the month of the year. For example, if a firm has a Christmas selling
season, then it will build inventory until its prime selling season, resulting in a gradual
increase in the days of working capital measure for most of the year.

The formula is to add together the current balance of accounts receivable and
inventory, and subtract accounts payable. Then divide the result by sales per day
(annual sales divided by 365):

(Accounts receivable + Inventory — Accounts payable)
Net sales/365

As an example, the Electro-Therm Company, maker of electronic thermometers,
has altered its customer service policy to guarantee a 99 percent fulfillment rate within
one day of a customer’s order. To do that, it has increased inventory levels for many
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stockkeeping units. Electro-Therm’s CFO is concerned about the company’s use of
capital to sustain this new policy; she has collected the information in the following table
to prove her point to the company president:

Capital Use by Category Year before Policy Change Year after Policy Change
Accounts receivable $602,000 $723,000
Inventory 1,825,000 2,760,000
Accounts payable $493,000 $591,000
Working capital $2,920,000 $4,074,000
Net sales $5,475,000 $6,570,000
Sales per day $15,000 $18,000
Days of working capital 195 226

The table reveals that Electro-Therm’s management has acquired an additional
$1,095,000 of revenue (assuming that incremental sales are solely driven by the
customer service policy change) at the cost of a nearly equivalent amount of investment
in inventory. Depending on the firm's cost of capital, inventory obsolescence rate, and
changes in customer retention rates, the new customer service policy may or may not be
considered a reasonable decision.

Sales per Person

Sales per person is one of the most closely watched of all performance measures. It is
based on the assumption that employees are at the core of a company’s profitability, and
so high degrees of efficiency in this area are bound to result in strong profitability. It is
also a standard benchmark in many industries.

The formula is to divide revenue for a full year by the total number of full-time
equivalents (FTEs) in the company. An FTE is the combination of staffing that equals a
40-hour week. For example, two half-time employees would be counted as one FTE. The

formula is:
Annualized revenue

Total full-time equivalents

As an example, the operations manager of the Twirling Washing Machine
Company wants to determine the sales per person for his company. The company
has annual revenues of $4,200,000. Its head count is as follows:

Department Head Count
Direct labor department 22
Direct labor part-time staff 6

Production supervisors

Materials handling department

Sales, general, & administrative 10
Administrative part-time staff

Engineering department
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In total, the company has 54 employees. However, if we assume that the part-time
staff all work half time, then the eight part-time positions can be reduced to four
FTEs, which decreases the total head count to 50 personnel. The calculation results
in overall sales per employee of $84,000, which is $4,200,000 in revenues divided by
50 employees.

Sales Backlog Ratio

This ratio is an extremely useful tool for determining a company’s ability to maintain its
current level of production. If the ratio is dropping rapidly over several consecutive
months, then it is likely that the company will shortly experience a reduction in sales
volume, as well as overcapacity in its production and related overhead areas, resulting
in imminent losses. Conversely, a rapid jump in the ratio indicates that a company
cannot keep up with demand and may soon experience both customer relations
problems from delayed orders and a need for additional capital expenditures and staff
hirings to increase its productive capacity.

The formula is to divide the most current total backlog of sales orders by sales. It is
generally best not to use annualized sales in the denominator, since sales might vary
considerably over that period, due to the influence of seasonality. A better denominator
is sales over just the preceding quarter. The formula is:

Backlog of orders received

Sales

A variation on this formula is to determine the number of days of sales contained
within the backlog, which is achieved by comparing the backlog to the average daily
sales volume that a company typically produces. This formula is:

Total backlog
Annual sales/360 days

As an example, Exhibit 5.2 shows the sales and backlog data for the Jabber Phone
Company. The data reveal that the company’s sales are continuing to increase over
time, while its backlog is decreasing. The change was caused by an increase in the
company’s productive capacity for additional cell phones. As a result, the company is
gradually clearing out its backlog and converting it into sales. However, the manage-
ment team must be aware that, if the trend continues, the company will eventually clear
out its entire backlog and find itself with a sudden reduction in sales unless it greatly
increases its sales and marketing efforts to build the backlog back up to a higher level.

EXHIBIT 5.2 Sample Sales and Backlog Data

January February March
Rolling three-month sales $4,500,000 $4,750,000 $4,800,000
Month-end backlog 2,500,000 2,000,000 1,750,000

Sales backlog ratio 0.55:1 0.42:1 0.36:1
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Breakeven Point

This measurement determines the sales level at which a company exactly breaks even.
This figure is useful for determining how much extra productive capacity is available
after breakeven sales have been manufactured, which tells the management team how
much profit can theoretically be generated at maximum capacity levels. It is also good
for determining changes in the breakeven point resulting from decisions to add fixed
costs (especially when replacing variable production costs with fixed automation costs).
It can also be used to determine changes in profits when the sales staff is contemplating
making changes in product prices.

The formula is to divide the average gross margin percentage into total operating
costs. Be sure to include all operating costs outside of the cost of goods sold in this
calculation—only extraordinary items that are in no way related to ongoing operations
should be excluded from this formula:

Total operating expenses

Average gross margin percentage

As an example, the Reef Shark Acquisition Company is looking into the purchase of
a sewing thread company. Its two key concerns are the breakeven point of the acquiree
and the presence of any overhead costs that it can eliminate by centralizing functions at
its corporate headquarters. Its due diligence team constructs the table of information in
Exhibit 5.3.

This exhibit clearly shows that the acquiree currently has a breakeven point so high
that it is essentially incapable of ever turning a profit, since the breakeven level is the
same as its maximum productive capacity. However, the removal of some key overhead
costs reduces the breakeven point to such an extent that the acquirer will be able to
generate a significant return from the existing sales level. The revised breakeven level is
determined by subtracting the operating expense reductions of $750,000 from the
existing operating expenses of $3,500,000, and then dividing the remaining
$2,750,000 in operating expenses by the gross margin of 35 percent to arrive at a
new breakeven point of $7,857,000. The maximum potential profit figure of $750,050

EXHIBIT 5.3 Sample Breakeven Data

Before Acquisition

Maximum sales capacity $10,000,000
Current average sales 9,500,000
Gross margin percentage 35%
Total operating expenses 3,500,000
Breakeven point $10,000,000
Operating expense reductions 750,000
Revised breakeven level $ 7,857,000

Maximum profits with revised breakeven point $ 750,050
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EXHIBIT 5.4 Sample Margin of Safety Data

Before Truck Purchase After Truck Purchase
Sales $2,300,000 $2,700,000
Gross margin percentage 55% 55%
Fixed expenses $1,000,000 $1,200,000
Breakeven point $1,818,000 $2,182,000
Profits $ 265,000 $ 285,000
Margin of safety 21% 19%

is derived by subtracting the revised breakeven point from the maximum possible sales
capacity level of $10,000,000 and then multiplying the result by the gross profit
percentage.

Margin of Safety

This is the amount by which sales can drop before a company reaches its breakeven
point. It is particularly useful in situations where large portions of a company’s sales are
at risk, such as when they are tied up in a single customer contract that can be canceled.
Knowing the margin of safety gives a good idea of the probability that a company will
find itself in difficult financial circumstances caused by sales fluctuations.

The formula is to subtract the breakeven point from the current sales level, and then
divide the result by the current sales level. To calculate the breakeven point, divide the
gross margin percentage into total fixed costs. This formula can be broken down into
individual product lines for a better view of risk levels within business units:

Current sales level — Breakeven point

Current sales level

As an example, the Fat Tire Publishing House, Inc., is contemplating the purchase
of several delivery trucks to assist in the delivery of its Fat Tire Weekly mountain biking
magazine to a new sales region. The addition of these trucks will add $200,000 to the
operating costs of the company. Key information related to this decision is noted in
Exhibit 5.4.

This exhibit shows that the margin of safety is reduced from 21 to 19 percent as a
result of the truck acquisition. However, profits are expected to increase by $20,000, so
the management team must weigh the risk of adding expenses to the benefit of increased
profitability.

OPERATING PERFORMANCE MEASUREMENTS

The four measurements noted in this section focus on the margins derived when certain
types of expenses are included. The most highly recommended one is the operating profit
percentage, especially when tracked on a trend line, since it shows operating results
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before any special adjustments are added that might otherwise cloud the picture of a
company'’s true underlying performance.

Gross Profit Percentage

This measurement reveals the profit left over from operations after all variable costs
have been subtracted from revenues. In essence, it shows the efficiency of the produc-
tion process in relation to the prices and unit volumes at which products are sold.
There are two ways to measure the gross margin. The most common approach is to
add together the costs of overhead, direct materials, and direct labor, subtract them from
revenue, and then divide the result by revenue. This approach takes into account all
costs that can be reasonably associated with the production process. The formula is:

Revenue — (Overhead + Direct materials + Direct labor)
Revenue

The trouble with this approach is that many of the production costs are not truly
variable. Under a much more strictly defined view of variable costs, only direct materials
should be included in the formula, since this is the only cost that truly changes in
lockstep with changes in revenue. All other production costs are then shifted into other
operational and administrative costs, which typically yields a very high gross margin
percentage. The formula is:

Revenue — Direct materials

Revenue

As an example, the Spanish Tile Company bases its sales quoting system on the
gross margin assigned to its products—prices quoted must have a gross margin of at
least 25 percent in order to cover administrative costs and create a modest profit.
Recently, the Iberian Tile Company has been taking business away from the Spanish
Tile Company through more aggressive pricing. Investigation of its competitor’s quoting
practices reveals that it uses an alternative gross margin model that uses only direct
material costs as a deduction from revenues. This means that its competitor is always in
a position to offer lower prices, since it does not incorporate direct labor and overhead
costs into its pricing model. The Iberian Tile Company is in danger of quoting excessively
low prices if it continues to use its gross margin model, so it focuses on how prospective
sales will impact its bottleneck operation, which is the tile kiln. If a prospective sale
requires a great deal of kiln time, then it is charged a much higher price than other
quotes that do not use as much of this valuable resource. As a result of this survey, the
Spanish Tile Company realizes that its competitor has a more precise and aggressive
quoting model that will likely result in more lost sales for Spanish Tile in the future.

Operating Profit Percentage

The operating profit percentage reveals the return from standard operations, excluding
the impact of extraordinary items and other comprehensive income. Use of this
percentage reveals the extent to which a company is earning a profit from standard
operations, as opposed to resorting to asset sales or unique transactions to post a profit.
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EXHIBIT 5.5 Sample Operating Profit Data

Revenue $1,428,000
Cost of goods sold —571,000
Gross margin 857,000
Operating costs —849,000
Interest expense __—23,000
Operating profit/loss —$ 15,000
Operating profit percentage —1%

The formula is to subtract the cost of goods sold, as well as all sales, general, and
administrative expenses, from sales. In order to obtain a percentage that is strictly
related to operational results, be sure to exclude interest income and expense from the
calculation, since these items are related to a company’s financing decisions rather than
its operational characteristics. Expense totals used in the ratio should exclude all
extraordinary transactions, as well as asset dispositions, since they do not relate to
continuing operations:

Sales + (Cost of goods sold + Sales, general, and administrative expenses)
Sales

As an example, the Swiss Mountain Chocolate Company has a loan with the local
bank whose covenants include the stipulation that the loan will be immediately callable
if the company’s operating profit percentage drops below zero. In the current month, it
will incur an operating loss of $15,000, which will allow the bank to call its loan. The
calculation it is using to derive the operating loss is shown in Exhibit 5.5.

Since there is no specification in the loan agreement of the operating loss calcula-
tion, the CFO defines it as excluding financing activities, removes the interest expense
from the calculation, and achieves an operating profit of $8,000. To be ethically correct,
the CFO also specifies the exact contents of the calculation in her next report to the bank.

Net Profit Percentage

This percentage is used to determine the proportion of income derived from all
operating, financing, and other activities that an entity has engaged in during an
accounting period. It is the one most commonly used as a benchmark for determining a
company's performance, even though it does not necessarily reflect a company’s cash
flows, which may be negative even when net profits are reported.

The formula is to divide net income by revenue:

Net income
Revenue

If this percentage is being tracked on a trend line, it may be useful to eliminate from
the calculation any extraordinary income items, such as losses from disasters, since they
do not yield comparable period-to-period information.



82 Performance Measurement Systems

EXHIBIT 5.6 Sample Net Profit Data

Per-Store Results

Sales $350,000
Wages 260,000
Supplies 75,000
Assets < $1,000 42,000
Net income $15,000
Net income percentage 4%

As an example, the Quick Cuts Hair Salon is a franchise operation that pays for the
initial fixed assets required by each franchisee. This involves an investment of about
$200,000 per hair salon. The management team is determined to grow the operation as
fast as possible while still reporting healthy profits. To do so, it sets the capitalization limit
very low, at just $250, so that nearly everything it purchases is capitalized. Because it
uses a ten-year depreciation period for all fixed assets, this results in the recognition of
costs over many future periods that would normally be recognized at once if a higher
capitalization limit were used. Its operating results for a typical store are shown in
Exhibit 5.6.

The key line item in the exhibit is the assets costing less than $1,000; if the
company had set a higher capitalization limit, these costs would have been recognized as
expenses at once, which would have yielded a loss on operations of $27,000 per store.
As a result, the company’s accounting policy is creating false profits. When combined
with the high initial setup cost of each store, it is apparent that this seemingly healthy
franchise operation is actually burning through its cash reserves at a prodigious rate.

CASH FLOW MEASUREMENTS

The three measurements noted in this section focus on a company'’s cash sufficiency in
order to sustain operations. If a CFO does not pay attention to these measures, it is
possible for an organization to quite suddenly find itself in need of outside funding.
Consequently, cash flow measures should be parked near the top of a CFO’s list of “‘must
have”” measurements.

Cash Flow from Operations

Under generally accepted accounting principles (GAAP), a company can quite easily
report a large income figure, even while its cash reserves are draining away. The cash
flow from operations ratio can be used to determine the extent to which cash flow differs
from the reported level of either operating income or net income. Any difference in the
ratio that varies significantly from one is indicative of substantial noncash expenses or
sales in the reported income figures. Cash flow problems are likely if the ratio is
substantially less than one.
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The formula can be generated in two formats. One is to divide operational cash flow
by income from operations, while the second format is to divide cash flow from all
transactions (including extraordinary items) by net income. The first format yields a
more accurate view of the proportion of cash being spun off from ongoing operations,
while the second version shows the impact of any transactions that are unrelated to
operations. Both formulas are shown here:

Income from operations + Noncash expenses 4+ Noncash sales
Income from operations

Net income + Noncash expenses + Noncash sales
Net income

As an example, the Bargain Basement Insurance Company (BBIC) is opening new
stores at a rapid clip, trying to gain premium locations before its key competitor, Super
Low Premiums, Inc., grabs the same spots. The company is reporting net income of
20 percent from its operations, which is considered reasonable in the insurance
business. However, it cannot understand why its bank continues to refuse additional
loans to fund ongoing operational needs. The bank is concerned about BBIC's cash flow
from operations ratio. The company’s relevant projections are shown in Exhibit 5.7.

The exhibit reveals the key problem for BBIC, which is that the company is
recognizing insurance as revenue prior to the receipt of cash from policyholders in
some cases. Consequently, its rapid growth is only resulting in modest positive cash flow,
which translates into a poor cash flow from operations ratio of 20 percent. The bank
correctly finds this ratio to be probably indicative of BBIC's future inability to pay back a
loan, and so refuses to extend one.

Cash Flow Return on Assets

This calculation is used to determine the amount of cash that a company is generating
in proportion to its asset level. This can be used as a substitute for the popular return on
assets measure, since the net income figure used in the return on assets calculation is
subject to greater manipulation through the use of noncash accounting entries.

The formula is to add together net income and any noncash expenses, such as
depreciation and amortization. Then subtract from this amount any noncash sales, such
as revenue that has been recognized but is unbilled. Then divide the result by the net

EXHIBIT 5.7 Sample Cash Flow from Operations Data

Current Year Next Year Following Year
Sales $5,000,000 $10,000,000 $15,000,000
Net income 1,000,000 2,000,000 3,000,000
Revenue recognition of future 800,000 1,600,000 2,400,000
insurance payments
Annual cash flow 200,000 400,000 600,000

Cash flow from operations ratio 20% 20% 20%
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EXHIBIT 5.8 Sample Cash Flow Return on Assets Data

Return on Assets Cash-Flow Return on Assets
Net income $1,000,000 $ 1,000,000
Depreciation +$ 105,000
Pension fund gains —$45,000
Bill and hold revenue —-$ 132,000
Percentage of completion revenue —$ 154,000
Total assets $3,250,000 $3,250,000
Measurement 30.8% 23.8%

value of all assets; this should include accounts receivable net of a bad debt reserve,
inventory net of an obsolescence reserve, and fixed assets net of depreciation. The
formula is:

Net income + Noncash expenses + Noncash sales

Total assets

As an example, the CFO of the Glowering Taillight Company, resellers of 1950s-era
taillights, has been told by his controller for several years that the company has a
sterling return on assets. He would like to verify this by comparing the measure to the
cash flow return on assets. He collects the information shown in Exhibit 5.8.

The return on assets figure listed at the bottom of the exhibit is derived by dividing
net income of $1,000,000 by total assets of $3,250,000. To arrive at the cash flow
return on assets, the CFO must add back the noncash depreciation expense and then
subtract a series of noncash accounting entries that have artificially increased the
revenue level. The result is:

$1,000, 000 net income + $105, 000 noncash expenses + $331, 000 noncash sales
$3,250, 000 total assets
~ $774,000 cash flow
~ $3,250,000 total assets

— 23.8% Cash flow return on assets

Though the cash flow return on assets percentage is quite acceptable, it is also
considerably less than the reported return on assets.

Cash to Working Capital Ratio

This ratio is useful for determining the proportion of working capital that is made up of
either cash or investments that can be readily converted into cash. If this ratio is low,
then this can be an indication that a company might have trouble meeting its short-
term commitments, due to a potential lack of cash. If this is the case, the next formula to
calculate would be the number of expense coverage days (see earlier measurement in
this chapter) in order to determine exactly how many days of operations can be covered
by existing cash levels.
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EXHIBIT 5.9 Sample Cash to Working Capital Data

Fund Type Amount Liquidity

Cash $ 55,000 Immediately available
Money market funds 180,000 Available in one day
Officer loan 200,000 Due in 90 days
Accounts receivable 450,000 Due in 45 days

Inventory 850,000 Turnover every 4 months
Current liabilities 450,000 Due in 30 days

The formula is to add together the current cash balance, as well as any marketable
securities that can be liquidated in the short term, and divide it by current assets, less
current liabilities. The key issue is which investments to include in the measurement—
since this is intended to be a measure of short-term cash availability, any investments
that cannot be liquidated in one month or less should be excluded from the calculation.
The formula follows:

Cash + Short-term marketable securities

= Cash to working capital
Current assets &+ Current liabilities & cap

As an example, the Arbor Valley Tree Company has a large inventory of potted
plants and trees on hand, which is a large proportion of its inventory, and is recorded as
part of current assets. However, they turn over only three times per year, which does not
make them very liquid for the purposes of generating short-term cash. The CFO wants to
know what proportion of the current ratio is really composed of cash or cash
equivalents, since it appears that a large part of working capital is skewed in the
direction of this slow-moving inventory. She has the information shown in Exhibit 5.9.

Based on this information, she calculates the cash to working capital ratio:

Cash + Short-term marketable securities

Current assets + Current liabilities
$55,000 + $180, 000

(855,000 + $180, 000 + $200, 000 + $450, 000 + $850, 000) — ($450, 000)
_$235,000 _ 1g 39
$1,285,000 ———

She did not include the note receivable from the company officer, since it would be
available for 90 days. This nearly halved the amount of the ratio to 18.3 percent, which
reveals that the company should be extremely careful in its use of cash until more of the
accounts receivable or inventory balances can be liquidated.

LIQUIDITY MEASUREMENTS

The five measurements noted in this section are critical to a CFO’s short-term reporting
on the liquidity of assets. Review the days of accounts receivable measure no less than
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once a week to verify that the credit and collections function is working properly. The
collection effectiveness index provides a good overview of the efficiency of the collections
function. Inventory turnover is worthy of a monthly review, preferably on a trend-line
basis, to ensure that a company is not investing too much in its on-hand inventories.
Similarly, a weekly review of accounts payable days will inform the CFO if bills are being
paid either too early or too late. The quick ratio is more useful as a summary-level review
of the four other liquidity measures, of which they are key components.

Average Receivable Collection Period

The speed with which a company can obtain payment from customers for outstanding
receivable balances is crucial for the reduction of cash requirements. A very long
accounts receivable collection period indicates that a company’s credit and collections
function is very good at avoiding potentially delinquent customers, as well as collecting
overdue funds. This format is particularly useful when it is compared to the standard
number of days of credit granted to customers. For example, if the average collection
period is 60 days and the standard days of credit is 30, then customers are taking much
too long to pay their invoices. A sign of good performance is when the average receivable
collection period is only a few days longer than the standard days of credit.

The formula is to divide annual credit sales by 365 days, and divide the result into
average accounts receivable:

Average accounts receivable
Annual sales/365

As an example, the new CFO of the Flexo Paneling Company, makers of modularized
office equipment, wants to determine the company’s accounts receivable collection
period. In the June accounting period, the beginning accounts receivable balance was
$318,000 and the ending balance was $383,000. Sales for May and June totaled
$625,000. Based on this information, the CFO calculates the average receivable
collection period as follows:

($318, 000 beginning receivables + $383, 000 ending receivables)/2
($625,000 x 6)/365

~$350, 500 average accounts receivable
N $10, 274 sales per day

= 34.1 days

Note that the CFO derived the annual sales figure used in the denominator by
multiplying the two-month sales period in May and June by six. Since the company has
a stated due date of 30 days after the billing date, the 34.1-day collection period appears
reasonable.

Collection Effectiveness Index

Most liquidity measurements for receivables, such as accounts receivable turnover or
the days of delinquent sales outstanding, are easily impacted by spikes or declines in
sales, so they are not valid measures of collection performance. Instead, use the
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collection effectiveness index (CEI), which more precisely determines the effectiveness of
the credit and collections staff. This measure compares what was collected in a given
period to what was available to collect. A score close to 100 percent indicates a high
degree of collection effectiveness.

The formula is to add together the beginning receivables for the measure-
ment period, plus credit sales during the period, and subtract ending total receivables.
Then divide this number by the sum of beginning receivables and credit sales and
subtract ending current receivables. Finally, multiply the result by 100 to obtain a
percentage:

Beginning receivables + Credit sales + Ending total receivables y
Beginning receivables + Credit sales + Ending current receivables

100

As an example, the sales and receivable data for Moonlight Productions are as
follows:

Beginning receivables $4,500,000
Credit sales 3,200,000
Ending current receivables 2,800,000
Ending total receivables 5,000,000

Based on this information, Moonlight’s CEI is as follows:

$4, 500,000 + $3, 200,000 — $5, 000, 000

100 = 55% CEI
$4, 500,000 + $3, 200, 000 — $2, 800,000 %

The credit sales in this calculation are assumed to be generated over a one-month
period. If the calculation were to cover a longer period, then divide the credit sales figure
by the number of months being measured. For example, to measure the CEI for a
quarter, divide the credit sales for the quarter by three before using it in the formula.

Inventory Turnover

Inventory is frequently the largest component of a company’s working capital; in such
situations, if inventory is not being used up by operations at a reasonable pace, then a
company has invested a large part of its cash in an asset that might be difficult to
liquidate in short order. Accordingly, keeping close track of the rate of inventory
turnover is a significant function of management. This section describes several
variations on the inventory turnover measurement, which may be combined to yield
the most complete turnover reporting for management to peruse. In all cases, these
measurements should be tracked on a trend line in order to see if there are gradual
reductions in the rate of turnover, which can indicate to management that corrective
action is required in order to eliminate excess inventory stocks.

The most simple turnover calculation is to divide the period-end inventory into the
annualized cost of sales. One can also use an average inventory figure in the
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EXHIBIT 5.10 Sample Inventory Turnover Data

Balance Sheet Line Item Amount

Cost of goods sold $4,075,000
Direct materials expense $1,550,000
Raw materials inventory $ 388,000
Total inventory $ 815,000

denominator, which avoids sudden changes in the inventory level that are likely to
occur on any specific period-end date. The formula is:

Cost of goods sold
Inventory

A variation on the preceding formula is to divide it into 365 days, which yields the
number of days of inventory on hand. This may be more understandable to the layman;
for example, 43 days of inventory is more clear than 8.5 inventory turns, even though
they represent the same situation. The formula is:

365
Cost of goods sold/Inventory

As an example, the Rotary Mower Company, maker of the only lawn mower driven
by a Wankel rotary engine, is going through its annual management review of
inventory. Its CFO has the information shown in Exhibit 5.10.

To calculate total inventory turnover, the CFO creates the following calculation:

$4,075,000 cost of goods sold
$815, 000 inventory

= 5 turns per year

To determine the number of days of inventory on hand, the CFO divides the number
of turns per year into 365 days:

$4,075,000 cost of goods sold

365
/ $815, 000 inventory

= 73 days of inventory

Accounts Payable Days

A calculation of the days of accounts payable gives an outside observer a fair indication
of a company’s ability to pay its bills on time. If the accounts payable days are
inordinately long, this is probably a sign that the company does not have sufficient
cash flow to pay its bills, and may find itself out of business in short order. Alternatively,
a small amount of accounts payable days indicates that a company is either taking
advantage of early payment discounts or is simply paying its bills earlier than it has to.

The formula is to divide total annualized purchases by 360 days, and then divide
the result into the ending accounts payable balance. An alternative approach is to use
the average accounts payable for the reporting period, since the ending figure might
be disproportionately high or low. The amount of purchases should be derived from all
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nonpayroll expenses incurred during the year; payroll is not included, because it is not a
part of the accounts payable listed in the numerator. Also, depreciation and amortiza-
tion should be excluded from the purchases figure, since they do not involve cash

payments. The formula is:
Accounts payable

Purchases/360
As an example, the Drain-Away Toilet Company has beginning accounts payable of
$145,000 and ending accounts payable of $157,000. On an annualized basis, its
total expenses are $2,400,000, of which $600,000 is payroll and $50,000 is depre-
ciation. To determine its accounts payable days, we plug this information into the
following formula:

(Beginning accounts payable + Ending accounts payable)/2
(Total expenses — Payroll — Depreciation)/360

($145, 000 beginning payables + $157, 000 ending payables)/2
($2,400, 000 total expenses = $600, 000 payroll + $50, 000 depreciation)/360

_ $151,000 average accounts payable
~ $1, 750,000 purchases/360 -

Quick Ratio

This ratio excludes inventory from the current assets portion of the current ratio. By doing
so, you can gain a better understanding of a company’s very short-term ability to generate
cash from more liquid assets such as accounts receivable and marketable securities.

The formula is to add together cash, marketable securities, and accounts receivable,
and divide the result by current liabilities. Be sure to only include those marketable
securities that can be liquidated in the short term, and those receivables that are not
significantly overdue. The formula is:

Cash + Marketable securities + Accounts receivable
Current liabilities

As an example, the Huff-Puff Shed Company, makers of sheds that are guaranteed not
to blow down in any wind under 100 miles per hour, appears to have a comfortably high
current ratio of 2.5:1. The components of that ratio are broken down in Exhibit 5.11.

EXHIBIT 5.11 Sample Quick Ratio Data

Account Amount

Cash $ 120,000
Marketable securities $ 53,000
Accounts receivable $ 418,000
Inventory $2,364,000
Current liabilities $ 985,000
Current ratio 3:1

Quick ratio 0.6:1
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This more detailed analysis reveals that the presence of an excessive amount of
inventory is making the company'’s liquidity look too high with the current ratio. Only
by switching to the quick ratio is this problem revealed.

SOLVENCY MEASUREMENTS

The two measures noted in this section address the ability of a firm to pay off its debts.
This is applicable not only to high-debt situations but also to prospective ones where the
CFO must model the level of corporate solvency that will result from some major
financing activity, such as an acquisition that is paid for with debt.

Times Interest Earned

The times interest earned ratio reveals the amount of excess funding that a company
still has available after it has paid off its interest expense. If this ratio is close to one,
then the company runs a high risk of defaulting on its debt, while any higher ratio
shows that it is operating with a comfortable amount of extra cash flow that can
cushion it if its business falters.

The formula is to divide the average interest expense by the average cash flow. Cash
flow is a company’s net income, to which all noncash expenses (such as depreciation
and amortization) have been added back. This ratio should be run on a monthly basis,
rather than annually, since short-term changes in the amount of debt carried or cash
flow realized can have a sudden and dramatic impact on it. The formula is:

Average cash flow

Average interest expense

As an example, the Cautious Bankers Corporation (CBC) is investigating the
possibility of lending money to the Grasp & Sons Door Handle Corporation (GSR). It
collects the information in Exhibit 5.12 for the last few months of GSR’s operations.

The exhibit reveals that, though GSR's interest expense is dropping, its cash flow is
dropping so much faster that the company will soon have difficulty meeting its interest
payment obligations. The CBC examiner elects to pass on providing the company with
any additional debt.

EXHIBIT 5.12 Sample Interest Earned Data

January February March
Interest expense $45,000 $43,000 $41,000
Net income 83,500 65,000 47,000
Depreciation 17,000 17,250 17,500
Amortization 2,500 2,500 2,500
Net cash flow 103,000 84,750 67,000

Times interest earned 2.3 2.0 1.6
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Debt Coverage Ratio

A key solvency issue is the ability of a company to pay its debts. This can be measured
with the debt coverage ratio, which compares reported earnings to the amount of
scheduled after-tax interest and principal payments to see if there is enough income
available to cover the payments. If the ratio is less than one, this indicates that a
company will probably be unable to make its debt payments. The measure is of
particular interest to lenders, who are concerned about a company’s ability to repay
them for issued loans.

The formula is to divide the scheduled amount of principal payments by the inverse of
the corporate tax rate. This yields the amount of after-tax income required by a company
to pay back the principal. Then add the interest expense to be paid, and divide the sum into
the net amount of earnings before interest and taxes. An alternative treatment of the
numerator is to use earnings before interest, taxes, depreciation, and amortization, since
this yields a closer approximation of available cash flow. The formula is:

Earnings before interest and taxes
Scheduled principal payments
(1 — Tax rate)

Interest +

As an example, the Egyptian Antiques Company’s CFO wants to be sure that
earnings will be sufficient to pay upcoming debt requirements, before implementing the
owner’s suggested round of Christmas bonuses. The expected operating income for
the year, prior to bonuses, is $135,000. The interest expense is expected to be $18,500.
The tax rate is 34 percent. Upcoming principal payments will be $59,000. The CFO uses
the following debt coverage calculation to see if Christmas bonuses can still be paid:

$135, 000 operating income
$59, 000 principal payments
(1 + 34% tax rate)

$18, 500 interest +

_ $135,000 operating income
~ $107, 894 debt payments

= 125% debt coverage ratio

The ratio indicates that extra funds will be available for Christmas bonuses since
operating income exceeds the amount of scheduled debt payments.

RETURN ON INVESTMENT MEASUREMENTS

Investors want to know what kind of return they are getting on their investment in a
company, and the CFO must be prepared to tell them. This section contains four
measures that address the same issue in different ways. The return on assets employed,
as well as the return on equity, are the two most commonly used measurements for
return on investment, both of which the CFO should be thoroughly familiar with. The
economic value-added measure is a more recent attempt at defining the value added to
underlying assets by a company, while the dividend payout ratio addresses the needs of
those investors who are only interested in the amount of cash paid directly to them by
the company.
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Return on Assets Employed

A company is deemed efficient by investors if it can generate an adequate return while
using the minimum amount of assets to do so. This also keeps investors from having to
put more cash into the company, and allows the entity to shift its excess cash to
investments in new endeavors. Consequently, the return on assets employed measure is
considered a critical one for determining a company’s overall level of operating
efficiency.

The formula is to divide net profits by total assets. Though the assets figure is
sometimes restricted to just fixed assets, it should include accounts receivable and
inventory, since both these areas can be major users of cash. The amount of fixed assets
included in the denominator is typically net of depreciation; it can also be recorded at its
gross value, as long as the formula derivation is used consistently over multiple time
periods, thereby ensuring consistent long-term reporting.

Net profit

Return on assets employed = ————
Total assets

As an example, Mr. Willston is the new CFO of Southern Sheet Metal, a metal
stamping company. He purchased the company for $3 million, and wants to retrieve as
much of these funds as possible by increasing the company’s return on assets. He creates
the table of information shown in Exhibit 5.13 about company income and assets. Based
on the exhibit, the calculation of net assets employed is:

Net profit  $215,000 7 4
Total assets  $2,923,000

X

Mr. Willston is not certain which of the fixed assets can be safely eliminated while
maintaining productive capacity. However, he is quite sure that the days of accounts
receivable and inventory, as noted in the table, are much too high. Accordingly, he
improves collection activities and early payment discounts, and drops the outstanding
accounts receivable balance from 60 days to 45, reducing this asset to $384,000. He
also installs an improved inventory management system, reducing the on-hand
inventory balance from 90 to 60 days and this asset to $309,000. By taking these
actions, he has eliminated $280,000 of assets, which he can take out of the business. He

EXHIBIT 5.13 Sample Return on Assets Data

Year-End Results Days on Hand
Sales $3,070,000
Net profit 215,000 —
Accounts receivable 512,000 60
Inventory 461,000 90
Fixed assets 1,950,000 —

Total assets $2,923,000 —



Return on Investment Measurements 93

has also improved the net assets employed measurement to 8.1 percent:

Net profit $215,000

= o 8.1
Total assets  ($2,923,000 — $280,000)

R

Return on Equity Percentage

This calculation is used to determine the amount of return investors are receiving
from their investment in a company. The measure can be misleading, because a
management team that is eager to increase a company’s return on equity can do so
easily by incurring new debt and using these funds to buy back stock. Though the
amount of equity is thereby reduced, making the ratio more favorable, this also means
that the company has an obligation to pay back the debt and related interest. An overly
zealous pursuit of this approach can result in such a large debt load that a small
downturn in sales will not allow it to pay off the debt, possibly ending in bankruptcy.

The formula is to divide net income by total equity. To obtain a better picture of
the ability of a company to generate a return from operating activities only, the measure
can be modified to be net income from operations, divided by total equity. The basic
formula is:

. Net income
Return on equity = ———
Total equity

As an example, Mr. Mo Funds, CFO of the Lounger Chairs Furniture Company, has
been provided with a bonus plan that is largely based on his ability to increase the return
on equity for the shareholders. There is $1,000,000 of equity on the books, of which
$400,000 is closely held and the other $600,000 is held by a variety of small investors.
He estimates that he can buy back $300,000 of the stock from small investors by
obtaining a loan, which has an after-tax interest rate of 8 percent. He compiles the
information in Exhibit 5.14 to see if the stratagem makes sense.

The strategy appears to be a good one. Though expenses will be driven up by the
interest cost of the debt, the amount of equity will be reduced to such an extent that the
return on equity will increase by 3 percent. However, before implementing this strategy,
the CFO should investigate the company’s ability to generate enough cash flow to pay off
or at least maintain the debt.

EXHIBIT 5.14 Sample of Return on Equity Data

Before Stock Buyback After Stock Buyback
Sales $5,000,000 $5,000,000
Expenses 4,850,000 4,850,000
Debt interest expense — 24,000
Profits 150,000 126,000
Equity 1,000,000 700,000

Return on equity 15% 18%
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Economic Value Added

Economic value added shows the incremental rate of return in excess of a firm’s total
cost of capital. Stated differently, this is the surplus value created on an initial invest-
ment. It is not just the difference between a firm'’s percentage cost of capital and its actual
rate of return percentage, since it is designed to yield a dollar surplus value. If the
measurement is negative, then a company is not generating a return in excess of its
capital costs. It is extremely important to break down the drivers of the measurement in
order to determine what parts of a company are keeping the measure from reaching its
maximum potential.

Economic value added has become the most fashionable measurement for deter-
mining the ability of a company to generate an appropriate rate of return, thanks in part
to the efforts of several consulting firms that specialize in installing the systems that roll
up into this measurement. Some studies have shown that a favorable economic value-
added measurement correlates closely with the market price achieved by a company’s
stock, so it can become the cornerstone of a company’s efforts to increase its market
value. It can also be linked to a company’s compensation system, so that managers are
paid (or not) based on their ability to combine efficient asset utilization with profitable
operating results.

The formula is to multiply the net investment by the difference between the actual
rate of return on assets and the percentage cost of capital. The three elements of the
calculation are as follows:

1. Net investment. The net investment figure used in the formula is subject to a great
deal of variation. In its most limited form, one can use the net valuation for all fixed
assets. However, some assets might be subject to accelerated depreciation calcula-
tions, which greatly reduce the amount of investment used in the calculation; a
better approach is to use the straight-line depreciation methodology for all assets,
with only the depreciation period varying by type of asset. A variation on this
approach is to also add research and development (R&D), as well as training costs,
back into the net investment, on the grounds that these expenditures are made to
enhance the company’s value over the long term. Also, if assets are leased rather
than owned, they should be itemized as assets at their fair market value and
included in the net investment figure, so that managers cannot use financing tricks
to enhance their return on investment.

2. Actual return on investment. When calculating the return on investment, shift R&D,
as well as training expenses, out of operating expenses and into net investment (as
noted in the last point). In addition, eliminate any unusual adjustments to net income
that do not involve ongoing operations. This results in an income figure related to just
those costs that can be legitimately expensed within the current period.

3. Cost of capital. The formulation of the cost of capital is complex; rather than repeat
what has been covered elsewhere see Chapter 8, “Cost of Capital.”

The formula is:

(Net investment) x (Actual return on investment — Percentage cost of capital)
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EXHIBIT 5.15 Sample Cost of Capital Data

Type of Funding Amount of Funding Cost of Funding
Debt $ 2,500,000 8.5%
Preferred stock $ 4,250,000 12.5%
Common stock $ 8,000,000 16.0%
Total $14,750,000 13.7%

As an example, the CFO of the Miraflores Manufacturing Company wants to see if
the company has a positive economic value added. Based on her calculation of
outstanding debt, preferred stock, and common stock, as noted in Exhibit 5.15, she
estimates that the firm’s cost of capital is 13.7 percent.

She then takes the balance sheet and income statement, and redistributes some of
the accounts in them in accordance with Exhibit 5.16 so that some items that are
usually expensed under GAAP are shifted into the investment category.

The return on investment, as based on the net income and investment figures in the
preceding table, is 13.5 percent (net income divided by the total net investment). Using
this information, she derives the following calculation to determine the amount of
economic value added:

(Net investment) x (Actual return on assets — Percentage cost of capital)
= ($3, 115,000 net investment) x (13.5% actual return — 13.7% cost of capital)
= $3, 115,000 net investment x —0.2% = —$6, 230 economic value added

In short, the company is destroying its capital base by creating actual returns that
are slightly less than its cost of capital.

EXHIBIT 5.16 Sample Net Investment Data

Account Description Performance Net Investment
Revenue $8,250,000
Cost of goods sold 5,950,000
General and administrative 825,000
Sales department 675,000
Training department $ 100,000
Research and development 585,000
Marketing department 380,000

Net income $ 420,000
Fixed assets 2,080,000
Cost of patent protection 125,000
Cost of trademark protection 225,000

Total net investment $3,115,000
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Dividend Payout Ratio

The dividend payout ratio tells an investor what proportion of earnings are being paid
back in the form of dividends. This is particularly important when the ratio is greater
than one, since it indicates that a company is dipping into its cash reserves in order to
pay dividends, which is not a sustainable trend. Alternatively, if only a small proportion
of earnings are being paid back as dividends, you can assume that the remaining cash is
being plowed back into operations, which should result in an increase in the stock price.
If the stock price is stagnant or declining, then investors have a valid concern regarding
the proper use of corporate earnings.

The formula is to divide the dividend per share by the earnings per share. It is allowable
to include the cash flow from nonoperating items in the earnings per share figure, since
they will impact the amount of cash available for distribution as dividends. However, if
nonoperating items having no immediate cash flow impact, such as restructuring
reserves, are included in the earnings per share figure, then remove them; such items
do not properly reflect a company’s ability to pay dividends. Also, it is sometimes necessary
to add expected capital expenditures to the earnings per share figure, if this is expected to
require a significant proportion of the cash provided by earnings. The formula is:

Dividend per share
Earnings per share

Dividend payout ratio =

As an example, Mr. Jones has invested a large part of his savings in the stock of Illinois
Gas Distribution Company, operator of a nationwide gas pipeline. He wants to see if the
company can continue to issue its semiannual dividend of $4.00 per share, based on its
most recent earnings report. The report contains the information shown in Exhibit 5.17.

Mr. Jones adjusts the $15,430,000 by adding back $7,000,000 in goodwill amorti-
zation, depreciation of $3,500,000, and a restructuring reserve of $4,500,000, since
none of them involves cash flows (though the restructuring reserve may require a cash
outflow at some point in the future). He also adds back $3,750,000 of capital expen-
ditures. The net income after all of these adjustments is $34,180,000. He then
calculates the dividend payout ratio using the following formula:

$34, 180, 000 adjusted net income

5,450, 000 shares
$4.00 dividend per share

$6.27/share

Earnings per share =

= $6.27/share

= 64% dividend payout ratio

EXHIBIT 5.17 Sample Dividend Payment Data

Net income $15,430,000
Goodwill amortization $ 7,000,000
Depreciation $ 3,500,000
Capital expenditures $ 3,750,000
Restructuring reserve $ 4,500,000

Number of shares outstanding 5,450,000
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The ratio reveals that the company is capable of paying out dividends from its
earnings per share. However, nearly all of the funds acquired through earnings are
being paid out, so there is some danger of a cutback in dividends in the future if the
company'’s profit level drops by a small amount, or if it needs to use its earnings to fund
an increase in its rate of growth.

MARKET PERFORMANCE MEASUREMENTS

The CFO of a publicly held company must be aware of the organization’s key market
performance measurements on a daily basis, in order to field calls from analysts about
them. The sales to stock price ratio reveals the expectations of investors about an
organization’s ability to increase its sales volume, the price/earnings ratio reveals
investors’ same expectations regarding corporate profits, and the quality of earnings
ratio provides some indication of the level of artificial bolstering of reported results.

Sales to Stock Price Ratio

This ratio indicates the opinion of investors regarding a company’s ability to increase its
sales volume. If sales increase and there is no change in the stock price, then the rate of
growth in sales falls within the expectations of investors. If there is an increase in the
stock price, then sales have exceeded their expectations; a drop in the stock price is
indicative of sales levels that do not meet their expectations.

The formula is to divide annualized net sales by the average common stock price for
the reporting period. The annualized net sales figure used in this calculation should
be the prospective sales figure for the current reporting year, since this represents
the announced sales figure that company management has released to investors, and is
the number on which they are basing their decisions to buy or hold the stock. Use the
average common stock price instead of the ending stock price, since this removes some
fluctuation from the price:

Annual net sales

Average common stock price

As an example, the CFO of the Gonging Clock Company has been given a stock
compensation package that will reward him richly if he can double the stock price
within one year. He elects to do so by focusing solely on increases in sales. The display
clocks that the company produces are sold almost entirely within the Christmas selling
season. To increase sales, he allows customers to pay for their clocks within 180 days,
instead of the usual 30 days, and also offers discounts for bulk purchases. As a result, the
company experiences a massive increase in sales, investors bid up the stock price, and
the CFO retires with a large stock bonus. Unfortunately, the CFO’s actions so thoroughly
clog the company’s distribution pipeline with product that its sales volume in the
following year dives down to less than one-quarter of the sales level in the preceding
year. The board of directors learns its lesson from this experience, and subsequen-
tly revises its senior management incentive plan to focus on more long-term-
value objectives.
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Price/Earnings Ratio

By comparing earnings to the current market price of the stock, you can obtain a
general idea of the perception of investors of the quality of corporate earnings. For
example, if this ratio is substantially lower than the average rate for the industry, it can
indicate an expectation among investors that a company’s future earnings are expected
to trend lower. Alternatively, a high ratio could indicate the excitement of investors over
anew patent that a company has just been granted, or the expected favorable results of
a lawsuit—the possible explanations are legion. The key point when using this ratio is
that a result that varies from the industry average probably indicates a change in
investor perceptions from the rest of the industry in regard to a company’s ability to
continue to generate income.

The formula is to divide the average common stock price by the net income per share.
The net income per share figure is typically used on a fully diluted basis, accounting for the
impact of options, warrants, and conversions from debt that may increase the number of
shares outstanding. The formula for the price/earnings (P/E) ratio is:

Average common stock price
P/E ratio = g P

Net income per share

As an example, an investment analyst wants to determine the price/earnings ratio
for the Mile-High Dirigible Company. The industry average price/earnings ratio for
lighter-than-air transport manufacturers is 18:1. She accumulates the information
shown in Exhibit 5.18.

If she chooses to leave the extraordinary income in the total net income figure, then
she uses the following calculation to derive the price/earnings ratio:

$32.87 stock price
($8,500,000 net income/3,875,000 shares outstanding)

:15:1P/E

So far, the price/earnings ratio appears to compare favorably to the industry average.
However, if she excludes the extraordinary gain from net income, the earnings per share
figure drops to $1.61 per share. When incorporated into the price/earnings formula, this
change increases the ratio to 20:1, which is higher than the industry average. Accord-
ingly, she considers the stock to be overpriced relative to the industry, and forbears from
recommending it to her clients.

Quality of Earnings Ratio

It can be extremely difficult for an outsider such as a stock analyst, bank officer, or
investor to determine if the earnings reported by a company are based on a foundation of

EXHIBIT 5.18 Sample Price/Earnings Data

Most recent stock price $ 3287
Number of shares outstanding 3,875,000
Net income $8,500,000

Extraordinary income $2,250,000
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solid operational earnings, or if the company is taking advantage of a broad array of
accounting tricks that are allowable under generally accepted accounting principles in
order to artificially bolster its earnings. A simple ratio for determining the quality of
reported earnings is the quality of earnings ratio. This measurement essentially
compares the reported earnings level to reported cash flow from operations; if the
numbers are close, then the reported earnings number probably fairly reflects actual
results. Even if the ratio appears to indicate that there is considerable divergence
between cash flow and earnings, there might be a good reason for the change. However,
if cash flow from operations is persistently well below the level of reported earnings, then
some degree of accounting trickery is likely to be occurring.

The formula is to subtract cash from operations from net earnings, and divide the
result by average total assets. The formula follows:

. . Earnings — Cash from operations
Quality of earnings =

(Beginning assets) + (Ending assets)/2

The percentage resulting from this formula should be very low, with a number close
to zero indicating a high quality of earnings. Any number higher than 6 percent
indicates a low quality of earnings.

As an example, Bonzo Pranks Company, operator of a chain of publicly held joke
shops, has issued annual financial statements showing earnings of $20 million and cash
flow from operations of $4 million. The total assets it reports at the beginning of the year
are $94 million, and $106 million at the end of the year. Its quality of earnings ratio is:

$20 million earnings 4+ $4 million cash from operations

=16
($94 million beginning assets + $106 ending assets)/2 %

Bonzo appears to be playing a prank on its investors! Bonzo's earnings are much
higher than its cash from operations, resulting in an inordinately high quality of
earnings ratio.

SUMMARY

The 28 ratios covered in this chapter should be on a CFO’s short list of potential
measurements. However, other ratios make more sense under certain circumstances,
such as the type of industry, the presence (or not) of manufacturing versus service
operations, or whether a company is privately or publicly held. For a more complete
list of ratios from which to choose, refer to Appendix B, which contains more than
120 ratios.



CHAPTER SIX

Control Systems

NE OF THE CHIEF roles of the CFO is to examine each process that involves

financial transactions to see where there is a risk of losing assets, and

installing control points that will prevent those losses from occurring. For

example, it would be a major potential weakness in the billing process if the shipping

department never informs the accounting staff of a shipment, resulting in no invoice

being sent to a customer. In this chapter, we review the need for control systems, the

types of fraudulent activities that make the use of controls particularly important, and
describe over 85 controls that can be added to the typical accounting system.

Since controls frequently have a cost associated with them, it is also possible to take

them out of an accounting system in order to save money; we will discuss the process of
spotting these controls and evaluating their usefulness before removing them.

NEED FOR CONTROL SYSTEMS

The most common situation in which a control point is needed is when an innocent
error is made in the processing of a transaction. For example, an accounts payable clerk
neglects to compare the price on a supplier's invoice with the price listed on the
authorizing purchase order, which results in the company paying more than it should.
Similarly, the warehouse staff decides to accept a supplier shipment, despite a lack of
approving purchasing documentation, resulting in the company being obligated to pay
for something that it does not need. These types of actions could occur based on poor
employee training, inattention, or the combination of a special set of circumstances that
were unforeseen when the accounting processes were originally constructed. There can
be an extraordinary number of reasons why a transactional error arises, which can
result in errors that are not caught, and which, in turn, lead to the loss of corporate
assets.
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Controls act as review points at those places in a process where these types of errors
have a habit of arising. The potential for some errors will be evident when a process-flow
expert reviews a flowchart that describes a process, simply based on his or her
knowledge of where errors in similar processes have a habit of arising. Other errors
will be specific to a certain industry—for example, the casino industry deals with
enormous quantities of cash, and so has a potential for much higher monetary loss
through its cash-handling processes than do similar processes in other industries. Also,
highly specific circumstances within a company might generate errors in unlikely
places. For example, a manufacturing company that employs mostly foreign workers
who do not speak English will experience extra errors in any processes where these
workers are required to fill out paperwork, simply due to a reduced level of compre-
hension of what they are writing. Consequently, the typical process can be laced with
areas in which a company has the potential for loss of assets.

Many potential areas of asset loss will involve such minor or infrequent errors
that accountants can safely ignore them and avoid the construction of any offsetting
controls. Others have the potential for very high risk of loss, and so are shored up
with not only one control point, but a whole series of multilayered cross-checks that
are designed to keep all but the most unusual problems from arising or being spotted
at once.

The need for controls is also driven by the impact of their cost and interference in the
smooth functioning of a process. If a control requires the hiring of an extra person, then
a careful analysis of the resulting risk mitigation is likely to occur. Similarly, if a highly
efficient process is about to have a large and labor-intensive control point plunked down
into the middle of it, it is quite logical that an alternative approach should be found that
provides a similar level of control, but from outside the process.

The controls installed can be of the preventive variety, which are designed to
spot problems as they are occurring (such as online pricing verification for the
customer order data entry staff), or of the detective variety, which spot problems
after they occur, so that the accounting staff can research the associated problems
and fix them after the fact (such as a bank reconciliation). The former type of control
is the best, since it prevents errors from ever being completed, whereas the second
type results in much more labor by the accounting staff to research each error and
correct it. Consequently, evaluate the type of control point installed based on its cost
of subsequent error correction.

All of these factors—perceived risk, cost, and efficiency—will have an impact on a
company’s need for control systems, as well as the preventive or detective type of each
control that is contemplated.

TYPES OF FRAUD

The vast majority of transactional problems that controls guard against are innocent
errors that are caused by employees. These tend to be easy to spot and correct when the
proper control points are in place. However, the most feared potential loss of assets is not
through these mistakes, but through deliberate fraud on the part of employees, since
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these transactions are deliberately masked, making it much more difficult to spot them.
The most common types of fraud that are perpetrated are as follows:

= Cash and investment theft. The theft of cash is the most publicized type of fraud, and
yet the amount stolen is usually quite small, when compared to the byzantine layers
of controls that are typically installed to prevent such an occurrence. The real
problem in this area is the theft of investments, when someone sidesteps existing
controls to empty a company’s entire investment account. Accordingly, the CFO
should spend the most time designing controls over the movement of invested funds.

= Expense account abuse. Employees can use fake expense receipts, apply for reim-
bursement of unapproved items, or apply multiple times for reimbursement
through their expense reports. Many of these items are so small that they are
barely worth the cost of detecting, while others, such as the duplicate billing to the
company of airline tickets, can add up to very large amounts. Controls in this area
tend to be costly and time consuming.

= Financial reporting misrepresentation. Though no assets appear to be stolen, the
deliberate falsification of financial information is still fraud, because it impacts a
company'’s stock price by misleading investors about financial results. Controls in
this area should involve internal audits to ensure that processes are set up correctly,
as well as full audits (not reviews or compilations) by external auditors.

= Fixed assets theft. Though the fixed assets name implies that every asset is big enough to
be immovable, many items—particularly computers—can be easily stolen and then
resold by employees. In many instances, there is simply no way to prevent the loss of
assets without the use of security guards and surveillance equipment. Given that many
organizations do not want to go that far, the most common control is the purchase of
insurance with a minimal deductible, so that losses can be readily reimbursed.

= Inventory and supplies theft. The easiest theft for an employee is to remove inventory
or supplies from a storage shelf and walk away with them. Inventory controls can
be enhanced through the use of fencing and limited access to the warehouse, but
employees can still hand inventory out through the shipping and receiving gates.
The level of controls installed in this area will depend on the existing level of
pilferage, and the value of inventory and supplies.

= Nonpayment of advances. The employees who need advances, either on their pay or
for travel, are typically those who have few financial resources. Consequently, they
may not pay back advances unless specifically requested to do so. This requires
detailed tracking of all outstanding advances.

= Purchases for personal use. Employees with access to company credit cards can make
purchases of items that are diverted to their homes. Controls are needed that
require detailed records of all credit card purchases, rather than relying on a
cursory scan and approval of an incoming credit card statement.

= Supplier kickbacks. Members of the purchasing staff can arrange with suppliers to
source purchases through them in exchange for kickback payments directly to the
purchasing staff. This usually results in a company paying more than the market
rate for those items. This is a difficult type of fraud to detect, since it requires an
ongoing review of prices paid as compared to a survey of market rates.
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Fraud problems are heightened in some organizations, because the environment is
such that fraud is easier to commit. For example, a rigorous emphasis on increasing
profits by top management may lead to false financial reporting in order to ‘““make the
numbers.” Problems can also arise if the management team is unwilling to pay for
controls or for a sufficient number of supervisory personnel, if it is dominated by one or
two people who can override existing controls, or if it has high turnover, so that new
managers have a poor grasp of existing controls. Fraud is also common when the
organizational structure is very complex or the company is growing rapidly, since both
situations tend to result in fewer controls, which create opportunities to remove assets.
Consequently, fraud is much more likely if there are unrealistic growth objectives, there
are problems within the management ranks, or if controls are not keeping pace with
changes in the organizational structure.

KEY CONTROLS

There are thousands of possible controls that can be used to ensure that a company
maintains proper control over its assets. The following list represents the 14 most
common controls found in the majority of organizations. These can be supplemented by
additional controls in cases where the potential for loss of assets is considered to be
exceptionally high, with the reverse being true in other instances.

1. Cash. The handling of cash is considered to be rife with control issues, resulting
in perhaps an excessive use of controls. Though many potential controls are
available, the CFO should attempt to create a mix of controls that balances the
controls’ costs against incremental gains. Here are some of the more common
available controls:

Compare check register to actual check number sequence. The computer’s list of
checks printed should exactly match the checks that have actually been used. If
not, this can be evidence that someone has removed a check from the check
stock in hopes that it will not be noticed. This irregularity is most common for
laser check stock, since these checks are stored as separate sheets, rather than as
a continuous roll of check stock, and so can be more easily pilfered.

Conduct spot audits of petty cash. It is possible to misrepresent the contents of a
petty cash box through the use of miscellaneous receipts and 10U vouchers. By
making unscheduled audits, you can sometimes spot these irregularities.
Control check stock. The check stock cannot be stored in the supply closet along
with the pencils and paper, because anyone can remove a check from the stack,
and then is only a forged signature away from stealing funds from the company.
Instead, the check stock should be locked in a secure cabinet, to which only
authorized personnel have access.

Control signature plates. If anyone can access the company’s signature plates,
then it is not only possible to forge checks but also to stamp authorized signatures
on all sorts of legal documents. Accordingly, these plates should always be kept
in the company safe.
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Create a checklist in the mail room. If there is any chance that someone in the
accounting department is removing customer checks before they are included in
the daily deposit records, then the mail room staff can be asked to create a
separate list, which can later be compared to the deposit slip list to see if there are
any differences.

Review restrictive endorsements before cashing checks. A customer could insert a
restrictive clause on a check payment that limits a company’s ability to legally
collect additional funds. Restrictive endorsements are rare, so most organizations
do not conduct this review. However, if there is a reasonable probability of losses,
then train the cashier to examine checks for restrictive endorsements and
withhold them from the daily deposit until the company lawyer can review
them.

Deposit all checks daily. If checks are kept on hand for several days, there is an
increased likelihood that someone will gain access to them and cash them into
his or her own account. Consequently, bank deposits should be made every day.
Transport cash in a locked cash pouch. To reduce the risk of unauthorized access to
any cash being transported for deposit, always store it in a locked cash pouch.
The most elaborate extension of this concept is to hire an armored truck to
transport the cash, which is mandatory for larger quantities of cash.
Reconcile the validated deposit slip to the original bank deposit ticket. Once
deposited, the bank will issue a validated receipt for the cash. Someone other
than the person who made the deposit should compare the original deposit
ticket to the validated receipt and investigate any differences. This control is
needed to ensure that the person making the deposit does not remove cash
during delivery to the bank.

Divert incoming cash to a lockbox. If cash or checks from customers never reach a
company, then a host of control problems related to the potential misuse of that
cash goes away. To do this, a lockbox can be set up that is controlled by the
company’s bank, and customers can be asked to send their payments to the
lockbox address.

Fill in empty spaces on checks. If the line on a check that lists the amount of cash to
be paid is left partially blank, a forger can insert extra numbers or words that will
result in a much larger check payment. This can be avoided by having the
software that prints checks insert a line or series of characters in the spaces.
Fill out petty cash vouchers in ink. Petty cash receipts can be modified to make it
appear that they are larger than was really the case, with the perpetrator
removing the difference from the cash box. This issue can be resolved by
requiring that all vouchers be filled out in ink.

Limit petty cash reserves. If there is little money in a petty cash box, then there is
less incentive for anyone to steal the box. If there is a large amount of cash
volume flowing through the box, then a useful alternative is procurement cards.
Install a petty cash contact alarm. A simple battery-powered contact alarm can be
installed on a petty cash drawer that triggers a buzzer or flashing light. If the
petty cash box is located in a relatively public location, this may act as a deterrent
to anyone attempting to access petty cash.
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Require supervisory approval of cash refunds. One way to steal cash is to take
money from the cash register and record a refund on the cash register tape. By
requiring a supervisory password or key entry every time a refund is issued, the
cash register operator has no opportunity to steal cash by this method. If there is
a minimum level above which supervisory approval is needed for a refund, then
review the cash register tape for an unusually large number of cash refunds just
below the approval limit.

Mutilate voided checks. A voided check can be retrieved and cashed. To keep
this from happening, use a stamping device that cuts the word “‘void’’ into
the surface of the check, thereby sufficiently mutilating it so that it cannot
be used again.

Perform bank reconciliations. This is one of the most important controls anywhere
in a company, for it reveals all possible cash inflows and outflows. Carefully
compare the bank statement’s list of checks cashed to the company’s internal
records to ensure that checks have not been altered once they leave the company
or that the books have not been altered to disguise the amount of the checks. It is
also necessary to compare the bank’s deposit records to the books to see if there are
discrepancies that could be caused by someone taking checks or cash out of the
batched bank deposits. Further, compare the records of all company bank
accounts to see if any check kiting is taking place. In addition, it is absolutely
fundamental that the bank reconciliation be completed by someone who is entirely
unassociated with the accounts payable, accounts receivable, or cash receipts
functions, so that there is no way for anyone to conceal their wrongdoings by
altering the bank reconciliation. Finally, call up online bank records through the
Internet in order to conduct a reconciliation every day. This is a useful approach,
since irregularities can be spotted and corrected much more quickly.

Use metrics analysis to detect skimming. Skimming is the removal of cash prior to
its entry into the accounting system, usually involving the removal of cash from
a sale transaction and then destroying all evidence of the sale. If there is a
significant amount of skimming, its presence can be indicated through several
metrics: decreasing cash to total current assets, decreasing ratio of cash to credit
card sales, and flat or declining sales with an increasing cost of sales.

Review uncashed checks. If checks have not been cashed, it is possible that they
were created through some flaw in the accounts payable system that sent a
check to a nonexistent supplier. An attempt should be made to contact these
suppliers to see if there is a problem.

Update signature cards. A company’s bank will have on file a list of check
signatories that it has authorized to sign checks. If one of these people leaves
the company for any reason, he or she still has the ability to sign company
checks. To avoid this control problem, update the bank’s signature card as soon
as a check signer leaves the company.

Stamp incoming checks with ““deposit to account number xxx.” It is possible that
employees with access to customer checks will try to cash them, as might
anyone with access to the mail once it has left the company. This can be made
more difficult by stamping the back of the check with “deposit to account
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number xxx,” so that they would have to deface this stamp in order to cash the
check.

Require cash application staff to take vacations. Lapping involves taking money paid
by customer A, then using cash from customer B to pay customer A’s account,
and so on. This type of fraud tends to be difficult to maintain, requiring constant
attention by the person perpetrating the fraud. Requiring employees to take their
designated vacations will frequently bring lapping situations to light while they
are absent.

2. Investments. The shifting of investment funds is the area in which a person has the

best chance for stealing large quantities of company funds, or of placing them in
inappropriate investments that have a high risk of loss. The following controls are
designed to contain these risks:

Impose investment limits. When investing its excess funds, a company should
have a policy that requires it to only invest certain amounts in particular
investment categories or vehicles. For example, only the first $100,000 of funds
are insured through a bank account, so excess funding beyond this amount can
be shifted elsewhere. As another example, if the board of directors thinks that
there is too much risk in junk bond investments, it will place a general
prohibition on this type of investment. These sorts of policies can be programmed
into a treasury workstation, so that the system will automatically flag invest-
ments that fall outside a company’s preset investment parameters.

Obtain and document quotes for each investment. An investment officer might have a
favorite bank and will continue to invest with it, even if its rates are not competitive.
It is also common for the investment staff to not want to go through the effort of
obtaining multiple quotes on a regular basis. By requiring them to complete a
quotation sheet, this control ensures that the best investment rate is obtained.
Regquire authorizations to shift funds among accounts. A person who is attemptin