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The aim of Management Quarterly is to
provide Faculty members with a detailed
review of a topical management theme,
offering a range of articles which explore
that theme and illustrate the practical
application of management techniques.  

This builds on the strategy of the first four
years of the publication, when it followed
some of the major threads of an MBA syl-
labus. Over this period, these articles have
built up into a comprehensive overview of
the knowledge needed to operate a suc-
cessful business. The reader is enabled to
understand current issues and debates in
these areas, and distinguish core ideas
from current fads. 

Each part of Management Quarterly is self-
standing, including useful references and
details of further reading. Writers are
selected from leading business schools,
consultancies and professional institutions.
Experts in each field explain and discuss
the relevance, practicality and usefulness
of key new concepts and ideas, thus
enabling the senior executive to keep fully
up to date. 

This issue of Management Quarterly is
edited by Carolyn White, who has worked
for the EIU, FT, and on research 
programmes at Cranfield School of
Management.

Comments and suggestions should be
addressed to Chris Jackson BA FCA, Head
of Faculty, telephone 020 7920 8486, 
e-mail chris.jackson@icaew.co.uk, or write
to the Faculty at:

The Faculty of Finance and
Management,
The Institute of Chartered Accountants 
in England and Wales, 
Chartered Accountants’ Hall, 
PO Box 433, 
Moorgate Place, 
London EC2P 2BJ 
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The objective of maximising shareholder
returns has now become the primary criterion
by which most large businesses judge their
performance. Annual reports and market
announcements regularly reinforce compa-
nies’ commitments to shareholder value,
profitable growth, and higher returns on capi-
tal, while the frequency of the term ‘share-
holder value’ in major business publications
has sky-rocketed over the past decade. 

In companies which manage for value, all
aspects of the business are fundamentally
aligned to this primary objective, which
forms the basis on which the whole business
is run. However, true implementation of VBM
across most organisations remains elusive. In
many companies internal management
processes, performance measurement and
strategy development continue to work from
different principles, and often at cross purpos-
es. 

Without a fundamental re-alignment between
the company’s objectives and the way it man-
ages the business, a half-hearted VBM initia-
tive risks either:

● simply becoming a theoretical, top-man-
agement agenda and target setting exercise,
supported by a complicated valuation
model built by consultants, but with no
ownership in the organisation and no
understanding by the line management;

● or, ending up as an accounting systems re-
shape, which produces a cumbersome and
complicated set of reporting requirements
which again, bear no relation to the way
the business is run. 

What is value based management ?

The basic principle underlying VBM is as old
as the hills – the requirement to earn a posi-
tive return on capital. VBM therefore involves
the continuous interplay between measure-
ment and management. 

From the management perspective, the means
by which companies generate returns to share-
holders are common to all businesses and
include three characteristics:

● good products and services for which cus-
tomers are willing to pay good money;

● a business model that works; and
● a strong management team to run and steer

the business. 

VBM provides top management with a frame-
work for supporting decisions around strategy
and structure. It also provides business opera-
tions with processes and tools for optimising
basic components of their business model.

From the measurement perspective, all
approaches to assessing equity value, at least
those which involve a comprehensive man-
agement and measurement system, all share
three basic components (see Figure 1, page 4): 

● single period metrics – like economic profit or
economic value added (EVA)1, these measure
how much value is generated after paying
the two classes of capital providers, debt
holders and shareholders;

● a capital hurdle rate – defining the required
minimum return expected by capital
providers; and

Putting VBM into
practice

Over the past 50 years, value based management (VBM) has become the
standard approach to running businesses across most of the developed
world. More recently, the ease of cross-border investment, greater
shareholder activism (especially among pension fund managers and proactive
investors) and new regulations requiring fair and accurate reporting have all
combined to increase the pressure on companies to improve returns to
shareholders. Devising a VBM strategy and implementing it successfully,
however, is far from easy. Den Lackner outlines the practical issues involved
in journeying from theory to practice.

The basic
principle
underlying
VBM is the
requirement
to earn a 
positive return
on capital

VBM provides
top 
management
with a 
framework for
supporting
decisions



● a total valuation framework – which pro-
jects financial performance into the
future to assess the total equity value of
the company. 

In contrast to pure accounting perspectives,
VBM measures returns based on the spread
between the profit which is generated and
the full economic costs of capital associated
with generating that profit (see Figure 2,
below).

Whatever approach is used, there is a dan-
ger of focusing too much attention on
refining the measurement of value creation
delivered over single periods, and putting
too little effort into creating a robust pic-
ture of future and sustainable value cre-
ation. 

Understanding what drives value

If the definition of value is the ability to buy
low and sell high over time, only an 
organisation which is able to sustain a
positive spread between what it buys and
what it sells will create value. This
fundamental principle is less obvious than it
appears because companies rarely know how
much they are really paying to bring a
product or service to market. 

The first step in understanding what drives
value in organisations therefore lies in
understanding not just revenues, but also
the fully loaded costs associated with each
key segment. Here an activity based costing
(ABC), or similar cost assessment exercise is
an essential pre-requisite to understanding
not just directly attributable costs of serving
a particular customer segment or producing

The three basic components of measuring value
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Figure 2 VBM measures
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a particular product, but also that segment’s
fair share of other costs essential to running
the business, like rent, capital costs, manage-
ment overheads or advertising. 

A result of this exercise is a picture of the
value creation (which can be variously mea-
sured through economic profit, EVA, or the
spread between cost of capital and return
on capital) of all lines of business. By
including the cost of capital, operations
and overheads in these calculations, VBM
frameworks show what a company really
pays for a given set of products or services
(defined as a business line), and not just
the direct costs of associated materials, sales
and marketing activities.

To do these calculations correctly, getting
the segmentation of the business lines right

from the beginning is crucial. VBM requires
a segmentation of revenues to reflect the
underlying business logic of customers,
channels and geographies rather than tradi-
tional segmentations according to existing
organisational and management structures
(see Figure 3, below). 

Segmentation is fundamentally a marketing
concept, and a common pitfall is that
accountants tasked with doing these calcula-
tions either do not really understand how to
segment their markets correctly, or do not
have the data to do it accurately.

Using the right segmentation and a fully
loaded economic framework a VBM assess-
ment enables an organisation to see for the
first time the true economic costs of business
lines and therefore their value creation. This
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assessment should have three components
(see Figure 4, below):

● a historic perspective – which answers the
question – how much value did each line of
business create over the past 18 to 24
months? 

● a future perspective – which answers the ques-
tion – how much value will each business
line create over the next three to five years?
and finally 

● a steady state perspective – which answers the
question – what is the sustainable value cre-
ation of each business line into the foresee-
able future?

When assessing the future and steady state
development of the business, we are funda-
mentally creating a picture of total future
revenues and costs. To do this correctly,
two complementary approaches are
required:

● the first is an intuitive understanding of
how the top-line revenues and costs are
likely to develop based on the experience
and knowledge of key business planners
regarding competitors and customers; and 

● the second is a ‘best guess’ as to how the
business is likely to look in the foreseeable
future. This can be based on sales funnels,
expected personnel cost developments and
other clear indicators of what is likely to
happen.

However, this is not enough. VBM also
involves the discipline of placing all these dri-
vers within a comprehensive framework
which is linked explicitly to the streams of
future value creation. 

Our initial assessment has answered the ques-
tions: how much is each business line worth
to the shareholders and how much is the sum
of all business lines worth as a total company?
The next step involves answering the ques-
tion: why? Understanding and reporting the
value drivers of each business is essential to
putting this knowledge to work in the devel-
opment of a value maximising strategy. The
right value driver framework also ensures a
full understanding among line management
and key customer-facing employees of the
inter-linkage between operating and financial
performance and helps embed a value-based
performance culture in the organisation.

Linking operational, business and finan-
cial perspectives

If you take a profit and loss statement for a
given business line and ask a manager to
explain the story behind the results, the
answer will invariably include quantifiable ele-
ments, like price development or volume fluc-
tuations, salary levels and production process
costs, etc, which, though not part of tradition-
al P&L reporting, comprise the key determi-

The right
value driver
framework

highlights to
employers the

inter-linkage
between 

operating and
financial 

performance

Figure 4 The true economic costs of value creation
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nants, or drivers, of the financial results
behind the value creation. The development
of an effective business performance and
reporting framework needs to include this
business perspective, and not be constrained
by the items of the P&L alone. A good frame-
work links three types of management infor-
mation within an integrated whole:

● the financial (return on capital) perspective
of the P&L and balance sheet; 

● the business operational perspective of line
management; and

● competitive and customer intelligence.

The extension of this business framework
involves the development of operational and
strategic value drivers. Though not con-
strained by the items of the P&L, it is never-
theless, often a good idea to create this frame-
work around the structure of the P&L, so the
impact of operating and competitive drivers
can be clearly seen in the business’s results
(see Figure 5, below). This entails determining,
agreeing and selecting usually seven to 10 key

value drivers behind each major P&L item.
Examples include both internal as well as
external looking metrics:

● revenue drivers – orders received, conversion
rate, number of customers, average price per
customer, revenue mix, channel mix;

● cost of sales drivers – logistics costs, materials
volumes, direct production workers
required, average salary of direct production
workers, purchasing volumes per supplier;

● operating cost drivers – IT, finance, property,
corporate centre and management over-
heads; and

● capital cost drivers – cost of debt, cost of
equity, working capital requirements, capital
expenditure requirements.

Many of these drivers can, and should, be
incorporated into this framework so that there
is a direct mathematical relationship between
the operational inputs and the P&L results.
However, a number of strategic drivers, like
levels of direct competition, customer pres-
sures, regulatory developments etc, should
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Figure 5 Developing a value driver tree based on P&L items
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simply be listed and taken into account when
assessing future value creation potential rather
than forced into a mathematical framework. It
is then up to the business judgment of man-
agement to assess their impact on strategic
decisions, rather than the role of the financial
model builders to create an artificial relation-
ship leading to a single value number at the
other end of the model. 

A key to success in this exercise is to tailor the
value drivers to information that already
exists, is reported and available regularly with-
in the company, preferably monthly or quar-
terly. What should be avoided at all costs is a
complete re-wiring of company information
systems based on a perfect set of new report-
ing requirements. 

Not only is this time consuming and costly,
but it will postpone a company’s ability to
make informed, high value decisions indefi-
nitely and put the entire VBM process in
jeopardy.

As mentioned earlier, the key to VBM is its
forward-looking aspect. Thus, once this
framework is created, value drivers need to
be projected into the future. This can only
be done by key members of management or
external advisors with expertise in the dri-
vers of business results. 

It is often a good idea to involve several
experts from different parts of the business
when assessing the drivers behind
revenue/cost of sales, operating costs, capital
costs, etc. For example, representatives from
sales/ marketing, purchasing, as well as prod-
uct managers and business development
should be involved in providing a picture of
the future development and value drivers
behind revenues and costs of sales by busi-
ness line. Finance as well as operations man-
agers need to assess together the develop-
ment of capital over time.

The robust road-map of value creation which
is generated by this exercise will link the
operating and financial performance of the
company to a coherent picture of results to
be achieved over the next three to five years.
This forward looking picture of value cre-
ation can then be placed within a valuation
framework, and the total equity value of the
business assessed.

From a reporting perspective there is likely
to be a threefold impact on the type of
information management sees, and when:

● monthly business reporting can now
include operational value drivers and not
just P&L and balance sheet items;

● a forward-looking three to five year assess-
ment of future value creation can be
reported at least yearly, and in many cases
quarterly; and

● all reporting can be integrally linked into
a valuation framework that measures the
expected equity value of the entire com-
pany.

Role of the board and CEO in 
implementing VBM 

For VBM to succeed it is a truism to say that it
needs to be championed by the people at the
top. This means going far beyond annual
report-type messages such as ‘our company is
managed for value; we judge our success using
the criterion of value creation; this is the way
we do business.’ The Board and CEO have to
not only proclaim VBM as the company’s
basic management framework, but to run the
company in such a way as to maximise value. 

In order to do this, line management must be
equipped with the training, tools and a frame-
work to manage for value within their own
businesses. This means not only providing the
resources and agreeing their level of autono-
my, but also building a culture of high perfor-
mance at all levels of the organisation.

In a company that manages for value the
board and CEO have three key tasks:

● to communicate the goal of value maximisation
as the company’s key decision criterion – this
involves not only announcements in annu-
al reports and at analyst conferences, but a
well planned and cascaded programme of
cultural change within the company. This
includes top and line management training
sessions, value based reporting and incen-
tivisation schemes as well as an accessible,
shared and well-understood performance
framework that links top level P&Ls and
balance sheets to everyday decisions and
processes; 

● to link management’s agenda and accountabili-
ty to value creation – this means a disciplined
approach to resource allocation and major
investment decisions, ensuring existing
streams of value creation are protected, and
exiting from areas of the business which are
likely to destroy value; and 

● to formulate and deliver a value maximising
corporate strategy – this entails (a) generating

It is often a
good idea to

involve
experts from

different parts
of the business 

A forward
looking 

picture of
value creation

can be formed
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and agreeing the right strategic alternatives
for the business; (b) quantifying how much
profit each particular strategy is likely to
generate over time, and assessing their
respective equity values; and (c) ensuring a
well-planned and delivered implementa-
tion, with clear milestones, accountabilities
and reporting of delivered results vs targets.

Without a value based performance frame-
work even the most disciplined management
process can, and often does, lead to value
destroying decisions. Without a value-oriented
management process, even the most timely
and high quality business intelligence may
prove ineffectual.

Getting the strategy right
Generating and agreeing the right strategic
alternatives should focus not only on opportu-
nities within the existing business, but should
also incorporate intelligence and opportunities
from existing and adjacent markets. For exam-
ple: 

● what are competitors’ product, pricing and
channel strategies? 

● how profitable are adjacent markets in
which we do not currently participate? 

● what other products do our customers buy? 
● how will developments in technology or

production processes affect our underlying
profitability? 

● what is the market value of our non-core
businesses vs their value to us? 

● what are the cost bases of competitors vs
our own? and 

● what are the relative costs of our channels
to market and what return do we earn in
each? 

Generation of strategic alternatives also needs
to take into account feasibility, timing and
ease of implementation.

Once an agreed and coherent set of alterna-
tives has been produced, again the approach
should be to evaluate each alternative course
of action and pursue those which create the
most value. This means understanding the
business logic and economic profitability over
the foreseeable horizon of each alternative and
evaluating the value creation streams going
forward. Hasty decisions without a robust
profit plan and competitive intelligence often
prove value destroying. On the other hand
even the most elegant value based reporting
and assessment system is useless without a
management process focused around the
value creation choice criterion.

Once the strategy is defined and chosen,
implementation should be guided by a rigor-
ous performance reporting and a tracking
model which, on a monthly or, at least quar-
terly basis, tracks the delivery of both opera-
tional performance targets – measured, as we
have seen, using a value driver framework – as
well as the total financial delivery in terms of
value creation. 

What is equally important is that at regular
intervals (usually quarterly), key management
responsible for implementation provide new
forecasts around expected delivery of both
top-line financials and key value drivers, vs
the initial targets. 

This approach has a two-fold function. First,
management can see periodically the expected
value of the strategy now, six months into
implementation, vs where we were at the out-
set. Second, it provides a clear and transparent
tool for responsible management to see where
they need to accelerate action and implemen-
tation, as well as where new opportunities for
further value creation are emerging.

Applying VBM thinking to M&A – caveat
emptor

One possible route to profitable growth is
through acquisition. The past decade has wit-
nessed an unprecedented level of value
destruction from misguided acquisition and
investment sprees, largely funded by debt,
which have lead to catastrophic impacts on
profitability and the balance sheet of many
leading companies. 

If the rule is to buy for a price less than the
company is worth, why do companies so
often get this wrong? Again, the key is found
in getting the valuation of the acquisition
right, and using a conservative assessment of
the future sales funnel and cost base. 

Another tip is always to engage an objective
third party to perform the valuation, rather
than rely solely on the investment bank.
Investment bankers are incentivised to lend
money at interest. Because loans, unlike equi-
ty, are secured by the company’s assets, the
shareholders are the big losers when the
investment bankers’ rosy valuation forecasts
don’t materialise. 

A value based assessment of acquisitions has
two basic components: stand-alone valuation
and synergy assessment.
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Stand-alone valuation
An assessment of what the target is worth tick-
ing along in its current situation.The key here
is not to rely overly on purely financial analy-
sis but to link financial analysis with a robust
understanding of the target’s sustainable mar-
ket position. What is the sales funnel over the
next four quarters? How will this develop over
time? What pressures do they face from cus-
tomers and suppliers? What processes, assets
or intellectual property does the company
have that gives it a sustainable competitive
advantage? How are the key cost items likely
to develop over time?

Note that the stand-alone valuation will often
vary significantly from the current market
value, and will usually yield a lower value. The
two most common reasons for this are:

● the market already views the company as an
acquisition target, and incorporates an
acquisition premium in the price; and

● the market has an overly optimistic view of
the company’s growth and profit potential.

Once the base case value is assessed, and this
should usually include values under different
market scenarios, the next step is to assess
what benefits the target might bring to the
existing business.

Synergy assessment
What additional value can the company
bring to the acquirer, usually through a com-
bination of rationalising shared costs and
increasing revenues through combined distri-
bution, product and customer bases. 

Often synergies yield only a small fraction of
the original assessment, and negative syner-
gies in terms of wasted management time,
and unexpected costs in the post merger
integration phase balloon out of all propor-
tion. Because synergies, especially on the cost
side, are usually massively over-estimated, a
general rule is to take the most pessimistic
assessment of synergy potential, and divide
by two.

Once both the target’s base case and synergy
potential have been evaluated, the sum of
the two is the maximum price a company
should be willing to pay. From a shareholder
perspective, assuming the forecasts were cor-
rect, anything above this price is pure value
destruction, whereas anything below this
price is pure value creation. 

Summary

● Value based management will only succeed
if it is closely tied to strategic operational
decision-making.

● The first step in VBM is understanding the
full costs of every line of business in the
company, and ensuring lines of business are
correctly defined to reflect market rather
than organisational segmentations.

● The second step is fully understanding the
value drivers in each line of business, and
identifying, measuring and reporting them
in a way that is helpful to line managers
tasked with controlling them.

● Only when costs and value drivers are fully
understood can results be projected into the
future, and VBM used to evaluate alterna-
tive strategic options.

● VBM is an effective tool to guide M&A deci-
sion-making. MQ
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Footnote and further reading

1. EVA is a trademark of Stern Stewart.

Three standard works on managing for
value are:

● ‘The value imperative – managing for
superior shareholder returns’
Kontes, PW, Mankins, M, and
McTaggart,  JM; London, 1994

● ‘Creating shareholder value – a guide
for managers and investors’
Rappaport, A; New York, 1998

● ‘Managing for value’
Boetzel, S, and Schwilling, A; Capstone
Publishing; New York, 2002
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The case for a new
driver

In today’s hyper-competitive markets, satisfying customers’ needs is the key
to generating shareholder value. But marketing managers are poor at mak-
ing their case to the board. They use metrics which are weakly related to
value creation. Making marketing a genuine value driver requires a different
approach; it requires marketing managers to integrate properly the financial
implications of marketing investments. Peter Doyle explains how to do it.

The marketing paradox

There is a paradox in how top management
view marketing. On the one hand, marketing
has become accepted as the central driver of
shareholder value. Every world-class company
now puts building long-term relationships
with customers, based on satisfying their
needs, at the forefront of strategy. 

Three factors have increased the primacy of
marketing. One is the emergence of excess
production capacity in more and more indus-
tries from manufacturing sectors like textiles
and steel, to services like banking and air
transport. This has meant that marketing
rather than production capabilities have
emerged as the primary determinants of value
added. Second, has been the deregulation of
industry, the decline of trade barriers and the
emergence of increasingly global competition. 
Today there is no place to hide if your compa-
ny cannot satisfy customers. 

Third, the information revolution has driven a
renewed drive to get closer to customers. The
internet, in particular, is shaping a new busi-
ness model that allows suppliers to strip out
distribution costs and develop one-to-one rela-
tionships with customers.

Yet while the central role of marketing in
achieving competitiveness and creating share-
holder value is undisputed, the role of market-
ing professionals appears increasingly ques-
tioned. A widely reported research study from
consultants, McKinsey and Company, entitled
‘Marketing’s mid-life crisis’, concluded that mar-
keting departments are “often a millstone
around an organisation’s neck”. A study by
Coopers & Lybrand concluded that the mar-
keting department is “critically ill”. Research

by the Boston Consulting Group found that
90% of major companies claimed to have
restructured their marketing departments. In
recent months, both Marks & Spencer and
Boots have taken the marketing directors’
jobs off the main board. A recent survey of
major companies by the Marketing Society
echoed this marginalisation of marketing
professionals. Only 12 out of 100 chief exec-
utives had previous experience in a market-
ing position.

Back to first principles

The basic problem with marketing manage-
ment is that its objectives are unclear.
Marketing managers have come up with a
variety of metrics to evaluate campaigns and
justify their performance. The most common
criteria for measuring the effectiveness of mar-
keting are increases in sales and market share.
Unfortunately, any first year economics stu-
dent can demonstrate that such growth may
as easily decrease, as increase, profits. Sales
growth increases profits only if the operating
margin on the additional sales covers the
higher costs and investment incurred to
achieve the growth. Chasing profitless growth
has been one of the most common sources of
corporate failure.

Other criteria for justifying marketing strate-
gies include brand awareness, consumer atti-
tudes, repeat buying and ratings of customer
satisfaction. Unfortunately, many of these
have weak relationships to sales and almost
none to profitability. Increasing advertising,
for example, will generally raise brand aware-
ness and in many situations will increase
sales, but whether these incremental sales
will be profitable is very hard to say. The
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same criticisms apply to all the conventional
marketing metrics.

Marketing management’s lack of credibility in
the boardroom is much to do with its failure
to quantify the contribution of marketing
strategy to corporate performance. Claims that
investment in a new campaign will increase
sales or brand awareness do not rate highly for
boards struggling to increase their share price
in a hostile capital market. Other business
functions such as operations, sales, finance,
even human resources appear to make more
measurable contributions to the bottom-line.

The starting point for reasserting the role of
the marketing management begins with prop-
erly defining its objective. Major business
firms now almost universally accept that the
primary task of management is to maximise
returns to shareholders. 

Marketing can be at the centre of value-based
management if managers embrace a new
modern definition of marketing:

‘Marketing is the management process that seeks
to maximise returns to shareholders by developing
relationships with valued customers and creating a
competitive advantage’.

This definition clearly defines the objective of
marketing and how its performance should be
evaluated. The specific contribution of market-
ing in the business lies in the formulation of
strategies to choose the right customers, build
relationships of trust with them and to create
a competitive advantage. 

Determinants of shareholder value

Value-based management is based on the
belief that management should evaluate
strategies in the same way that outsiders do.
Investors assess strategies on their ability to
create shareholder value. The company’s share
price reflects investors’ evaluations of whether
the current strategy of management will create
value in the future. To explore the implica-
tions for marketing we need to review how
finance professionals estimate value and value
creation.

Modern finance is based on four principles:
the importance of cash flow, the time value of
money, the opportunity cost of capital and
the concept of net present value. Cash is the
basis of value – it is what is left over for share-
holders after all the bills have been paid. Cash
has a time value because a pound today is
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Table 1 Alpha company – shareholder value analysis (£million)

Cumulative present value
PV of continuing value
Other investments
Value of debt
Shareholder value
Initial shareholder value
Shareholder value added
Implied share price  £
Initial share price £

Year

Sales
Operating margin
Tax (30%)
NOPAT
Net investment
Cash flow

Discount factor (r = 10%)
Present value of cash flow

16.8
70.0
7.0

-25.0
68.8
52.0
16.8
3.44
2.60

Base

100.00
10.0

3.0
7.0

1

110.0
11.0
3.3
7.7
4.0
3.7

0.909
3.4

2

121.0
12.1
3.6
8.5
4.4
4.1

0.826
3.4

3

133.1
13.3
4.0
9.3
4.8
4.5

0.751
3.4

4

146.4
14.6
4.4

10.2
5.3
4.9

0.683
3.4

5

161.1
16.1
4.8

11.3
5.9
5.4

0.621
3.4

Lack of
credibility in

the board
room has

much to do
with failure to

quanitify
marketing
strategies’

contribution 
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worth more than a pound tomorrow. The
opportunity cost of capital is the return investors
could obtain if they invested elsewhere in
companies of similar risk. The net present value
concept calculates the value of an asset as the
sum of the net cash flows discounted by the
opportunity cost of capital. By maximising the
net present value of a business managers are
pursuing those strategies most likely to max-
imise the returns to shareholders.

To illustrate the calculations, consider the
Alpha Company (see Table 1, opposite). Its
current sales and net operating profit after tax
(NOPAT) are shown in the first column. 

Management has developed a new marketing
strategy that it believes will grow sales by 10%
annually. To arrive at net cash flow we have to
deduct the investment in working capital and
fixed assets that will be needed to support this
growth. This is forecast to be 40% of incre-
mental sales. Shareholder value is obtained by
discounting this cash flow by the opportunity
cost of capital, r, which is taken here to be
10%. The annual discount factor is 1/(1+r)i

where i = 1,2,… is the year. 

The shareholder value calculation divides the
estimation of the value created by a strategy
into two components. The first is the present
value of cash flows during the planning peri-
od. Generally, managers feel it reasonable to
plan ahead in some detail for a period of
around five years. Here they forecast a cumu-
lative cash flow in the planning period with a
present value of £16.8 million. The second
component is the residual or terminal value,
which is the present value of cash flow after
the end of the planning period. The residual
value is calculated by the standard perpetuity
method, which is NOPAT/r. 

This method effectively assumes that beyond
the five-year planning period, competition
will drive down profits to a level such that
new investment just earns the company’s cost
of capital, so that there will be no additional
shareholder value created. When the residual
value is multiplied by the discount factor we
arrive at its present value, £70 million. Adding
any non-operating investments the firm owns
and deducting the market value of any debt
leads to the shareholder value of £68.8 mil-
lion. If there were 20 million shares outstand-
ing this would produce an expected share
price of £3.44. If the current share price is
below this figure, then analysts would recom-
mend the shares for purchase. If the company
had not introduced the new growth strategy

and remained at its present level, the implied
share price would have stayed at £2.60 (ie its
residual value in the base year).

The significance of shareholder value analysis
is that it provides a highly effective vehicle for
demonstrating the contribution of marketing
to the company’s financial performance. To
explore this further we need to show how
marketing adds value.

Marketing assets

The task of marketing is to create shareholder
value. Marketing expenditure adds value when
it creates assets that generate future cash flows
with a positive net present value. Marketing
assets are what link marketing activities to
value creation. Accountants define assets as
economic resources, owned by an entity,
whose cost at the time of acquisition can be
objectively measured. Unfortunately, this defi-
nition generally leads accountants to only
include tangible assets such as cash, stock,
debtors, plant and equipment in their balance
sheets. Yet, in modern companies, such tangi-
ble assets account for only a small proportion
of the market value of companies. The ‘mar-
ket-to-book’ ratio in Britain’s largest compa-
nies averages three, which suggests that two-
thirds of the market value of these companies
lies in intangible assets. 

Of course, not all such intangible assets derive
from marketing activities, they may arise in
the skills of the employees, the value of
patents and licenses, or the possession of
scarce resources. But in most companies, it is
in the value of their customer relationships
that long term cash flow is primarily based.
Marketing assets can be divided into four
types:

● marketing knowledge – superior marketing
knowledge provides a core competency con-
sisting of skills, systems and information
that convey a competitive advantage to the
firm in terms of identifying market opportu-
nities and developing marketing strategies;

● brand – successful brand names convey
powerful images to customers that make
them more desirable than competitive prod-
ucts. Owners of strong brands possess assets
that attract customers, often earn premium
prices and can be enduring generators of
cash;

● customer loyalty – if a company has built a
satisfied loyal customer base it will be more
profitable and should grow faster than other
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companies. Many studies have shown that
loyal customers buy more of the company’s
products, are cheaper to serve, are less sensi-
tive to price, and bring in new customers;
and

● strategic relationships – a company’s network
of relationships with channel partners can
provide incremental sales, access to new
markets and allow the firm to leverage its
competencies in additional areas.

Marketing assets are no different from the
firm’s tangible assets in that their value lies in
their contribution to generating future cash
flow. However, marketing assets are often
more valuable to the firm for two reasons.
First, they are harder to acquire than tangible
assets. Normally they take years of investment
and are closely integrated into the firm’s cul-
ture, which makes them difficult to buy or
reproduce. Second, the worth of marketing
assets derives solely from the value customers
attach to them. Since customers are the ulti-
mate source of cash flow, marketing assets can
be considered the primary source of customer
preference and competitive advantage.

Marketing assets do not normally appear on
the balance sheet because accountants believe
that their value cannot be measured with suf-
ficient accuracy. Commentators have specu-
lated whether this matters. While accoun-
tants do not measure intangible assets, the
discrepancy between market and book values
shows that investors do. Most accountants
recognise that balance sheets no longer give
meaningful information about values,
instead they record historical details of trans-
actions. It has been suggested, on the other
hand, that because marketing assets are not
recorded their values are underestimated.
Because they are treated as costs rather than
investments that are depreciated, this then
leads to insufficient spending on developing
brands, retaining customers and creating
channel partnerships.

Fortunately, shareholder value analysis (SVA)
avoids such possibilities of bias. This values
strategies and companies in the same way out-
side investors do. SVA is not based on
accounting conventions, instead it is based on
cash. While profits are subjective, cash is a
fact. Investments and costs are treated identi-
cally as deductions from cash flow, at the time
they are paid. Like investors, managers have to
judge their strategies in terms of their impact
on future cash flow. Expenditures to develop
marketing assets make sense if the sum of the
discounted cash flow they generate is positive.

Marketing assets determine shareholder
value

Turning around failing companies has con-
ventionally been seen as a financial problem.
But the significance of SVA is that it shows
value creation is much more to do with the
firm’s effectiveness in developing marketing
assets.

The model illustrated in Table 1 (on page 12)
shows that the amount of shareholder value
created depends upon four factors: 

● the level of future cash flow; 
● the timing of cash flow; 
● the risk attached to the business; and 
● the residual value. 

Marketing assets are the principal drivers of all
four determinants of value.

Effects on the level of future cash flow
Table 1 shows that the level of cash flow is a
function of sales growth, the after-tax operat-
ing profit margin and the net investment
required to fund the growth of sales, ie

Cash flow = Sales growth x net operating
margin - net investment

Faster sales growth drives up returns to share-
holders as long as the additional sales deliver
economic profit. While cost-cutting and
downsizing can temporarily boost cash flow,
only sales growth can deliver long-run
growth in cash flow. Growing sales is the
main task of marketing. Growth is accelerat-
ed where the firm has strong marketing
assets: marketing knowledge, powerful
brands, loyal customers and strategic part-
nerships with channel members. 

To understand the role of growth in creating
shareholder value, Table 2 (opposite) simu-
lates the effects of different growth rates on
the company illustrated in Table 11. If the
company remains static over the five year
planning period, the value of the company
does not change and the equity value of the
business remains at £52 million. If sales
grow at 10% annually and the operating
margin remains constant, then the value of
the company and its share price rises by
32%. At 20% annual growth, the value of
the company rises by 78%. 

Note that while faster growth greatly increases
the value of the company, during the first five
years the cash flow is reduced, as profits are

The value of
marketing

assets lies in
their

contribution
to generating

future cash
flow

It has been
argued, that

because
marketing

assets are not
recorded their

values are
underestimated
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reinvested to drive growth. Creating value is
about sacrificing immediate cash flow to build
a greater cash generating potential for the
future.

The second determinant of the level of cash
flow is the after-tax operating margin. This is
a function of the size of the company’s sales,
its costs, and the average prices it is able to
charge for its products and services.
Profitable sales growth should improve the
operating margin by spreading fixed costs.
Strong marketing assets should also lead to
higher prices and lower costs. This means
the effect of growth could be greater than
shown in Table 2. 

There is much evidence that strong brands are
associated with price premiums. Studies have
found that brand leaders in the UK sell on
average at prices 40% above regular brands.
Strong brands also tend to possess higher
advertising and promotional elasticities,
implying that the costs of acquiring additional
sales will be lower. There is also evidence that
well-established brand names permit line and
brand extensions that lower entry costs.

Table 2 shows the enormous effect price pre-
miums can have on shareholder value. A 10%
price premium more than doubles the project-
ed share price and equity value of the compa-
ny. It greatly boosts cash flow during the plan-
ning period as well as leaving a significantly
higher terminal figure for profits. Putting it
another way, if managers neglect to invest in
marketing assets and suffer a loss of brand pre-
mium as a result, the share price can be
expected to drop dramatically, as investors fig-

ure out the implications for future cash flow.
There is no more dramatic proof of the power
of brands than simulating on a spreadsheet
the effects of brand premiums on shareholder
value. The table also looks at the impact of
marketing assets in lowering operating or
fixed costs. If these costs amount to 50% of
total costs, and they are reduced by 10% as a
result of significant marketing assets, then
shareholder value is increased by 35%. 

The third determinant of the level of cash
flow is investment. Recent years have seen a
growing recognition of the importance of cus-
tomer partnerships in augmenting cash flow
by reducing working capital and fixed invest-
ment. Stimulated by new information tech-
nology, particularly the internet, marketing-
orientated suppliers are forging closer links
with key customers to eliminate the amount
of stock and capital tied up in the supply
chain. Customer partnerships are marketing
assets built through carefully listening to cus-
tomers and meeting their needs. They gener-
ate a return in enhanced cash flow through
lowering investment requirements. For exam-
ple, stock reductions of 15% to 20% are com-
monly reported by companies with effective
channel partnerships. Table 2 simulates the
effect of a 10% cut in investment require-
ments. This adds £3.6 million to shareholder
value.

The effects of marketing assets on the level of
cash flow have been looked at individually.
The effects are of course cumulative. If price
premiums and growth are combined the
effects on the value of the company are addi-
tive. Such cumulative effects account for the
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Table 2 Simulation of the impact of marketing on shareholder value (£million)

* Compared to 10% sales growth base case

No sales growth
Sales growth +10% pa
Sales growth +20% pa
Price increase +10%
Operating costs cut  –10%
Investment rate cut –10%
Accelerated cash flow
Cost of capital cut   –10%
Extending growth period

Discounted
cash flow

26.5
16.8
2.2

51.3
33.4
30.2
18.2
27.2
20.5

Present
value of
residual

43.5
70.0

108.2
86.9
54.8
43.5
70.0
45.5
70.0

Shareholder
value

52.0
68.8
92.3

120.2
70.2
55.6
70.2
54.7
72.5

Shareholder
value 
added

0.0
16.8
40.3
68.9
33.6
3.6

18.2
2.7

20.5

Change
in value

%

0
32
78

131
35

7
2*
5

5*

Share
price

(£)

2.60
3.44
4.62
6.01
3.51
2.78
3.51
2.74
3.63

SVA shows
that
marketing
assets are the
principal
drivers of all
four
determinants
of value
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very high market-to-book value ratios earned
by companies such as Microsoft, Nokia, Coca-
Cola and Vodafone. Similarly, the failure to
achieve growth or price premiums accounts
for the poor returns to shareholders in such
companies as ICI, Safeway and United
Biscuits.

Effects in accelerating cash flow
Because cash has a time value, cash flows are
discounted. Shareholder value is increased if
cash flows can be generated quicker. Table 2
shows the effect of accelerating the cash flow
by one year. If the year 2 sales of Table 1 were
achieved in year 1, year 3 sales in year 2, etc
shareholder value would increase from £68.8
million to £70.2 million, even though final
year sales and profits are unchanged. Again
marketing assets are often designed to achieve
such acceleration.

In many cases Table 2 underestimates the
effect of accelerated market penetration. Fast
penetration can lead to first mover advan-
tages. These include higher prices, greater cus-
tomer loyalty, access to the best distribution
channels and network effects that enable the
innovator to become the specification stan-
dard. These feed back into both higher sales
and higher operating margins. Many studies
have shown that brands with strong images
can expect customers to adopt their next gen-
eration products significantly earlier than
those with weaker images. Companies now
place much greater emphasis on ‘pre-market-
ing’ activities that focus on increasing aware-
ness among opinion leaders even before the
product launch to speed up the product life
cycle and therefore accelerate cash flow.

Brands are not the only marketing assets that
can accelerate cash flows. Strategic relation-
ships and co-marketing partnerships can also
speed up market penetration. Alliances can
enable the firm to open up overseas markets
faster. A firm with good marketing networks
can use these assets to more quickly capitalise
on emerging market opportunities. Boots, for
example, has an arrangement to place its
pharmacies in Tesco supermarkets, enabling it
to penetrate this new growth area faster. By
demonstrating how such investments acceler-
ate cash flow, marketers can quantify their
efficacy in enhancing shareholder value.

Effect on business risk
The third factor determining the value of the
business is the opportunity cost of capital used
to discount future cash flows. This discount
rate depends upon market interest rates plus

the special risks attached to the specific busi-
ness unit. The risk attached to a business is
determined by the volatility and vulnerability
of its cash flows compared to the market aver-
age. Investors expect a higher return to justify
investment in risky businesses. Because
investors discount risky cash flows with a
higher cost of capital, their value is reduced.

Again there is evidence that an important
function of marketing assets is to reduce the
risk attached to future cash flows. Strong
brands operate by building layers of value that
make them less vulnerable to competition.
This is a key reason why leading investors rate
companies with strong brand portfolios at a
premium in their industries. Many studies
have also demonstrated the dramatic effects
on the company’s net present value of increas-
ing customer loyalty. A major focus of market-
ing today is on increasing customer loyalty,
shareholder value analysis provides a powerful
mechanism for demonstrating the financial
contribution of these activities. Table 2 illus-
trates this by showing, if the opportunity cost
of capital is reduced from 10% to 9%, as a
result of marketing activities which reduce the
vulnerability of cash flows, then shareholder
value is boosted by £2.7 million.

Effect on residual value
Shareholder value is made up of two compo-
nents: the present value of cash flows during
the planning period and the present value of
the company at the end of the planning peri-
od. Not surprisingly, since a company poten-
tially has an infinite life, the residual value
normally greatly exceeds the value of the cash
flows over the planning period. In the exam-
ple of Table 1, the residual value accounts for
over 70% of the corporate value. Indeed this is
a typical figure across industry, in high growth
industries the residual value is an even higher
proportion of total value.

The problem is valuing the business at the end
of the planning period. The most common
approach is to use the perpetuity method, as
in Table 1. This assumes that at the end of the
planning period, the company earns a return
on net investment equivalent only to the cost
of capital, so that shareholder value remains
constant. An alternative assumption is that
the business can continue to earn returns that
exceed the cost of capital. Another more pes-
simistic assumption is that after the planning
period the cash flow turns negative as compe-
tition intensifies. The choice depends upon
two factors: the sustainability of the firm’s
competitive advantage and the real options for
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growth it has created. Microsoft and Coca-
Cola, for example, have very high residual val-
ues because investors perceive them having
very long-term brand strengths that can be
leveraged to future growth opportunities in
new markets or product areas.

Strong marketing assets, such as new product
development expertise, brands, customer loy-
alty and strategic partnerships should create
competitive advantage and growth options
that will often endure beyond the normal
period for which a company plans. Because
such assets are difficult to copy and create,
and offer lasting advantages, they should
enhance residual values and so have a marked
effect on shareholder value. Table 2 illustrates
this by showing the effect of extending the
period over which the company earns positive
net cash flow by one year, from five to six
years. This adds £3.7 million to shareholder
value (from £68.8 million to £72.5 million).

Demonstrating marketing’s contribution
Shareholder value analysis allows marketing
professionals to communicate the expected
results of their marketing strategies in terms
that make sense to top management. In par-
ticular, it allows them to quantify how invest-
ments in marketing assets may affect the share
price. Measures such as sales, market share or
consumer attitudes have little value as criteria
for judging marketing strategies since they
have no necessary correlation with how
investors value the business.

Marketers need a simple decision rule to
understand when additional sales will increase
shareholder value. Sales are valuable if the
operating margin on these sales exceed a
threshold margin. The threshold margin is the
minimum operating profit margin needed to
maintain shareholder value. As can be seen
from Table 1 it is a function of the added
investment required to fund sales growth, the
rate of tax the company pays, and its cost of
capital. Specifically, it is defined as:

Threshold  = Investment rate x Cost of capital
margin        (1 + cost of capital)(1 - tax rate)

In the example of Table 1, the threshold mar-
gin is (40% x 10%)/(1.1 x 0.7) = 5.2%. Since
the actual operating margin is constant at
10%, additional sales are earning returns well
above the investors’ cost of capital and share-
holder value is being consistently created. The
key point for marketers is that when a busi-
ness is operating at below the threshold mar-
gin sales growth does not create value. But top

management should appreciate that sales
growth achieved at above the threshold mar-
gin does create value for shareholders.

This concept leads to another useful tool for
marketers, the threshold spread. The threshold
spread is the actual profit margin on addition-
al sales less the threshold margin. In the
example of Alpha Company this is 4.8% (10%
- 5.2%). Its significance is that once the invest-
ment requirements and risk characteristics of a
strategy have been established, shareholder
value is determined by two factors: (1) sales
growth and (2) the threshold spread.

Most marketers in developing strategy focus
on the marketing value drivers. For example,
the strategy might involve new creative ideas
and new above- and below-the-line initiatives
aimed at increasing customer loyalty, winning
bigger shares of the customers’ spend and
gaining new customers. These marketing dri-
vers then need to be translated into financial
value drivers.

For example, suppose Alpha management
have to choose between the strategy proposed
in Table 1 and an alternative one proposed by
the new marketing director. This new strategy
centred around a comprehensive relationship
marketing programme. The marketing depart-
ment believed this would add an additional
2% to annual sales, and to discount reduc-
tions amounting to 1% of sales (effectively
this was the equivalent to 1% on the ex-facto-
ry price). They also believed higher customer
retention would reduce the cost of sales by
1.5%. The additional cost of the marketing
programme would be an up-front investment
of £5 million in the first year and an on-cost
of £2 million annually. 

Table 3 (on page 18) evaluates the new strat-
egy. While the new strategy reduces operat-
ing profits in the first year, and reduces cash
flow for the first three years of the planning
period, shareholder value is substantially
increased. At £83.7 million, equity value is
22% higher than in the original plan due to
the higher long-term profits created and
which are reflected in the higher residual
value of the business.

The example also illustrates the value of share-
holder value for advocating aggressive market-
ing strategies. If management were orientated
to maximising profits or earnings per share,
they would reject the new marketing strategy.
But a proper analysis decisively demonstrates
that such a short-term orientation is in the
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interest of neither shareholders nor the long-
term competitiveness of the business.

Justifying advertising budgets

Many companies treat the advertising budget
as a cushion; something that may be expand-
ed in good times, but which is ruthlessly cut
back when profit budgets are under threat.
Top management appears to believe that
advertising has no demonstrable impact on
shareholder value. But proper analysis can
show that this is a prime example of short-
term thinking: while cutting advertising will
normally increase immediate earnings, it has a
deleterious impact on shareholder value. This
is why cuts in advertising often lead to a fall
in the share price even though short-term
profits increase.

The problems in justifying advertising budgets
occur because sales are affected by many other
factors in addition to advertising. All the stud-
ies of advertising agree that the effects of
advertising on sales are small, certainly much
smaller than the effects of price or promotion.
The maximum advertising elasticities reported
are around 0.2, meaning that a 10% increase
in advertising would increase sales by 2%.
Another problem making the effects of adver-

tising even more difficult to calculate is its
lagged effects. Sales today are not just affected
by current advertising but by the customer’s
memories of past advertising. This means the
short-run impact of advertising may underesti-
mate its total impact on sales.

Demonstrating the effect of advertising on
shareholder value depends on understanding
the function of the advertising. There are two
main approaches to explaining how advertis-
ing works: the persuasive hierarchy model
and the low-involvement model. The former
is sometimes called the aggressive theory of
advertising, which sees it as first informing
consumers about the product and then per-
suading them to try it. The ultimate test of
whether such advertising has been effective is
the resultant increase in sales. The sharehold-
er value created by such an advertising cam-
paign can be gauged by first estimating the
advertising effect, generally though some
form of econometric model, and then feeding
the incremental sales attributed to advertising
into the type of financial model illustrated in
Table 1.

A more difficult case is justifying advertising
for established brands in mature markets.
While the persuasive hierarchy model of
advertising might fit new products seeking to
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Table 3 Valuing a new marketing strategy for Alpha (£million)

Cumulative present value
PV of continuing value
Other investements
Value of debt
Shareholder value
Shareholder value added
Implied share price under new strategy £
Share price under original strategy £

Year

Sales
Additional marketing
Operating margin
Tax (30%)
NOPAT
Net investment
Cash flow

Discount factor (r = 10%)
Present value of cash flow

15.0
86.8
7.0

-25.0
83.7
31.7
4.19
3.44

Base

100.00

10.0
3.0
7.0

1

113.3
5.0
8.9
2.7
6.2
5.3
0.9

0.909
0.8

2

127.1
2.0

13.5
4.1
9.5
5.5
4.0

0.826
3.3

3

142.7
2.0

15.4
4.6

10.8
6.2
4.6

0.751
3.5

4

160.1
2.0

17.6
5.3

12.3
7.0
5.3

0.683
3.6

5

179.6
2.0

20.0
6.0

14.0
7.8
6.2

0.621
3.8

Top
management

appears to
believe

advertising
has no impact
on SV... this is

short-term
thinking
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attract new customers, it hardly describes the
role of advertising for brands like Coca-Cola,
Persil or Flora margarine. Virtually everyone
buying these brands has bought them before;
they are familiar with them; and have already
been persuaded to buy. The low-involvement
model best describes the role of advertising
here. This sees advertising as being essentially
defensive: the object is to maintain the brand’s
market share and price premium, through
reinforcing current buying behaviour.
Advertising in these mature markets does not
increase sales but it prevents them declining
and preserves the brands as long-term genera-
tors of cash for the shareholders.

Table 4 (above) illustrates how shareholder
analysis can be used to justify advertising,
even though advertising does not create incre-
mental sales. Initially the brand has stable
sales at £100 million and a 10% operating
margin. In an effort to increase profits and
cash flow management decide to eliminate
the £5 million advertising spend. A previous
econometric analysis has estimated the adver-
tising elasticity at 0.1, implying that eliminat-
ing advertising would only cut sales by 10%.
Since two-thirds of costs were variable, man-
agement believed profits were bound to rise.

However, management ignored sales effects
after the first year. In the second and subse-
quent years the brand increasingly loses
saliency to consumers without the benefit of

advertising to reinforce and update the brand’s
associations. The model of Table 4 assumes
diminishing advertising effects: the first year
the loss is 10%; the second year 5%; and so
on. In addition, management failed to take
into account the loss of volume on the brand
premium. Faced with declining sales and mar-
gin the major retailers will demand bigger
allowances. The effect was estimated to take
1% off the ex-factory price each year. In the
first year profits were indeed up as a result of
the £5 million saving on marketing. There was
also a marked increase in cash flow in the first
two years as lower sales resulted in declining
working capital requirements. But from the
second year, profits fall precipitously as declin-
ing margins and the drag of fixed costs take
their toll.

If advertising had been maintained, the share-
holder value of the brand would have been
worth £70 million. Eliminating advertising
produces a short-term jump in profits and
cash flow, but a sharp decline in the long-run
value of the business. The value of the busi-
ness to shareholders drops by a third to £48
million.

Valuing brands

The increasingly obvious gap between the bal-
ance sheet valuations of companies and their
market values has led to a growing interest in
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Table 4 Effect of eliminating advertising on shareholder value (£million)

Cumulative present value
Present value of residual
Shareholder value
Original shareholder value

Year

Sales (units)
Price
Revenue
Variable costs
Fixed costs
Operating profit
NOPAT
Net investment
Cash flow
Present value of cash flow

26.4
21.6
48.0
70.0

Base

100.00
1.00

100.0
66.7
23.3
10.0
7.0

7.0
7.0

1

90.0
0.99
89.1
60.0
18.3
10.8
7.5

-4.0
11.5
10.5

2

85.5
0.98
83.8
57.0
18.3
8.5
5.9

-1.8
7.7
6.4

3

83.4
0.97
80.9
55.6
18.3
7.0
4.9

-0.9
5.7
4.3

4

82.3
0.96
79.0
54.9
18.3
5.8
4.1

-0.4
4.5
3.1

5

82.3
0.95
78.1
54.8
18.3
5.0
3.5
0.0
3.5
2.2

Advertising in
mature
markets does
not increase
sales but it
prevents them
declining and
preserves the
brands as
long-term cash
generators 
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valuing brands, which are seen as a major
component in the difference. Brand valuations
can be particularly useful in acquisitions both
for the acquirer wanting to know what parts
of the company may be worth, and for the
defender wanting to justify its stewardship.
Brand valuations are also used to calculate
royalty rates in licensing deals. Tax authorities
are now asking companies to charge their sub-
sidiaries for the use of their bands and proper
valuations assist negotiations. Finally, con-
vinced of the importance of brands, many
companies want regular valuations to track
that their strategies reinforce the value of
these assets. 

Table 5 (below) illustrates the process of valu-
ing a brand. The first step is to forecast brand
sales, operating margins and cash flow over a
reasonable period, such as five years. It is
important that the forecasts are based solely
on brand sales and not any unbranded prod-
ucts that may be produced in parallel. 

Here brand sales are predicted to grow at 5% a
year, the operating margin is 15%, the tax rate
30%, and net investment is estimated at 50%
of incremental revenue. The second step is to
calculate the percentage of the earnings that
accrue from the use of the brand name. A
brand name creates value by adding emotive
associations, over and above the product, that
lead to additional sales or higher prices. There
are a variety of methods for estimating this
increment, depending on the type of brand

and its market. Where the brand operates by
enhancing the margin, the most direct
approach is to compare the operating margin
on the brand with the estimated margin on
similar unbranded products. This difference, ie
(OMbranded - OMunbranded) should be attribut-
able to the company’s unique assets: its
brands, patents, channel partnerships, and so
on. In heavily branded markets, any residual
earnings will be predominantly due to brands;
in hi-tech markets other intangible assets may
be more critical. In Table 5 the margin on
unbranded products is estimated at 7%,
implying earnings from intangibles account
for 8% of sales (ie 15% - 7%). In this market,
since there are no quality differences, it is
assumed that the brand premium accounts for
this residual. The brand cash flow associated
with this premium is in any one year is then:

CFbrand = Sales(OMbranded - OMunbranded)(1 - tax rate)

The final step is to estimate the brand dis-
count rate. This will not be identical to the
company’s overall cost of capital since the
brand’s earnings may be more or less volatile
than the average of the portfolio. The
Interbrand Group, a pioneer of brand valua-
tion methods, calculate the discount rate on
the basis of a ‘brand strength score’, which
measures the security that the brand name
adds to the earnings stream. This rates such
factors as the stability of the market, the
brand’s market share, its geographic spread,
legal protection, etc. In the example, the dis-
count rate is calculated at 12%.
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Table 3 Valuing a new marketing strategy for Alpha (£million)

Cumulative present
value
PV of continuing value
Brand value

Year

Sales 
Operating margin
NOPAT
Net investment
Cash flow
Brand cash flow
Discount factor (r = 12%)
Discounted cash flow

57.9
84.5

142.4

Base

250.0
37.5
26.3

1

262.5
39.4
27.6
6.3

21.3
14.7

0.893
13.1

2

275.6
41.3
28.9
6.6

22.4
15.4

0.797
12.3

3

289.4
43.4
30.4
6.9

23.5
16.2

0.712
11.5

4

303.9
45.6
31.9
7.2

24.7
17.0

0.636
10.8

5

319.1
47.9
33.5
7.6

25.9
17.9

0.567
10.1

The gap
between

balance sheet
valuations

market values
has led to

growing
interest in

valuing
brands



The brand value is calculated by applying the
discount rate to the expected future brand
cash flows. As with all shareholder analyses,
sensitivity analysis is important to explore
alternative scenarios using different price and
growth assumptions and different brand
investment policies. This allows an assessment
of the robustness of the brand and the prob-
lems and opportunities it may face in future.

Implications for marketing

Shareholder value has become the new stan-
dard because of an increasing realisation of
the defects of conventional accounting. A
focus on accounting profits encourages an
excessively short-term view of business. It
leads to an under investment in information-
based assets – staff, brands, customer and sup-
plier relationships. In today’s information age,
the accounting focus on tangible assets makes
little sense now that intangible assets are the
overwhelming source of value. Shareholder
value analysis can avoid both these biases. But
to achieve its potential, SVA needs marketing.
Similarly, marketing needs SVA if it is to make
a greater contribution to strategy.

Accountants will know, however, that like any
technique SVA is no panacea, in particular it is
only as good as the assumptions that are fed
in as input. The key inputs are forecasts of
sales growth, operating margins and invest-
ment requirements for at least five years
ahead. These all depend upon good judge-
ments about the evolution of the market and
the firm’s ability to sustain a competitive
advantage. The cost of capital is also a critical
variable and again depends upon assessments,
particularly upon the degree of risk the unit or
brand faces. Different judgements can lead to
significant differences in estimates of the
shareholder value created from a particular
strategy.

Another key issue is the estimate of terminal
or residual value. SVA splits the estimation of
shareholder value into two components: the
present value of cash flow during the plan-
ning period, and the residual value, which is

the present value of the cash flow that occurs
after the planning period. For growth busi-
nesses the overwhelming proportion of value
arises in the terminal value. Unfortunately, it
is difficult to be confident about this value.
The reason for splitting the estimation into
two components is that managers cannot fore-
cast much beyond five years or so. So how can
one decide the reasonableness of the terminal
value, which is making an assumption about
cash flows up to 20 or more years ahead?
Different assumptions can give quite different
estimates of shareholder value.

Finally, a concern has been that SVA underes-
timates the value of new ventures by overesti-
mating the risks involved. In practice, the risks
are not as high as they appear because man-
agers can often proceed step-by-step, piloting
on a small scale new projects before major
investment have to be made. More recently,
SVA has been extended with the development
of real options analysis to fill this important
gap.

While recognising these limitations, SVA is
genuinely important for the development of
marketing. Both as an intellectual discipline
and a business function, marketing has not
had the impact that its importance justifies.
To a significant measure this has been due to
the lack of definition of the objectives of mar-
keting and to its failure to become integrated
with the overall value-creating goal of the
firm. Value-based marketing overcomes much
of this deficiency by redefining the objective
of marketing as creating value for shareholders
and adopting the tools of SVA to evaluate pro-
posed marketing strategies. MQ

The late Peter Doyle’s most recent book, ‘Value-
based marketing’, is published by John Wiley,
2000.
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Footnote

1. These calculations can easily be checked by entering
Table 1 in a spreadsheet such as Microsoft Excel, and
simulating the changes discussed in the paper.
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Research suggests, time and again, that organ-
isational change fails as often as it succeeds.
Even where change projects do succeed, deliv-
ery of value is rarely as easy as it appeared at
the outset. Why? Too often, emphasising the
business and economic rationale of a project
obscures the fact that value, in all of its
forms, is actually created by the application of
human talent.

But, amidst unprecedented uncertainty, deriv-
ing value from human talent is harder than
ever. This has placed an increasing responsi-
bility on HR function’s to source the scarce
human talent which can create the highest
value for organisations. HR functions are also
required to identify and sustain diverse talent
pools which will maximise value creation in
rapidly changing market environments.

So how are human resources professionals
able to enhance the value creation process?
Our experience suggests that:

● there is no single best way – a ‘silver bullet’
– of doing things as far as organisational
success and productivity is concerned; 

● the HR organisation, processes and technol-
ogy need to be integrated and aligned with
business strategy to maximise their impact
as value creating opportunities;

● engaged employees create more value for
the organisation; and

● there are many legitimate HR metrics
which can measure the contribution that
HR makes to value creation in a business.

There is no one single ‘best way’

In recent years, there have been numerous
new initiatives focused on creating more

value out of a business – total quality, total
customer satisfaction, customer chains, busi-
ness process improvement, partnership etc.
These various initiatives have often been
accompanied by a hunt for new organisation-
al forms – flatter hierarchies, project-based
and virtual structures, network teams, ‘no
boundary’ systems and so on. Organisations
are continuously in search of an answer, a
solution that will magically solve all the prob-
lems.

We have learned that there is no silver bullet.
There is no one single ‘best way’ of doing
things as far as organisational success and
productivity is concerned. What works well
for one organisation could lead to spectacular
failure for another. The key to maximising
value from HR is aligning HR strategy and
programmes to an organisation’s business
strategy.

Integrating and aligning HR processes
with business strategy

Business strategies and drivers should be
analysed for their effect on HR and people
practices. Different business drivers will sug-
gest different approaches to HR strategy and
organisational design. At the micro level,
most companies have a business strategy with
elements that are completely unique to their
own circumstances. When studying business
strategies, however, most observers agree that
these thousands of discrete strategies can be
classified into three or four categories. In his
landmark book ‘Competitive strategy’1,
Michael Porter used the term ‘generic strate-
gies’ to refer to alternative strategic positions
in an industry. He suggested that companies
could compete in one of three ways: 

Do human resources really
add value to a business?

The value created by the HR function is frequently questioned by line man-
agers. This reflects how many human resources functions are perceived to be
out of step with the needs of businesses. Bernasia Halikowa, Mark Hoyal and
Paul Osgood consider how the ‘people’ people can be a critical part of the
value creation process for any organisation.

Value in all its
forms is

created by
human talent

The key to
maximising
talent is to

align HR and
business

strategies
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of three
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from a
company

● cost leadership – being the low-cost produc-
er;

● differentiation – having a unique product or
service; or

● focus – concentrating special services or
products on a specific market niche.

Porter contends that competitive advantage
comes from setting up value-creating activi-
ties to deliver on a company’s particular kind
of strategy. This allows the company to erect
barriers to entry.

In their best-selling book, ‘The discipline of
market leaders’2, Michael Treacy and Fred
Wiersema studied successful companies in dif-
ferent sectors and came to similar conclusions
as Porter. They suggest that customers look
for one of three sources of value or strategic
styles from a company:

● operational excellence – low-cost, reliable and
easy to use products or services;

● product leadership – leading edge products; or
● customer intimacy – highly customised solu-

tions and services.

Applying Treacy and Wiersema’s concepts of
strategic styles to an organisation’s people
requirements we can see how these different
strategic styles demand different
competencies from employees and thus,
different strategies from HR. In ‘The talent

solution’3, Ed Gubman characterised these
implications for HR, as shown in Table 1
(above).

Engage employees to create value

Measuring the connection between employee
behaviours and business performance is often
difficult. Traditional measures of employee
satisfaction and commitment fail to link
strongly with developments in business
results and often leave the HR professional as
a poor cousin when business metrics are used
to monitor business performance.

One powerful HR measure which does enable
the HR professional to link employee behav-
iours with business performance is a metric
called employee engagement. Using a special-
ist employee survey tool, it is possible to mea-
sure the employee behaviours which impact
on business performance and identify the key
drivers of business performance improvement
within a business. To date, we have learned
that employee engagement:

● differs by company;
● is impacted by at least 16 different drivers

in six broad categories;
● not every driver applies to every person;
● does impact financial results; and
● can be measured and managed effectively.

Table 1 Implications of strategic style for HR management

Strategic style

Operational 
excellence

Product 
leadership

Customer 
intimacy

Work environment

Stable, measurable cost-
conscious, team-based
continuous improvement.

Experimental, learning
focused technical, infor-
mal, fast-paced, resource
rich, speed to market.

Values-driven, dynamic,
informal, collegial, ser-
vice-oriental.

Employee competencies

Process control, teamwork
analysis, financial/opera-
tional understanding and
attention to detail.

Life-long learning, infor-
mation-sharing, creativity,
breakthrough thinking.

Relationship-building, lis-
tening, initiative, collabo-
ration, rapid problem-
solving.

Lead HR systems

Strategic sourcing, HR
process improvement,
compensation based on
highly measurable results.

Fluid organisation,
emphasis on training and
development, relatively
undifferentiated rewards.

Selection for fit with val-
ues, consistent leadership,
balanced emphasis
between short-term and
long-term rewards.
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Figure 1 (below)  highlights the employee
engagement model, the six broad categories
and main areas which can impact engage-
ment.

To address the significance of the value creat-
ed through employee engagement, US
research showed that engaged employees4:

● produce $3,600 more profit per annum; 
● create $18,600 more market value; and
● deliver $27,000 more sales per annum.

Measuring degrees of employee engagement
provides data which enables actions to be
taken at the point of business performance.
So, for example, what employee engagement
measures might do is help an HR professional
to look at all the elements that make up the
employment experience and identify which
of those elements within the experience moti-
vate employees to stay, and which motivate
employees to go above and beyond the sim-
ple requirements of their job.

Employee engagement measures can also help
HR professionals to look at which areas of
activity have a greater influence on retention.

Engagement measures can also help explain
the difference between top performing units
and units which perform less well, and thus
determine how value can be improved across
the business. 

Measuring degrees of engagement in staff can
help line managers to focus on the areas
which will produce the greatest improvement
in business performance. If engaged employ-
ees and non-engaged employees are com-
pared, there are clear differences. Research has
shown that engaged sales employees tend to
stay longer with organisations, for instance,
and tend to be responsible for larger amounts
of sales, thus increasing profits per employee
and revenues across a business.

Using HR metrics to measure value

A lack of early or sufficient consideration of
measures such as employee engagement in
business restructuring, denies access to a cru-
cial insights which impact on value. A due
diligence or risk assessment process, for exam-
ple, that only has a financial orientation or
where HR questions are asked only about
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Figure 1 Employee engagement model

ENGAGEMENT

Work
● Intrinsic motivation
● Influence
● Work tasks
● Resources

People
● Senior leadership
● Manager
● Co-workers

Quality of life
● Work/life balance
● Physical work

environment
● Safety

Opportunities
● Career opportunities
● Recognition

Procedures
● Policies
● HR

Compensation
● Pay
● Benefits

Employee
engagement
is a powerful

HR value
measure – it

links
employee
behaviour

with business
performance
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contracts of employment, misses out a whole
range of human capital measures.

So, determining the real business drivers for
an organisation is often the first and crucial
link in defining the HR people and practices
which have the greatest impact on value. In
the last decade, on the back of increased use
of IT solutions, more and more HR teams now
have their own process controls and perfor-
mance metrics. A recent research study3 found
that more than 80% of the companies con-
tacted used some kind of HR measurement
system. Of those with measures in place, 44%
used balanced scorecards as their organising
framework.

In their book ‘The balanced scorecard’6, Robert
Kaplan and David Norton contend that cus-
tomary financial measures are lagging indica-
tors and can lead to short-term thinking
designed to “get the numbers up”. Instead,

they suggest companies use a balanced portfo-
lio of measures to measure their progress.
Since its publication in the mid-1990s, many
companies have adapted this approach. In our
work with HR departments we have found
that the balanced scorecard approach is well
suited to HR departments that are keen to take
the first step in showing the value they add to
a business. HR balanced scorecards take many
forms and must ultimately support the busi-
ness strategy but a generic balanced scorecard
for HR might look something like the example
in Figure 2 (below).

As you see, this balanced approach to HR mea-
surement answers how HR is adding value
from four different perspectives: 

● what is our return on our investment in
people?

● is our service delivery effective and effi-
cient?
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departments
are using HR
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show how
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adding value

Figure 2 Measuring HR’s contribution to the business

Customer perspective

● Effectiveness of people pro-
grammes

● Perceived value of compensation
and benefit plans

Are we reaching our customers?

Financial perspective

● Workforce productivity
● Intellectual capital
● Total people expense ratios
● HR cost of delivery
● Compensation competitiveness

What is our return on 
investment in people?

Strategic capability perspective

● Workforce demographics
● Employee retention and succes-

sion
● Leadership bench strength
● Ability to change
● Globalisation

Are our human assets aligned with
future needs?

Internal process perspective

● Speed to market (new services)
● Service delivery quality
● Transaction efficiency
● Resource allocation
● Vendor management

Is our service delivery effective
and efficient?
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● are our human assets aligned with future
needs? and

● are we serving the needs of our customers? 

Among those companies in our study that are
already using HR measurement, their primary
purposes in doing so are to:

● build a common language among HR pro-
fessionals for communicating HR strategy
and results;

● be proactive in identifying workforce trends
and offering solutions; and

● strengthen relationships with the lines of
business.

Of the 20% of companies without measures
in place, access to data and human resource
management systems (HRMS) were described
as the ‘next hurdle’. The box below, ‘HR per-
formance measures’, shows more detail on
the kinds of measures many companies now
use to assess the value provided by HR. 

As a result, HR’s contribution to business suc-

cess is no longer a soft and fuzzy concept
where the cost effectiveness and payback is
unclear. Stories about the axing of the HR
training and development budget as a quick
cost-cutting measure by finance are a symp-
tom of HR’s past inability or willingness to
demonstrate the link of cost and added value.

The combination of a robust HR measure-
ment system and HRMS framework allows
today’s HR leaders to make decisions that are
grounded in fact and to evaluate the outcome
of business investment. It also offers a means
to translate ideas about business strategy into
behaviours and actions that support the com-
pany’s future direction by creating culture
and implementing talent management prac-
tices.

Research conducted by Fulmer, Gehart and
Scott7 argues that companies which adopt HR
measures of value realise substantial financial
performance advantages over companies with
less employee-focused employment strategies.
They go on to suggest that companies consid-
ering adoption of the types of HRM strategies
and measurement processes used by the firms
they studied may not have much downside
risk, and if their competitors are using these
practices, they may even find themselves at a
disadvantage. 

In another study, Frank Russell, the financial
services company, compared the results of the
51 publicly listed companies in the 2003 edi-
tion of the ‘100 best companies to work for in
the UK’8, with the FTSE All-Share Index. Their
study showed that the ‘best companies’ group
substantially outperformed other companies
in the index (see Table 2, opposite).

Conclusions

The search for value creation by HR functions
has always been legitimate but in the past has
tended to incorporate suspicious elements of
self-fulfilling prophecy when compared to the
value measures presented by many other dis-
ciplines within businesses. In our view, the
HR function has often tried in vain to con-
vince others of the value inherent in deliver-
ing HR support by reference to esoteric HR-
centric models. We believe that it is now pos-
sible to unlock the value of the ‘people quo-
tient’ with clear and unambiguous value dri-
vers and measures which connect directly
with broader business metrics. 

The HR function has a key role to play in
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HR delivery measures
● In HR service centres – call volume, response time, process-

ing accuracy, first-call resolution, abandonment rate and
customer satisfaction.

● Overall HR effectiveness – HR cost per employee, HR as a per-
centage of total operating cost, HR staff ratio and staffing
cycle time.

● HR delivery effectiveness – measuring overall process of effec-
tiveness instead of focusing on functional activities.

HR talent measures
In addition to tracking employee turnover and using an
employee opinion survey, several companies in the study
presented innovative approaches to measuring an organisa-
tion’s effectiveness in managing talent on a global basis. For
example:

● leading indicators for potential talent shortages – ie compe-
tency gaps, regretted turnover for high potentials and the
ratio of external to internal hires;

● staffing measures of both efficiency (cost per hire, time to
fill) and the type of hire (new graduate, client facing);

● the percentage of employees who are ‘internationally
mobile’ to evaluate success in building a global leadership
culture; and

● employee engagement results to evaluate the overall com-
mitment of the workforce and make cross-border compar-
isons.

HR performance measures
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helping organisations to understand their
sources of value (strategic style) and in blend-
ing the work environment, employee compe-
tencies and the lead HR systems which sup-
port the organisation. The analysis and pro-
fessional skills required to identify and devel-
op value in this area are very much a part of
the development of the role of HR as strategic
partner to a business.

Measures such as employee engagement
deliver a much closer picture of the link
between the people in a business and the
overall business performance. An HR function
which is able to prioritise its investments in
financial, human and infrastructure resources
and link these investments to improved busi-
ness performance is placing itself at the heart
of value creation.

HR performance metrics are measuring value
creation within businesses. More sophisticat-
ed HR functions are using these metrics inside
and outside of the function to broaden the
scope of business management so HR leaders
are now using robust data to measure the
impact of investments. 

For HR professionals, the challenge is not so
much how quickly they can embrace and
deploy these value drivers, but more
whether they can retain ownership of them
before other disciplines claim them for their
own. MQ

Table 2 Comparison of 100 best companies to work for with the FTSE All-Share index

Best companies to work for FTSE All-Share Index

5 year compound 12.1% -5.8%
annual return

3 year compound 3.6% -15.0%
annual return

1 year return -21.1% -28.8%
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Getting the equation
right

The finance function has been the subject of radical restructuring in
recent years. However, following a number of high-profile corporate
disasters, people are questioning whether the finance function has
become an executive lapdog rather than a company watchdog. While
the immediate pressure is to cut costs, the finance function also faces the
wider task of proving it can add value without diluting its key functions.
Marcus Boyle and Peter Moller review current trends and provide
practical ideas for getting the value equation right.

The finance function has undergone dramatic
change in recent years – with increased
automation, fewer employees and added
responsibilities. For the most part, finance
directors (FDs) have been successful in reduc-
ing costs: the cost of the average finance func-
tion as a percentage of total company sales has
halved to just over 1%, according to Deloitte
& Touche research (2002). Given the current
economic climate, the pressure on costs looks
likely to continue, and in the first half of this
article we focus on trends in this area and
ideas for implementation. 

Alongside cost pressures, however, is a larger
issue – the question of whether the shift
towards ‘business partnering’ has negatively
affected the independence and integrity of
FDs. Restructuring the finance function has
created a shift in the role of chief finance offi-
cer (CFO) – from a process-driven role to more
of a ‘chief value officer’ role, focusing on
adding value, supporting changing business
models and managing risks. 

The question now on everyone’s lips is how to
add value to the business while fulfilling
finance’s essential role in governing what is
‘true and fair’. Is it possible for the finance

function to cut costs further, add value and
maintain its position as company watchdog?
We believe the answer is ‘yes’ – and we discuss
how in the second half of this article. 

Cost-cutting trends 

Many organisations jump into cost-cutting
transformation projects without doing the
groundwork first. Too often, time and money
is wasted on standardising or automating
processes that would be best eliminated.
Another pitfall is severely underestimating the
‘people’ element. When implementing major
finance transformations, the most common
difficulties are getting the business to buy-in to
the need for change and underestimating how
difficult employees will find the transition.
These problems can be avoided through good
planning and change management. In our
experience there is a logical order to follow for
transformation efforts to be effective, as shown
in Figure 1 (below).

Step by step, this process works as follows:

● eliminate – by documenting a process from
end-to-end, you will quickly identify where
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Figure 1 Seven steps to transform the finance function

Eliminate Simplify Standardise Automate Consolidate Outsource Continuous
improvement
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Automation of
the end-to-
end processes
offers
opportunties
to further
reduce costs

Web-enabled
employee 
self-service
reduces the
transaction
processes
performed by
finance

duplication of processes exists and how it
can be eliminated;

● simplify – a number of processes are likely
to be over-engineered to meet all busi-
ness requirements. Review the processes
and remove any complexities that do not
deliver requisite business benefits;

● standardise – where possible try to adopt
a single process and a single technology;

● automate – having standardised your
processes, key elements can be automat-
ed to further reduce the cost of transac-
tion processing;

● consolidate – left to their own devices,
individual business units will have tai-
lored finance processes to meet their
every need. Now is the time to rein them
in and consolidate finance processing
across business units into shared service
centres;

● outsource – time to consider outsourcing
transaction processing, as it is not a core
competency. Those that have achieved
shared services at an optimal cost base
will have an excellent benchmark for
price negotiations with outsourcers; and

● continuous improvement – the business will
be constantly changing and it is essential
for the finance function to remain
responsive to the business’ needs. A con-
tinuous improvement framework should
be put in place that gives employees
incentives to improve their working
methods and performance.

Organisations who have followed these
ground rules have been successful in reduc-

ing costs in the following areas: 

● automation of end-to-end processes;
● introduction of self-service to employees;
● leveraging of supplier relationships; and
● implementation of shared services.

Automation of end-to-end processes
Automation offers opportunities to further
reduce costs, but should only be performed
after a process has been simplified and stan-
dardised. The cost of accounts payable, for
example, can be reduced significantly by
automating the matching of a purchase
order to an invoice and goods received
note, using what is called ‘two touch pro-
cessing’ (see Figure 2 below).

In Figure 2, the purchase order is automati-
cally generated when an employee goes on-
line to order from an electronic catalogue
that lists approved goods from approved
suppliers. 

The system sends the purchase order to the
supplier electronically. Upon receipt of the
goods, the employee generates an electronic
receipt that triggers the payment by BACS
or other technology with no further inter-
vention from accounts payable. 

Introducing web-enabled ‘self-service’ to
employees
Self-service enables employees to generate
information or requests on-line, thus reduc-
ing the need for further transaction process-
ing to be performed by finance. 

Figure 2 Traditional vs automated accounts payable process

Add to
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masterfile

Requisition
and order Receive Invoice PayMatch Match Approve

Accounts payable – traditional view

Accounts payable – two touch processing

Supplier maintains
own record via the
web
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procurement
processes

Electronic receipt
notification matches
to PO to trigger 
payment

Vendor record Receive
PO

(Procurement
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Recent trends have seen a sharp increase in
self-service in:

● travel and expense claims;
● time recording;
● requisitioning; and
● HR related areas, eg flexible benefits

options, skills maintenance, training assess-
ments, development needs.

Self-service can result in significant savings.
For example, an FD in the leisure industry
reduced the number of full-time equivalents
(FTEs) processing expense claims from 12 to
one by adding the web-enabled expenses
module to the applications suite he was pur-
chasing. When developing a business case for
shared services, he discovered that there were
12 people spread across different locations
whose sole jobs were to process travel and
expense claims. 

By introducing self-service to all employees in
the organisation, the finance function was
able to move to a governance role rather than
processing the transactions. Its only role was
to match receipts; once this was done, elec-
tronic payment was automatically triggered
(see Figure 3, below).

Leveraging supplier relationships
Web-enabled procurement systems go beyond
automation to reduce costs through compli-
ance and negotiation. These systems help
businesses to control indirect spending and to
leverage their supplier relationships by
demanding better terms and/or prices.
Depending on a company’s spend, the sav-
ings can be sizeable. 

One company recently implemented an e-
procurement system across its entire UK busi-
ness, based on a business case that forecast
procurement cost savings of £8 million or
8.3%. These savings came from consolidating
suppliers and increased compliance. 

Other benefits of a web-enabled procurement
system include:

● greater control – on-line approval hierarchies
ensure that the purchases are approved by
the correct people;

● better analysis of spend – all purchasing is
properly coded based on the predefined

Web-enabled
procurement

systems go
beyond

automation,
reducing costs

through
compliance

and negotiation

Figure 3 Simplified processes for 
web-enabled expenses

Figure 4 Matrix model for finance function’s structure
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mapping to the chart of accounts, thus
reducing the level of human error; and

● reduced transaction-processing costs – invoices
are not slowed down by coding and
approval processes.

Consolidating processes via shared 
services 
Today, the bulk of cost for the finance func-
tion remains in transaction processing. Shared
service centres (SSCs) consolidate transaction-
processing activities shared by multiple parts
of a business. They typically reduce costs by
25% to 40% while improving service levels
through the use of standardised technology,
processes and service level agreements. 

Mid-sized companies may find the idea of
establishing an SSC a bit daunting or assume
it is only for multinationals. In fact, increas-
ing the span of control and standardising is
always a good idea as it will reduce costs.
While companies generally need about 30
FTEs before an SSC will pass the cost/benefit
test, this is by no means a hard and fast rule.
Two key questions are: 

● will the costs of the physical building for
the SSC, any required redundancies and hir-
ing and training new people outweigh the
overall reduction in finance costs (bearing
in mind that relocation can significantly
reduce salary costs)? and

● can the company implement a common
software and business process solution that
enables them to realise the benefits of
automation and standardisation?

Restructuring can be combined with a shared
service approach to help free the finance func-
tion to provide more value to the rest of the
business. With the introduction of shared ser-
vices a new model for the finance function
becomes possible (see Figure 4, opposite). This
new structure is based on a matrix combining
processes (account to report, order to cash,
etc) and functions within the company (sales,
marketing, etc). It is intended to be collabora-
tive and participative. Using this structure, for
example, marketing employees with questions
about their cost centre report would liaise
directly with a member of the SSC dedicated
to supporting marketing. 

A new role for the finance function?

By delegating day-to-day transaction process-
ing to an SSC, the remaining finance staff are
freed to focus on offering services such as: 

● analysis of revenue by business unit;
● project accounting;
● support in understanding costs allocated to

business units;
● external analysis;
● business cases for new initiatives;
● support to the business with performance

measurement;
● activity based management – eg to better

understand product and customer prof-
itability; and

● a more collaborative approach to planning
and budgeting.

Balanced scorecards for the finance 
function

Balanced scorecards are a popular and power-
ful management tool, based on the idea that
an organisation should be evaluated not only
by traditional financial measures, but also by
other measures of interest to stakeholders,
such as:

● value-driven financial measures;
● customer satisfaction;
● internal processes; and
● ability to learn and grow.

Balanced scorecards can be used to measure
the finance function’s success in fulfilling its
new role: they can help demonstrate how the
finance function adds to the value of a busi-
ness and supports its strategic objectives. The
following sections shows some specific mea-
sures for doing this.

Value-driven financial measures

These measures serve as a focus for establish-
ing and tracking the drivers of value for the
finance function, such as the financial results
and outcomes from profit improvement, cost
reduction and risk management initiatives.
Sample financial measures are shown in
Figure 5, overleaf.

Customer satisfaction measures

These focus on the level of service and sup-
port the finance function provides to internal
operations, suppliers and customers, including
relationships forged through more value
added services and SSCs. 

Customer satisfaction measures will determine
whether the finance function:

SSCs
consolidate
transaction
processing
activities
shared by
multiple parts
of a business –
freeing up
finance to
focus on
offering other
services

Balanced
scorecards can
be used to
measure how
well the
finance
function is
performing
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● is delivering the right mix, quality and lev-
els of transaction processing, risk manage-
ment and decision support;

● is viewed positively by business partners
such as other internal operations, cus-
tomers and suppliers; and

● has the appropriate partnering relationships
and experience with other internal opera-
tions, suppliers and external customers.

Some sample customer satisfaction measures
could include:

● percentage of finance analyst time spent
partnering with operations management;

● percentage of finance analysts experienced
in both finance and operations;

● percentage of finance employee time spent
with suppliers to improve processes and
information flow; 

● percentage of finance employee time spent
with external customers to make sales
process more efficient;

● percentage of transactions processed with
errors – eg payroll, accounts payable,
billing, accounts receivable, general ledger,
etc;

● internal operations satisfaction (perception
surveys);

● external customer satisfaction (perception
surveys); and

● supplier satisfaction (perception surveys).

Internal process measures
These measures focus on the critical processes
that the finance function must excel at in
order to assess and report on value accurately.
Internal process measures should demonstrate
how any process changes affect the customer
satisfaction and financial measures of the bal-
anced scorecard.

Increasingly popular techniques used to eval-
uate finance processes include activity-based
approaches (eg activity-based costing and
activity-based management) and finance
function benchmarking. These techniques
are frequently used in measuring the effec-
tiveness of finance services and support
functions such as transaction processing
and producing accounts, budgets and
reports. Some sample internal process mea-
sures could include:

● cost of transaction processing as a percent-
age of revenue per transaction, eg accounts
payable, accounts receivable, billing, pay-
roll, etc;
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Figure 5 Financial measures for the balanced scorecard

Traditional measures

● Total cost of finance as a % revenue

● Total finance headcount as a % of total organisation headcount
● Total finance span of control (staff to management ratio)

● % of transactions processed centrally

● % of shared services versus corporate accounting for transaction
processing

● Cost of technology as a % of total finance cost
● Cost of transaction processing cost as a % of revenue
● Finance headcount as % of total organisation headcount by main

activity – finance function management, decision support, risk
management, transaction processing

● Cost of non-transaction processing as a % of revenue – eg finance
function management, decision support, risk management

Value-driven measures

● Level of integration of strategic, tacti-
cal and financial planning process –
eg fully integrated, integrated at cor-
porate level only, integrated through
financial systems, not integrated

● Frequency of rolling forecasts
● % of finance analyst time spent on

planning and analysis vs getting data
or doing historical reporting

● Average cycle times for key business
planning process (in days) – strategic
plan, annual plan, forecasting

● % of manager time allocated to 
decision support
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● number of transactions processed by trans-
action-processing employees, eg invoices,
remittances, expense reports, payroll
cheques, etc;

● cost of finance as a percentage of revenue
by cost component, eg labour, outsourcing,
technology, other; and

● average days to close the books and report.

Learning and growth measures
These track an organisation’s ability to adapt
in the face of change, which is fundamental
to achieving excellence in finance, customer
satisfaction and internal processes. They also
stress the importance of taking a holistic view
of the finance function’s infrastructure, sys-
tems, capabilities and culture by emphasising
the development of finance staff skills and
competencies. The core measures should
focus on employee retention, employee pro-
ductivity and employee satisfaction. 

Some sample learning and growth measures
could include:

● finance staff turnover; 
● finance staff absenteeism;
● revenue per finance employee;
● percentage of qualified finance employees;
● number of training hours per finance

employee; and
● staff satisfaction (perception surveys).

Figure 6 (below) provides an example of a
finance balanced scorecard extract. It describes
how the measures for each section of the score-

card should ultimately and rigorously tie in to
the financial results and outcomes of the
finance function.

The need for balance

Despite the attractions of offering all these extra
services, this new vision of the finance function
must be balanced with the need to continue
acting as an independent arbitrator of ‘true and
fair’ company reporting. Chief executive offi-
cers (CEOs) and the board must be able to rely
on FDs to provide accurate information to sup-
port decision-making, and it is important that
chief value officers who can extract and provide
this data act as facilitators – not manipulators –
of the facts. They should not seek to blindly
support pre-determined strategies; instead they
should alert CEOs to the true state of the busi-
ness, so informed decisions can be made. 

These concerns are being addressed at the high-
est levels, not just in the UK but also in the US
and worldwide. In the UK, a tough new pack-
age of boardroom measures will have a far-
reaching impact, not least on the CFO. The
Financial Reporting Council will be implement-
ing recommendations from the Higgs report
regarding the role and effectiveness of non-
executive directors via changes to the
Combined Code. It will also be implementing
recommendations from the Smith report,
which focuses on strengthening the role of the
audit committee. It includes particular empha-
sis on:
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Figure 6 Extract of a sample balanced scorecard (finance function)

Value
creation

Financial perspective
(Financial results plus
value driven measures)

Internal process
perspective 

Learning and
growth 
perspective

Customer perspective

Aim: reduce cost of transaction processing
Example measure: transaction processing cost as a % of revenue

Aim: increase internal operation satisfaction through minimising problems
Example measure: % of transactions processed with errors

Aim: increase transaction processing staff satisfaction levels
Example measure: staff satisfaction levels (perception survey)

Aim: simplify and improve transaction processing
Example measure: number of transactions processed per transaction processing
employees – eg invoices, remittances, payables, expenses etc
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● monitoring the integrity of the company’s
financial statements, including preliminary
announcements, interim reports and other
material in the annual report;

● reviewing the company’s internal financial
control system and risk management sys-
tem;

● monitoring and reviewing the effectiveness
of the internal audit function; and

● ongoing and timely training to members
on principles of and developments in
financial reporting and related company
law.

In addition, the ICAEW has issued interim
good practice guidance to help directors pre-
pare the annual report’s Operating &
Financial Review (OFR). This establishes the
following key principles:

● the OFR is the responsibility of the full
board of directors;

● the OFR should be relevant to and meet the
recommendations of existing pronounce-
ments on content; and

● the OFR should be an integral part of the
corporate reporting process.

These corporate governance measures, which
are scheduled to come into effect for account-
ing periods beginning on or after 1 July 2003,
place finance in the spotlight more than ever.

Providing a fair financial reflection of the
business has never been more important. 

A health warning

Developments post-Enron have led many to
question whether a ‘business partnering’ role
for the finance function is a step in the right
direction or a step too far. In our opinion,
business partnering continues to be the right
direction but care must continue to be exer-
cised in its application. The key role of the
finance function is to provide information –
to extract and analyse financial data in a way
that is fair and meaningful to management. 

However, its emerging ability to measure and
report on value (rather than traditional finan-
cial measures only) is a trend that should
only be encouraged – provided it doesn’t get
distorted into supporting the executive agen-
da of the moment. 

CFOs face tough challenges in asserting their
‘watchdog’ role and in cutting costs in this
tough economic climate. As shareholders and
stakeholders will be watching anxiously for
signs that the finance function is subject to
excessive executive pressure, getting the bal-
ance right will be essential for the health of
the company. MQ
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New ways to extract value
from systems

Getting value from investments in information technology (IT) is notori-
ously difficult. Disillusion with ‘silver bullet’ IT solutions such as enterprise
resource planning (ERP) systems, customer relationship management
(CRM) systems, and many dubious internet adventures, have left man-
agers cynical about the value of new IT proposals. But IT is now not only
essential to the day-to-day operation of every business, but also the
bedrock of new growth and development in many companies. Dr Joe
Peppard describes a new, more realistic method of assessing the poten-
tial of IT investments and increasing the likelihood of benefits being
delivered, in which business executives share responsibility for success or
failure alongside their much-maligned IT colleagues.

In most organisations, IT has a poor reputa-
tion. There are many reasons for this but the
one that tops them all is that IT is seen as con-
sistently failing to deliver ‘value for money’. A
recent Korn Ferry/Financial Times international
IT survey1, for example, reported that more
than a fifth of all US chief information officers
(CIOs) consider that their existing IT invest-
ments have failed to generate a genuinely
good return for their organisation, and a fur-
ther quarter were only mildly convinced that
they had. These figures probably understate
the situation, and if business executives had
been surveyed the figures would have been
substantially lower. As a result of this scepti-
cism it is increasingly difficult to get approval
for IT proposals, a situation which may fatally
undermine the competitiveness of an organi-
sation.

Why are IT projects failing to deliver value?
Partly it’s a result of poor management prac-
tice. A survey of the top 200 companies in the
UK, conducted by Cranfield School of
Management, revealed that 47% openly admit
to overstating expected benefits in order to get
IT projects through the investment appraisal
process2. More worrying is that the survey also
highlighted that the traditional IT investment
appraisal process is simply regarded as a ritual
to be overcome before any project can begin,
rather than a useful process in its own right. 

No wonder few companies engage in post
implementation reviews: it is already known
that many of the benefits identified in the

investment proposal are unlikely to be
achieved anyway. And the criteria used by
most organisations to assess the success of an
IT project? Generally, they are whether the
new IT system is delivered on time, within
budget and whether it works technically, ie
meets the specification. Although these crite-
ria sound sensible, and are not irrelevant, the
real problem is that no account is being taken
of whether the new IT system is being exploit-
ed by the business and ultimately delivering
the expected value. There is a naive assump-
tion underpinning investments in IT that
‘once we get it in, value will begin to flow’. 

Because of this widespread misunderstanding,
and consequent levels of disappointment,
most companies today are slashing their IT
budgets, or choosing to outsource the func-
tion in attempt to get better value – although
much research shows that outsourcing often
fails to generate the cost savings expected3.
This paper argues that, even in an economic
downturn, simply focusing on reducing spend
is the wrong approach. As IT becomes more
intricately linked with corporate strategies,
organisations must move away from a simplis-
tic cost focus to approaches which concentrate
on creating value from IT.

Unlocking the value of IT investments

So, how can IT generate value? After evaluat-
ing numerous IT investments across many
industries, our research indicates that value

When IT 
projects fail to
deliver, poor
management
practice is
partly to
blame

Companies
need to focus
on creating
value from IT
and realising
the benefits to
business



can be created in many ways, for example,
through: 

● increasing process effectiveness;
● better and faster product designs;
● increasing employee effectiveness;
● better asset utilisation;
● generating new revenue streams;
● increased connectiveness; and
● improved customer service. 

Yet, one fact is without contention: IT has no
inherent value in itself. Just having the tech-
nology does not automatically confer any
benefits or create value, all it does is incur
cost; the value must be unlocked, and it is
only business managers who can do this. The
value only comes from business changes
enabled by the technology. This is a point of
view endorsed by a 2001 McKinsey study of IT
and productivity4, which noted that: “contrary
to conventional wisdom, widespread applica-
tion of IT was not the most important cause
of the post 1995 productivity acceleration”.
The authors went on to say that where IT did
play a role, it was to support or drive business
changes.

Our research indicates that IT value manage-
ment needs to be proactive, and that success-
ful IT investments are managed on the basis of
detailed plans focused on releasing value,
which run in parallel with more traditional IT
implementation and roll out plans. But, before
you can put together any such plan, it is
important to have a realistic understanding of
the value inherent in the investment you are
considering. Figure 1 (below) suggests a frame-
work for assessing this; the framework maps

the effect of the outcome of an IT investment
on the organisation (either positive or nega-
tive) against the predictability of the outcome
occurring.

Obviously, management attention should be
focused on ensuring that IT projects not
only deliver maximum benefits, but also
that this delivery is highly predictable, and
therefore that the size of the top right quad-
rant is as large as possible, relative to the
other quadrants. We have called the process
for doing this ‘benefits management’.
Benefits management can be defined as the
‘process of organising and managing such that
the potential benefits arising from the use of IT
are actually realised’. 

Whilst the objective is to increase the area
covered by the top right quadrant in Figure 1,
and reduce the area covered by the other three
(especially the bottom two), benefits manage-
ment is not only about only managing for the
positive expected outcomes; it is also about
managing the other three quadrants. It must
be remembered that all IT projects have out-
comes, but not all outcomes can be consid-
ered as benefits. For example, reducing order-
cycle time may be an outcome of a new order
processing application, but this is only a bene-
fit if this results in increasing customer satis-
faction and retention levels, better utilisation
of customer service staff, and perhaps attract-
ing new business. The challenge for manage-
ment is to ensure that outcomes translate into
business benefits. 

Figure 2 (opposite) attempts to capture the
process of benefits realisation. This figure illus-
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Figure 1 Setting the overall objectives of benefits management – 
possible outcomes of IS/IT investments
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trates that the changes leading to benefits
unfold over time, and that this process of
change takes place within a particular organi-
sational context. It is the interaction of IT
functionality and business changes which
delivers particular outcomes5. These outcomes,
assuming that they are positive, ultimately
deliver business benefits which help in satisfy-
ing the overall investment objective.

Despite the simplicity of the benefits manage-
ment concept, to deliver benefits, fundamen-
tal organisational and managerial mindset
shifts are required. Figure 3 (below) shows
some of the more profound shifts that we
have identified in our research. It is either the
inability or reluctance of management to
make these transitions that can be the key bar-
rier to releasing the value of IT. 

From the list in Figure 3, the first item is the
most important – the crucial requirement that
the focus of attention within IT projects shifts
away from delivering technology to delivering
business benefits. After all, this is why the
investment is being made – a fact that is often
lost on management teams. With this as the
new focus, the overall management of the
project can then be centred around benefits
tracking, as opposed to low level project task
monitoring, a feature of traditional project
management approaches. 

As a consequence of this, the IT implementa-
tion plan becomes a more general change
management plan, requiring that business
managers no longer assume neutral roles but
get actively involved in controlling the pro-
ject. In fact, all stakeholders should become

involved in the delivery of the project rather
than be the passive observers. Essential to
stakeholder involvement is a fundamental
shift in thinking away from merely providing
training to use the technology, towards educa-
tion in the exploitation of technology and
how to use the information it generates to
support decision taking6. 

Finally, rather than undertaking a post-imple-
mentation technology project audit, which
often degenerates into a ‘witch-hunt’ if a pro-
ject has failed, the focus should shift towards
reviewing the project to assess whether expect-
ed benefits have been achieved, drawing out
lessons and experience from the project in
order to incorporate these in future projects
while also seeking to leverage further benefits.
Understanding the opportunities provided by
IT is often experiential; it may be only after
having used the new system for a time that
managers and users see new possibilities. 
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Figure 3 Shifting mindsets to unlock business value

Figure 2 Linking the investment objective with
the content of IT and business changes
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The benefits management process

Through our research with some of Europe’s
leading corporations we have developed a
benefits management process7, which is illus-
trated in Figure 4 (below). It is an iterative
process, but following the diagram clockwise,
it can be summarised as follows: 

● identifying and structuring benefits – the
process begins by understanding the busi-
ness drivers for the project; identifying all
the possible benefits, and expressing these
in business terms; quantifying and valuing
these benefits in terms of scale and money,
and determining the distribution of the
benefits (where and who);

● planning benefits realisation – following on
from this, decisions are made regarding how
the benefits are going to be achieved, ie the
business changes required (including the
identification of who will be assigned
responsibility for ensuring that these
changes actually happen), and when the
changes will be made. Establishing metrics
for performance measurement and ongoing
monitoring is also important at this stage;

● executing the benefits realisation plan – this is
the making it happen phase, in essence exe-
cuting the change management pro-
grammes. Monitoring progress against the
activities of the benefits realisation plan is
just as important as for the IT implementa-
tion and development plans; and

● evaluating and reviewing results – the philoso-
phy of benefits management is that the
benefits are tracked during the lifetime of
the system. It entails formal reviews of what
was and was not achieved in order to max-

imise the benefits of the project. The project
is also evaluated not only to establish learn-
ing for future project but also to identify the
potential for further benefits, which in turn
can generate another iteration of the whole
process.

At Cranfield we have developed a compre-
hensive approach and tool set that takes
organisations around the benefits manage-
ment process shown in Figure 4. The
approach as it relates to the first two stages
of this process are shown in Figure 5
(below). These, in essence, are a series of
questions to be considered in order to con-
struct a robust business case for the invest-
ment, and a viable change management
plan to deliver the benefits. Only when this
assessment has been completed, and the fea-
sibility of achieving the target benefits thor-
oughly tested, should a case requesting fund-
ing for the IT investment be developed.
More importantly, after this process, the
investment proposal will be supported by a
comprehensive benefits delivery plan which
greatly increases the likelihood of the bene-
fits being realised once the project begins.

The benefits dependency network

Addressing the questions posed in Figure 5
usually requires the use of analytical tools,
some of which are already in existence, such
as stakeholder analysis and impact analysis,
but which have been tailored to the require-
ments of the approach. Other, new tools and
techniques were developed during the course
of the research. One such tool is the benefits
dependency network (BDN), which has
proved to be a powerful device in getting the
philosophy of benefits management across to
executive management teams, as well as high-
lighting the central role they play in the
process of releasing value.

The BDN tool provides a framework for link-
ing the overall investment objective with the
requisite benefits through describing the busi-
ness changes which are necessary to deliver
those benefits, and then linking them to the
required IT functionality to both drive and
enable these changes to be made. Figure 6
(opposite, bottom) illustrates a partial BDN
for a CRM project, developed during our
work with a large European manufacturer;
the actual network was considerably more
complex. This process can enable manage-
ment to identify not only where interdepen-
dencies exist, but also to identify and assign
responsibilities for managing issues.
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Figure 4 The benefits management process
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Figure 5 Constructing the benefits delivery plan

Figure 6 An example of a (partial) benefits-dependency network for a CRM investment
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The changes highlighted by a BDN can be cat-
egorised as either business changes or enabling
changes. These can be distinguished as fol-
lows:

● business changes are those changes to work-
ing practices, processes, and/or relationships
that will cause the benefits to be delivered
(or begin to be delivered). They cannot nor-
mally be made until the new system is
available for use and the necessary enabling
changes have been made; eg allocating
more sales time to potentially high value
leads identified by the new system, requires
the system and perhaps other enablers to be
in place; and

● enabling changes are those changes which
are pre-requisites for making the business
changes and/or are essential to bring the
new system into effective operation. These
often involve defining and agreeing new
working practices, redesigning processes,
changes to job roles and responsibilities,
new incentive or performance management
schemes, training in new business skills (as
well as the more obvious training and edu-
cation in the new system), etc. They can
often be made, or have to be made, before
the new system is introduced, for example,
agreeing a new sales account management
and incentive scheme to ensure rewards
reflect the attention to high value customer
needs.

Once the initial BDN has been constructed,
responsibilities for each of the changes can
then be assigned and time-scales for their
achievement can be established. Assigning
ownership for making the changes will help
focus management attention. Expecting the
changes to occur automatically is leaving too
much to chance, but this is exactly what
happens in most IT projects. In our work, we
have found that management teams often
struggle to construct the BDN, even after a
project has started, yet it is these very changes
that will ultimately deliver the benefits.

In addition, determining metrics to assess
progress in making the changes over the
duration of the project can prove very
worthwhile and these can also be linked to
staff compensation. One global pharmaceuti-
cal company we worked with developed a
BDN for the implementation of its shared
services centre across 13 European countries.

All of the change activities identified in the
BDN for the new enterprise resource plan-
ning (ERP) system were cascaded down to
the level of the individual employee and
built into their six monthly performance
objectives.

Some organisations have used the BDN to
help in scoping individual work packages on a
large-scale IT project. Through identifying all
the necessary changes to deliver a particular
benefit or set of benefits, one particular insur-
ance company created a number of sub-pro-
jects, which were then implemented on a
phased basis. Each sub-project focused on
achieving particular ‘benefit streams’ and pro-
vided focus to what was a complex project.
This is in contrast to the fragmented approach
that organisations often adopt with IT pro-
jects, where phased implementation is based
on technical components not business bene-
fits.

Conclusion

We would be the first to admit that releasing
value from IT is not rocket science but rather
common sense. Yet, how many organisations
do actively manage for benefits? Our research
suggests that less than 10% of the largest UK
companies actually have a formal benefits
management process; we would suggest a sim-
ilar figure in the US and mainland Europe. 

Today organisations such as pharmaceutical
companies GlaxoSmithKline and AstraZeneca,
financial institutions Alliance & Leceister and
NatWest Bank, and telecommunications
organisation BT are using a benefits manage-
ment process to release value from their
investments in IT. Their experience and
lessons are being incorporated into the process
as we improve our understanding of how ben-
efits and value through IT are created. 

In summary, benefits management seeks to
provide a framework for maximising the
return from IT expenditure. It is not simply a
cost/benefit technique nor is it an expenditure
proposal methodology. Benefits management
is a life-cycle approach to delivering beneficial
return on an organisation’s IT projects. It pro-
vides a framework and a toolset for mapping
the flow of achievable benefits as a result of
investment. MQ
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