CORPORATE
- VALUE CREATION

L #ANn O

perations Framework for

X

| *Nonfinonciol Managers

LAWRENCE C. KARLSON

WILEY



Corporate Value Creation

An Operations Framework for
Nonfinancial Managers

LAWRENCE C. KARLSON

\7 —
G ,'
GIFT OF THE ASIA FOUNDAT " - !
NOT FOR RE-SALE i

QUA TANG CUA QUY cHAU & |
KHONG PUQGC BAN LAI

PLe

T a s Rt orres ~nd |

TALONG SIALIDS TR HUHIE R 2% N
2 GME TN UL )

VRING T THENG TN U VGE




Cover image: © iStock.com/kentoh

Cover design: Wiley

Copyright © 2015 by Lawrence C. Karlson. All rights reserved.
Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

f this publication may be reproduced, stored in a retrie_val system, or transm.nted
ir:oar?: ?o(r)mtor k?y any means, e);ectronic, mechanical, photocopying, recqrdmg, scanning, or
otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright :
Act, without either the prior written pefrmissio: oé the l?u:rg\ler, or autég:f::l?:cthgtzjgh ,

ayment of the appropriate per-copy fee to the Copyrig earance , Inc., {
FF:?)o)sl,ewood Drive,pgan\?ers, MpA 01 921)3', (978) 750-8400, fax (?78) 646-8600, or on the Web at J;
www.copyright.com. Requests to the Publisher for permission should be addressed to the '
Permissions Department, John Wiley & Sons, Inc., 111 River_Street, Hoboken, NJ 07030,
(201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher gnd author havg usefi their

best efforts in preparing this book, they make no representations or warrantles.wnh

respect to the accuracy or completeness of the contents of this book and specifically |
disclaim any implied warranties of merchantability or fitness for a particular purpose._No

warranty may be created or extended by sales representatives or written sales materials.

The advice and strategies contained herein may not be suitable for your situation. You

should consult with a professional where appropriate. Neither the publisher nor author

shall be liable for any loss of profit or any other commercial damages, including but not

limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, i

please contact our Customer Care Department within the United States at (800) 762-2974, ‘_:
outside the United States at (317) 572-3993 or fax (317) 572-4002. :

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some
material included with standard print versions of this book may not be included in e-books or
in print-on-demand. If this book refers to media such as a CD or DVD that is not included in

the version you purchased, you may download this material at http://booksupport.wiley.com.
For more information about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data:

Karlson, Lawrence C., 1942-
Corporate value creation : an o
Lawrence C. Karlson.

pages cm. — (The Wiley corporate F&A series)
Includes index.

ISBN 978-1-118-99752-9 (cloth); 978-1-1 18-99715-4 (ePDF);
1. Corporations—Valuation, 2. Corporations—Finance.

perations framework for nonfinancial managers /

978-1-119-00044-0 (ePub)

Title 3. Stockholder wealth, |.

HG4028 V3K364 2015
658.15'5—dc23

2014041590
Printed in the United States of America

10987654321




This book is dedicated to my fan
support over these many years, tt
have been possible.

Special thanks to my editor, Patrick L. Edsell,
whose tireless efforts throughout numerous revisions
| have made this book much better than it otherwise
| would have been.



Preface xiii

Acknowledgments  xvii

Foreword Xix

Chapter 1: Basic Concepts 1
Introduction 2
Financial Statements 2
The Income Statement 3
The Balance Sheet 10
The Cash Flow Statement 18
Required Revenue for a Given Level of Net Income 24
Case Study: Advanced Solar Systems Corporation o
Chapter 2: The Envelope Equations s 35
Introduction ; 36
ROCE and NiROCE ; 3%
Net Investments T 0939,
Investment Rate 42
Incorporating the IR and NiROCE into the Expression bl vl
for Net Income bl 43 , a
Incorporating IR into the Expression for Cash Flow after iy s "M " L i P

Investing Activities
NI and CFalA—A Sequential Year-by-Year Analysis
NI and CFalA—The General Model
Estimating Growth Rates of Cash Flow after Investing Actwatges

and Net Income e ,"' . E’M :
Growth Rate of CFalAg with Constant lR iRO ‘
Growth Rate of Net Income (Nig)
Net Income Growth Rate (Nig) with I,




viii ® Contents < i
6.
E

Chapter 3: The Weighted Average Cost of Capital 81 =
Why Is a Company’s Weighted Average Cost of Capital Important? 82
Weighted Average Cost of Capital Defined 83
Operating and Capital Leases 84
Weighting of the Components of Capital Structure 84
Market Value of Debt and Equity 85
Impact of Taxes on the Weighted Average Cost of Capital 87
Estimating the Cost of Debt and Equity and the Capital Asset

Pricing Model 88
General Equations for Estimating the WACC for a Company with One Class
of Debt and Equity 90
Levered and Unlevered Betas 90
Estimating Beta for Non-Public Companies or Business Units 93
Significance and Uses of the WACC 95
Origin of the Coefficients Used in Calculating a WACC 9%
Multiple Hurdle Rates 100
Introduction to Present Value 110
Case Study: Omega Corporation 115
Chapter 4: Introduction to Valuation Models 123
Introduction to Estimating Value 126
Valuation Considerations—Lessons Learned 166
Most Frequently Used Single-Stage Valuation Models 167
Multi-Stage Valuations 167
Equivalence of the Post-Forecast-Period Models 176
Impact of 1/(k— g) on the Perpetual Growth Model 180
Considerations of the Terminal Value Multiplier as Implied by the
Equivalency Equations 182
Case Study: NexgenSonics and the Power of Discipline! 183
Chapter 5: ROCE and Cash Flow Analytics 195
Introduction
Basic Drivers of ROCE

Some Practical Aspects of Managing Return on Capital Employed
Case Study: Pharos Corporation—The Early Days

Chapter 6: Strategies and Best Practices for Managing ROCE
and Cash Flow

Introduction to Maximizing Return on Capital Employed and Cash Flow
Basic Pricing-Driven Models

Value-Added Models

Introduction to Factors That Impact Corporate Performance
Depreciation and Amortization

Case Study: Innovative Engineering Corporation

Prologue




Contents ®

Chapter 7: Productivity and Operating Margin

Productivity

Incorporating Operating Margin into the Productivity Model

Cycle Time

Closing Comments on Value Added and Cost

Case Study: Laser Technology Inc. Develops Its Productivity Strategy

Chapter 8: The Expense Coverage Ratio

The Expense Coverage Ratio

Expense Coverage Ratio and EBITDA
Conclusion

Case Study: Safety Solutions Corporation

Chapter 9: Debt and Leverage

Introduction

Debt and Leverage

LIBOR and Pricing Loans

Debt Financing Alternatives

Credit Ratings

Relative Cost of Debt Financing

Impact of Debt on Return on Capital Employed and Return on Equity
Financial Covenants

Case Study: Edsson Corporation

Chapter 10: Understanding Financial Statements

Introduction

The Income Statement

The Balance Sheet

Some Complications

The Cash Flow Statement

Case Study: Light Technologies Inc.

Appendix A: Present Value Models

Present Value of Any Stream of Cash Flows
PdeuodoCadtHwﬁﬂutTdehq

EndofYearn PR
pmvummrmmmm_,

End of Year n al
meda&mdm;

mmgn g

5% 8§ gyase 2

5555 Bipyguse

S

gg




X ® Contents

General Equation for Present Value of Single-Stage Cash Flows That

Grow at a Fixed Rate 551
Multistage Growth Models 554
Two-Stage Growth Models 555
Three-Stage Growth Models 558

Appendix B: Business Valuation Models 565
Introduction 565
Stream of Distinct Cash Flows 565
Stream of Distinct Cash Flows Followed by a Stream of Perpetual

Fixed Cash Flows 566
Stream of Distinct Cash Flows Followed by a Stream of Finite Fixed

Cash Flows 567
Stream of Distinct Cash Flows Followed by a Stream of Perpetual

Growth Cash Flows 568
Stream of Distinct Cash Flows Followed by a Stream of Finite Growth

Cash Flows 569
Stream of Distinct Cash Flows Followed by a Terminal Cash Flow 571
Initial Cash Flow Sequentially Followed by a Finite Period of Cash Flows

That Grow at a Fixed Rate grc and a Terminal Cash Flow 572

Initial Cash Flow Sequentially Followed by a Finite Period of Cash Flows
That Grow at a Fixed Rate 9rc and a Perpetual Fixed Cash Flow 573

Initial Cash Flow Sequentially Followed by a Finite Period of Cash

Flows That Grow at a Fixed Rate gra for N, Periods and Perpetual

Cash Flows That Grow at a Fixed Rate gpg 574
Stream of Cash Flows That Grow at a Fixed Rate g, for N, Periods,

Followed by a Stream of Cash Flows That Grow at a Fixed Rate g8

for Ng Periods, and a Stream of Perpetual Growth Cash Flows

That Grow at a Fixed Rate dc 575
Appendix C: Growth Models 577
Introduction 577
General Compound Annual Growth Rate Model| 577
General Expression for CFalAg, the Growth Rate of CFalA 579
General Expression for Nlg, the Growth Rate of NI 580
3

Appendix D: General Equations for Estimating NI and CFalA 583
Introduction 583
ROCE and NiROCE 583

The General Case for the Envelope Equations 585

Special Case: Constant Investment Rate and Net Income Return on
Capital Employed

Special Case: Focus on Operational Cash Flows

Net Income and Cash Flow Growth Equations

828




Contents ™ xi

Appendix E: R&D Growth and Investment Equation 593
Introduction 593
Generational Cost Factor 593
Product Life Cycle 594
Developing an Expression for the Cost of the Next Generation 595
Lifetime Revenue Factor 596
Growth Rates and Product Life Cycles That Satisfy the

Requirement Icyrrent = INext 599

Appendix F: Inventory Considerations and the EOQ Model 601
Introduction 601
Components of Inventory Costs 601
Economic Order Quantity 606
Shortage Costs 607

Selected References 611

About the Author 613

Index 615




