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Case study analysis is an integral part of a course in strategic management. The
purpose of a case study is to provide students with experience of the strategic man-
agement problems that actual organizations face. A case study presents an account
ol what happened to a business or industry over a number of years. It chronicles
the cvents that managers had to deal with, such as changes in the competitive cn-
vironment, and charts the managers’ response, which usually involved changing the
business- or corporate-level strategy. The cases in this book cover a wide range of 1s-
sues and problems that managers have had to confront. Some cases are about finding
the right business-level strategy to compete in changing conditions. Some are about
companies {hat grew by acquisition, with little concern for the rationale behind their
growth, and how growth by acquisition affected their future profitability. Each case
is different because each organization is different. The underlying thread in all cases,
however, is the use of strategic management techniques to solve business problems.
Cases prove valuable in a strategic management course for several reasons. First,
cases provide you, the student, with experience of organizational problems that you
probably have not had the opportunity to experience firsthand. In a relatively short pe-
riod of time, you will have the chance to appreciate and analyze the problems faced by
many dilferent companies and to understand how managers tried to deal with them.
Second, cases illustrate the theory and content of strategic management. The
meaning and implications of this information arc made clearer when they are applied
to case studies. The theory and concepts help reveal what is going on in the compa-
nies studied and allow you to evaluate the solutions that specific companies adopted
to deal with their problems. Consequently, when you analyze cases, you will be like a
detective who, with a set of conceptual tools, probes what happened and what or who
was responsible and then marshals the evidence that provides the solution. Top man-
agers enjoy the thrill of testing their problem-solving abilities in the real world. It is
important to remember that no one knows what the right answer is. All that managers
can do is to make the best guess. In fact, managers say repeatedly that they are happy
if they are right only half the time in solving strategic problems. Strategic management
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is an uncertain game, and using cases to see how theory can be put into practice is one
way of improving your skills of diagnostic investigation.

Third, case studies provide you with the opportunity to participate in class and to
gain experience in presenting your ideas to others. Instructors may sometimes call on
students as a group to identify what is going on in a case, and through classroom discus-
sion the issues in and solutions to the case problem will reveal themselves. In such a situ-
ation, you will have to organize your views and conclusions so that you can present them
to the class. Your classmates may have analyzed the issues differently from you, and they
will want you to argue your points before they will accept your conclusions, so be pre-
pared for debate. This mode of discussion is an example of the dialectical approach to
decision making. This is how decisions are made in the actual business world.

Instructors also may assign an individual, but more commonly a group, to analyze
the case before the whole class. The individual or group probably will be responsible
for a 30 to 40 minute presentation of the case to the class. That presentation must
cover the issues posed, the problems facing the company, and a series of recommenda-
tions for resolving the problems. The discussion then will be thrown open to the class,
and you will have to defend your ideas. Through such discussions and presentations,
you will experience how to convey your ideas effectively to others. Remember that a
great deal of managers’ time is spent in these kinds of situations: presenting their ideas
and engaging in discussion with other managers who have their own views about what
is going on. Thus, you will experience in the classroom the actual process of strategic
management, and this will serve you well in your future career.

If you work in groups to analyze case studies, you also will learn about the group
process involved in working as a team. When people work in groups, it is often difficult
to schedule time and allocate responsibility for the case analysis. There are always group
members who shirk their responsibilities and group members who are so sure of their
own ideas that they try to dominate the group’s analysis. Most of the strategic manage-
ment takes place in groups, however, and it is best if you learn about these problems now.

PV ANALYZI

The purpose of the case study is to let you apply the concepts of strategic management

when you analyze the issues facing a specific company. To analyze a case study, therefore,

you must examine closely the issues confronting the company. Most often you will need

to read the case several times—once to grasp the overall picture of what is happening to

the company and then several times more to discover and grasp the specific problems.
Generally, detailed analysis of a case study should include eight areas:

—

The history, development, and growth of the company over time

The nature of the external environment surrounding the company

The identification of the company’s internal strengths and weaknesses, and whether
it has sources of sustainable competitive advantage

A SWOT analysis

The kind of corporate-level strategy that the company is pursuing

The nature of the company’s business-level strategy

The company’s structure and control systems and how they match its strategy
Recommendations
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To analyze a case, you need to apply the concepts taught in this course to each of
these areas. To help you further, we next offer a summary of the steps you can take to
analyze the case material for each of the eight points we just noted:

1. Analyze the company's history, development, and growth. A convenient way to in-
vestigate how a company’s past strategy and structure affect it in the present is
to chart the critical incidents in its history—that is, the events that were the most
unusual or the most essential for its development into the company it is today.
Some of the events have to do with its founding, its initial products, how it makes
new-product market decisions, and how it developed and chose functional com-
petencies to pursue. Its entry into new businesses and shifts in its main lines of
business are also important milestones to consider.

Analyze the external environment. To identify environmental opportunities and
threats, apply all the concepts on industry and macroenvironments to analyze the
cnvironment the company is confronting. Of particular importance at the indus-
try level are the Competitive Forces Model, adapted from Porter’s Five Forces
Model and the stage of the life-cycle model. Which [actors in the macroenviron-
ment will appear salient depends on the specific company being analyzed. Use
each factor in turn (e.g., demographic factors) to see whether it is relevant for the
company in question.

Table 1 A SWOT Checklist 1

(8]
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Potenhul Internal Strengths

Many product lines2

Broad market coverage?
Manufacturing competence?

Good marketing skills2

Good materials management systems?
R&D skills and leadership?
Information system competencies@
Human resource competencies?
Brand name reputation?

Portfolio management skills2

Cost of differentiation advantage?
New-venture management expertise?
Appropriate management style?

Appropriate organizational structure?

Potential Internal Weaknesses:
Obsolete, narrow product lines?
Rising manufacturing costs?

Decline in R&D innovations?

Poor marketing plan?

Poor material management systems?
Loss of customer good will2
Inadequate human resources?
Inadequate information systems?
Loss of brand name capital2
Growth without direction?

Bad portfolio management?

Loss of corporate direction?
Infighting among divisions?

Loss of corporate control?2
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Appropriate control systems?

Ability to manage strategic change?
Well-developed corporate strategy?
Good financial management?

Others?

Potential Environmental Opportunities
Expand core business(es)?

Exploit new market segmentsé

Widen product range?

Extend cost or differentiation advantage?
Diversify into new growth businesses?
Expand into foreign markets?

Apply R&D skills in new areas?

Enter new related businesses?

Vertically int_egrcte-'fon;crd?

Vertically integrate backward?

Enlarge corporate portfolio?

Overcome barriers to entry?

Reduce rivalry among compefitors?
Make profitable new acquisitions?
Apply brand nome capital in n.ew areas?
Seek fast market growth?

Others?
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Potential Infernal Weaknesses

Inappropriate organizational

structure and control systems?

Poor financial managemente
Otherse

Potential Environment Threats
Attacks on core business(es)?
Increases in domestic competitiong
Increase in foreign compeition?
Change in consumer fastes¢

Fall in barriers to entry?

Rise in new or substitute products?
Increase in industry rivalry?

New forms of industry competition?
Potential for takeover?

Existence of corporate raiders?
Increase in regional competition?
Changes in demographic factors?
Changes in economic factors?
Downturn in economy?

Rising labor costs?

Slower market growth?

© Cengage Leamning 2013

Others?

3. Identify the company's internal strengths and weaknesses. Once the historical pro-
file is completed, you can begin the SWOT analysis. Use all the incidents you have
charted to develop an account of the company’s strengths and weaknesses as they
have emerged historically. Examine each of the value creation functions of the
company, and identify the functions in which the company is currently strong
and currently weak. Some companies might be weak in marketing; some might be
strong in research and development. Make lists of these strengths and weaknesses.
The SWOT Checklist (Table 1) gives examples of what might go in these lists.
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Having done this analysis, you will have generated both an analysis of the

company’s environment and a list of opportunities and threats. The SWOT
Checklist table also lists some common environmental opportunitics and Lhreals
that you may look for, but the list you generate will be specific to your company.
Evaluate the SWOT analysis. Having identified the company’s external op-
portunities and threats as well as its internal strengths and weaknesses, con-
sider what your findings mean. You need to balance strengths and weaknesses
against opportunitics and threats. Is the company in an overall strong com-
petitive position? Can it continue to pursue its current business- or corporate-
level strategy profitably? What can the company do to turn weaknesses into
strengths and threats into opportunities? Can it develop new lunctional, busi-
ness, or corporate strategies to accomplish this change? Never merely generate
the SWOT analysis and then put it aside. Because it provides a succinct sum-
mary ol the company’s condition, a good SWOT analysis is the key to all the
analyses that follow.
Analyze corporate-level strategy. To analyze corporate-level strategy, you first need
to define the company’s mission and goals. Sometimes the mission and goals are
stated explicitly in the case; at other times, you will have to infer them from avail-
able information. The information you need to collect to find out the company’s
corporate strategy includes such factors as its lines of business and the nature
of its subsidiaries and acquisitions. It is important to analyze the relationship
among the company’s businesses. Do they trade or exchange resources? Are there
gains to be achieved from synergy? Alternatively, is the company just running a
portfolio of investments? This analysis should enable you to define the corporate
stratcgy that the company is pursuing (e.g., related or unrelated diversification, or
a combination of both) and to conclude whether the company operates in just one
core business. Then, using your SWOT analysis, debate the merits of this strategy.
[s it appropriate given the environment the company is in? Could a change in
corporate strategy provide the company with new opportunities or transform a
weakness into a strength? For example, should the company diversify from its core
business into new businesses?

Other issues should be considered as well. How and why has the company’s

strategy changed over time? What is the claimed rationale for any changes?
Often, it is a good idea to analyze the company’s businesses or products to assess its
situation and identify which divisions contribute the most to or detract from its
competitive advantage. It is also useful to explore how the company has built
its portfolio over time. Did it acquire new businesses, or did it internally venture
its own? All of these factors provide clues about the company and indicate ways
of improving its future performance.
Analyze business-level strategy. Once you know the company’s corporate-level
strategy and have done the SWOT analysis, the next step is to identify the com-
pany’s business-level strategy. If the company is in many businesses, each business
will have its own business-level strategy. You will need to identify the company’s
gencric competitive strategy—diflerentiation, low-cost, or focus—and its invest-
ment strategy, given its relative competitive position and the stage of the life cycle.
The company also may market different products using different business-level
strategies. For example, it may offer a low-cost product range and a line of dil-
ferentiated products. Be sure to give a full account of a company’s business-level
strategy to show how it competes.
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Identifying the functional strategies that a company pursues to build com-
petitive advantage through superior efficiency, quality, innovation, and customer
responsiveness and to achieve its business-level strategy is very important. The
SWOT analysis will have provided you with information on the company’s func-
tional competencies. You should investigate its production, marketing, or research
and development strategy further to gain a picture of where the company is going.
For example, pursuing a low-cost or a differentiation strategy successfully requires
very different sets of competencies. Has the company developed the right ones? If
it has, how can it exploit them further? Can it pursue both a low-cost and a dif-
ferentiation strategy simultaneously?

The SWOT analysis is especially important at this point if the industry analy-
sis, particularly Porter’s model, has revealed threats to the company from the en-
vironment. Can the company deal with these threats? How should it change its
business-level strategy to counter them? To evaluate the potential of a company’s
business-level strategy, you must first perform a thorough SWOT analysis that
captures the essence of its problems.

Once you complete this analysis, you will have a full picture of the way the

company is operating and be in a position to evaluate the potential of its strategy.
Thus, you will be able to make recommendations concerning the pattern of its
future actions. However, first you need to consider strategy implementation, or the
way the company tries to achieve its strategy.
. Analyze structure and control systems. The aim of this analysis is to identify what
structure and control systems the company is using to implement its strategy and
to evaluate whether that structure is the appropriate one for the company. Dif-
ferent corporate and business strategies require different structures. You need to
determine the degree of fit between the company’s strategy and structure. For ex-
ample, does the company have the right level of vertical differentiation (e.g., does
it have the appropriate number of levels in the hierarchy or decentralized con-
trol?) or horizontal differentiation (e.g., does it use a functional structure when it
should be using a product structure?)? Similarly, is the company using the right
integration or control systems to manage its operations? Are managers being
appropriately rewarded? Are the right rewards in place for encouraging coopera-
tion among divisions? These are all issues to consider.

In some cases, there will be little information on these issues, whereas in oth-
ers there will be a lot. In analyzing each case, you should gear the analysis toward
its most salient issues. For example, organizational conflict, power, and politics
will be important issues for some companies. Try to analyze why problems in these
areas are occurring. Do they occur because of bad strategy formulation or be-
cause of bad strategy implementation?

Organizational change is an issue in many cases because the companies are
attempting to alter their strategies or structures to solve strategic problems. Thus,
as part of the analysis, you might suggest an action plan that the company in
question could use to achieve its goals. For example, you might list in a logical
sequence the steps the company would need to follow to alter its business-level
strategy from differentiation to focus.

. Make recommendations. The quality of your recommendations is a direct result
of the thoroughness with which you prepared the case analysis. Recommenda-
tions are directed at solving whatever strategic problem the company is facing and
increasing its future profitability. Your recommendations should be in line with
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your analysis; that is, they should follow logically from the previous discussion.
For example, your recommendation generally will center on the specific ways of
changing functional, business, and corporate strategies and organizational struc-
ture and control to improve business performance. The set of recommendations
will be specific to each case, and so it is difficult to discuss these recommendations
here. Such recommendations might include an increase in spending on specific
research and development projects, the divesting of certain businesses, a change
from a strategy of unrelated to related diversification, an increase in the level of
integration among divisions by using task forces and teams, or a move to a differ-
ent kind of structure to implement a new business-level strategy. Make sure your
recommendations are mutually consistent and written in the form of an action
plan. The plan might contain a timetable that sequences the actions for changing
the company’s strategy and a description of how changes at the corporate level will
necessitate changes at the business level and subsequently at the functional level.

After following all these stages, you will have performed a thorough analysis of the
case and will be in a position to join in class discussion or present your ideas to the
class, depending on the format used by your professor. Remember that you must tailor
your analysis to suit the specific issue discussed in your case. In some cases, you might
completely omit one of the steps in the analysis because it is not relevant to the situa-
tion you are considering. You must be sensitive to the needs of the case and not apply
the framework we have discussed in this section blindly. The framework is meant only
as a guide, not as an outline.

Often, as part of your course requirements, you will need to present a written case
analysis. This may be an individual or a group report. Whatever the situation, there
are certain guidelines to follow in writing a case analysis that will improve the evalu-
ation your work will receive from your instructor. Before we discuss these guidelines
and before you use them, make sure that they do not conflict with any directions your
instructor has given you.

The structure of your written report is critical. Generally, if you follow the steps
for analysis discussed in the previous section, you already will have a good structure for
your written discussion. All reports begin with an introduction to the case. In it, outline
briefly what the company does, how it developed historically, what problems it is ex-
periencing, and how you are going to approach the issues in the case write-up. Do this
sequentially by writing, for example, “First, we discuss the environment of Company.
... Third, we discuss Company X’s business-level strategy. . . . Last, we provide recom-
mendations for turning around Company X’s business.”

In the second part of the case write-up, the strategic analysis section, do the
SWOT analysis, analyze and discuss the nature and problems of the company’s
business-level and corporate strategies, and then analyze its structure and control
systems. Make sure you use plenty of headings and subheadings to structure your
analysis. For example, have separate sections on any important conceptual tool you
use. Thus, you might have a section on the Competitive Forces Model as part of
your analysis of the environment. You might offer a separate section on portfolio
techniques when analyzing a company’s corporate strategy. Tailor the sections and
subsections to the specific issues of importance in the case.
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In the third part of the case write-up, present your solutions and recommendations.
Be comprehensive, and make sure they are in line with the previous analysis so that
the recommendations fit together and move logically from one to the next. The rec-
ommendations section is very revealing because your instructor will have a good idea
of how much work you put into the case from the quality of your recommendations.

Following this framework will provide a good structure for most wrilten reports,
though it must be shaped to fit the individual case being considered. Some cases are
about excellent companies experiencing no problems. In such instances, it is hard to
write recommendations. Instead, you can focus on analyzing why the company is do-
ing so well, using that analysis to structure the discussion. Following are some minor
suggestions that can help make a good analysis even better:

1. Do not repeat in summary form large pieces of factual information from the
case. The instructor has read the case and knows what is going on. Rather, use
the information in the case 1o illustrate your statements, defend your arguments,
or make salient points. Beyond the bricf introduction to the company, you must
avoid being descriptive; instead, you must be analytical.

2. Make sure the sections and subsections of your discussion flow logically and
smoothly from one to the next. That is, try to build on what has gone before so that
the analysis of the case study moves toward a climax. This is particularly important
for group analysis, because there is a tendency for people in a group to split up the
work and say, “I’ll do the beginning, you take the middle, and I'll do the end.” The
result is a choppy, stilted analysis; the parts do not flow {rom one to the next, and it
is obvious to the instructor that no real group work has been done.

3. Avoid grammatical and spelling errors. They make your work look sloppy.

4. In some instances, cases dealing with well-known companies end in 1998 or 1999
because no later information was available when the case was written. If pos-
sible, do a search for more information on what has happened to the company in
subsequent years.

Many libraries now have comprehensive web-based ¢lectronic data search
facilities that offer such sources as ABI/Inform, The Wall Street Journal Index,
the F&S Index, and the Nexis-Lexis databases. These enable you to identify any
article that has been written in the business press on the company of your choice
within the past few years. A number of nonelectronic data sources are also useful.
For example, F&S Predicasts publishes an annual list of articles relating to major
companies that appeared in the national and international business press. S&P
Industry Surveys is a great source for basic industry data, and Value Line Ratings
and Reports can contain good summaries of a firm’s financial position and future
prospects. You will also want to collect full financial information on the company.
Again, this can be accessed from web-based clectronic databases such as the Edgar
database, which archives all forms that publicly quoted companies have to file
with the Securities and Exchange Commission (SEC; e.g., 10-K filings can be ac-
cessed from the SEC’s Edgar database). Most SEC forms [or public companies
can now be accessed from Internet-based financial sites, such as Yahoo’s finance
site (http://finance.yahoo.com/).

5. Sometimes instructors hand out questions for cach case to help you in your analy-
sis. Use these as a guide for writing the case analysis. They often illuminate the
important issues that have to be covered in the discussion.

If you follow the guidelines in this section, you should be able to write a thorough
and effective evaluation.
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An important aspect of analyzing a case study and writing a case study analysis is the
role and use of financial information. A careful analysis of the company’s financial
condition immensely improves a case write-up. After all, financial data represent the
concrete results of the company’s strategy and structure. Although analyzing financial
statements can be quite complex, a general idea of a company’s financial position can
be determined through the use of ratio analysis. Financial performance ratios can be
calculated from the balance sheet and income statement. These ratios can be classified
into five subgroups: profit ratios, liquidity ratios, activity ratios, leverage ratios, and
shareholder-return ratios. These ratios should be compared with the industry average
or the company’s prior years of performance. It should be noted, however, that devia-
tion from the average is not necessarily bad; it simply warrants further investigation.
For example, young companics will have purchased assets at a different price and will
likely have a different capital structure than older companies do. In addition to ratio
analysis, a company’s cash flow position is of critical importance and should be as-
sessed. Cash flow shows how much actual cash a company possesses.

Profit Ratios

Profit ratios measure the efficiency with which the company uses its resources. The
more efficient the company, the greater is its profitability. It is useful to compare a
company’s profitability against that of its major competitors in its industry to deter-
mine whether the company is operating more or less ¢fficiently than its rivals. In addi-
tion, the change in a company’s profit ratios over time tells whether its performance is
improving or declining.

A number of different profit ratios can be used, and each of them measures a dif-
ferent aspect of a company’s performance. Here, we look at the most commonly used
profit ratios.

Return on Invested Capital {ROIC) This ratio measures the profit carned on the capi-
tal invested in the company. It is defined as follows:

. . Net profit
Return on invested capital (ROIC) = #
Invested capital

Net profit is calculated by subtracting the total costs of operating the company
away from its total revenues (total revenues — total costs). Total costs arc the (1) costs
of goods sold, (2) sales, general, and administrative expenses, (3) R&D expenses, and
(4) other expenses. Net profit can be calculated belore or after taxes, although many
financial analysts prefer the before-tax figure. Invested capital is the amount that is in-
vested in the operations of a company—that is, in property, plant, equipment, invento-
ries, and other assets. Invested capital comes from two main sources: intcrest-bearing
debt and shareholders’ equity. Interest-bearing debt is money the company borrows
from banks and from those who purchase its bonds. Sharcholders’ equily is the money



Introduction Analyzing a Case Study and Writing a Case Study Analysis

raised from selling shares to the public, plus earnings that have been retained by the
company in prior years and are available to fund current investments. ROIC measures
the effectiveness with which a company is using the capital funds that it has available
for investment. As such, it is recognized to be an excellent measure of the value a
company is creating.! Remember that a company’s ROIC can be decomposed into its
constituent parts.

Return on Total Assets (ROA) This ratio measures the profit earned on the employ-
ment of assets. It is defined as follows:

Net profit
Return on total assests = ———
Total assets

Return on Stockholders’ Equity (ROE) This ratio measures the percentage of
profit earned on common stockholders’ investment in the company. It is defined
as follows:

Net profit

Return on stockholders equity =
Stockholders equity

If a company has no debt, this will be the same as ROIC.

Liquidity Ratios

A company’s liquidity is a measure of its ability to meet short-term obligations. An
asset is deemed liquid if it can be readily converted into cash. Liquid assets are current
assets such as cash, marketable securities, accounts receivable, and so on. Two liquidity
ratios are commonly used.

Current Ratio The current ratio measures the extent to which the claims of short-
term creditors are covered by assets that can be quickly converted into cash. Most
companies should have a ratio of at least 1 because failure to meet these commitments
can lead to bankruptcy. The ratio is defined as follows:

Current assets

Current ratio = ———————
Current liabilities

Quick Ratio The quick ratio measures a company’s ability to pay off the claims
of short-term creditors without relying on selling its inventories. This is a valuable
measure since in practice the sale of inventories is often difficult. It is defined as
follows:

Current assels — inventory

Quick ratio = ———
Current liabilities

C13
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Activity Ratios
Activity ratios indicate how effectively a company is managing its assets. Two ratios

are particularly useful.

Inventory Turnover This measures the number of times inventory is turned over. It is
useful in determining whether a firm is carrying excess stock in inventory. It is defined
as follows:

Cost of goods sold

Inventory tumover =
Inventory

Cost of goods sold is a better measure of turnover than sales because it is the cost
of the inventory items. Inventory is taken at the balance sheet date. Some companies
choose to compute an average inventory, beginning inventory, and ending inventory,
but for simplicity, use the inventory at the balance sheet date.

Days Sales Outstanding (DSO) or Average Collection Period This ratio is the aver-
age time a company has to wait to receive its cash after making a sale. It measures how
effective the company’s credit, billing, and collection procedures are. It is defined as
follows:

Accounts receivable
Total sales/360

DSO=

Accounts receivable is divided by average daily sales. The use of 360 is the standard
number of days for most financial analysis.

Leverage Ratios

A company is said to be highly leveraged if it uses more debt than equity, including
stock and retained earnings. The balance between debt and equity is called the capital
structure. The optimal capital structure is determined by the individual company. Debt
has a lower cost because creditors take less risk; they know they will get their interest
and principal. However, debt can be risky to the firm because if enough profit is not
made to cover the interest and principal payments, bankruptcy can result. Three lever-
age ratios are commonly used.

Debt-to-Assets Ratio The debt-to-assets ratio is the most direct measure of the ex-
tent to which borrowed funds have been used to finance a company’s investments. It is
defined as follows:

Total debt

Debt-to-assets ratio=———
Total assets

Total debt is the sum of a company’s current liabilities and its long-term debt, and
total assets are the sum of fixed assets and current assets.
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Debt-to-Equity Ratio The debt-to-equity ratio indicates the balance between debt
and equity in a company’s capital structure. This is perhaps the most widely used mea-
sure of a company’s leverage. It is defined as follows:

. . Total debt
Debt-to-equity ratio=———
Total equity

Times-Covered Ratio The times-covered ratio measures the extent to which a compa-
ny’s gross profit covers its annual interest payments. If this ratio declines to less than 1,
the company is unable to meet its interest costs and is technically insolvent. The ratio
is defined as follows:

Profit belore interest and tax

Times-covered ratio = -
Total interest charges

Shareholder-Return Ratios

Shareholder-return ratios measure the return that shareholders earn from holding
stock in the company. Given the goal of maximizing stockholders’ wealth, providing
shareholders with an adequate rate of return is a primary objective of most com-
panies. As with profit ratios, it can be helpful to compare a company’s shareholder
returns against those of similar companies as a yardstick for determining how well the
company is satisfying the demands of this particularly important group of organiza-
tional constituents. Four ratios are commonly used.

Total Shareholder Returns Total shareholder returns measure the returns earned by
time ¢ + 1 on an investment in a company’s stock made at time ¢. (Time ¢ is the time at
which the initial investment is made.) Total shareholder returns include both dividend
payments and appreciation in the value of the stock (adjusted for stock splits) and are
defined as follows:

Stock price (¢ + 1) — stock price (1)

+ sum of annual dividends per share

Total shareholder returns =
Stock price ()

If a shareholder invests $2 at time ¢ and at time ¢ + 1 the share is worth $3, while
the sum of annual dividends for the period ¢ to ¢ + 1 has amounted to $0.20, total
sharecholder returns are equal to (3 — 2 + 0.2)/2 = 0.6, which is a 60% return on an
initial investment of $2 made at time ¢.

Price-Earnings Ratio The price-earnings ratio measures the amount investors are
willing to pay per dollar of profit. It is defined as follows:

Market price per share

Price-earnings ratio = -
Earnings per share
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Market-to-Book Value Market-to-book value measures a company’s expected future
growth prospects. It is defined as follows:

Market price per share

Market-to-book value =
Earnings per share

Dividend Yield The dividend yield measures the return to shareholders received in
the form of dividends. It is defined as follows:

Dividend per share

Dividend =
Market price per share

Market price per share can be calculated for the first of the year, in which case the
dividend yield refers to the return on an investment made at the beginning of the year.
Alternatively, the average share price over the year may be used. A company must
decide how much of its profits to pay to stockholders and how much to reinvest in
the company. Companies with strong growth prospects should have a lower dividend
payout ratio than mature companies. The rationale is that shareholders can invest the
money elsewhere if the company is not growing. The optimal ratio depends on the
individual firm, but the key decider is whether the company can produce better returns
than the investor can earn elsewhere.

Cash Flow

Cash flow position is cash received minus cash distributed. The net cash flow can be
taken from a company’s statement of cash flows. Cash flow is important for what
it reveals about a company’s financing needs. A strong positive cash flow enables a
company to fund future investments without having to borrow money from bank-
ers or investors. This is desirable because the company avoids paying out interest or
dividends. A weak or negative cash flow means that a company has to turn to external
sources to fund future investments. Generally, companies in strong-growth industries
often find themselves in a poor cash flow position (because their investment needs are
substantial), whereas successful companies based in mature industries generally find
themselves in a strong cash flow position.

A company’s internally generated cash flow is calculated by adding back its depre-
ciation provision to profits after interest, taxes, and dividend payments. If this figure
is insufficient to cover proposed new investments, the company has little choice but to
borrow funds to make up the shortfall or to curtail investments. If this figure exceeds
proposed new investments, the company can use the excess to build up its liquidity
(i.e., through investments in financial assets) or repay existing loans ahead of schedule.

V

When evaluating a case, it is important to be systematic. Analyze the case in a logical
fashion, beginning with the identification of operating and financial strengths and
weaknesses and environmental opportunities and threats. Move on to assess the value
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of a company’s current strategies only when you are fully conversant with the SWOT
analysis of the company. Ask yourself whether the company’s current strategies make
sense given its SWOT analysis. If they do not, what changes need to be made? What
are your recommendations? Above all, link any strategic recommendations you may
make to the SWOT analysis. State explicitly how the strategies you identify take ad-
vantage of the company’s strengths to exploit environmental opportunities, how they
rectify the company’s weaknesses, and how they counter environmental threats. Also,
do not forget to outline what needs to be done to implement your recommendations.

Endnote

1. Tom Copeland, Tim Koller, and Jack Murrin, Valuation: Measuring and Managing
the Value of Companies (New York: Wiley, 1996).



