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PREFACE



On day one of Harvard Business School’s entrepreneurship class, Professor Bill Sahlman began by displaying charts of industry valuations. The graphs told stories of rising and falling fortunes: plastics peaking and crashing in the 1970s, investment banks in the 1980s, dot-coms in the 1990s.


Then Sahlman showed the number of Harvard Business School students entering those industries in the years before the crashes. Each time, the influx of MBAs seems to predict the demise. The more Harvard graduates flocking to an industry, the deeper its plunge.


It was a tongue-in-cheek performance, meant to put aspiring Harvard MBAs, not known for their modesty, in their places. Still, the data is real, and it raises important questions: Does the traditional MBA do as advertised and give you skills and knowledge that help you “administer a business”? And aren’t there a million successful business leaders who never bothered to get the MBA stamp of approval?


Jokes about the value of MBAs are a dime a dozen. (How many MBAs do you need to screw in a lightbulb?)* Yet hundreds of thousands of smart, ambitious people enroll in MBA programs annually. They do so not only for the promise of new expertise, knowledge, and skills that will vault them to advancement, higher salaries, or perhaps the confidence to start their own companies. They also hope to build valuable personal contacts and professional networks. They hope to signal their leadership potential to employers. Like a peacock’s feathers, the ostentatious expense of two years and tens of thousands of dollars displays their fitness for the corporate ladder.


Networking and signaling value also play roles in the decision to attend law school and medical school. But no one questions the need for doctors and lawyers to complete several years of study before they are allowed to practice their profession. The question remains: Outside of specialized fields like investment banking or accounting, is there a body of management expertise that you can (a) learn in school and (b) apply in any business organization and functional area?


Our answer is an emphatic but qualified yes! For those who can afford the time and the expense, a traditional two-year MBA might be a perfect fit to acquire that knowledge along with the network and pedigree. But make no mistake: You’d be paying for the latter. And because spending lots of time and money is actually the point—the more you spend, the more exclusive the network and the higher the value you’re signaling—you may as well go for the elite institutions only. Meanwhile, what options do you have if you’d rather dedicate your time and money elsewhere but want to learn how to manage your own business or someone else’s?


This book’s premise is that you can acquire the essential skills and knowledge to “administer a business” at lower cost and in less time. The teachings of a traditional MBA program aren’t fluff. But in an age where disruption is the only constant, it is difficult for the MBA to keep up. In the early 1900s, when the degree was invented, most businesses made money in similar ways, and you could rely on the fact that most skills you were taught would be relevant twenty years later. Today, many skills you learn in an MBA program will be outdated soon after you accept your first job.


There are two reasons for this. One is that today’s business skills evolve quickly. By the time the latest best practices on how to use social media marketing make it into an MBA curriculum, they are already outdated. The second reason is that the world of business has grown more complex. Much of what you learn in an MBA program will not be relevant in the industry, company, and function you enter. Today’s business schools teach fascinating supply chain topics that are misleading when a pandemic disrupts the global supply chain or if the job you aspire to is in enterprise software sales. The case studies about marketing you’ll work through in the traditional MBA? They’re based on marketing channels as passé as Friendster.*


As the functional and industry expertise you need in management has become more diverse and complex, much of the knowledge that you gain in an MBA can be acquired in a more timely fashion and at lower cost on the job. In fact, much of what you learn in your MBA you’ll have to unlearn or relearn on the job.


[image: image]


When you strip away the two-year MBA’s function-focused and industry-specific content, we believe that you are left with two timeless and universal topic areas. Part I of this book is about numbers: using the tools of accounting and finance to measure the value a business is creating. Part II is about people: how to work with and through others.


On what basis have we performed this distillation? For the past two decades, we’ve created leadership development and business acumen programs for some of the world’s largest and most admired companies— companies like Coca-Cola, Marriott, and Dell—as well as hundreds of start-up companies on all continents except Antarctica. Our mini-MBAs and leadership programs have helped over a hundred thousand professionals. We’ve seen firsthand the truly universal gaps when it comes to the skills required to administer real-world businesses. To promote employees to management positions from within, organizations consistently struggle to identify people with business acumen and leadership skills. Companies spend fortunes trying to fill those gaps, even though many of their employees are credentialed MBAs!


Not surprisingly, we experienced the same pain points as we grew our own two businesses during the past twenty years. We’ve also struggled to find and empower leadership teams, and yes, we’ve made just about every possible business acumen and people management mistake ourselves. Even in the narrow human resources field in which our two companies have operated, lessons we learned about marketing, operations, and even human resource management did not transfer well from one company to the other. We’ve had to unlearn and relearn these lessons as the world has evolved. But some hard-won business acumen and leadership skills have stood the test of time. This book is a product of both our clinical observation of real-world companies and our time in the entrepreneurial school of hard knocks.


When Harvard established the first MBA class in 1908, it was called a “delicate experiment.” This book and the twelve-week online mini-MBA program on which it’s based reflect our own commitment to advance that experiment, delicately, and with a laser focus on what matters in a world that has evolved significantly.


The world offers no shortage of challenges that can only be addressed by organizations, whether single-digit teams or giant corporations. There are far more management positions than there are people with elite MBA credentials to fill them. And these positions ought to be filled by people with a greater diversity of backgrounds than those with the time and means to go through a graduate-school curriculum. Good business acumen and management practices are simply too important to our flourishing: individually—as consumers, citizens, colleagues, employees, or shareholders—and collectively, as organizations, communities, nations, and a precariously interconnected world.


__________


* “One. She holds it firmly and the universe revolves around her.” And that’s just one of several of the lightbulb type alone.


* Wondering what Friendster is? Exactly.










INTRODUCTION



What do aircraft engines, medical devices, and wind turbines have in common? Not enough, decided the board of directors of General Electric (GE) in November 2021, and they split the iconic US conglomerate into three companies.


Few corporations had epitomized American enterprise as GE had. Launched in 1892, GE was one of the original constituents of the Dow Jones Industrial Average stock index, where, unlike any of its initial peers, it stayed for over a hundred years. In 2000, it was the world’s most valuable company, with a stock market valuation of over $600 billion.


Jack Welch, CEO of GE at its zenith, was held in awe by a generation of aspiring managers. Under Welch, GE was considered a marvel of good management. The company’s leadership development curriculum was admired as the gold standard of executive training. In 2008, standing in a wood-paneled conference room, we pitched one of our training solutions to GE’s corporate leadership development team. We felt like knock-kneed teenage musicians auditioning at Juilliard.*


However, by that time—2008—the bloom was off GE’s rose. The company’s stock price had never regained its high-water mark after the dot-com crash of 2000, and the global financial crisis took it deeper still. From 2000 to 2020, GE’s stock market valuation dropped from $600 billion to $100 billion. It was against this backdrop of value destruction that CEO Larry Culp and the board of directors split the company into three parts.


Was the breakup a good business decision?


You could argue either way. No doubt GE’s board did. We don’t think the answer is truly knowable. Suppose all three successor companies wind up doing spectacularly well afterward. Could they not have done even better together? If they eventually fail individually, maybe their demise would have been quicker if they had stayed joined at the hip. And what do we mean by “doing better”? Is there a score that we can use to measure the three successor companies’ performance—individually or as a unit—to determine whether the breakup was the right call? Is it the stock market valuation? If the market valuation is the score, how long does the game last?


There are no simple answers to these questions. But the questions themselves—and the decision GE faced—illustrate the essence of what it means to administer a business. Business decisions like GE’s involve the following:




Coordinating to create value: The fundamental task of management is to coordinate the actions of many—possibly hundreds of thousands of people—so that they accomplish more together than they could individually. GE’s history as a conglomerate shows that you cannot take for granted that the whole will always be greater than the sum of the parts. Sometimes it is, but sometimes it isn’t. GE’s board decided in 2021 that it wasn’t.


Executing through others: The board’s decision was just the first step. Implementing it was a massive, multiyear undertaking. Many thousands of people were involved in disentangling the divisions, whether they agreed with the decision or not. They had to perform the disentangling well or face all sorts of problems, including lost customers and lawsuits. Along the way, they encountered new problems that demanded creative new solutions. And all that work had to happen while their day jobs—little things like, you know, making jet engines, medical devices, and power turbines—continued without letup.


Making decisions under uncertainty: GE’s board could not predict the outcome before the decision was made, and even afterward, there would be no way to know for certain if the alternative might not have been better after all.


Designating winners and losers: The people making the decision didn’t face its worst consequences. In the frictions of the transition, some people may have had to find new jobs, not all of which were better than the old ones. Others may have had to postpone retirement. Still, if the board had opted to keep the company whole, someone would have had to bear similar hardships. Either way, though, Culp and the other members of the board wouldn’t be surviving on ramen noodles and cat food.





GE’s breakup was a decision of epic proportions, affecting hundreds of thousands of people and hundreds of billions of dollars of assets. Few of us make decisions of similar import. Yet managers wrestle with fundamentally similar challenges in industries from high-tech manufacturing to building maintenance; in functions from human resources to research and development; at scales from single-digit start-ups to multinational corporations.


This book focuses on the timeless and universal knowledge and skills that apply in any management position.


POETS AND QUANTS


We’ve divided this book into two parts, reflecting two different but complementary perspectives on business. You might look at a company and see a collection of resources, including human resources, with properties that you can arrange and rearrange in ways that create new resources. All of these resources can be quantified in terms of something we call monetary value. Alternatively, you might see an intricate web of relationships between people, with new relationships forming while others change or rupture. Not only does this web resist quantification, but within it, quantification is just another strategy to influence which bonds develop or strengthen, which weaken or break.


At business school, students sometimes get boxed into the categories of poets and quants, depending on a perceived tendency to look at a business from one perspective or the other.* People may naturally prefer one perspective. When you picked up this book, you might have scanned the table of contents with trepidation about one half and excitement about the other. Still, it’s possible to look at the world of business through both lenses. What’s more, knowing when to use one lens and being able to quickly switch perspectives are among the most important but underrated skills you’ll need as you take on ever-greater responsibilities in an organization.


Our own facility with the two perspectives is the result of happy accident, a kind of advantageous occupational hazard. Our company delivers mini-MBA and corporate leadership programs using teambased business simulations. The simulations are computer-based multiplayer games that provide a hands-on platform for learning the concepts in this book. Designing those simulations and using them as teaching tools† forced us to switch between the two perspectives. So does playing them in our twelve-week MBA program.


We’ve tried to replicate as much of that magic as possible in book format. Although we’ve explored the perspectives in two separate parts, you’ll find many places where we make explicit connections between them. Many more connections are implicit, and we’re sure you’ll find connections and echoes we didn’t introduce consciously. Although the chapters in each part of the book build on each other, feel free to switch back and forth between parts as inspiration guides you.


The mini-MBA curriculum on which this book is based lasts twelve weeks, a pace that gives our students ample time to absorb the ideas and deepen them in discussions, exercises, and our simulations. If you organize your own book club as you read this book, a similar twelve-week journey might prove helpful. Alone or in a group, you can supplement your reading with some of the interactive exercises and resources at www.12weekmba.com.


__________


* Nothing came of that meeting, but GE eventually became a client. In fact, its big November 2021 breakup was communicated to company managers during one of our training workshops for its high-potential leaders.


* There’s even a popular MBA program comparison and information website called poetsandquants.com.


† Not to mention playing them more often than we care to admit.










BOOK OVERVIEW



Reading this book over twelve weeks gives you time to digest some of the ideas and explore them in a book club or with friends and colleagues. But it also provides plenty of time for work and life to whisk you away on other adventures. The following outline serves primarily as a summary you can refer to when you return to The 12-Week MBA after a “leave of absence.” It’s also a helpful guide to which chapters you can safely skim or skip, depending on your prior experience.


Part I is about a company’s scorecard. What is value, how do we create it, and how can we measure whether we’re doing so successfully? Chapter 1 provides an overview of Part I and examines the source of what’s called shareholder value—sustainable flows of cash to the owners of a company—and its three fundamental drivers: profitability, growth, and risk.


In Chapters 2 through 4, we scrutinize those drivers one by one. Chapter 2 defines profitability in terms of the value created for customers and the resources consumed in delivering customer value. We look at how the profit and loss statement reports profitability and then investigate what levers we can use to increase it.


Driving a wedge between price (what the customer is willing to pay) and cost (what it takes to deliver customer value) is one thing. Growing the volume of (profitable) business is another, and it’s what we investigate in Chapter 3. We distinguish between market growth, market share growth, and expansion into new markets, and we consider how companies can take advantage of these options.


Future growth can’t be reported. It has to be forecast. Forecasts are stories about how the world will evolve. Investors value more highly the stories in which they have greater faith. Investor confidence is the subject of Chapter 4, where we define risk in terms of investors’ faith in the company’s ability to make good on its promises, promises that ultimately have to be kept in terms of cash payments. The predictability of cash flows is just as important an input to value as are profitability and growth.


Investor confidence in cash flows is the lens through which we look at the two other important financial reports—the balance sheet and the cash flow statement—in Chapters 5 through 7. In Chapter 5, we look at the balance sheet both as a record of past transactions and as a record of future commitments to different stakeholders. Chapter 6 provides an overview of the cash flow statement and spotlights the all-important distinction between accounting profit and the cold, hard reality of cash flow. Chapter 7 deepens that insight by showing what drives a company’s profit and cash flow apart, so that, paradoxically, an apparently growing, profitable company may actually be self-destructing.


Having examined the value drivers profitability, growth, and risk, we look at their interactions in Chapters 8 through 10. Chapter 8 shows that cost structure—the relative importance of fixed and variable costs in a business model—affects how a company’s growth profile translates into higher (or lower) profitability while increasing (or reducing) risk.


Chapters 9 and 10 unveil the mysteries behind company valuation. Chapter 9 gets fairly technical. We describe the framework behind company valuation—discounted cash flow analysis—and how it is used to calculate the intrinsic value of a company. Our approach provides just enough rigor to convey the high-level concepts, not to turn you into a mergers and acquisitions specialist!


Chapter 10 is about how you, as a manager at any level and in any function, connect to value through the three drivers: profitability, growth, and risk. We end Chapter 10 and Part I with a reflection on how shareholder value might also tell us something about value creation for a broader range of company stakeholders: investors, yes, but also customers, employees, communities, and the environment.


The concepts introduced in Part I permeate profit-oriented organizations to such a degree that organizational activity and decision-making are largely incomprehensible without them.* Still, they might not call attention to themselves every minute of your workday. The opposite is true for topics in Part II, where Chapter 11 sets the stage: working through others to achieve organizational goals (Chapters 12 through 15) and working alongside others to make decisions and coordinate activities in a complex division of labor (Chapters 16 through 19).


Trust is the foundation of business, and setting proper expectations is the bread and butter of building trusting relationships. These are themes that underpin the discussion of investor confidence in Part I. Chapter 12 picks them up and firmly places them at the heart of Part II, diving down to the manager-employee relationship as the building block of trust, on which coordinated organizational activity rests. In addition to giving practical tips for setting mutual expectations, Chapter 12 introduces another recurring theme for Part II: the manager’s version of the Hippocratic oath: First, do no harm.


Day to day, some of the biggest opportunities to “do harm” to the trusting relationship come from giving feedback, the subject of Chapter 13. Giving feedback is essential as managers pursue the twin goals of achieving results in the present and building capabilities for the future.


Chapter 14 looks at employee engagement and motivation, another area in which “first, do no harm” is the best guide. We’ll look at different intrinsic motivators, how not to undermine them, and—occasionally, with great care and respect—how to leverage them to help employees deliver their best performance.


Leadership is a huge and ambiguous topic. In Chapter 15, after running through some common interpretations of leadership—as opposed to management—we introduce an overlooked account of what leadership is all about: overcoming so-called social dilemmas, problems of collective action.


Chapter 16 identifies aligned decision-making across all functions and levels of an organization as one of the central challenges of administering a business. We identify the team as the basic decision-making unit of the organization. We show how, under uncertainty, the quality of decision-making cannot hinge on the quality of the outcome. Instead, good collective decision-making is about having a good process. We introduce a basic model for decision-making—define, deliberate, execute—to structure decision-making, and we base the remaining chapters on these three elements.


Our general approach is to identify what goes wrong at each decision-making stage. Chapter 17 covers the define stage. At this stage, teams tend to miss key decisions or spend too much time on unimportant ones. They may also overlook attractive options, get trapped in false choices, fail to use available data, or get caught in analysis paralysis. We look at techniques teams use to overcome these errors.


One common team decision-making pitfall is the failure to clarify how a decision is made and by whom. In Chapter 18, we look at three deliberation methods—consensus, majority rule, and sole decider—and weigh their pros and cons. When it comes to the execution stage, we discuss how consistently applying a well-defined process helps ensure that teams remain aligned in their downstream decisions and activities, even when agreement is not universal.


Agreement often isn’t universal and, arguably, shouldn’t be. Chapter 19 looks at how dissent—rather than a hindrance to collective decision-making—is a powerful tool that often should be nurtured rather than avoided. For this, too, we suggest some simple techniques and highlight the importance of diversity in teams.


Our concluding Chapter 20 weaves together our two strands—numbers and people—and allows us to share our views on what makes management, with its joys and frustrations, a worthy and rewarding calling.


__________


* We’d argue that these concepts hold for not-for-profit organizations, too, but it’s an argument that goes well beyond this book’s scope.










PART I



THE NUMBERS










CHAPTER 1



Value


“What is the purpose of a company?”


We open many of our leadership training programs with that question. “Making money” is the immediate answer we hear most often. The more senior participants may offer the more sophisticated response “Creating value for shareholders.” But after the easy answers are blurted out, we let an uncomfortable silence unfold.


Slowly, other responses emerge. “Creating great products for customers,” someone will usually venture. More rarely, “Creating something that has value for society” or “Providing meaningful and gainful employment.”


Our own answer is “All of the above.” The purpose of a business is to create value for a wide range of stakeholders. Stakeholders include the company’s owners, referred to as shareholders when ownership rights are partitioned into shares. But customers, suppliers, employees, and society at large also have a stake in a company’s survival and flourishing. The view that creating shareholder value reigns supreme—an idea that has been called both the “biggest” and the “dumbest”* idea in business—is too narrow.


But suppose creating broader stakeholder—not just shareholder— value is the true objective of a business? How do we know how much stakeholder value we’re creating, if any?


There is no easy answer to this question. In this book, we focus on shareholder value—the value created for the owners of a business—and how to measure it. Partly, we want to keep things simple. Measuring shareholder value is tricky enough. However, by the end of Part I, you may be convinced that the ideas behind shareholder value, when properly understood, show us something about broader stakeholder value as well, even if seen through a glass, darkly. We certainly believe so. If ever we have the chance to meet, we’d be delighted to explore this question more deeply, over drinks.


Whether shareholder value is our indicator metric or a goal in itself, shouldn’t we understand what it is? Quite surprisingly, we’ve seen that many managers have hazy notions of what shareholder value means and how their activities create—or destroy—it. In preparation for an executive education program, we had the opportunity to interview the chief financial officer (CFO) of a global car manufacturer. We asked him what knowledge gaps he saw among the high-potential senior managers being groomed for executive board positions. Even at that level of seniority, the CFO complained about widespread misconceptions about value and financial management!


In a traditional MBA, you learn several methods for valuing companies and assets, wrapping your head around concepts like company beta, the Black-Scholes model of option value, and how to use multiples to calculate the value of a company on the back of a napkin. All of this may be useful if you work on Wall Street. Or if you want to engineer the next global financial crisis.*


We believe a lot of this knowledge is, at best, overkill for most managerial positions. At worst, it’s a dangerous distraction. But managers ought to understand the drivers of shareholder value, how their decisions connect to those drivers, and how they interact with the decisions made by other managers in other functions. To achieve that, managers must become fluent in the language of finance: the lingua franca that allows different functions like sales, marketing, logistics, HR, customer service—each with their own quirky success metrics—to communicate and coordinate, and to measure progress on value creation.


So what is shareholder value? Let’s get straight to the point:


Shareholder value originates in a company’s discounted future net cash flows.


Part I is all about unpacking this clunky eleven-word sentence. The remainder of this introduction is a preview.


In early 2007, the shareholders of Finnish technology company Nokia had good reasons to be optimistic. Nokia’s brand was strong. Its feature phones, famed for their sturdiness and battery longevity, dominated the market. Global standards of living were rising, and Nokia had a good foothold in countries with emerging middle classes. Waves of innovation in portable devices were imminent, and Nokia looked like the company best positioned to ride them. After all, one of Nokia’s subsidiaries produced the network infrastructure that made the phones useful.


Investors could tell themselves an attractive story about Nokia’s future. That said, history abounds with sudden reversals of fortunes, particularly in industries characterized by quickly evolving technology, like consumer electronics. There was, for example, the case of Apple, whose early success in personal computing had never translated to market dominance and whose operating system was an also-ran next to Microsoft’s. In fact, Apple had only escaped bankruptcy thanks to a timely infusion of cash from its rival. As rosy as Nokia’s outlook may have seemed in early 2007, there were also reasons to be anxious. You never know what threats might be lurking around the corner.




Shareholder value originates in a company’s discounted future net cash flows.





Still, the optimistic view seemed more persuasive, and Nokia’s stock price rose steadily during 2007. Starting the year at around $21 per share, the upward trend continued into November, when it reached a decade high above $40.


Twenty-one dollars. Forty dollars. What’s behind those numbers? Shareholder value originates in a company’s discounted future net cash flows.


Let’s start unpacking. As we said earlier, a shareholder is someone who owns a business in whole or in part.* So much for shareholders. Meanwhile, value, like beauty, is in the eye of the beholder. If a shareholder sells a stake in the company, the price at which it sells says something about how much they valued the company. If someone had valued it more highly, they would not have sold their shares at that price. Likewise, the buyer agreed to the same price, so the price also reflects the value this person sees in it. If the buyer believed it had less value, they wouldn’t have bought it. In early July 2007, Nokia shares traded at around $29. Buyers must have thought they were getting at least that much in value. Sellers may have had misgivings about Nokia’s value and decided that $29 was as good as it gets. Each party may see different value. The price is just a point where their perceptions of value overlap, making a transaction possible.


The first important point is that value is always subjective. It’s the perspective of a particular person. Although the price is established objectively in the contract between buyer and seller, it derives from their subjective perspectives. Second, current owners and potential buyers value the company, whether or not the transaction takes place. The value is there even when we can’t observe it through a price.


Where does this leave us? Are we saying that creating value for shareholders means giving them warm, fuzzy feelings about the company? Yes, in a sense, that’s exactly what we are saying. However, a company is different from a piece of jewelry, a fitness machine, or a home with a yard. The benefit of owning a company is to generate cash that you can use to buy the things your heart desires. Most people don’t have warm, fuzzy feelings about cold, hard cash itself. However, owning a company offers the promise of cash in the future: next year, two years from now, and a long time—an indefinitely long time—thereafter.


The thing about promises is that they can be broken.


When you own a company, you look forward to those promised future cash flows. But you can also imagine any number of scenarios in which those cash flows do not materialize. A global crisis might eliminate demand for your service, as the Covid-19 pandemic did for countless restaurants. A change in customer preferences may permanently reduce demand for your product, as often happens to toy makers, whose customers’ tastes are notoriously…shall we say “volatile”? Or a new technology might make your product obsolete. And yes, we will get back to Nokia.


Hindsight benefits us when we look at these examples. Restaurant owners and toy makers don’t have crystal balls to warn them of looming threats. But neither are they caught entirely unawares. And here is where investor feelings come into play. You can envision a flow of future cash flows, but you may partly disbelieve in that story. And you may do so to greater and lesser degrees. Some investment stories inspire more confidence. Some cause stomach ulcers. Likewise, as an investor, you probably feel more confident in nearer-term cash flows than in longer-term ones. As you count up your company’s forecasted cash flows, you probably feel that later ones count less. You discount them, in other words.


How does an investor forecast the future cash flows? A company enjoys a sustainable source of cash inflows when customers buy what it is selling. So, the investor needs a forecast of the company’s future sales. But cash will also flow out of the company to its suppliers and employees and, in taxes, to governments. The cash theoretically available for the shareholder can only be the net cash flow, the difference between what flows in and what flows out. It’s all about buying low and selling high: If the company buys stuff (including labor) from its suppliers at a lower price than it can sell its product to a customer, then it makes money.


We all know this, and we generally use the term profit when we talk about buying low and selling high. But it turns out that cash flow and profit are not the same thing. Why they are not, and what makes them diverge from each other, is a big part of what we’ll explore in the next chapters. Diverging profits and cash flows are one of the major reasons that investors get queasy about a company’s prospects.


The following picture emerges: A company’s owner values the company because it can deliver a stream of future cash flows that this shareholder can use to buy the things they need and want. The owner can forecast those cash flows with explicit numbers that are based on a story about the company’s future performance. Next year may deliver a $1,000 cash flow, the year after that $5,000, and then $10,000 every year after that, indefinitely. But the shareholder recognizes that there is always a risk that the cash won’t flow as projected. They will discount each flow in proportion to their confidence in the company—or lack thereof.


So, what does that mean for us as managers? What can we do to create value in these terms? We can increase the company’s net cash flows, which means growing the inflows faster than the outflows. And we can raise shareholders’ confidence in the company’s ability to deliver net cash flows. In this chapter and the rest of Part I, we’ll look at three drivers of value that we as managers influence with our actions every day:




Profitability: Driving a wedge between what our customers are willing to pay and the costs required to create what they pay for


Growth: Getting more and more customers to buy more and more of what we offer


Risk: Increasing shareholder confidence in our ability to keep our promises





In its 2007 annual report, Nokia summarized what looked like a spectacular year. Sales were 24 percent higher than they were in 2006, and pretax profits had increased even faster, by 44 percent. In the same report, Nokia forecast further growth of 10 percent in the mobile device market, and the company targeted an even higher share of that market. It sure looked like Nokia’s engine was firing on at least two of our three value pistons. Interestingly, however, the annual report for 2007 was released on March 31, 2008, when shares were trading at around $32, around 20 percent lower than the high reached the previous fall. Had anything happened that might have made investors feel queasy about Nokia’s future?


If you’ve been paying attention—surely you are!—then you may be wondering if there was a problem with cash flow. Sorry, no. Net cash flow had increased over sevenfold.


But something had happened. During the previous summer, Nokia investors had seemingly shrugged off a little event: the release of a new gadget by Apple on June 29, 2007. But by March 2008, it was clear that the iPhone posed a serious threat to the story Nokia’s investors had believed as late as November.


With the benefit of hindsight—knowing that the iPhone effectively drove Nokia out of the mobile device business*—we might wonder why anyone was willing to buy shares even at $29 in March 2008. But again, Nokia’s decline and Apple’s success were not certain at that point. It remained unclear whether Nokia would be able to keep the promises of future cash flows, the promises investors had once valued as highly as $40 per share.
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You may be wondering why we keep using the word promise. There are two parts to keeping promises: You keep the ones you make, and you don’t make ones you can’t keep. A central theme of this book is trust, which is fundamentally about keeping promises. A company’s value may show up in a valuation or a stock price, but it is founded on the trust between the shareholder and the company’s managers. They are the ones who make and keep promises about cash flows, making only those they can keep and keeping those they make.


In business, numbers and people are inextricably intertwined.




CHAPTER 1 KEY TAKEAWAYS


The purpose of a company is to create value for a range of stakeholders: investors, customers, employees, suppliers, the community, and the environment.


The value of a company is in the eye of the beholder; the price at which a company is bought and sold is where two people’s perception of value overlap, making an exchange possible.


Shareholder value originates in a company’s discounted future net cash flows.


The main drivers of shareholder value are profitability, growth, and risk.





__________


* Jack Welch’s word, not ours. We’ll hear more about the late former CEO of GE in Chapter 15.


* No joke. Two of the originators of the Black-Scholes model, Myron Scholes and Robert Merton, who earned the Nobel Memorial Prize in Economic Sciences for their efforts, went on to found a hedge fund based on their insights. In 1998, their fund—Long-Term Capital Management—famously went belly-up and nearly dragged the whole financial system with it.


* Whether stockholders of a publicly traded company are truly its owners in the same sense that you might own your house or your phone is a matter of some controversy. We could go off on a fascinating tangent about the nature of property ownership and the history of the joint stock company. But not in this book! Also, for convenience, we’ll speak of shareholders as people. In fact, publicly traded companies like those we’ve mentioned so far (GE and Nokia) are owned by both people and institutional investors such as pension funds. Institutional investors employ highly sophisticated investment professionals who invest on behalf of the institutions’ stakeholders.


* Nokia eventually sold what had previously been its core, the mobile device business, to Microsoft in 2014, choosing to focus on network infrastructure instead. In 2016, another Finnish company, HMD Global, began producing smartphones and feature phones under the Nokia brand, with decidedly modest success.










CHAPTER 2



Profitability


People born before 1984 remember a world divided into two camps, each pointing nuclear weapons at the other. Arguably, the Cold War was a conflict between ideologies that disagreed about whether the profit motive should be the organizing principle of our economic relations. One would hope the concept of profit is well defined and important enough to be worth setting the world aflame over. You decide at the end of this chapter!


Business begins with needs and desires. We all have them, and we’re all forever trying to get what we want using our scarce resources like money, time, and skills. Suppose you wanted to share an exquisite dining experience with that special someone. The prices at a Michelin-starred restaurant might spoil your appetite. But imagine the money and time it would cost you to single-handedly replicate the exact same experience: Consider not just the finest (and priciest) ingredients and top-notch equipment but also the years of training to reproduce the meal. Compared to all that, the restaurant bill is a steal!


That’s where the opportunity for profit comes from: the difference between the resources a customer would have to devote to satisfying a need and the resources a business has to devote to create the same thing for that customer. Somewhere in that gap lies a price at which the customer will say, “OK, I’m getting enough value here to shell out my money. After all, it’s considerably less than I would have to spend if I tried to create that value myself.” Profitability is about driving a wedge between what a customer is willing to pay and the cost of the resources a business consumes in delivering that value.




Profitability is about driving a wedge between what a customer is willing to pay and the cost of the resources a business consumes in delivering that value.





A business can pull two levers to make more profit. It can try to consume fewer resources even as it creates the same amount of customer value. Or it can increase the customers’ willingness to pay more by helping them perceive greater value. The two levers may work at cross-purposes. Skimp on fresh ingredients, and the customer won’t pay $50 for a salad. Spend half a day sculpting the Eiffel Tower out of mashed potatoes, and your costs explode. Managing profit is a balancing act between these two levers, an act performed with customers, competitors, employees, and suppliers all shaking your tightrope.


CONSTRUCTING THE PROFIT AND LOSS STATEMENT


Imagine we’re planning to launch a simpler eatery: a food truck specializing in grilled cheese sandwiches. We’ll need to determine what kinds of resources we’ll consume as we create value for our customers, who value things like flavor, nutritiousness, and convenience. The resources we consume are called expenses. If we can convince customers to buy at our chosen price, we’ll realize sales.* The difference in the dollar value of sales and expenses is that thing we call profit.


[image: image]


Customers are prepared to pay for the value we create, to a point. They could also prepare and pack a sandwich each morning. The food truck is a viable business because it can deliver a fresher, tastier meal faster and cheaper than the customer could produce, including (importantly) preparation time.


We can look at profit from different scales: at the level of the individual sandwich or on a daily, weekly, monthly, quarterly, or even annual basis. When it comes to sales, the monetary impact of scale is pretty straightforward. The more sandwiches we sell, the more sales we record. But when we look at the resources we consume, things get complicated quickly for two main reasons. Some resources are hard to value monetarily. Additionally, we may not always be able to attribute one resource’s consumption to a specific meal or even to a specific period. Eventually, for example, our cutting board will wear out. But to which individual sandwich, day’s tally, or weekly, monthly, quarterly, or annual tally should we attribute its monetary value as an expense? Questions like these make the definition of profit ambiguous and keep accountants busy.


The profit and loss (P&L) statement* records sales and expenses— what we delivered to consumers and what resources we consumed—over a specific time. Companies whose shares trade on stock exchanges are legally required to publish P&L statements on a quarterly and annual basis, and you can typically access them from the company’s website.


Our first category of expenses is the resources consumed creating the sandwich, the thing the customer values. In the case of our food truck, these resources are the ingredients, labor, and energy inputs. If we ran a delivery service with a bike courier, the biker’s labor would also count as what we call the cost of sales. That’s a confusing term, because it specifically does not refer to the cost of selling activities. It is the cost of producing and delivering the things we sell†: grilled cheese sandwiches, bags of chips, and sodas.


The difference between sales and cost of sales is called gross profit. Gross profit is a particularly revealing measure of the business’s health. In principle, customers could have assembled the inputs themselves. Their willingness to pay a price higher than our input costs reveals that we must have special capabilities: a particularly tasty recipe, an extremely efficient production process, or cheaper access to suppliers. Or we might be able to offer intangible benefits. If a celebrity raves about our grilled cheese on social media, then by dining at our truck, our customers also buy a moment’s respite from the fear of missing out.


Besides producing what our customers buy, we also have to persuade them to buy in the first place. They need to hear about our food truck, and not because we’ve been associated with a salmonella outbreak. We may pay for our location to appear on Google Maps or print and distribute flyers. Gross profit is such an important measure because it determines how much money we have left over to spend either on persuading more customers to buy or on persuading customers to buy more: our selling and marketing expenses.


Running a food truck involves other unavoidable expenses. At the very least, we have to do the accounting, and because we’re better at cooking beans than counting them, we pay someone to run the numbers. That expense has nothing to do with creating customer value or with persuading customers to buy, but it is part of our business model. More complex businesses than food trucks may have many other general and administrative expenses beyond accounting, for example a human resource function, an IT function, or a group of executives who make sure the corporate jet gets a workout. Most corporate financial reports lump together selling, general, and administrative expenses into a single line item (SG&A).


The simplicity of our menu is part of our charm, but we’re turning away vegan customers. That’s why we’re experimenting with different all-vegetable cheese substitutes. We haven’t quite got the recipe right yet, but if we keep spending time and money on research and development (R&D), we’ll get there eventually, right?


What about the cutting boards that are wearing out? And for that matter, what about all the other kitchen equipment, not to mention the truck itself? Those resources cost money to buy in the first place and to replace once they’ve broken down for good. The consumption of long-lived resources is impossible to associate with any one sandwich, day, week, month, or year. Our accountant Margaret calls these long-term resources assets, each of which has its characteristic expected useful life. The only way Margaret can account for the consumption of tangible assets like cutting boards is to assume they get used up over their useful life, in what we call depreciation. Meanwhile, we don’t use up our accounting software in any meaningful sense. But it does become obsolete over time and will also have to be replaced. Margaret refers to this kind of resource consumption—consumption of intangible assets—as amortization.


Together, cost of sales, SG&A, R&D, and depreciation and amortization make up what we call operating expenses. They are intrinsic to our business, and after we take them out, we are left with operating profit. A business that can generate an operating profit can continue indefinitely, at least in principle. Or perhaps it’s better to put it the other way: A business that consistently generates an operating loss is doomed. It consumes more resources than it can replenish using the money its customers are willing to part with.


Have we truly accounted for all the business’s expenses, though? The answer is no. Businesses also have expenses that are hard to characterize as operating expenses—in other words, nonoperating expenses. For one, our food truck uses many resources that we do not explicitly pay for. We drive it on roads and bridges, we park it in a public square, we rely on police and a legal system to make sure people don’t take the grilled cheese and run. Public goods are paid for by the government, which raises the funds to do so via taxes. Taxes and the relationship between government and commerce raise many questions and much disagreement, none of which fall within the scope of this book. Suffice to say that businesses use and consume public goods that have to be paid for somehow.
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We still have not considered all the expenses that a business consumes as it creates value for customers. The missing factor hinges on time. The P&L’s structure is misleading in one sense: It begins with sales, then subtracts out all the expenses. In reality, customers buy our grilled cheese menu after most of the resources have been paid for and after many have been consumed. Before our cash register first rings, we have to buy or lease the truck, the equipment, and our raw materials; we have to advertise; we have to develop a tasty recipe. Sales don’t occur until after resources have been committed—some irrevocably. We call resources we commit up front our investments. To be able to commit resources up front, somebody has to have an available stockpile. In practice that means a stockpile of cash that can be transformed into grilled cheese production resources. The person who contributes that cash is called an investor. The stockpile is called capital.
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