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Preface

This book is designed to assist a company controller, or any other member
of the accounting and finance staffs, in the analysis of all corporate activities.
These activities include the ones covered by most traditional financial analy-
sis books—the evaluation of capital investments, financing options, cash
flows, and the cost of capital. However, these topics are not nearly sufficient
for an active controller who is concerned with not only the performance of
every department, but also potential acquisition candidates, the capacity lev-
els of company equipment and facilities, and the relative levels of risk asso-
ciated with new or existing investments. This book covers all of these
additional topics and more. Within these pages, the reader will find a thor-
ough analysis of the following topics:

Evaluating capital investments, financing options, and cash Jlows. The
first portion of the book attends to these traditional financial analy-
sis topics.

Evaluating acquisition targets. The analysis of acquisition candidates is
a major activity for those organizations that grow by this means. The
book itemizes the specific analysis activities to complete.

Increasing shareholder value. The book describes a number of areas in
which shareholder value can be improved.

Improving intangible asset measurement and performance. The book cov-
ers a variety of measurement techniques for such areas as research
and development and processes, as well as performance enhance-
ment for research and development.

Determining the breakeven point. The book covers the mechanics of the
breakeven calculation, as well as how to use it to recommend
changes to operations.
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Forecasting future business conditions. The book notes a number of fac-
tors useful for predicting business cycles.

Evaluating operations, processes, and managers. The book discusses the
specific measurements and corrective actions that can be used for all
major company departments, process cycles, and manager perfor-
mance evaluations.

Eliminating products and services. The book describes the proper cal-
culation methods to determine which products and services should
be eliminated.

Evaluating capacity utilization. The book describes how to measure
capacity utilization and what corrective action to recommend in
cases in which there are bottlenecks or excess available capacity.

Using Microsoft Excel to conduct financial analysis. The book describes
the specific Excel formulas that can be used to conduct reviews of
the financial statements, as well as capital expenditures, invest-
ments, and project risk analyses. A separate chapter addresses the
calculation of both single- and multivariable equations using Excel.

Using sample analysis reports. The book presents a wide array of stan-
dard financial analysis reports that can be adapted for use by the
reader, such as weekly management reports, payroll reports, and uti-
lization reports.

Determining the cost of capital. The book describes the reasons for
using the cost of capital, how to calculate it, and under what condi-
tions to modify or use it.

Analyzing risk. The book discusses the concept of risk, how it should
be integrated into a financial analysis, various tools for calculating
risk, and how to integrate it into an analytic report for use by man-
agement.

With the particular attention given to operational analysis in this book, as
well as the wide-ranging coverage of all other financial analysis topics, the
corporate controller will find that this is a handy reference that can be used
time and again for a variety of analytic purposes.

A special note of thanks to my editor, Sheck Cho, who has assisted in

the completion of so many manuscripts.

Steven M. Bragg
Centennial, Colorado
November 2006
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Introduction

A controller is responsible for a wide array of functions, such as processing
accounts payable and receivable transactions, properly noting the transfer of
assets, and closing the books in a timely manner. Properly completing these
functions is critical to a corporation, which relies on the accurate handling of
transactions and accurate financial statements. These activities clearly form
the basis for anyone’s successful career as a controller. However, the out-
standing controller must acquire skills in the area of financial analysis in
order to be truly successful.

By obtaining a broad knowledge of financial analysis skills and apply-
ing them to a multitude of situations, a controller can acquire deep insights
into why a company is performing as it does, and can transmit this informa-
tion to other members of the management team, along with recommenda-
tions for improvements that will enhance the corporation’s overall financial
performance. By knowing how to use financial analysis tools, a controller can
rise above the admittedly mundane chores of processing accounting trans-
actions and make a significant contribution to the management team. By
doing so, the controller’s understanding of the inner workings of the entire
corporation improves and raises his or her visibility within the organization,
which can eventually lead to a promotion or additional chances to gain
experience in dealing with other departments. Thus, the benefits of using
financial analysis are considerable, not only for the company as a whole, but
for the controller in particular.

This book is designed to assist the controller in obtaining a wide and
in-depth view of the most important financial analysis topics. Toward this
end, the book is divided into four parts.

Part One covers the overall layout and content of the book, as well as the
role of financial analysis and making management and investment decisions.
This includes notations regarding the several types of financial analysis, as
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4 Introduction

well as the various kinds of questions that one can answer through its use. Part
One concludes with a discussion of the need for judgment by a controller in
interpreting analysis results.

Part Two covers the primary financial analysis topics. Chapter 3 dis-
cusses the evaluation of capital investments, which involves assembling cash
flow information into a standard cash flow format for which a net present
value calculation can be used to determine the discounted cash flow that is
likely to be obtained. Chapter 4 describes the various financing options that
a controller may be called on to review. For example, is it better to lease an
item, and if so, should it be an operating or capital lease? Alternatively,
should it be rented or purchased? What are the risks of using each financing
option, and can the current mix of company financial instruments already in
use have an impact on which option to take? All of these questions are
answered in Chapter 4. Chapter 5 covers the essentials of why cash inflows
and outflows are the key forces driving financial analysis and notes the wide
variety of situations in which cash flow analysis can be used, as well as how to
construct and interpret cash flow analysis models.

Chapter 6 is full of checklists and advice regarding how to conduct an
analysis of any prospective merger or acquisition candidates, with an emphasis
on making a thorough review of all key areas so that there is minimal risk of
bypassing the review of a key problem area that could lead to poor combined
financial results. Chapter 7 notes several ways to increase shareholder value
and discusses the reasons why enhanced cash flow is the predominant method
for doing so, as well as how to use leverage to increase shareholder value, while
being knowledgeable of the dangers of pursuing this strategy too far.

Chapter 8 describes how to calculate the value of several types of intan-
gible assets, and also provides numerous suggestions for enhancing the
results of research and development activities.

Chapter 9 covers the deceptively simple topic of breakeven analysis,
which is the determination of the sales level at which a company makes no
money. The discussion covers how to calculate the breakeven point, why it is
important, the kinds of analysis for which it should be used, and how to use
subsets of the breakeven analysis to determine breakeven levels of specific
divisions or product lines.

Finally, Chapter 10 covers the forecasting of business cycles. Although
this is an issue normally left to bank economists or chief financial officers
(CFOs), the controller is sometimes called on to forecast expectations for the
industry in which a company operates. This chapter gives practical pointers
on where to obtain relevant information, how to analyze it, and how to make
projections based on the underlying data. These chapters comprise the purely
financial analysis part of the book. Though Part Two alone is adequate for
the bulk of all analysis work that a controller is likely to handle, there are still
many operational analysis issues that a controller should be able to review and
render an opinion about. That is the focus of Part Three.

Part Three covers operational analysis, which is the detailed review of
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information about company operations, department by department. Chap-
ter 11 covers the methods for choosing an appropriate set of performance
review measures for each member of the management team, how to measure
and report this information, and the types of behavioral changes that can
result when these measures are used. Though the specific performance mea-
sures used are typically made by the CFO or the human resources director,
these people may (and should) ask the controller’s opinion regarding the
best measures. If so, this chapter gives the controller a good basis on which
to make recommendations.

Chapter 12 reviews how to analyze process cycles. These are the clus-
ters of transactions about which a company’s operations are grouped, such
as the purchasing cycle and the revenue cycle. If there are problems with the
process cycles, then there will be an unending round of investigations and
procedural repairs needed to fix them; because the controller is usually
called on to conduct the repair work, it makes a great deal of sense to ana-
lyze them in advance to spot problems before they fester.

Chapter 13 addresses a topic that many companies ignore—the evalu-
ation of products and services with the goal of eliminating those that are
unprofitable or which do not contribute to company goals.

Chapter 14 covers a major topic—the analysis of all primary depart-
ments, such as sales, production, engineering, and (yes) accounting. Specific
measurements are noted for determining the efficiency and effectiveness
with which each department is managed, alongside suggestions regarding
why measurement results are poor and what recommendations to make for
improving the situation.

Chapter 15 concludes the operational analysis section with a review of
capacity utilization, how to measure it, why it is important, sample report
formats to use, and recommendations to make based on the measured
results. All of these chapters are designed to give a controller an excellent
knowledge of how all company operations are performing, and what to rec-
ommend to the management team if problems arise.

Part Four covers a number of other analysis topics. Chapter 16 covers
the primary formulas that a controller can use in the Microsoft Excel pro-
gram to analyze financial statements, projected cash flows, investments, and
risk. Chapter 17 expands on the use of Excel spreadsheets by detailing how
they can be used to solve single- and multivariable problems. Chapter 18
includes many report formats that the reader can use for the reporting of
such varied analyses as employee overtime, capacity utilization, and key
weekly measures for the management team.

Chapter 19 discusses how to meld the cost of debt and equity to arrive
at the cost of capital, and also notes how it should be used and where to use
it. Finally, in Chapter 20, there is a discussion of risk—what it is, how it can
impact a financial or operational analysis, what kinds of measurement tools
are available for calculating its extent, and how to report a risk analysis to
management in an understandable fashion.



6 Introduction

There are also two appendices in the book. In Appendix A, there is a
list of the most common symptoms of financial problems that a controller
will encounter, alongside a list of recommended analyses and solutions for
each symptom that will point one in the direction of how to obtain a fix to
the problem. Appendix B contains a list of the most commonly used ratios,
which are useful for analyzing both overall financial results and the specific
operational results of individual departments.

This book is designed to give a controller, or anyone in the accounting
and finance fields, a thorough knowledge of how to analyze an organiza-
tion, from individual projects upward to complete departments, and on to
entire divisions and companies. For those who are searching for specific
analysis tools, it is best read piecemeal, through a search of either the table
of contents or the index. However, for those who wish to gain a full under-
standing of all possible forms of analysis, a complete review of the book is
highly recommended.



The Role of Financial Analysis

Historically, the primary purpose of the accounting department has been to
process transactions: billings to customers, payments to suppliers, and the
like. These are mundane but crucial activities that are unseen by the major-
ity of company employees, but still necessary to an organization’s smooth
operations. However, the role of the accounting staff has gradually changed
as companies encounter greater competition from organizations throughout
the world. Now, a company’s management needs advice as well as a smooth
transaction flow. Accordingly, the controller is being called on not only to
fulfill the traditional transaction processing role, but also to continually re-
view company operations, evaluate investments, report problems and related
recommendations to management, and fulfill requests by the management
team for special investigations. All of these new tasks can be considered fi-
nancial analysis, for they require the application of financial review methods
to a company’s operational and investment activities.

There are several types of financial analysis. One is the continuing
review and reporting of a standard set of measures that give management a
good view of the state of company operations. To conduct this type of analy-
sis, a controller should review all key company operations, consult the liter-
ature for examples of adequate measures that will become telltale indicators
of operational problems, develop a timetable and procedure for generating
these measurements on a regular basis, and then devise a suitable format for
issuing the results to management. For these operational reviews, there are
several points to consider:

* Target measurements. There is no need to create and continually recal-
culate a vast array of measures that will track every conceivable cor-
porate activity. Instead, it is best to carefully review operations, with
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a particular view of where problems are most likely to arise, and cre-
ate a set of measurements that will track those specific problems.

Revise measurements. No measurement will be applicable forever.
This is because a company’s operations will change over time, which
calls for the occasional review of the current set of measurements,
with an inclination to replace those that no longer yield valuable
information with new ones that focus on new problems that are of
more importance in the current operating environment.

Educate management about the measures used. Though most financial
analysis measurements appear to be very straightforward and easily
understood, this is from the perspective of the accounting staff,
which has been trained in the use of financial measurements. The
members of the management group to whom these measurements
are sent may have no idea of the significance of the information pre-
sented. Accordingly, the controller should work hard not only to
educate managers about the contents of financial analysis formulas,
but also to keep reeducating them to ensure that explanations do
not fade in their memories.

o Add commentm‘y to measurements. Even a well-trained management

team may not intuitively understand the underlying problems that
cause certain measurement results to arise. To forcibly bring their
attention to the key measurements, a controller should add a short
commentary to any published set of measurements. This is an excel-
lent way to convert a numerical report into a written one, which
many people find much easier to understand.

In short, the financial analysis that relates to the continuing evaluation of

current operations involves a great deal of judgment regarding the applica-
bility of certain measures, as well as a great deal of work in communicating

the results to management for further action.

A second type of financial analysis that a controller will sometimes be
called on to perform is the analysis of investments. Though this work should
fall within the range of responsibility of the treasurer’s staff in the finance
department, many smaller organizations have no finance staff at all, which
means that the work falls on the accounting staff instead. Three subcate-
gories of analysis fall under the review of investments:

1. The analysis of securities. When a company either has or is contemplating
investing its excess funds in various investment vehicles, such as bonds
or stocks, the controller can evaluate the rate of return on each one and
render an opinion regarding it. The tools for making this analysis were
developed long ago and are simple to calculate. However, the controller



