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Preface

F rom conception to publication, this book had a gestation period of al-
most 17 years. Not until August 2005 did it finally begin to take on a life of
its own. Even then, another three years of rethinking, reanalyzing, and
reframing went by before I decided I was ready to commit to writing this.
For me, book-writing includes, in roughly equal parts, aspects of writing
valuation reports, giving birth, and mud-wrestling. (I can only imagine the
giving-birth experience, of course.) Those who have written a book know
that it is a nontrivial undertaking. It is harder and takes longer than the
first-time author expects. So it was with me.

The Journey

Like some in this field, I came to valuation by accident. After a checkered
career as an internal auditor (Union Pacific Corporation), staff accountant
(Borg-Warner Corporation), and chief financial officer (United Video Sat-
ellite Group, then United Video Inc.), I did a five-year stint as an academic
in strategic management at Oklahoma State University (OSU) and the Uni-
versity of Oklahoma. I completed all of my Ph.D. coursework at OSU. Like
marriage and children, doctoral programs change participants’ lives, and I
was no exception. Among other changes in my perspective, I became a vis-
ceral opponent of the existence of undergraduate business education, de-
spite the fact that my undergrad degree is in business. With rare
exceptions—the McIntire School of Commerce at the University of Virginia
is one—undergraduate business curricula have too little education and too
much training.

The problem that creates is that training does not teach one how to
think, only how to do. Done right, education teaches thinking skills. So, if
the economic world changes and business no longer has a need for as
many, say, accountants as it used to need, those who have been doing
accounting for 10, 20, or 30 years and have never thought about anything
else are up a creek. Think of the displaced auto workers in Michigan and
former steelworkers in Pennsylvania.

The doctoral courses I took were game-changers for me. My dim view of
economics changed when I was introduced to industrial organization (10).
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I also had an unwarranted and unrealistic perception of the value of
accounting’s contribution to enterprise, doubtless because I had done a lot
of it. Graduate school taught me that strategy and economics mattered a
whole lot more.

If I had to boil down my incomplete Ph.D. experience into two take-
aways, they are:

1. After tens of thousands of published research papers from hardwork-
ing scholars doing difficult and demanding work, we still know very
little about how companies do what they do. Evidence of this shows
up in the low R?s from hypothesis-testing. After all, 1 — R? is the per-
centage of variance not explained by the variables in the test. I have
seen highly rated dissertations with R%s of .25. That means that three-
quarters of the variance was unexplained.

2. For anyone doing complex or interdisciplinary work in the non-
academic world, there is no substitute for good theory. Confirmation
of this lies in the repeating question that few valuation reports can
answer: Why? Why is the subject company’s inventory turnover one-
quarter (or twice) the industry average? Why does the client company
assert that its employees are its most important asset, yet in its most
recent year it issued 134 W-2s for jobs done by its full complement of
35 employees? At a company that’s been in business for over 20 years,
why is every payday an administrative train wreck?

The reports don’t explain why because their authors don’t know why.
One reason they don’t is that they rely on traditional valuation tools. An-
other is that some in our field confuse theory with a half-baked idea. *“Well,
that’s thuh thee-ree,” they snort, contempt dripping from every syllable.
They seem not to understand that valuing a company for whose securities
there are no active markets is a damnably difficult undertaking, Colleagues
who have valued both public and private companies tell me that valuing
private equity is several magnitudes more difficult. I believe them.

While some knowledge of finance and accounting is essential, I quickly
concluded that even an encyclopedic grasp of those topics was inadequate.
I also saw that in valuing small and medium-sized enterprises (SMEs), get-
ting my arms around unsystematic risk was going to consume the lion’s
share of my time. We had some size-premium data from Ibbotson, but that
was all. The valuation community had no other data because we had no
framework around which to gather it. Without data, there can be no hy-
pothesis-testing. Without such testing, we lack for good theory.

Recognizing the need for a framework that gave me a baseline series of
questions to ask about unsystematic risk, I immediately combined the
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General Electric four-sided model (see Chapter 8) with Porter’s five-forces
framework (see Chapter 9). That gave me a way to organize my thinking
about external influences on a company’s performance. These constituted
my first iteration of the “OT"’ of SWOT (strengths, weaknesses, opportuni-
ties, threats) analysis. The challenge was to find (or create) the “SW’’ piece
for the framework.

About 90 minutes into the first day of my first valuation course from the
American Society of Appraisers, an instructor put up an overhead transpar-
ency (not much PowerPoint in use then)—the Porter framework. I almost
fell out of my chair. Five long, stressful, miserable, poverty-stricken years as
a Ph.D. student flashed before me. That moment confirmed that I was on
the right track: There was a place for strategic management, 1O, and organi-
zation theory in valuation. I later found that two other disciplines within
economics also offered useful tools for valuation professionals: evolutionary
economics and Austrian economics.

Valuing private equity offered ample opportunity to use much of the
nonvaluation knowledge I already had in order to get at underlying causes
of why a company did some things really well or really badly. I believed from
the beginning that, if I couldn’t explain why, then I was unlikely to get a
reasonable valuation estimate, except through dumb luck. Even then, my
report would lack the credibility essential for a valuation craftsman.

Later in my search for the “SW’’ component, I immersed myself in evo-
lutionary economics with Nelson and Winter’s classic, An Evolutionary Theory
of Economic Change. 1 had had some exposure to it in one of my doctoral
courses, but I had not given the book the time and energy it deserved.
A few years later I read ‘“The ‘Austrian’ School of Strategy.”’’ That paper
led me to Austrian economics, which connected most of the random dots
that traditional economics had left floating around in my head.?

I still did not have the “SW”’ piece, though. I reviewed each of my own
valuation reports and those I had done in collaboration with others. I made
a list of the various causes that I had found that underpinned the effects
(metrics and ratios) of financial performance. I looked for patterns in the
causes and saw a few. [ stayed after it and, in summer 2005, was able to clas-
sify the causes into a five-part framework that, after some what-iffing, be-
came SPARC (strategy, people, architecture, routines, culture). In the
meantime, the four-sided GE model of the macroenvironment had become
hexagonal, as had the framework for domain analysis. On September 26,
2005, on the back of a cocktail napkin at Mr. K’s, a first-rate Chinese

1_]acobson, “The ‘Austrian’ School of Strategy.”
2 T will have much more to say about the deficiencies of equilibrium-based economics in
Chapter 3.
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restaurant at 51st and Lexington Avenue in midtown Manhattan, I drew two
concentric hexagons with a triangle inside circumscribing five SPARGC
blocks, labeled them, and handed the napkin to Jim Travis, a colleague
from Chicago.

“How’s that look?”’ I asked.

“Cool. What is it?”’ he said.

As I explained, he nodded. What I drew that night has changed only
slightly since then. It is a robust framework that we use in every engage-
ment. It is no exaggeration to say that we would be lost without it. It would
probably take me two or three times as long to do a valuation half as good if
I did not have that framework.

About This Book

If you are a valuation professional or consultant with an interest in helping
SME:s increase their value, this book is for you. If you are anyone else,
welcome. The book might be for you, too, but you can make that call.

The 21 chapters contained herein are divided into four parts. Part One,
Cornerstones, leads off with a chapter that makes the case for why a new ap-
proach to valuation is needed. Chapters 2 through 6 are devoted to discuss-
ing tools from the five disciplines that undergird the new approach:
strategic management, industrial organization, organization theory, evolu-
tionary economics, and Austrian economics.

In Part Two, Pouring the Foundation, we begin the move from theory to
practice. The part leads with a chapter on valuation drivers, a much-
misunderstood topic in the valuation community. Chapters on assessing
risk in the macroenvironment and the domain follow. Chapter 10, *“‘Getting
to Why,”” covers analyses, composites, and on-site interviews. Chapter 11 is,
in my view, the most important chapter in the book because its focus is the
company. The part closes with a short chapter about SPARC archetypes.
These chapters are the how-tos.

Part Three is entitled Tales from the Firing Line. The five chapters here
comprise 22 vignettes taken from actual valuation and consulting engage-
ments. These are disguised stories, of course. But they are real, and they
happened. Any seasoned valuation professional will swear that Hollywood
script-writers could never make up the stuff we see and hear, and these vi-
gnettes are further proof of that if any were needed.

Part Four is called Practice Management. In my view, this area is an under-
studied, underexplicated topic. The chapters here deal with the engage-
ment process, working with clients in value-mapping engagements, and an
international perspective on value maps. The part and the book end with a
chapter that examines the future of value enhancement services.
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Software and Web Site

John Wiley & Sons provides a Web site on which purchasers of this book can
access the proprietary Excel templates that take you through the value-
mapping process. These templates have some set (i.e., unchangeable)
features, but they have some flexibility, too. After all, valuation is about
“facts and circumstances,’”’ so a degree of customization capability is essen-
tial. See the About the Web Site section for more information.
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About The Web Site

Congratulations! With your purchase of this book, you also gain access
to a special Web site: www.wiley.com/go/valuemaps. There you will find
sample questions for on-site interviews (Chapter 10) and Excel templates to
help you quantify non-size unsystematic risk: macroenvironment (Chapter
8), domain (Chapter 9), and company (Chapter 11). There is also another
Excel sheet, which gives you a graphical representation of the archetype to
which your client company is closest, based on how you responded to scaled
questions related to Chapter 11. Inconsistencies in a client’s SPARC profile
present opportunities for value enhancement.

In addition to these goodies, we have included graphics of the trilevel
unsystematic risk framework and its three components. You are welcome to
use these in your reports so long as you agree to attribute them to Beckmill
Research, LLC. We include suggested wording for a footnote or end note.

Please revisit the site on occasion. From time to time, we will add materi-
als to support your work in helping client companies enhance value.

The password for the Web site is: value

Don’t hesitate to contact us via SPARC@beckmill.com with ideas and
suggestions for what we can do better. We also encourage you to syndicate
our blog. It is on our Web site, www.beckmill.com. While you’re there,
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CAPM
CEO
CFO
CPA

DCF

FTEs
GM
GE
HR

10

IRS

LBO

NAICS

List of Acronyms

Capital asset pricing model; the modified version that includes
elements of unsytematic risk is used here.

Chief executive officer.

Chief financial officer.

Certified public accountant; similar to the CA (chartered accoun-
tant) designation used outside the United States.

Discounted cash flow. Unlike net income, DCF measures changes
in cash from the perspective of either the company or the share-
holders. These are often labeled FCFF (free cash flow to the firm)
and FCFE (free cash flow to equity).

Federal Trade Commission. In the United States, a federal agency
charged with consumer protection and with encouraging greater
competition.

Full-time-equivalent employees.

General manager.

General Electric Company.

Human relations (a.k.a., personnel). The department or the pro-
fessionals that oversee that function within a company.

Industrial organization. Within economics, a field that is con-
cerned with the structure, conduct, and performance of indus-
tries and also with antitrust policy and enforcement.

Internal Revenue Service. In the United States, the federal agency
responsible for collecting taxes and administering the Internal
Revenue Code (IRC), now over 65,000 pages long.

Leveraged buy-out. Entity-level financing technique that favors
debt over equity.

North American Industry Classification System. Governmental nu-
merical scheme for classifying business activities in the United
States, Canada, and Mexico; in the United States, it replaces SIC
codes (see entry).
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oT

PDPs

R&D

S-C-P

SIC

SKU

SME

SPARC

VRIO

List of Acronyms

Organization theory. Within management, an academic discipline
concerned with the structure, processes, and culture of an organi-
zation and its relationship with its external environment.

Personal development programs. These are goals, usually annual,
to which employees commit to increase their knowledge and skill-
sets. Such programs are essential in high-growth companies, or
else the scope of the company will quickly outstrip the manage-
ment ability of those running it. Tell-tale sign: rising revenues and
falling profits.

Research and development. Sometimes called R&E (research and
experimentation) outside the United States.

Resource-based view of the firm. This theory has two key assump-
tions: (1) the resource endowment of a company is unique, and
(2) resources are nonportable.

Structure-conduct-performance paradigm that is widely used by
IO scholars.

Standard Industrial Classification. A numerical scheme devised by
the United States Bureau of the Census in the 1930s to classify
business activities; it is being replaced by NAICS (see entry).
Stock-keeping unit (unique item of inventory). More SKUs mean
greater complexity, which requires more investment in infra-
structure and increases the likelihood of error and rework.

Small and medium-sized enterprises. There is no consensus on
what the upper and lower limits of SMEs are, but, in this book,
we use SME to describe an organization that is bigger than one-
person or ‘‘mom-and-pop’’ business and has annual revenues
below $250 million.

Strategy, People, Architecture, Routines, Culture. The central
analytical framework of this book; it contains the universe of com-
pany-level causes of aberrant metrics (those that are well above or
well below industry or domain norms).

A framework devised by Ohio State’s Jay Barney to gain insight
into the durability of a capability; VRIO asks four questions: (1) Is
the capability valuable? (2) Is it rare? (3) Is it inimitable? (4) Is it
organizationally aligned?
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