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Analyzing Expansion
This article is meant to provide some guidelines for financial planning and financial modeling in evaluating the payoffs and managing the risks of business growth and expansion.
In the free market system all the people a business must satisfy want more.  The business therefore must be able to create more …. It must grow and expand to survive.
There are other economic systems besides the free market system, however none of the other systems produce excess, and they focus on allocating scarce resources through centralized power and decision-making. 
In the 1991 movie, Other People’s Money, Larry Garfield explained “the only reason any of you became stockholders in the first place. You want to make money! You don't care if they manufacture wire and cable, fried chicken, or grow tangerines! You want to make money!”
The object of being in business it to make a molehill into a mountain … to grow and create more economic value to satisfy 1) the people who work for it (the employees), 2) the people who buy from it (the customers/clients), 3) the people who sell to it (the vendors), and 4) the people who finance it (the equity and debt investors).  Businesses exist because people want it based on demand.  A business will fail if it cannot provide value or oversupplies the demand, driving the value below the cost of delivering the product or service.
Growth can be approached from the following generic growth strategies:
· Diversification (New Products/New Market)
· Market Development (Existing Products/New Market)
· Product Development (New Products/Existing Market)
· Market Penetration (Existing Products/Existing Markets)
According to Warren Buffet, “the thinking precedes the investment.”  
According to Peter Drucker, “There are no risks, only opportunities.  The purpose of a business is to create a client.” Consider the Drucker questions, 1) Who is our client, 2) Where is our client, 3) What is value to our client, 4) Which needs of its needs are not presently satisfied?”
Much in the same way as the Chinese do not have two words for crisis, and so when they want to convey the concept of crisis, they write two symbols: one for risk and the other for opportunity.
Enabling activity is one that supports core activities
Which products, services customers, vendors, employees or financiers are unprofitable?
Why are they unprofitable?
What changes are required to make them profitable?  Is the firm’s market focus wrong?
Are the processes too costly?
What are the opportunities for cost reduction?

William O’Neil in his book, How to Make Money in Stocks, he illustrates with the Red Dress Story.
The Red Dress Story
“Investing in the stock market is really no different from running your own business.  Investing is a business and should be operated as such. Assume that you own a small store selling women’s clothing.  You’ve bought and stocked women’s dresses in three colors: yellow, green, and red. The red dresses go quickly, half the green ones sell, and the yellow ones don’t sell at all.
What do you do about it?  Do you go to your buyer and say, “The red dresses are all sold out.  The yellow ones don’t seem to have any demand, but I still think they’re good. Besides, yellow is my favorite color, so let’s buy some more of them anyway”?
Certainly not!
The clever merchandiser who survives in the retail business looks at this predicament objectively and says, “We sure have made a mistake.  We’d better get rid of the yellow dresses.  Let’s have a sale.  Mark them down 10%.  If they don’t sell at that price, then mark them down 20%. Let’s get our money out of those “old dogs” no one wants, and put it into more of the hot-moving red dresses that are in demand.”  This is common in any retail business.  Do you do this with your investments? Why not?
Everyone makes buying errors.  The buyers for department stores are pros, but even they make mistakes.  If they do slip up, recognize it, sell, and go on to the next thing.  You don’t have to be correct on all your investments decisions to make good net profits. Now you know the real secret to reducing your risk and selecting the best stocks: stop counting your turkeys and get rid of the yellow dresses!”

Financial Planning and Analysis
The key to successful growth is identifying the greatest opportunity with the greatest risk adjusted payoff.  Best results are attained, not by a gut feel or copying what some competitor is doing, but by employing a higher level of financial analysis to determine the best use of the resources and at what risk.   In quantitative terms ask, what is the level of confidence plus or minus one standard deviation?
The sustainable growth rate of a company, without changing the capital structure can be calculated by multiplying the return on equity (ROE) times the retention rate (RR) of the net income.  If additional capital is not available, this will constrain the expansion opportunities and dictate the examination of real options.  One may also consider abandoning current products or services that are value destroyers and have the effect of reducing the value of the firm.
Real options deal with the analysis and value creation of whether to expand, delay or abandon.  
Real options:
· Option to expand positive net present value (NPV)
· Growth – The option to capitalize on an earlier investment.
· Interacting options –Multiple Options, including the option to defer, expand, or to switch.
· Delay  negative current NPV--no significant competitive advantage or edge
· There may be future competitive advantages—the option to delay investment outlays until the time when the investment is more profitable.
·  Multistage entry—the option to make investments in successive stages with the right to abandon the project as more information becomes available.
· Abandon Negative NPV
· Flexibility to switch—the option to alter output or input mixes in changing demand or prices.
· Enter or exit—the option to stop using the assets, realizing salvage value.
Real options are not passive investments – managerial actions can influence their outcomes and performance.  Additionally, investing in new projects often brings with it a potential increase in the firm’s future opportunities.  Opportunities are, in effect options – the right to take some right action without the obligation to take some future action. Any project that expands the firm’s opportunities has positive option value.  Conversely, a project that reduces the future opportunities has negative option value.  A project’s impact on the firm’s opportunities or its real option value may not be captured by conventional Net present value (NPV) analysis.  Therefore the option value should be evaluated separately, and the combined with the NPV analysis to arrive at the total economic value added (EVA).
"In the middle of difficulty lies opportunity."  Albert Einstein
Netflix story
The Netflix story started in 1997 when founder Reed Hastings was assessed a $40 late fee for a VCR rental.  He thought there must be a better way to approach the movie rental business.  Remember in 1997, DVD players were 1% of the market and cost around $600.00.  Reed began to investigate how create a movie rental business by mail.  He found out there was an innovation coming—DVD disks to record movies.  If there was going to be a paradigm shift, there would be an opportunity for a change in the distribution channel for media.  Choosing to plan for the change and deferring implementation until the timing was right illustrates the option to defer.
Enabling technology provides tools that enhance technology from other industries.
· Firms cannot employ advanced logistical techniques, for example, unless high-quality transportation infrastructure is in place.
· Firms cannot grow effectively using high-service strategies unless they can access well-educated people.
· Firms cannot compete efficiently under onerous amounts of red-tape and regulations requiring endless dialogue with government or under a court system that fails to resolve disputes quickly and fairly.
Analyzing expansion is not an easy task.  Superficial analysis and examination of the business strategies and integration of expansion can easily take the company off course wasting time and valuable resources.   Opportunities last nanoseconds, regret can last a lifetime.
Legacy Investment Management, LLC can help analyze and evaluate your growth alternatives.








©Legacy Investment Management, LLC

