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Business Evaluation

Objective:
This section will help business owners evaluate their current situation. With this information, owners can
determine if they need additional resources to pursue and fulfill a Games-related project.

Business Rationale:

Only a healthy business can meet its business obligations. This section is designed to assist businesses in
diagnosing operational strengths and weaknesses.

Understanding the current capacity of a business is essential before growing the business. It does not
matter if that growth is natural business growth, or the kind of accelerated growth created through
such special opportunities as the 2010 Winter Games. Capacity is often the limiting factor in growing a
business.

There are times when it is best to step away from an opportunity, even if it seems attractive. As a business
advisor, you can help business owners make rational business decisions.

The business evaluation section of the planning process is often the most valuable part of planning.
Once the leadership team understands the problems, the solutions are often self-evident.

CAPACITY

Capacity is usually associated with the scale of production or service delivery; it is, however, relevant for
each of the four main business areas:

J—

Marketing

2. Operations (production)
3. Human Resources

4. Finance

It is essential to know the effect of a Games-related project on the current capacity of a business. This
allows management to answer two questions:

1. Will this project require additional capacity?
2. If additional capacity is required, how can it be increased?

The following section provides diagnostic tools for businesses. Advisors should work closely with
business owners to help determine what shape the business is in, and what it will take to help them
Create the capacities required to meet future objectives. This module will only look at the operations,
human resource, and financial capacities.
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Operational Capacity

Operational capacity, also known as productive capacity, is the amount of products or services a
business can currently deliver in a specific period. Different measures include:

« Units per month (manufacturing)

- Billable hours per week (professional services)
-+ Meals served per hour (restaurant)

- Dollars sold per day (retail)

To take advantage of a Games-related project, a business must know if it has sufficient capacity in place
to maintain existing business operations and simultaneously undertake the additional commitment of
a Games-related project. If current capacity is insufficient and the company is still planning to engage in
a Games-related project, more operational capacity must be added in order to not jeopardize ties with
regular business clients and partners.

Human Resource Capacity

Human resource capacity, like productive capacity, is the volume of business possible with the current
HR complement. There are two important factors to consider.

1. The number of current employees (capacity).
2. The skill set of current employees (capability).

In order to complete a Games-related project, business owners must carefully examine their current
human resource capacity and capability. Then they must decide if they can achieve their goal with their
current staff, or if they will have to hire additional employees. Given the difficult labour market in B.C,
developing a strong human resource plan is essential to the success of Games-related projects and to
the long-term success of businesses throughout the province.

Financial Capacity

Few business owners think in terms of financial capacity. This is a common mistake, especially when
a business takes on an additional project. Not only must a project be completed, it must be financed.
Businesses finance two kinds of assets:

1. Capital assets, which include new equipment, machinery, automobiles etc.purchased to increase
capacity to take on a Games-related project.

2. Current assets, which include the additional accounts receivable and inventory financed as a part
of a Games-related project.

Failure to anticipate financial needs before beginning the project leads to financial disaster, usually
ending with a cash flow crisis. Module Two (Business Evaluation) helps to evaluate the current financial
situation through financial analysis. Module Three (Business Strategies) addresses financial planning and
forecasting.

For most entrepreneurs, financial capacity is the area which gives them the most difficulty, and
therefore the area in which you can be of greatest assistance.
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Chapter One: Operation and Production Measures

Business Rationale:

Working with these measures helps business owners and managers get a clear understanding of how
much they can currently produce or provide for their customers. This knowledge provides a planning
foundation for their 2010 Winter Games project as well as for future business development.

A business must know its current operating level and current operating capacity. There are three
definitions necessary to measure and plan operations.

Operating Capacity: The maximum level of output available.
Current Production: The current actual level of output.
Available Production: The difference between the operating capacity and the current production.

When undertaking a new project, a business must know whether they have the available production to
complete the project, or if additional capacity is required.

Figure 1 - Capacity

If a business has available production, it can use this
TOTAL CAPACITY . ) P o
< > to fulfill its Games project. If the project exceeds the
AVAILABLE B CURRENT available production, then the company will need to
PRODUCTION "‘ PRODUCTION . expand its total capacity. Our objective is to determine

the answer to these three questions for any business:
1. What is their operating capacity?
2. What is their current output?

3. How can the total capacity be increased, if necessary?

Operations are Industry Specific

Operational measures are different for differentindustry types. The following categories group businesses
with similar nature operations:

- Service (e.g. consulting)

- Service with capital (e.g. back hoe operator)

« Wholesale and retail (e.g. wholesale office supplies)
- Manufacturing (e.g. souvenir pin production)

- Construction (e.g. electrical contracting)

- Food Services (e.g. restaurant)

« Transportation (e.g. bus transport)

« Tourism (e.g. hotel)

It is important to match the business to the correct business type. Tourism examples will often fall
under other categories such as transportation services (e.g. tour operations) and food services (e.g.
restaurants).
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Service Businesses

In most service businesses, the unit of production is a billable hour. Usually there is a practical capacity
on billable hours. Eighty percent of a non-supervisory professional is generally considered capacity. In
short run, you can run people at a higher level (such as an accounting firm during Tax Season) but eighty
percent is the general rule.

Many entrepreneurs or business owners do not have the information required to make these
computations. A good advisor can help owners measure or estimate these calculations based on the
company’s current situation.:

Measure Formula Calculation
Billable Hours Billable Hours Billable Hours: Number of hours billed to clients
Per Person

Number of FTEs FTE: Number of full-time employees or their equivalents

This measurement determines overall business effectiveness. The support staff does not create billable hours.
You want to keep this number as high as possible.

Billable Hours Per Billable Hours Billable Hours: Number of hours billed to clients

Billable Employee # Billable of FTEs | #Billable Employee: Number of employees

who actively bill customers

This figure provides the average number of billable hours per billable employee. When this number is too low,
the firm is inefficient. If it is too high, the business may be losing customers due to long waiting periods.

Utilization Billable Hours Billable Hours: Number of hours billed to clients

Working Hours Working Hours: Hours worked by
employees who bill customers

There are about 2,000 working hours per year. With the right support, a professional can keep the utilization
level at about eighty percent. If it is too low, then there is either not sufficient work available, or billable
employees are spending too much time on non-billable areas.
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Service Example - Engineering Firm

A firm has four engineers, two drafts people, one managing owner, an administrator, and a receptionist.
Here is what its capacity might look like:

Position Number Total Billable Actual Billable |  Available Utilization
Hours Hours Capacity

Engineer 4 5,760 4,800 960 83.3%
Drafts Person 2 2,880 1,700 1,180 59.0%
Managing Engineer 1 720 500 220 69.4%
Administrator 1 Not Billable

Receptionist 1 Not Billable

Total 9 9,360 7,000 2,360 74.8%

Note: This is based on eighty percent of the total billable hours per year, accounting for statutory holidays, vacation time, and sick time.

Now this engineering firm can look at taking on an additional contract based on its utilization. There is
still some capacity in engineering and a great deal of capacity in drafting. Based on the chart above, this
company should approach any project as a way of increasing its overall utilization.

Service Businesses with Capital Assets

In some service businesses, the service provided depends on a capital asset. Examples include heavy
equipment operators, carpet cleaning, and garbage disposal companies. Instead of the focus being on
the use of a billable person, the focus is on a billable asset.

Measure Formula Calculation
Equipment Billable Hours Billable Hours: Hours billed for use of a particular piece of equipment
Utilization .

Working Hours Working Hours: Total possible hours equipment can be used

Business owners should track hours of use for each piece of billable equipment or take the information
from invoices. Working hours depend on the number of operators available and the maintenance for the
equipment. Many operators use 50 weeks for calculations of this sort, allowing two working weeks for
maintenance.

There are other variations for calculating utilization levels. Hotel occupancy, for example, is the number
of hotel nights rented over the number of hotel nights available.
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Service Example with Capital Assets - Bobcat

Two brothers have a bobcat with a front end and a back-end loader attachment and a truck to
transport the bobcat.

They have the following utilization:

Potential Billable Hours Actual Billable Hours Available Utilization
Capacity
2,800 2,600 200 90.3%

This leaves them with very little room to take on additional contracts. The exception would be if this
is a seasonal business and they are not busy during the contract period. They should also explore the
opportunity to purchase a second bobcat and hire an additional operator, otherwise this business is
likely to run into capacity issues if it attempts to take on an additional contract of any kind.

Wholesale and Retail

In this kind of business the capacity issues are simple. Since the company is not producing anything,
financial capacity is of greater concern than operating capacity. The important issues are:

- Availability of goods from the supplier
- Ability to load and unload shipments from the supplier

- Ability to warehouse and, if necessary, repackage goods from the supplier

Table 1 - Supplier Evaluation

Name of Supplier

Rate the following Excellent | Very Good Good Adequate = Unsuitable
on a5 pointscale (5 5 4 3 2 1
being excellentand 1

being unsuitable):

Speed of Delivery
Quality of Product/Service
Clarity of Invoicing
Price
Terms and Conditions
Knowledge of Sales Staff
Since the risk to a wholesale or retail company is the reliability of its suppliers, it is important to evaluate

the suppliers. The owners of the business can then decide if they want to find new or additional
suppliers in order to undertake a Games project. Remember, late delivery penalties apply even when

www.2010CommerceCentre.com H 2010 Commerce Centre

1 . 8 8 8 . .-_"|I ? 8 . 2 ':I 1 D B BC Olympic and Paralympic Winter Games Secresariat



A British Columbia Business Advisory Initiative | 2010 BUSINESS COACHING MANUAL MODULE T | CHAPTER ONE |PAGE 9

your supplier lets you down.

The most important operational aspects of this kind of business are timing, warehousing, and
availability issues. Wholesale and retail businesses should address the following questions:

Supplier Questions
1. Are there quantity restrictions on any items procured?

2. Are there timing restrictions on any items procured?

3. How long does it take from order to receipt of items?

Logistics Questions
4. How much inventory can be warehoused at any given time?

5. How long will an item remain in inventory?
6. Is repackaging required?

7. How long does repackaging currently take?

Retail Measures

Retail businesses should attempt to use available space as effectively as possible. Standard measures for
this capacity include:

Measure Formula Calculation
Sales per Sq. Ft. Sales Sales: Revenue generated in a specific store or department
Sq. Ft. Sq.Ft.: Area dedicated to generate the sales

Sales per square foot (or square meter) measures retail efficiency.

Gross Profit Gross Profit Gross Profit: Revenue less cost of goods

per Sqg. Ft. Sales per Sq. Ft generated in a specific store or department

Sq.Ft.: Area dedicated to generate the sales

Gross Profit per square foot (GP/Sq.Ft) measures profitability. Many retail outlets use this for merchandising
purposes, giving high GP/Sqg.Ft. areas prominence.

Net Profit Per Sq. Ft. Net Profit Net Profit: Revenue less cost of goods generated
Sq. Ft in a specific store or department

Sq.Ft.: Area dedicated to generate the sales

This provides a good way to compare on a store-to-store basis. Net profit is difficult to determine on a
department-by-department basis.
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Wholesale Example

Awholesaler has the opportunity to bid on a procurement project and determines the following answers
to their current evaluation:

1. There are no items with volume restrictions.

2. There is no change in the timing for increased ordering.

3. The time lag between order and receipt is six months.

4. The warehouse is only sixty percent full when the order is due.
5

. The items are distributed over a three-month period and will be repackaged. The repackaging
takes three days.

If the goodsin question can be supplied by existing suppliers who have a good record of accomplishment
for delivery and quality, there is an existing infrastructure to handle this business. Suppose that under the
same scenario the order was to arrive during a very busy period, there could be a capacity problem with
respect to either warehouse space or repackaging time. This could be enough to discourage the business
from capitalizing on a special opportunity.

Notice that this kind of evaluation is based on a series of “Yes/No" questions, rather than a series of
numerical measures. This is a no less formal analysis, just a different kind of analysis.

A “No" answer does not mean that the company should not pursue these opportunities, but does
indicate it will have to address the issue in order to proceed.
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Manufacturing

Operations are at the heart of any manufacturing business. A good manufacturing firm knows what
its capacity and capability will be before engaging in any major manufacturing decisions. Below are
some key measures in manufacturing. All of the measures in the Wholesale and Retail section are of
importance to a goods manufacturer, since numerous manufacturers are also wholesalers or retailers.

Measure Formula Calculation

Capacity Maximum Production Maximum Production: Maximum number

Time Period of units that can currently be produced

Time Period: Usually one year

This is measured in terms ofunits/day or billable hours/year. It represents the most a company could produce
per year under normal circumstances.

Utilization Actual Production Actual Production: Number of units

Capacity produced, usually per year

Capacity: See above

This shows actual against full capacity. It is an excellent measure as it shows how close a business is to its full
capacity.

Peak Utilization Peak Monthly Production Peak Monthly Production: Number of

Monthly Capacity units produced in the busiest month

Monthly Capacity: See capacity,
using month as the period

This shows the utilization during the busiest month. It is often a better measure of a limiting factor than
utilization.

Processing Time Measures

Processing time measures are critical to developing manufacturing and delivery schedules. These are all measured
in time periods, such as hours, days, or weeks. The following diagram illustrates the concept of processing time

measures:
ORDER PROCESSING | ORDER PRODUCTION ORDER DELIVERY
TIME TIME TIME
N > >4 >\
Y TOTAL TIME TO CUSTOMER U

Order Processing Time: The time it takes to accept the order and start production
Order Production Time: The time it takes to produce the ordered goods
Order Delivery Time: The time it takes to ship the order to the customer

Total Time to Customer: The time from the order to delivery

www.2010CommerceCentre.com H 2010 Commerce Centre
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Manufacturing Example

A manufacturing business is running at seventy five percent capacity, ranging between one hundred
percent in its peak time to fifty percent during its slow time. The owners know their order processing
time would mean that bidding on a contract would run them into their peak production period and
they do not want to disappoint their existing customers.

MAR APR | MAY JUN | JUL AUG SEP OCT | NOV | DEC @ JAN FEB  TOTAL

Actual 1,250 | 1,100 | 1,100 1,00 | 1,100 750 750 750 1,300 | 1,500 1,500 | 1,300 | 13,500
Production
Maximum 1,500 | 1,500 @ 1,500 | 1,500 @ 1,500 | 1,500 1,500 | 1,500 | 1,500 | 1,500 | 1,500 @ 18,000
Production

Utilization | 83% | 73% | 73% | 73% | 73% | 50% | 50% | 50% | 87% | 100% | 100% | 87% | 75%

Available 17% 27% | 27% 27% 27% 50% | 50% | 50% 13% 0% 0% 13% | 25%
Capacity

Capacity Formula 18,000 Units/Year
Utilization 13,500 75%

18,000
Peak Utilization Monthly Maximum Produced (Dec and Jan) | 100% (Full Capacity)

If a contract was within their total capacity, they might be able to reschedule and build inventory during
their slower periods in order to take advantage of the opportunity. (We discuss the cash flow implications
of this kind of decision in Module Three)
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Construction

Construction uses time-oriented measures during the construction period. There are three ways to
provide construction services:

- Use a hired construction crew
« Use subcontractors
- Use a combination of the above

The capacity of a construction company depends on the current projects under construction and the
crew available, both hired and subcontracted. One factor that often stands in the way of taking on new
projects is the number of supervisors or crew chiefs. Often this factor prevents construction firms from
growing. Consider this before taking on additional projects.

Food Services

Food services are similar to manufacturing. In a restaurant, the number of seats is the limiting factor,
while in a catering business it is the physical capacity of how much food can be prepared or transported
to a given location.

Measure Formula Explanation

Turnover Time Sitting Sitting: A complete meal
(Restaurant) Time Time: Measured in minutes or hours
Capacity Number of Seats X Turnover Number of Seats: Number of seats
(Restaurant) available in the restaurant

Number of Hours Open
Turnover: See above

Number of hours open: Hours a restaurant is open

This represents the number of patrons that can be served per day, week, month, or year, depending on the figure
used for hours of operation. To increase capacity, a restaurateur can increase seating or speed up turnover.

Capacity (Catering) Number Of Meals X Number of Meals: Number of meals that can
Available Dates be transported or prepared in a single job

Available Dates: The number of jobs
per year a caterer can fulfill

Most caterers have a maximum number of meals they can transport. This, multiplied by the number of available
dates, represents the annual capacity. To increase this capacity, a caterer would have to increase the number of
meals that can be transported, or increase the number of available dates.
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The following examples illustrate these measures.

Restaurant Example

A local restaurant wants to serve the increasing numbers of tourists visiting B.C. for the 2010 Winter
Games. The current situation is as follows:

Number of Seats 80

Average Sitting Time 0.75 Hours (45 Min)
Hours of Operation 70 Per Week
Capacity (meals) 7467

This would mean continuous turnover and every table full. The reality is a capacity of about sixty percent,
or about 4,480 meals per week. The restaurant could look at arranging for temporary seating or find a
way to increase the customer turnaround. This would help it take full advantage of the increased tourist
traffic due to the 2010 Winter Games.

1
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Transportation
Transportation is a function of two capacity factors:

1. The capacity of the vehicle.
2. The number of vehicle operators.

In this way, it is no different from the services and capital example. Transportation can be provided
for cargo, as a service to passengers, and in some cases both. Greyhound, for instance, carries both
passengers and cargo.

Measure Formula Explanation

Capacity (Cargo) Determined by vehicle's Amount of cargo that can be
technical specifications carried, usually in weight
or legislation

Load Utilization Average Cargo Average Cargo: Average amount

) carried over a time period
Capacity P

Capacity: See above
This is an efficiency measure. Owners want to keep the vehicle as close to capacity as possible.

Utilization Average # of Passengers Average # of Passengers: Average number

c of paying passengers over a time period
apacit
pacty Capacity: See above

This is an efficiency measure in percent for passenger-carrying commercial vehicles.

Passenger Number of Passengers X Number of Passengers: Number of
Kilometers Number of Km Traveled paying passengers over a time period

Capacity: Number of Km traveled

This takes passengers and distance into account and is a common measure in public transportation.

These measures will quickly indicate if a firm can take on a contract using existing capacity, or if it will
have to add capacity.
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Tourism

Tourism is an important sector in B.C. Unlike in the previous examples, tourism-oriented companies
stretch across many business sectors.

Retail Gift Shop Snack Bar Hotel Tour Bus

Providing Goods Food Services Capital Oriented Service | Transportation

Advisors should steer their clients to the most important measures. Not all measures are helpful to all
businesses. The objective is to determine:

+ How much revenue and activity the business currently produces?
« How much revenue and activity the business could produce? (capacity)

+ How much capacity needs to be added to complete their Games project?
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Chapter Two: Measuring Human Resources

Objective:
This section is devoted to evaluating current staffing levels and abilities.

Business Rationale:

There are skill and labour shortages in many communities throughout the province. In today’s labour
market, finding and keeping good employees is one of the most difficult challenges. The ability to
develop existing human resources may mean the difference between success and failure in a business
endeavor.

Many entrepreneurs and managers are ill-equipped to deal with this part of business. The starting point
is to determine the current level of capacity and capability of the existing team.

Capacity: The volume a business can achieve with the existing team.
Capability: The different goods or services a business is able to provide with the existing team.

Many opportunities created by the 2010 Winter Games will challenge businesses to grow their capacity,
their capability, or both.

Notice that capability in human resources includes goods and services that the business has the potential
to provide and is not necessarily producing at the moment. For example, an accounting firm may not
provide loan applications for business loans, but it may have the skill set to provide this service upon
request.

Managers are often uncomfortable with measuring human resources, let alone human resource planning
and forecasting, however, in order to succeed in a new, often large project, formal evaluation is critical.

Many of the measures in the previous chapter will have a human resource component in them. Many
business models have operations and human resources combined. We believe that it is important to
break them down for you, as advisors, and that you can decide if you want to explore human resource
capacity separately from operational capacity.
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HUMAN RESOURCE MEASURES

The following list provides systematic ways of determining human resource measures. They may not
be appropriate for all businesses. Owners and advisors should always consider whether the measure is
relevant to the specific company.

Measure Formula Explanation

Staff Turnover Number of Resignations Number Resignations: People who

quit in a one-year period
Number of Employees
Number Of Employees: Average number of

employees over a one year period

High staff turnover is often a symptom of poor morale or working conditions. High turnover increases recruiting costs and
reduces both efficiency and service levels.

Sales per Revenue Revenue: Annual revenue from the income statement

Employee (FTE) " ) .
Number of Employees Net Profit: Annual profit from the income statement

Number of Employees: See above

Net Profit
Profi Empl
rofit per Employee Number of Employees

This indicates labour efficiency and productivity. If it is dropping, then employment levels should be re-examined. If there
is a shift away from employees and towards subcontractors, then comparisons on a year-to-year basis may be inaccurate.

Average Salary Wage and Benefit Costs Wage and Benefit Costs: Taken from
the income statement. Include owners’
Number of Employees contributions to El, CPP, and WCB costs

Number of Employees: See above

This provides an indication of your pay levels. Companies should look at average salary in different areas of a larger
business. This figure should also be examined against changes in staff turnover to determine if wage rates are contributing
to turnover.

Training per Days Devoted to Training Days Devoted to Training: Track this separately
Employee and include on the job training days
(Days and Dollars) Number of Employees Training Expenses: Include wages and

Training Expenses training expenses in this calculation

Number of Employees

This is an indication of how much time and money is devoted to training. For companies who hire for attitude and then
train, this is an important statistic.

Absent Days per Sick Days Sick Days: This is the total number of absences
Employee in a set time period, usually per month or year
Number of Employees Number of Employees: See above

A change in absenteeism is often a precursor to a morale problem. Not only is the employee taking the sick days a
problem, other employees often resent the extra workload created by absenteeism.
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IMPORTANT ISSUES BY INDUSTRY

As with operations, human resource issues have subtle differences in different sectors. The following
section helps to distinguish some of these differences and lead to a better planning framework. Module
Three addresses human resource planning.

HR Issues in Service Businesses

In any service business, human resources is just one determinant of capacity of the business. You
can increase capacity by hiring more people or finding ways to use people more effectively. Using
a combination of the capacity measures, the business owners must be able to answer the following
questions:

1.
2.
3.
4.

What is our current capacity?
What services do we currently provide? (current capability)
What services could we provide, but do not currently provide? (potential capability)

How much would we have to invest to move towards our potential capability, if necessary?

A service business should also look at the capacity and capabilities that they can add using their current group
of advisors and subcontractors. One way to do this kind of evaluation is to complete the following grid:

Individual Current Capabilities Potential Capabilities

Subcontractor Current Capabilities Potential Capabilities
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HR Issues in Service Businesses with Capital Assets

Service businesses with capital assets go through a similar measurement process. They must look at
what they can currently do, and what they could potentially do with their equipment and those who
operate that equipment. Specialty equipment may require special training. In this situation, it takes time
to increase capability.

Individual/Operator Current Capabilities Potential Capabilities

Subcontractor Current Capabilities Potential Capabilities

HR Issues in Wholesale and Retail

Goods procurement is an area that many companies can use to lever their business to their greatest advantage.
They can use their buying power to purchase goods from around the world. This opportunity requires the
least in terms of human resource planning.

Human resources are an important factor when it comes to shipping, receiving, and repackaging. Companies
often take advantage of temporary labour for large shipments. This provides a more flexible solution than
direct hiring.

HR Issues for Manufacturing

There are two main factors to consider in manufacturing: design and production. Some Games-related
opportunities are clearly defined and do not require designing new products. Others are won or lost
depending on design capabilities. As a part of the business analysis process, manufacturers must be
realistic about their strengths and weaknesses in both design and production.

In terms of human resources, companies must answer the following questions.

What is our current capacity?

What do we currently produce?

What can we produce with our current capital?
What can we produce using our current skill set?

b A w N -

What can we design using our current skill set?
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This analysis, in conjunction with the measures in the operations section, will help entrepreneurs with
issues related to design and production.

HR Issues in Construction

Thisis an area of both opportunity and concern in the province of B.C. There is both a skilled tradespeople
shortage and a large demand for construction projects great and small. This has the effect of increasing
costs and prices. In construction, potential subcontracting capacity must be evaluated along with
currently employed staff.

Individual Current Capabilities Potential Capabilities

Subcontractor Current Capabilities Potential Capabilities

Construction companies may need to search for new employees or new subcontractors. The recruiting
section, found in Module Three, is particularly helpful for construction firms who need to increase their
capacity through human resources.

Companies with apprenticeship programs must account for classroom time where the apprentice
is unavailable for productive work, and for the potential as the apprentice moves towards his or her
qualification and certification.
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HR Issues in Food Services

You should encourage companies to divide their food service capabilities into two sections: production
and service. They can then evaluate their ability to increase food production or food servicing capacity
separately.

Food Production (Kitchen)

Individual Current Capabilities Potential Capabilities

Service Capacity (Servers, etc.)

Individual Current Capabilities Potential Capabilities

Transportation
From a human resource perspective, transportation is similar to service industries. Companies should be
aware of the driving and non-driving human resources, the class of license currently held, and the kinds
of driving they could do in the future.

Individual Current License Potential License
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Tourism

Tourism is an important sector in B.C. Unlike the previous sectors, defined by what they do, the customer
defines tourism. The measures for tourism are in their appropriate business sector. Some examples
include:

Retail Gift Shop Snack Bar Hotel Tour Bus

Providing Goods Food Services Capital Oriented Service | Transportation

In tourism industries, the ability to make visitors feel welcome is as important as the ability to perform
the task. Many businesses use ‘mystery shoppers’ to measure service from the customers’ point of view.

HR AND THE 2010 WINTER GAMES

A business should evaluate its human resources before deciding to engage in a Games-related project
or opportunity. Warning signs that a company is not Games-ready include:

1. High Staff Turnover: This may make completing a project difficult, or very expensive.

2. Recruiting Difficulties in the Required Field of Expertise: This could make taking on the additional
work difficult.

Companies demonstrating great potential for increasing their human resource capacity include those
with:

1. Good Staff Morale: The final push of a Games-related project may require ‘all hands on deck.

2. Good On-time Delivery Performance: Although this is an operational measure, it is an indirect
reflection of the health of the human resource aspect of the business.

3. Good Potential Capability Indicators: This shows that a firm is ready to take on new challenges.
Human resource evaluation is an essential part of human resource planning. Itis also a potential roadblock

to capitalizing on Games opportunities. Increasing human resource awareness before, during, and after
the 2010 Winter Games is an important legacy to businesses throughout B.C.
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Chapter Three: Financial Analysis

Objective:

A business’ financial capacity is based on its current financial situation. Before accepting any commercial
opportunity associated with the 2010 Winter Games, businesses need to know their capacity to finance
future projects.

Business Rationale:
Any major project must be financially viable. In this chapter we will examine working capital financing.

One of the best ways to diagnose the financial health of a business is to use ratio analysis. Calculating
financial ratios is an integral part of the planning process.

Ratios alone mean nothing. For example, 50 kilometers per hour (KPH) is not very fast on the freeway
(rush hour notwithstanding), but is very fast if you are running! All ratios, financial ratios included, need to
be compared to something else in order to make sense. There are three ways to compare your results:

+ Results compared to history (this year vs. last year)
+ Results compared to an objective (actual vs. budget)
+ Results compared to industry standards

Finding industry standards require research. Trade associations often provide key financial ratios to
their members. Performance Plus found on Industry Canada’s Strategis website (http://strategis.ic.gc.
ca/epic/internet/inpp-pp.nsf/en/Home) provides select industry ratios for Canadian businesses with
under $5,000,000 in annual revenue.

Financial Analysis Template

Afinancial analysis template is provided as part of the 2010 Business Coaching Manual to assist businesses
with their financial planning efforts. You can use it to perform financial analysis for up to three years. You
may give this to the entrepreneur, or you can complete it for the entrepreneur.

www.2010CommerceCentre.com -

r—
1 888 778 2010 TR 2010 Commerce Centre

BC Otympic and Paralympic Winter Games Secresaria



A British Columbia Business Advisory Initiative | 2010 BUSINESS COACHING MANUAL MODULE TWO | CHAPTER THREE | PAGE 25

Income Statement Ratios

Measure Formula Explanation

Percent to Sales Expense or Profit This ratio is a percentage. It says, for every dollar

in revenue, X % goes to a particular expense.
Sales

Things to Watch For: Look for large increases or decreases in these ratios. When there is a dramatic increase in
the percentage it can reveal a lack of cost control.

Gross profit decreases can be a result of poor cost control or poor pricing.

Balance Sheet Ratios

Measure Formula Explanation

Percent to Asset Asset Measures the % of assets as part of Total Assets.

Total Assets

Liabilities Measures the % of assets financed by debt.

Total Assets

Equity Measures the % of assets financed by equity.

Total Assets

Things To Watch For: Any rapid changes between years can reveal problems. Rapid changes in inventory or
accounts receivable can be early signs of cash flow problems (see Working Capital Ratios).

Working Current Assets Measures the ability of a company to
Capital Ratio repay debt due in the next year. For every
Current Liabilities dollar in current liabilities there is this
number of dollars in current assets.

Quick Ratio (Current Assets - Inventory) Measures the ability of a business to repay
(Acid Test) debt due in the next year with cash, liquid
Current Liabilities investments, and accounts receivable. Inventory
is subtracted because it may sell for less than
paid for if sold as inventory or in distress.

Working Capital and Quick Ratios are both liquidity ratios. If they drop too low, a cash crisis may occur. Banks,
especially those providing lines of credit, examine these ratios carefully. Working Capital Ratios should be
above 1.5:1 and Quick Ratios should be at 1:1.
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Debt to Equity Total Liabilities For every dollar invested, the number borrowed

Ratio from the bank or provided by suppliers.
Owners’ Equity

Debt to Owners' Outside Liabilities This adjusts the shareholders' loans into
Contribution ) o the equity part of the balance sheet.
Owners’ Contribution Legally this is debt, but practically it is the

owners’ investment in the business.

These ratios will indicate the likelihood a business can borrow money from the financial institution. The financial
institution is taking more risk when the debt to equity/owners’ contribution ratio is high. The market value of
the underlying asset determines the allowable debt to equity ratio.

Owners' Contribution = Equity 4+ Shareholders’ Loans

Outside Liabilities = Total Liabilities - Shareholders’ Loans
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Turnover Ratios/Days

Measure Formula Explanation
Inventory Turnover Cost of Material Measures the number of times
inventory is replaced per year.
Inventory
Days Inventory 365 Days Measures how long it takes to turn
inventory into revenue/sales.
Inventory Turnover

Things To Watch For: If inventory is too high, companies risk cash flow problems. If inventory is too low,
companies risk facing out-of-stock situations. Watch for large changes in the inventory turns.

Accounts 365 Days Measures the number of times the
Receivable (AR) receivables are replaced each year.
Turnover Inventory Turnover
Average Days 365 Days The average number of days it takes
Receivable to collect accounts receivable.

AR Turnover

Things to Watch For: If the AR days increase substantially, owners should examine their invoicing, credit, and
collections. Left unchecked, slow collections can result in a reduction in the available line of credit or other
cash flow crisis.

Accounts Payable Cost of Material Measures the number of times

(AP) Turnover payables are replaced each year.
Accounts Payable

Average Days 365 Days The number of days it takes to pay

Payable down the accounts payable.
AP Turnover

Things to Watch For: Although high AP days may seem like a good thing, suppliers may stop shipment if
invoices are not paid.
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Return Ratios

Measure Formula Explanation
Operating Return Net Profit The return on assets tells us how effectively
on Assets the company has employed the assets under

Owners' Assets management’s control.

Operating Return Net Profit The return on equity tells us how much the

of Equity ‘ owners have received as a return on their
Owners Equity investment in the business.

Operating Return on Net Profit The return on equity tells us how much
Owners’ Contribution o the owners have received as a return
Owners’ Contribution on their investment in the business. We

adjust this for shareholders' loans.

Return on Sales Net Profit This is also a % to sales ratio and tells us for
each dollar in sales, how much is left over as

Total Revenue profit.
Gross Profit % (Revenue - Cost of Goods) This is also a % to sales ratio, and tells us the

% of revenue available to cover overhead

Revenue expenses and profit.

Things to Watch For: It is self-evident that a company wants to increase profitability. An increasing net profit
and decreasing return on assets can indicate inefficiency. If this is caused by a recent capital asset purchase
then it is probably not a cause for concern.

It is advisable to review this analysis with clients. Looking at it on a time series basis gives the owners the
ability to determine the direction of their business. For example, if the debt to equity ratio is too high, the
ability of the business to borrow additional funds is in jeopardy.

All these ratios have potential importance in all businesses. However, different ratios have different levels
of importance in different industries. We will now look at our list of opportunity groups and discuss the
key ratios to watch for that industry. Remember to look at the numbers in relation to one another.
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Financial Issues in Service Businesses
A service industry with low capital costs and a low cost of goods sold is perhaps the easiest case when
looking at financial dynamics. The ratios to watch are:

Accounts Receivable Days: Since there are few accounts payable, an increase in accounts receivable
days could indicate a failure to collect quickly enough or a problem with debt recognition.

Net Profit on Sales: If this percentage drops, it is often an indication of one of three things:
« Prices are dropping
« Overhead costs are increasing faster than sales

« The owner is less able to produce billable hours as his or her time is being spent running the
business

In Module Three there is an example of a service business that experiences a large, temporary cash
deficit due to financing accounts receivable.

Service Business Example

Current Year Previous Year Two Years

Previous

Revenue $500,000 $400,000 $300,000
Net Profit $50,000 $45,000 $40,000
Return on Sales 10.0% 11.3% 13.3%
Accounts Receivable $62,500 $44,444 $30,000
Accounts Receivable Days 46 4 37

Notice that the return on sales has dropped from 13.3% to 10% while at the same time the accounts
receivable collection has increased to 46 days. This trend indicates an underlying problem in efficiency,
pricing, and collection which must be addressed.

Service Businesses - Capital Oriented

As mentioned in Module Two, a business with high capital costs depends on the utilization of capital
assets. The direct operating costs of the capital asset must also be taken into account (including both
the direct costs and operator costs if applicable). The ratios to watch include:

Debt to Equity/Owners’ Contribution: If this is too high, or is growing, it can limit the ability of the
company to expand.

Net Profit Percentage: If this drops, it could indicate one of three things:
« Decreasing prices
« Decreasing utilization

+ Increasing operating costs
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If the higher operating costs include a new, non-owner operator, this can skew the historical analysis. If
these are stable, this business could be in a perfect position to use a project to purchase capital assets
for a long-term capacity increase.

Financial Issues in Wholesale and Retail

These businesses depend on profit margin and turnover of inventories and receivables. Here are the
ratios to watch in Wholesale and Retail:

Gross Profit (GP) Percentage: Dropping GP can mean that lower prices are being charged or that the
business has taken on lower margin goods. This is only a good idea if there is fast turnover on these
goods.

Inventory Turnover: Next to GP, this is the most important measure in business. Low turnover can lead
to huge cash flow problems. One ratio, common in retail, that combines these two concepts, is GMROI
(Gross Margin Return on Inventory). This is used to compare different products or departments within a
retail business. It provides a trade-off between margin and turnover.

Accounts Receivable Turnover: In a wholesale business, a slight delay in payment can create cash
flow issues. If the accounts payable is greater than the accounts receivable days plus inventory days, the
situation is mitigated. When this is not the case, decreasing AR turnover can be an early sign of a cash
flow problem.

Retail Example

Consider the following example. Sales are continually increasing and gross margin is decreasing but the
inventory is turning over more quickly. This company is improving substantially because the inventory
has generated more gross profit.

Current Year Previous Year Two Years

Previous

Revenue $1,000,000 $900,000 $800,000
Cost of Goods $570,000 $504,000 $440,000
Gross Profit $430,000 $396,000 $360,000
GP % 43% 44% 45%
Inventory $108,000 $105,000 $100,000
Inventory Turns 5.28 4.80 440
GMROI 398 377 3.60

The retailer has succeeded in making the inventory work harder and thus, improved the cash flow
situation. Your first reaction might be to look at the dropping gross profit percentage and worry, but
taking into account the increase in inventory turnover you will see a very healthy balance sheet.

To provide goods, a business must be on stable working capital footing or the financing of the inventory
and/or the accounts receivable can bankrupt the business (see Cash Flow in the financial planning
section).

| PAGE 30
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Financial Issues in Manufacturing

Manufacturing is the most complex of all industries in that most manufacturers have both fixed asset
needs and working capital needs. Analysis of goods manufacturing uses ratios from retail, wholesale,
and capital cost oriented services businesses:

Debt to Equity/Owners’ Contribution: If this is too high, or is growing, it can limit the ability of the
company to expand.

Gross Profit (GP) Percentage: Dropping GP can mean that lower prices are being charged or that the
business has taken on lower margin goods. This is only a good idea if there is fast turnover on these
goods.

Inventory Turnover: Next to GP, this is the most important measure in these businesses. Low turnover
can lead to huge cash flow problems.

Accounts Receivable Turnover: In a wholesale business, a slight delay in payment can create cash
flow issues. This can be mitigated if accounts payable is greater than the accounts receivable days plus
inventory days. When this is not the case, decreasing AR turnover can be an early sign of a cash flow
problem.

Manufacturing businesses must avoid the temptation to reduce prices to increase sales volume
unless they can move inventory quickly, get paid quickly, and use existing capital assets.
Failure to do this could create irreparable damage to the financial health of the company.
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Example Balance Sheet Manufacturing

Current Year Previous Year Two Years Previous
Accounts Receivable $75,000 $65,000 $50,000
Inventory $125,000 $100,000 $90,000
Current Assets $200,000 $165,000 $140,000
Capital Assets $600,000 $300,000 $340,000
Total Assets $430,000 $465,000 $360,000
Line of Credit $82,500 $30,000 $45,000
Accounts Payable $62,500 $50,000 $45,000
Term Debt $300,000 $250,000 $150,000
Total Liabilities $445,000 $330,000 $240,000
Equity
Retained Earnings $125,000 $100,000 $80,000
Current Earnings $30,000 $25,000 $20,000
Total Equity $155,000 $125,000 $100,000
Total Equity and $600,000 $455,000 $340,000
Liabilities
Debt Equity Ratio 2.87 2.64 240

Notice the debt to equity ratio. As this business grows (almost doubling assets in two years), the ability
to finance assets diminishes. Although this firm has strong capital assets, it is quickly reaching maximum
debt levels. If the company continues to grow, it may have difficulty financing working capital due to
high debt to equity ratios.
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Financial Issues in Food Services

Food services providers, whether they are caterers or fixed location restaurants, should look carefully at
food costs and labour costs. It is common in food services to divide and measure service and kitchen
staff separately. This provides a better idea of which costs to control. Ratios to watch include:

Food Cost to Sales (% to Sales): This measures the food cost to revenue. When this ratio increases, it is
an indication of either not passing on food costs or excessive waste.

Labour Cost to Sales (% to Sale): This measures the labour cost control, and in a restaurant can be
broken out between floor staff (servers) and kitchen staff (cooks, dishwashers etc.).

Debt Equity/Owners’ Contribution: This is important in catering, especially if the capital equipment is
at or near capacity.

Business owners can use Games-related opportunities to increase capacity or to develop new capabilities
within the food services industry. A restaurant could use a Games opportunity to purchase catering
equipment and develop a separate catering stream for their business.

Financial Issues in Transportation

Transportation has characteristics of capital cost oriented services along with the variable costs associated
with food services. Consider these measures along with operational ratios, especially utilization measures
to diagnose the health of transportation businesses. Ratios to watch include:

Operating Costs to Revenue: When this goes up it shows that the owner is not able to pass operating
costs on to the customer and means that a higher capacity is required to make a profit.

Debt/Equity Ratio: High debt to equity ratios limit the company’s ability to grow the business using
bank debt. This can have a limiting factor towards increasing capacity.

Tourism

Tourism is an important sector in B.C. Unlike the previously discussed sectors, defined by what they do,
the customer defines tourism. The measures for tourism are in their appropriate business sector. Some
examples include:

Retail Gift Shop Snack Bar Hotel Tour Bus

Providing Goods Food Services Capital Oriented Service | Transportation

Tourism businesses often lack hard assets, and therefore are difficult to finance. Retail and restaurants are
particularly difficult, especially when it comes to bank financing.
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DANGER SIGNS IN BUSINESS

The Danger with Inventory

All things being equal, inventory should grow no faster than sales. One problem, which occurs when a
business is growing, is increasing inventory or accounts receivable. Growth is hampered when these two
ratios increase simultaneously. This may preclude the business from pursuing a Games project. Consider
the following example. Notice that the sales are growing, but the inventory is growing disproportionately.
The company will have a cash crisis if the situation is not addressed.

Current Year Previous Year Two Years

Previous

Revenue $750,000 $600,000 $500,000
Inventory 90,000 65,000 50,000
Cost of Goods $300,000 $240,000 $200,000
Inventory Turns 3.33 3.69 4.00
Days Inventory 110 99 o1

If the trend continues, more and more of the working capital will be tied up in inventory. This can
preclude growth. As an advisor, it is valuable to point this out to the business owners before they take
on any additional work.

The Danger with Accounts Receivable

Current Year Previous Year Two Years

Previous

Revenue $750,000 $600,000 $500,000
Accounts Receivable 93,750 60,000 41,667
Inventory Turns 8 10 12
Days Inventory 46 37 30

In the same example, notice what happens when the accounts receivable are collected more slowly. Not
only does the AR go up with the sales, but also it goes up due to the slow collection period. This slow
collection can make financing receivables very difficult.

These examples are industry independent. If these conditions occur in any business, they are warning
signs of a cash flow crisis.
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FINANCIAL ANALYSIS SUMMARY

This chart is a helpful guide to matching the specific financial issues to industry types:

Industry

Service

Service with Capital

Wholesale and Retail

Transportation

Manufacturing

Food Services

Things to Watch For

- AR turnover

-+ Net profit to sales

- Debt/Equity ratio

« Net profit to sales

« Gross profit %
+ Inventory turns (GMROI)

+ AR turns (wholesale only)

- Debt/Equity
« Gross profit %

« Inventory and AR turnover

- Operating costs to revenue

+ Debt/Equity ratio

- Food cost and labour to sales ratio

+ Debt to equity

MODULE TWO | CHAPTER THREE | PAGE 35
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