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ECONOMICS AND ADMINISTRATION

CREATING A VALUE DRIVER TREE AS AN ELEMENT
OF INFLUENCE ON THE INDICATORS
OF THE FINANCIAL STATE OF THE ENTERPRISE

Author — Dashchenko O.
Supervisor — Kasianova A.
Kyiv National University of Trade and Economics

This article contain information about current ways of using value
driver tree as way to influence on the indicators of the financial state of the
company. ldentified how the using of value drivers tree are useful to
increase the efficiency of the company by combining value drivers that are
decomposed into key performance indicators.

Assessment of the financial status of the enterprise is one of the im-
portant elements in the management system and the adoption of various
business decisions. It is of interest to investors, lenders, suppliers of logis-
tics, government agencies and production managers [1]. One of the im-
portant financial tasks at the enterprise is to make the system of evaluation,
analysis and decision making simpler, more convenient and technological-
ly efficient. The decision tree is a vivid example of solving this problem.

Among the scholars who considered the theoretical and practical as-
pects analysis and the search for effective financial solutions using the tree
of factor estimation there areRappaport A., Meier M, Sinzig W, Mertens
P., BrandenburgR. Akkiraju and R. Zhou, I. Herman, G. Melancheon, and
M. S. Marshall. Also it's worth to emphasize the impact of those scientists
as A. Kerren, H. C. Purchase, and M.O. Ward. The development of scien-
tists and practitioners in the field of tree management of factor estimators,
in particular C. Tian, R. Cao, W. Ding, H. Zhang , and J. Lee et al.

The purpose of writing this article is to analyze the Value driver mod-
el as a way of visualizing and analyzing the flow of value from one part of
particular organization to another, regardless of an industry. Based on the
purpose of the study, we have set the following objectives: to explore the
diversity of models; to identify the advantages, disadvantages and possibil-
ities of applying value tree drivers to an enterprise. The article uses the
analytical methods of the study, as well as the method formalization,
modeling,value driver tree approach, applied Gordon model
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In corporate finance, value driver trees (VDTs) are usedas aninstru-
ment in value-based management. Value-Based Management is a concept
which enables to enhance the techniques through which corporate value is
improved.

An important part of VBM is a deep understanding of the performance
variables that will actually create the value of the business — the key value
drivers. Such an understanding is essential because an organization cannot
effect value directly on value. It has to act on things it can influence —
profitability, customer satisfactions, cost, capital expenditures, etc.
Moreover, it is those drivers of value through which senior management
learns to understand the rest of the organization's performance and to
establish a dialogue about what it expects to be accomplished [2].

Accordingly, relying on [3], we can generalize the main keypoints
which characterize and give further explanation of value drivers as a value-
based phenomenon.

Value drivers are:

ethose attributes that distinguish successful companies and set them
apart;

ethey reduce risks perceived in owning a business;

ethey increase the prospect and likelihood of future growth;

ethey create and drive sustainable value;

ethey make a company more valuable than another;

ethey enhance value and provide justification for a premium price [3].

According to A. Rappaport [1], who was the first to highlight this top-
ic in literature in 1986, business value depends on the seven value drivers:
sales growth rate, operating profit margin, income tax rate, working capital
investment, fixed capital investment, cost of capital, and forecast duration.
While these drivers are critical in determining the value of any business,
they are too broad. To be useful for many operating decision is needed
establish for each business the micro value drivers that influence the seven
financial or macro value drivers [2].

Figure 1 demonstrates the tree of micro and macro value drivers
which was elaborated by A. Rappaport and extended by the author regard-
ing to the realities of Ukrainian enterprises and the aims that they set to
their performance.

An assessment of these micro value drivers at the business unit level
allows management to focus on those activities that maximize value and to
eliminate costly investment of resources in activities that provide marginal
or no potential for creating value [1]. Isolating these key micro value
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drivers enables management to target business unit operations that have the
and those most easily controlled by man-

most significant value impact

agement.
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Figure 1. Extended by the author on the basis of the model Micro
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A business unit value driver analysis is accomplished in three steps
[1]:

oThe first step is to develop a value driver "map" (value driver tree) of
the business. This involves identifying the micro value drivers that impact
sales growth, operating profit margins, and investment requirements.

eArmed with a better understanding of micro value driver relation-
ships, the next step is to identify the drivers that have the greatest impact
on value.

oThe third step in the assessment of the value drivers is to isolate driv-
ers that management can influence [2].

So, value driver trees (VDTs) are used to model (parts of) a business
and visualize the calculation of a business’s value drivers, i.e., key perfor-
mance indicators measuring the value added by a company’s business
activities.

Originally, this type of representation was used in DuPont analysis
(orig. DuPont-System of Financial Control) to evaluate a company’s return
on equity (ROE), its profitability on investment and growth. From this, the
VDT has been extended to incorporate a whole range of analysis models to
support decision making and understand the relationships and components
that make up a business’s revenue and profitability. As a result, these trees
now make up an essential tool to allow the comprehension of a business as
a system model [8].

Based on the researches [4, M. Brandenburg] we can resume the
purposes of the VTD application:

oto identify where the biggest constraints are in an organization's abil-
ity to create value.

ein conjunction with sensitivity analysis to show which areas are at
greatest risk for failing to deliver value.

oto value a range of different investment options to find the optimal
combination for creating value.

oto provide transparency at the individual employee level to see how
they contribute to the creation of value.

eallow you to benchmark operations that were previously too different
to compare through traditional benchmarking methodologies.

One of the basic elements of corporate value is the operating cash
flow. We can use it an instance to visualize ability of VDT to be an ele-
ment of influence on the indicators of an enterprise financial state.
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Planning of future operating cash flows takes place using value driv-
ers. A. Rappaport considers the following value drivers:

Cash Flow = Cash inflows — Cash outflows =

= [(Previous year's sales)*(1+Growth rate of sales) x Operational
profit margin.

These are independent of the industry and type of business and are
therefore classified as generic value drivers [1]. They can be augmented by
business-specific value drivers that are particular to a firm. Using both
together we can arrive at operational key figures for planning. The tree
diagram (figure 2) helps visualizing the relationships between value drivers
and key figures.

The figures (value drivers) that merit the most consideration are those
over which the company has a large degree of control (influence) and
which greatly influence the corporate value (effect).

So, using value drivers tree, we can select micro-key drivers and it
will help analyze narrower branch of financial activity.

To apply the value-based models for influencing on the indicators of
the financial state of the enterprise we can build decomposition of free cash
flow based on financial statement of PJSC "Zhytomyr Butter Plant".

Figure 3 demonstrates the decomposition of the free cash flow accord-
ing to the financial results of the company. As we can see, the amount of
free cash flow is pretty low for this company.

To determine the causal relationship between a value driver and its
children value drivers needs to be defined first. In certaincases, it is diffi-
cult to come up with quantitative relationships between a value driver node
and its children nodes, because the empirical data for applying regression
methods is not always available. So it's going to be in the case to use the
Gordon model [5] that is based on estimating elasticity indexes of enter-
prise value.

It is necessary to assess the value of sensitivity to changes in its com-
ponents to address the issue of effective levers of influence on the value of
the company. For these purposes, it is convenient to consider the elasticity
of cost in these variables.
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Net Sales
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Figure 3. Free Cash Flow decomposition map
(developed by the author)

The term "elasticity" shows the percentage change valuation of the
company if the cost of the investigated factors ceteris paribus change by
1%. And the cost of the company on the Ukrainian market increases when
the financial condition of the enterprise improves.

Elasticity of the cost of the company at the cost of capital is calculated
by the formula below:

E, = —— (1.1)

Applying the formula to the data on the company PJSC "Zhytomyr
Butter Plant", we obtain the following equation:
0,37

=037 029"

—3,08
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The negative sign of elasticity in formula (1.1) means that an increase
in capital costs, with other conditions remaining equal, leads to a decrease
in the value of the company.

The elasticity of the cost of the company for the cost of goods sold is
as follows:

1-T

Ec =~ (1.2)
Eo=——— 2 __—.86.1
12317,4/1326228

So, the greater share of the cost is in sales (the lower the profitability
of production), the more effective the company actions to reduce costs will
be in order to improve the financial condition (if other conditions are not
changed in process).

The elasticity of the value of cash flow by revenue is as follows:

_1-T 1-0.2
S T FCF/S T 12317,4/1774311

=115 (1.3)

Equation (1.3) shows that an increase in sales revenue (other things
being equal) leads to an increase in the value of the company, and the
dependence is nonlinear, which means that the lower the profitability of
sales, the stronger the percentage effect of revenue on the company's value
change.

Elasticity on profit:

A= 2 1-0.2
S 7 FCF/EBIT ~ 12317,4/164373

=10.68 (1.4)

From the expression (1.4) it follows that the increase in profits results
in a proportional increase in the value of the company.
Elasticity of an enterprise by additional investments:

-1 -1
'™ pcry1 — 12317,4/119181°

-9.68 (1.5)

The negative sign of elasticity in formula (1.5) means that an increase
in additional investments (with other conditions remaining equal) leads to a
decrease in the value of the company.

According to the calculations of value elasticity of different factors we
can see that the largest influence have such drivers as revenue and cost of
goods sold. Thus, in order to boost the cash flow potential of a company
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the most efficient will be company actions for optimizing the factors of
revenue and cost of goods sold.

Conclusions

In summary, this case study was able to demonstrate the following:
VDT model of the metrics and value drivers of the individual activities is a
powerful means of understanding the true impact of decisions made on
costs, production, and ultimately value. It exposes the business logic and,
even more importantly, integrates all individual disciplines, activities, and
variables across the full value chain so that the impact on value can be
determined.

As noted above, building VDT allows to focus on key management
points of the company. One of the most important factors in the growth of
value is the ability of an enterprise to generate cash tflows. An important
component of cash flow management is their analysis. The offered method
of analysis includes the division of drivers according to the levels of
influence and the analysis of the elasticity of the influence of factors on the
cost of the enterprise.

The study of the calculated coefficients allows to evaluate theefficien-
cy of management of cash flows of the enterprise to establish positive and
negative trends, as well as to create information base for the development
of strategies for optimizing business processes in the course of financial
and economic activity of the enterprise.
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