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Part One

Getting Started



Chapter One

Structuring a Business Plan

“Failing to plan is planning to fail”
Chinese Proverb

In this chapter we start by looking into the typical structure of a business plan
and then discuss its main components in further detail. The key aspects
presented below should be covered one way or another in a business plan, at
least at a high level. Depending on the audience and recipients of the plan,
the time available for preparation and presentation, and other circumstances,
you will have to decide in which area to put more emphasis. Preparing a
business plan can be time consuming, but it does not have to end up as a
long document: remember that quality is more important than quantity.

Ouverview of Chapter One

1. Purpose of Business Plans.......ccccocviiiniiiciiniicincccscccesnenees 18
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4. Focus on the Right ISSUES.......cccouviiiiiiiiiiciiiiccicc s 29

5. EXecution 15 KeY ..o 31



Chapter Two

Case Study of a UMTS Service Provider

“Money never starts an idea, it is the idea that starts the money”
W. J. Cameron, the Ford Motor Company

In this chapter, we go through a case study to illustrate how a business plan
can be prepared in practice. As UMTS has been a much debated topic in
recent years, we take the perspective of a mobile network operator in late
1999 planning to bid for a UMTS licence in the following year. We take a
narrative style to describe the course of events that might have happened at
that time. The company Xiliom and the people referred to are imaginary, and
any resemblance to actual companies and people would be purely
coincidental.

Ouverview of Chapter Two
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Part Two

Financial Statements
and Valuation



Chapter Four

Understanding Financial Statements

“If you owe the bank $100 that’s your problem. If you owe the
bank $100 million, that’s the bank’s problem”
J.P. Getty, American business executive

If one component of a business plan attracts more attention that any other,
this is certainly the financial plan. The financial plan is a forecast of the
business financial statements and includes a minimum of a profit and loss
account and a cashflow statement, over multiple years. Before we can
generate a financial forecast we need to develop a good understanding of one
yeat’s financial statements.

In this chapter we therefore perform a deep dive into financial statements
and review what their rationale is, how they are structured, and how
cashflows, profits and balance sheets are calculated. If you keep with us until
the end of this chapter, you will acquire a good understanding of financial
statements on the journey. This knowledge will prove invaluable later on
when preparing a financial plan — or evaluating an investment proposal as a
decision maker. In Chapter Five, we will then show how you can estimate
the business value from the financial plan. Finally, in Chapter Six, we will
close Part Two with a list of common pitfalls relating to financial forecasting.

Overview of Chapter Four

1. The Rationale behind Financial Statements.........c.cveeeereveevreeereeereereeerennens 62
2. The Statement 0f CashflOW.......cooevierivierieieiieeceeceeeeee e 66
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6. Generating a Financial Statement Forecast ..., 86



Chapter Five

Valuing Businesses

“When it is a question of money, everyone is of the same
religion”
Voltaire, French Enlightenment writer

In the previous chapter, we have discussed how to generate cashflow and
profit forecasts for a business opportunity. In this chapter we will learn how
to derive an estimate of the business value from these forecasts. For a new
business, valuation is an important exercise telling us whether it is worth
undertaking the project or not, and if it is, how much value the project will be
creating for those who are funding it (sharecholders, debt holders) on top of
what they typically expect considering the risk involved (dividends, capital
gains, interests). Valuation can also help us prioritise projects when funding
is limited.

After reading this chapter you will be able to value all sorts of companies and
businesses. However, beware that a valuation will never be precise, it will
only be as good or as bad as the quality of the assumptions it is based on and
the correct application of valuation methods. Valuation involves substantial
judgment on how the future is likely to unfold and as to whether the
managers can influence this future. Therefore, valuation will always be
relative to the party undertaking the valuation.

We will start by reviewing the meaning of value and valuation. We will then
turn to the allegedly simpler valuation methods based on Sales and EBITDA
multiples, and explain their limitation.  Asset-based methods are not
discussed as they play a matginal role in high tech as innovation and price
decreases are high and existing assets depreciate quickly. We will then review
the Net Present Value (NPV) method and the Economic Value Added
(EVA®) approach, and explain their equivalence. Both methods provide
better valuation as they capture the growth and profitability of the business
explicitly rather than implicitly: a good valuation should be primarily bottom-
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up, based on deep understanding of the business dynamics. Finally, we will
discuss the estimation of the cost of capital.

Overview of Chapter Five
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Chapter Seven

Forecasting is an Art

“Prediction is very difficult, especially if it is about the future”
Nils Bohr, Nobel laureate in Physics

With this chapter, we turn to the difficult issue of forecasting. Understanding
customer needs, translating these into products and generating accurate
forecasts of market demand ate real challenges that keep legions of market
researchers, marketing experts and consultants busy. This is especially true in
very innovative businesses where there is limited or no historical data
available and no experience to relate to. On the supply side, uncertainties can
also be large, especially the availability of new technologies, their costs
evolution and their respective benefits. However, the challenges on the
supply side are not as great as on the demand side, and reasonably accurate
forecasts can be derived following careful analysis.

In this introductory chapter, we start by reviewing the issue of forecasting
from a holistic perspective and discuss the alternative methods that are used
by practitioners. In the next chapters we will show how numerical forecasts
for supply and demand can be generated for your business plan.

Overview of Chapter Seven
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Chapter Eight

Forecasting on the Supply Side

“640kbytes should be enough for anybody”
Bill Gates, Microsoft, 1981

Earlier in this book, we have discussed valuation techniques that should
become routine over time with regular and rigorous practice. Unlike
valuation, forecasting cashflows for new businesses will always require
considerable experience and personal judgment. In this chapter, we look at
the supply side and how technology characteristics and costs can be forecast
in practice.

Overview of Chapter Eight
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Chapter Nine

Forecasting Demand

“There is no reason anyone would want a computer in their
home”
Ken Olsen, Chairman and President, DEC, 1977

Demand forecasting is a mixture of art and science. Substantial experience
pays off, but a share of luck will always remain. It is also a wide topic, and
unsurprisingly, there is a large divide between the theory, often complex and
difficult to implement, and the level of simplicity required in business
practice. The deeper you dig into the forecasting instruments available, the
more sophisticated they become, while often adding only marginal
improvement to the forecasting quality.

In this chapter we provide a summary of the demand forecasting know-how
that any business planner should have in his toolbox. If you are lucky
enough to have access to people with strong forecasting skills in your
organisation, for instance from your marketing department, then the best
approach will be to refer to those experts when faced with a forecasting issue.
Unfortunately, when you do not have access to expert opinion, you will have
to rely on yourself, and this is where this chapter will prove helpful.

Overview of Chapter Nine
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7. Lessons Learned from Demand Forecasting ........coccveeveeervereereneeenieennenens 219
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Chapter Ten

Knowing Your Competitors

“When you are ignorant of the enemy but know yourself, your
chances of winning or losing are equal. Know the enemy and

know yourself, and in a hundred battles, you will never be
defeated”

Sun Tzu, The Art of War, c. 400 BC

Traditionally, competition analysis involves collecting competitor data from a
variety of sources, filtering the relevant from the irrelevant, structuring results
into reports and newsletters, and drawing implication for a company’s
competitive strategy. If you do not know your competitors, you are running
your business in blind mode. This could be fatal as you do not know what
your relative strengths and weaknesses are, and can not articulate why
customers should do business with you rather than with someone else. So
you need to look into what your competitors have to offer, how they position
themselves in terms of image and price, and where they believe that their
competitive advantage lies. In addition, you need to find out what your
competitors are currently preparing and where their next move could be. This
knowledge is invaluable as it helps you compete by differentiating your own
offering.

In Part Three we have talked extensively about forecasting demand. To
derive a revenue base line from the target market, you need to provide
answers to the following questions: “How much of that demand can my
business win?”’, “What is a realistic market share?”.

Estimating future market share is probably one of the most complex
forecasting exercises, as market shares are constantly fought for and can
rapidly decrease or increase, especially in industries that have not reached
maturity yet. But why worry about market share at all? A high market share
is particularly important in capital or R&D intensive businesses, where scale
matters and can make the difference between a profit or a loss-making
company. The initial costs of setting up a new mobile network or developing
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the next PC operating system are immense, but the marginal cost of
transporting an additional Mbyte of data or distributing software licences
over the Internet is close to zero.

Competition analysis is a wide area. Rather than trying to be comprehensive,
the objective of this chapter is to provide an introduction to the topic and
present a number of techniques for analysing industry structure and
forecasting market share. We will follow an eight-step approach.

Ouverview of Chapter Ten

1. What’s the Overall Battleground Like?........cccovviiiniiiniciniciiiciciicnnn, 225
2. Who are Your Current COMPEItOLS? ....c.cuviirucueiiiniicieiiisiieiessisenesssseses 226
3. What do You Need Know about Your Current Competitors? ................. 227
4. Where are Your Future Competitors Likely to Come From?..........ccc...... 229
5. What are Your Core Competencies, Comparative Advantage, USP?....... 230
6. Where and How do You Want to Compete in the Futurer .......cceuvunnnee. 232
7. What is Your Realistic Market Share? ..........ccoveuieuricrrincrrencinneeeneeneenenes 234

8. How to Beat the Competition? ..........ccoccuviciiiimniiiniiieiiececescenne. 237



Chapter Eleven

Value Chain and Business Model

“Our real problem is not our strength today, it is rather the vital
necessity of action today to ensure our strength tomorrow”
Dwight D. Eisenhower, American President

The only constant in life is change. Analysing an industry and deconstructing
its value chain is an effective way to identify the main players and the roles
that they fulfil. This in turn will help define the business areas where you
want to compete, as well as alternative business opportunities and business
models. It sharpens your positioning and triggers tough but important
questions: why do my business activities start here, and why do they stop
there? It also helps you anticipate and prepare for major industry
transformation.

Overview of Chapter Eleven
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Chapter Twelve

Scenario Planning

“Uncertainty and mystery are energies of life. Don’t let them
scare you unduly, for they keep boredom at bay and spark
creativity”

R.I. Fitzhenry, Vice President, Harper & Row

Sometimes, the environment in which a company operates is so uncertain
that it seems that anything could happen. This is in particular the case when
new technologies and industries are emerging: the product is unclear, the
applications and the end-user demand are unclear, the business model is
unclear, and the competition is unclear. In this situation a scenario planning
exercise is particularly useful to identify the main scenarios that might unfold
and clarify how the future could look like. Scenario planning allows you to
generate a first set of forecasts, identify the key signposts that distinguish one
scenario versus another, and understand whether the company’s current
strategy and product roadmap are robust across multiple scenarios.

The good news about scenario planning is that there is no rocket science
behind it: it is mostly straightforward and can be great fun. Ideally, it should
be undertaken over a period of 4-6 weeks by a small group of people bringing
various backgrounds and sufficiently diverse opinions to the table. In
scenatio planning you should be bold and think outside the beaten track to
develop multiple pictures of the future world. These must be clearly different
from one another to be valuable, but at the same time remain realistic. The
forecasting horizon will typically be two or more product life cycles, and
ranges between 4 and 30 years.

Following a review of the scenario planning methodology, we will go through
a case study looking at Mobile TV with Digital Video Broadcast Handheld
(DVB-H) as a major enabling technology. The DVB-H standard has been
retained in Europe in 2004 to provide mobile TV type of services.
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We would like to thank Gigaset Communications GmbH for its permission
to reuse this material which was originally developed in the year 2004 as it
was still part of Siemens AG. Note that the material is illustrative only and
does not necessarily represent the cutrent opinion of Gigaset
Communications GmbH or Siemens AG.

Ouverview of Chapter Twelve
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3. CONCIUSION. ..ot 261



Chapter Thirteen

Valuing Business Opportunities as Real Options

“A wise man turns chance into good fortune”
Proverb

Methodologies used by practitioners in the financial industry evolve very
slowly. Today the standard approach for valuing business opportunities is
based on Multiples as well as the Net Present Value (NPV) and its
operational equivalent the Economic Value Added (EVA®). However, this
has not always been the case: it took 30 years for the NPV method to be
widely accepted and used in business. Until the 1980s, other techniques were
predominant and included P/E ratios, the use of the internal rate of return
and pay-back period as selection criteria, on the basis that the shorter the pay-
back period the better the project.

Today, practitioners start recognising the limitations of the NPV method for
valuing businesses. In this chapter, we present a complementary technique
that enhances the traditional NPV approach with the valuation of options
that are embedded in the business opportunity, for instance the option to
delay the decision to invest or the option to expand the project. Unlike
financial options like ¢a// and put on shares, options in business ventures are
sald to be rea/ because the underlying assets are real business assets as
opposed to financial securities. The Real Options framework has been
available since the early 1990s. Although not always easy to put into practice,
valuations using Real Options bring new insights into the business
opportunity and have been used successfully in a number of industries, for
instance in mining and pharmaceutical. We expect that Real Options
valuation will find more and more acceptance and become a standard tool in
the next decade.

In this chapter, we start with a review of the NPV limitations. We will then
discuss financial options and how they are valued using the Black-Scholes
model. We then establish an analogy between an investment opportunity and
a call option. A numerical example shows how to estimate the volatility of
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return sigma, one of the key parameters for option valuation. We then
expand the framework to remove a number of limitations. Finally we discuss
where and when it makes sense to apply Real Options and conclude on a
number of industries where option valuation is currently widespread.

A note of caution before we start: the primary objective when valuing Real
Options is to gain new insights as a business manager into a project
opportunity, not to produce precise results. Therefore, making meaningful
assumptions to simplify and solve Real Options problems is all right and
always better than being precisely wrong.  Results should always be
understood as estimates: Real Options valuations, like NPVs, are based on
models that approximate a complex reality.

Overview of Chapter Thirteen
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Did MNOs Overpay for Their UMTS Licence?

“May you look back on the past with as much pleasure as you
look forward to the future”
Paul Dickson, writer

Ten years after the auctioning of UMTS licences in Europe (from April 2000
to September 2001), a tantalising issue remains: did MNOs overpay for their
licence? This is not a vain question when you consider that the average
UMTS licence reached the horrendous price of £4.5bn in the UK and €8.4bn
in Germany, with 5 and 6 licences awarded respectively. In Germany, the
total licence costs were equivalent to €620 per head of population and 2.5%
of the country GDP in that year! Also, the delays in network build-up, the
initial lack of handsets, the late launches of commercial services in 2004
rather than 2002, and finally the rather lukewarm enthusiasm from end-users
so far show that the short- and medium-term business opportunities from
UMTS services were largely overestimated at the time.

But let us remain fair and not forget that the telecom industry looked quite
different in the year 2000, and operators, facing strong subscriber growth in
most countries (+60% on average in Europe, and in some countries up to
+100% in 2000), had good reasons to be optimistic. Hindsight is always an
exact science and it is all too easy to see things clearly in retrospect.

Methodologically, we therefore have to be careful to differentiate between an
ex-ante view based on the market beliefs at the time of the auction, and an
ex-post analysis taking today’s perspective. So we first have to restate the
original question: did MNOs overpay for their UMTS licence based on what
they knew at the time?
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