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Cases

C21-1 Culharb plc

Harrison, K. Cullen, J. (School of Business and Finance, Shéfﬁeld Hallam
University) and Broadbent, M. (University of Hertfordshire)

INTRODUCTION  Culharb plc is a large, long-established, and now widely
diversified UK company mainly engaged in nianufacturing industrial products
< in more than ten divisions. There is a significant bias towards ‘traditional
industries’ in its strategic portfolio. In recent years earuings per share, sales
growth rates and rate of return on investment levels achieved by the company
have been disappointing. There has recently been a major restructuring of the
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corporate management team, including the replacement of the Chief Executive
and several other senior managers, with new managers recruited from outside
the company. One senior management position remains unfilled and an effort
has been made to recruit from the existing divisional general managers (DGM)
in the first instance. The DGM:s of the Pumps and Forging Divisions have been
short-listed. .

A summary of the financial performance of the company is given in Appendix
1. The generally improved projected results for next year reflect the effect of
planned profit improvement programmes. The projected results have caused
central management to revise upwards the capital expenditure budget for next
year, and they have invited DGMs to make additional capital project proposals.

Company headquarters are located in a major city in the English Midlands
while each division has its own head office in various cities and towns around
the UK where their major facilities are located. A division is managed by a team
of senior functional managers headed by a DGM. Each division is a subsidiary
with corporate legal status and enjoys a significant degree of autonomy over
operational and managerial decision making but all financing is provided by
headquarters. The company operates comprehensive long-term and short-term
financial planning systems, which include long-term financial forecasts and
budgets for sales, costs, expenditures, and rate of return on investment. Both
long-term financial forecasting and budgeting are based on annual planning
cycles. Management reports (each division has its own balance sheet and income
statement supported by detailed schedules of financial and other statistics) are
submitted by divisions to headquarters and reviewed by headquarters executives
on a monthly basis.
The new corporate management team has placed increased emphasis on the
monthly report: the DGMs are required each month to explain the financial
performance of their division. To provide a stimulus to improve profitability,
the minimum required rate of return for the company and any new capital
expenditure proposals has been raised to 15 per cent before tax. Return on
capital employed and the annual budgeted returns to be achieved by divisions
have also been raised. This reinforces a traditional stress on financial results as
regards divisional performance evaluation and on the rate of return on capital
employed as a key indicator. However, for the next and subsequent financial
years, the reward systems for senior divisional managers will include a bonus
element, which will largely depend on achievement of budgeted financial
results.

CAPITAL BUDGETING SYSTEM The capital budgeting system (CBS) is highly
formalised and standardised across all the divisions. The timing of the sub-
mission of capital expenditure requests from divisions to headquarters is set
to follow the submission and approval of their strategic plans and objectives.
Operating budget requests are submitted at the same time as capital expenditure
requests. In the light of the capital expenditure requests approved, operating
budgets are subsequently revised by divisions and resubmitted to headquarters
for approval. _
Capital expenditure requests are classified as follows:

(a) Cost reduction, plant replacement and product improvement projects
Justification is on the basis of payback period and return on capital
employed, and if the project is large enough, DCF analysis. There is scope
for flexibility in the application of these criteria. particularly where quality
improvements are claimed. However the latter must be both identifiable
and necessary.
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(b) Expansion projects
These are justified on the basis of payback period, return on capital
employed, and DCF analysis.

(c) New product proposals
Two types of project are distinguished - extensions to product lines and
diversifications. While both are justified on the basis of return on capital
employed and DCF analysis, they are also subject to sensitivity analysis and
tested for consistency with strategic plans.

(d) Proposals not justified on profitability criteria
These encompass safety, convenience, nonproductive, and necessity
projects, and so on. Where appropriate and feasible a financial analysis is
performed and alternative ways of carrying out the project are assessed. At
aminimum the full cost consequences over time must be identified.

On average, proposals falling into groups (a) and (d) have dominated the capital
expenditure bids from divisions, with the emphasis falling on group (a) proposals.

DGMs have some discretionary authority as regards capital expenditure. Up
to £250,000 per year can be authorized by a DGM, without reference to head-
quarters, for purposes which have general approval from headquarters. However,
there is an upper limit on individual discretionary expenditures of £25,000.
Approximately 25 per cent of capital expenditure per year is accounted for by
discretionary spending by divisions.

THE DIVISIONS  Divisions have made their budget submissions and capital
expenditure proposals for the next financial year. Characteristics of three of

the divisions and summaries of their actual and projected financial performance
now follow.

PUMPS DIVISION This division manufactures and assembles pumps that arc
widely used in manufacturing, construction and primary industries. It is one of
the original core businesses of the group and operates in an industry which has
seen a slow pace of technical change in both products and production methods.
Competition is relatively low-key and the division enjoys a reputation as a good-
quality reliable supplier. Three factories are operated by the division using plant
that is long lasting and not prone to obsolescence.

The average age of plant is ten years old. As indicated by the financial
summary in Appendix 2, there has been only a low rate of growth in the sales
and asset base of the division even though demand for the products of this
industry has been quite buoyant for several years. Most capital expenditure
proposals in the last three years had been for cost-reduction projects, with the
remainder being necessity projects. Although all capital quests had been granted
by headquarters, no large expansion projects had been proposed and annual
additions to assets had approximately equalled retirements.

The product line of the division, which involves a large number of standard
products as well as a significant amount of specialty contract work, is divided
into five product groups so that the profitability of each group can be examined.
There is a significant degree of specificity between types of pump and the
equipment needed to produce them.

Details of the additional capital project proposals being considered for
submission to headquarters for approval are given in Appendix 3.

FORGING DIVISION This division also has a long history within the group.
Since the severe trading difficulties of the early 1990s, when sales fell 40 per cent
in real terms in two years and employee numbers from all levels were reduced by
50 per cent, the division had pursued a major shift in strategy. The majority of
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the high-volume, low value-added product range had been discontinued and
emphasis placed on highly specialized, large-size, high-quality, lower-volume
products for two main unrelated groups of customers. Demand is more
predictable in these market areas and there is less competition but the market is
still subject to major cyclical fluctuations. Since the early 1990s demand has
steadily strengthened. The division enjoys formally recognized status as a high-
quality supplier with several of its major customers.

Each new product needs expensive specially developed design work and
tooling that is carried out under contract for a customer. Because of this there is
aneed to maintain the design and technical capability of the division.

One factory is operated and the plant for the most part comprises large-
scale traditional forging equipment, the majority of which is well over twenty
years old but is still reliable. However, the very expensive, largely hand-made,
dies which are used are largely manufactured in-house by highly skilled but
ageing toolmakers who are in increasingly short supply. Relative to other long-
established divisions based on traditional industries, this division has performed
quite well (see Appendix 4 for a summary of financial results) and almost all of
its capital expenditure proposals in the past have been accepted.

The technology of the product design, die making and forging processes, and
the quality standards demanded by customers have changed markedly in recent
years. The last major investment in new-technology forging equipment cost the
equivalent of 60 per cent of annual gross sales revenue and took two years to
install and commission. It is predicted that several more years will be needed to
explore the learnihg curve and develop sales to a level that fully exploits its poten-
tial. Only one other company in the world has a plant to match the new invest-
ment made by this division. More recently the division has made significant
investments in computer-aided design and integrated automated manufacture
of dies. The Engineering Manager is now arguing for a major new investment in
forging equipment that would give a world lead to the company but the rest of
the divisional management team are resisting the proposal (see Appendix § for the
additional major capital investment proposals the division is considering).

VISICON SYSTEMS DIVISION This is a new division, small in size relative to
other divisions, but achieving high growth in a market that is already expanding
rapidly and is expected to continue to do so for many years. There are as yet few
competing companies.

A Vision system is a computer-based visual recognition system used in
automated manufacturing systems. Images of product components, usually
obtained by video cameras, are electronically processed and identified. The
information ‘is fed to automated handling equipment, which then selects the
appropriate component and feeds it to automated assemnbly systems. The systemn
can distinguish different components and guide handling equipment to select
appropriate ones.

The technology is developing rapidly and each customer has somewhat
different needs. A high investment is needed in research, technical develop-
ment, systems design, marketing, and engineering services. The majority of
physical components are bought-in so the essential nature of provision to
customers is advice, system design and system installation services.

As indicated in Appendix 6, the division, although it is growing rapidly,
cangot yet be regarded as financially successful and future market prospects are
far from clear although independent commentators on the industry appear
confident that there will be sustained rapid growth in combination with an
increasing pace of technological change and diversity.



[image: image5.png]HreiegEEnt accounting inits organizational and institutional context

Appendix 1
Summary of corporate financial results

Budget

1998 1999 2000 2001 2002

£m £m £m £m £m
Net sales 499 556 548 557 601
Cost of goods sold 368 410 390 387 407
Gross profit 131 146 158 170 194
Period expenses 104 115 123 130 141
Operating profit 27 31 35 40 53
Financing costs 2 2 2 2 4
Taxation 7 9 11 11 12
Profit after tax 18 20 22 27 37
Net current assets 122 120 139 156 189
Net fixed assets 207 187 218 225 252
Net assets 329 307 357 381 441
Equity 196 197 216 228 239
Long-term liabilities 133 110 141 153 202
Capital employed 329 307 357 381 441
ROCE 8.2% 10.1% 9.8% 10.5% 12.0%
Earnings per share (EPS) 4.5 5.0 5.5 6.75 9.25

During the period to which these results relate the annual rate of increase in a
generally accepted price index has averaged S per cent.

Appendix 2
Summary of Pumps Division financial results

Budget

1998 1999 2000 2001 2002

£m £m £m £m £m
Net sales 70 67 69 76 92
Cost of goods sold 46 42 45 48 S9
Gross profit 24 25 24 28 33
Selling and administration 13 12 12 13 16

Research,development and

technical services 2 2 2 3
Allocation of central overhead 3 3 2 3
Operating profit 6 8 8 9
Financing costs - 1 2 3
Taxation 2 3 1 1
Profit after tax 4 4 5 S
Net current assets 15 17 18 19
Net fixed assets 18 20 21 25
Net assets 33 37 39 44
Equity 31 35 34 36
Long-term liabilities 2 2 5 8
Capital employed 33 37 39 44

ROCE 8% 2L.7%  204%  204%
Target ROCE S
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Appendix 3

Pumps Division

Additional capital project proposals S
Proposal A: Pump assembly automation

The automation of the pump assembly operation for one of the main product
groups includes the installation of an automated part handling system relying
on a Visicon system that would be supplied by the Visicon Division (estimated
cost to Pumps Division £250,000). Existing assembly equipment, which has a
zero net book value, would become redundant if the project proceeds, as would
the majority of its supporting workforce.

Financial projections:

[nitial investment £4.9m

Net cash flows £1.862m per year for 5 years
NPV at 15% £1.341m

ROCE 18%

Proposal B: Product termination

One of several proposed terminations, this product was launched five years ago
and had an expected six-year life. The original cost of the assets was £3.6m, the
project profit for 2002 is £102,000 and its current realizable value is estimated to
be £600,000.

The divisional management has decided to proceed, with the request for
approval for Proposal B but not A.

Appendix 4
Summary of Forging Division financial results

Budget

1998 1999 2000 2001 2002
Volume index 100 110 132 151 165

£m £m £m £m £m
Net sales 38 46 58 70 83
Cost of goods sold 16 30 35 37 41
Gross profit 22 16 23 33 42
Selling and administration 7 7 9 10 11
Research, development and

technical services 9 10 13 15 17

Allocation of central overhead 1 2 2 3 4
Operating profit S 3 1 S 10
Financing costs - 3 2 2 1
Taxation 2 - - - 4
Profit after tax 3 6 1 3 5
Net current assets 11 6 4 1 10
Net fixed assets 21 49 44 49 61
Other assets 2 2 2 4 5
Net assets 34 57 50 52 76
Equity 34 28 27 30 60
Long term liabilities - 29 23 22 16
Capital employed 34 57 S0 52 76
ROCE 14.7% -~ - 9.6% 13.1%

Target ROCE 15%
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Appendix 5

Forging Division

Additional capital project proposals
Proposal 1: Energy Saving Project

This proposal is expected to produce significant economies in the consumption
of gas in die preparation and use.

Financial projections:

Initial Investment £3m

Net cash flows £1.091m per year for 5 years
NPV at 15% £0.657m

ROCE 16.4%

Proposal 2: 32,000 ton screw press

This project would equip the division with a technical forging capability
unmatched by any other company in the world and would help to develop
markets for precision production of large part sizes, which have been beyond the
range of existing equipment.

Financial projections:

£m
Initial investment 38
Net cash flows Year 1 8
Year 2 8
Year 3 13
Year 4 33
Year 5 10
NPV at 15% 7.41
ROCE 17.9%

The major decline at the end of Year 5 is due to the predicted development of

new casting and forging processes for the precision forging market. From Year §

onwards the net cash flows are expected to stabilize at around £5m p.a.
Divisional management has decided to support Proposal 1 but not Proposal 2.
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Appendix 6
Summary of Visicon Division financial results

Budget ;

.
1998 1999 2000 2001 2002
£000 £000 £000 L0000 £000

Net sales 98 240 356 540 310
Cosl of goods sold ’ 27 66 93 149 223
Gross profit 71 174 258 391 587
Selling and admijnistration 33 58 71 93 110
Research, development and :

technical services 96 136 182 284 401
Allocation of central overhead 2 6 8 20 29
Operating profit 60 26 3 4 41
Financing costs 24 30 35 42 84
Taxation - - - - -
Profit alter tax 84 56 38 38 43
Net current assets 129 147 178 221 388
Net fixed assets 48 65 70 85 137
Other assets 23 38 42 64 85
Net assels 200 250 290 370 610
Nel equily balance 200 144 176 250 362
Long-term liabilities - 106 114 120 248
Capital employed 200 250 290 370 610
ROCE - - - 1.1% 6.7%
Target ROCE - short and

medium term 12%
Target ROCE - long term 25%

No additional capital expenditures are proposed. Rather, approval of the 2002
budget proposals is requested, which imiplies a major expansion of the stalfing
of the technical core of the division and its supporting services and equipment.

End of case study




