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Preface

Investment has never been more important to business
success. At the same time knowing how to invest appropri-
ately for business sustainability and growth has never been
more difficult. The old ideas of simple numeric cost benefit
analysis are no longer viable in the complex and turbulent
times of the twenty-first century.

What is needed today is a deeper understanding of the existing
business model and a view of how the investment will lead to
better business performance. This book describes how this can
be done through the use of a business case.

A business case takes a multi-lens view of a business oppor-
tunity and examines how it may be made to deliver the desired
results. This is a complex process and requires the organisa-
tion to reflect on and understand a wide range of issues. The
issues include its corporate strategy, its stakeholders and their
views, its technology employment as well as the financial
issues and risks involved. Whereas cost-benefit analysis was
almost exclusively focused on financial number the business
case uses numbers more appropriately to support the business
ideas. Furthermore by involving the major stakeholders
a business case is likely to represent a more objective view of
the potential of the investment to deliver the required benefits.
This encourages organisations to move away from the position
whereby investments were made only on the whim of top
management.

But there are two important issues which have to be
mentioned. A business case is not a business event in its own
right with a stream of corresponding benefits. At best a busi-
ness case is a statement of intention which will provide
a sound route map from which a project may be initiated.
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Preface

A business case is also a great foundation and a loadstone for
business success. But intentions and plans alone do not do the
trick in business. There is an aphorism which says that Fine
words butter no parsnips and this is especially true when it
comes to business success. It is the actions of all the individ-
uals at all levels in the organisation which produce the benefits
and thus the profits. In this respect a well prepared business
may serve as a call to action for the organisation. The second
issue relates to the protean nature of business cases. Nothing
stands still in the helter skelter world of the twenty-first
century. So what is an opportunity one week may not be so
a week later. The aphorism here is much older that the one
quoted above and is in the original carpe diem — size the day or
opportunity seldom knocks twice.

Producing comprehensive business cases is sound business
practice and every organisation should incorporate the process
of business case development into their investment routines.
The payback on the production of a business case can be
extraordinarily large.

Dan Remenyi

dan.remenyi@mcil.co.uk
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How to Use this Book

This book offers practical hands-on type advice as to how to
prepare a business case for investment. The text of the book is
supported by a series of forms which are shown in the Appen-
dices and these forms are available electronically if required.

It is not necessary to read this book from page one as readers
may prefer to dip into the book for Chapters which are
particularly relevant to them.

Chapters 1 and 2, focus on why it is necessary to create
a business case for an investment.

Chapters 3 and 4 move on to look at what preparation is
required within the organisation before a business case can be
developed.

Chapter 5 discusses the range of business outcomes, which are
defined at three different levels, macro, i.e. high level, meso, i.e.
some detail and micro, i.e. fully detailed financial statement.

Chapters 6, 7, 8 and 9 cover the management issues on which
the business case is actually built. These include identifying
and understanding the business strategy, investment stake-
holders, the technology and the risks. As this is perhaps the
most difficult aspect of preparing a business case, readers may
need to spend more time considering these issues.

Chapter 10 addresses the issue of business case accounting. A
variety of different approaches are discussed and the reader
will have to choose which approach is appropriate for
different potential investment situations. Practical examples
have been created in this chapter using Excel.

Chapter 11 shows how to evaluate competing business cases
and Chapter 12 discusses the use of a business case as part of
the project management process.
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Our lives teem with numbers, but we sometimes forget that
numbers are only tools. They have no soul; they may indeed
become fetishes. Many of our most critical decisions are made by
computers, contraptions that devour numbers like voracious
monsters and insist on being nourished with ever-greater quan-
tities of digits to crunch, digest, and spew back.

P Bernstein, Against the Gods (1996, p. 7)

The difficulty lies, not in the new ideas, but in escaping from the
old ones.

John Maynard Keynes, The general Theory of

Employment, Interest and Money (1964)

Introduction

A new approach to develop a business case for investment
which will directly help the organisation produce improved
results is long overdue. But before embarking on a detailed
discussion of how business case for investment may be used to
optimise returns on investment it is important to make clear
what is meant by investment. The word investment is used in
business in a number of different senses. The owners of the
business had to invest in order to bring about the existence of
the business. They had to supply some share capital and
perhaps some loans. The money required to do this is referred
to as investment and this is what this book is about. Sometimes
a business may purchase shares in another business and this is
referred to as investing in the other business. This book does
not deal with the evaluation of such purchases, although many
of the techniques used in these two activities have a lot in
common.

The money spent by the business to acquire the assets which
the business needs to function is also referred to as investment.
These assets may consist of land and buildings, factories,
machinery and equipment, information and communications
technology systems," vehicles of all sizes etc. In general when
money is spent on fixed assets we speak of the outlay for these

! Research suggests than more than 50% of all funds invested by organisations is

spent on information and communications technology systems.
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How to Prepare Business Cases

Fixed Assets Current Assets Intangible Assets

Land Inventory Trademarks

Buildings Debtors Copyrights

Machinery and equipment | Prepayments Goodwill

ICT Systems Cash in bank Other Intellectual
Property Rights

Vehicles

Figure 1.1 The three types of investment assets which an organisation display in its

balance sheet

items as being investments in the business. There are other
assets in which an organisation has to spend its resources on
including inventories, debtors, prepaid expenses etc. These
items are referred to as current assets and they also require
investment. Current assets are also referred to as working
capital.? Finally there are intangible investments which
include items such as trademarks, copyrights and goodwill
and funds may be required for these. It is sometimes difficult to
value these intangible assets but it is worth mentioning that
the value of goodwill is the difference between the net asset
value of a business and the price which was paid for it. Thus if
goodwill appears in the accounts of a business it means that
another business has been previously purchased. An organ-
isation’s typical asset profile is shown in Figure 1.1.

Investment money needs to be contrasted with current
expenditure. We pay monthly or weekly salaries or wages.
This is not investment but expenses or disbursements. The
same would be said of all other business costs which are used
up at the time they are paid for.

It is important to give at least one example of the misuse of the
word investment. Sometimes it is said that sending staff on
a course is investing in them and the company’s future.
Strictly speaking this is not an investment but rather an
expense — using the word investment sounds better and gives

% The strict definition of working capital is current assets less current liabilities.



the impression that the benefit is intended to last some

time.?

Some organisations talk about their having an investment
cycle. The cycle refers to the process of identifying an invest-
ment opportunity, developing a business case, spending the
money, making sure that the investment works and reporting
on the success (or failure) of the investment. This book limits
itself to how to evaluate a proposed investment in fixed assets
and any expansion in the current assets which might accom-
pany an increase in fixed assets.

Historically, organisations have frequently not bothered to
produce a business case or if they have, they have tended to
cobble together some financial figures based on a combination
of historical records and/or semi-valid assumptions and esti-
mates. Sometimes organisations have produced so-called
cost-benefit analysis or even feasibility studies in the form of
rather simplistic financial generalisations about paybacks and
return on investment* that have not looked carefully at the
business issues involved with or behind the actual investment.
On the other hand these cost-benefit analysis or feasibility
studies have sometimes led to confusion and redundant effort
which was clearly demonstrated by Drucker when he said:

We have known for a long time that there is no one right way to
analyse a proposed capital investment. To understand it we need
at least six analyses: the expected rate of return: the payout
period and the investment’s expected productive life: the dis-
counted present value of all returns through the productive life-
time of the investment: the risk in not making the investment or
deferring it: the cost and risk in case of failure: and finally the
opportunity cost. (Drucker, 1988)

3 This is not a book on accounting so I will not venture into the grey area between
business expenses and business investment. Suffice it to say that the rules for
declaring an item an investment as opposed to an expense and vice versa are open to
a degree of interpretation.

4 Both payback and return on investment are critical issues in a comprehensive
business case where they are supported by other detailed considerations. Chapter 9
will examine these ratios in some detail.
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Cost-benefit analysis, which may be defined as a financial
statement reflecting the expected expenditure and the possible
quantifiable benefits, does not on its own constitute a complete
or comprehensive, or a properly rigorous business case. Cost-
benefit analysis is typically only a relatively small part of
a bigger story, and Fig. 1.2 shows what might be considered as
the relative significance of cost-benefit analysis in a compre-
hensively produced business case.

The comprehensively produced business case is a greater
piece of work than the relatively superficial cost-benefit
analysis.

Besides cost-benefit analysis a comprehensively produced
business case needs to consider a number of other issues
such as the stakeholders, the strategic alignment potential of
the investment, the technology involved and the various
risks associated with the project. Just gathering financial
estimates is simply not enough in the twenty-first century.
The reason for this has been well summarised by Laudon in
the information and communication technology context
when he said:

Building an information system, ... an online, distributed, inte-
grated customer service system, ... is generally not an exercise in
‘rationality’. It is a statement of war or at the very least a threat to
all interests that are in any way involved with customer service.
(Laudon, 1989)

Thus a traditional cost-benefit analysis in a feasibility study is
simply not adequate or rigorous enough for an appropriate

Business case

cost-benefit
analysis

Figure 1.2 Cost-benefit analysis as a sub-set of the business case



understanding of the important issues involved in an invest-

ment which may go to the heart of the business.”

This traditional lack of rigour in business case development
has occurred because it has been thought that the key business
issues do not easily lend themselves to proper business anal-
ysis, let alone sensible financial quantification. This pessi-
mistic view is not as eccentric as it might first sound. It is
supported by no less a personage than John Maynard Keynes
who is still regarded by many as being one of the greatest
economists on the twentieth century. Keynes pointed out as far
back as 1936 that the analysis of future business investment
was extremely difficult, when he said:

We are merely reminding ourselves that human decision
affecting the future, whether personal or political or economic,
cannot depend on strict mathematical expectations, since the
basis for making such calculations does not exist; and that it
is our innate urge to activity which makes the wheels go
round, our rational selves choosing between the alternatives as
best we are able, calculating where we can, but often falling
back for our motive or whim or sentiment or chance. (Keynes
1964)

He went on to say:

Our knowledge of the factors which will govern the yield of an
investment some years hence is usually very slight and often
negligible. If we speak frankly, we have to admit that our basis of
knowledge for estimating the yield ten years hence ... amounts to
little and sometimes to nothing; or even five years hence. (Keynes,
1964)

There are of course those who would say that the comment of
Keynes should have referred to three years hence or even one
year hence. This remark goes some way to explain why cost-
benefit analysis for investments sometimes has so little cred-
ibility and why it is sometimes simply seen as satisfying
capital budgeting bureaucratic requirements.

® Of course not all investments are of this type. But increasingly organisations want
to find investment opportunities that will deliver the type of competitive advantage
potential referred to here.
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1.2

Despite Keynes’ comments, financial quantification of the
costs and benefits related to an investment, even when
imperfectly estimated, are useful to managers and to the
business. But it is important to understand that they are always
only part of the greater overall picture. By the way there is
a range of approaches to cost-benefit analysis and it is impor-
tant to comment on the impact of Zero Based Budgeting
techniques. Some organisations when creating a set of finan-
cial figures for an investment will extract the figures used last
time and adjust them for inflation and business growth. This
approach is sometimes called the traditional approach to
budgeting and there are numerous reasons why this is a flawed
approach. The Zero Based Budgeting approach is not simply
based on adjusted historical figures but on current estimates of
costs and benefits. But the issue here is that estimates of costs
and benefits for capital investment are only part of the picture.

One of the recurring criticisms of the traditional approach, or
even a Zero Based approach, to cost-benefit analysis has been
that it was too easy to produce cost-benefit numbers that were
based on unsafe assumptions. Thus although a cost-benefit
statement may include an impressive array of numbers which
purport to represent all the appropriate cost items required to
build a new factory, they could be based on totally unfounded
guesses or questionable assumptions. This is an even greater
problem when it comes to the estimation of the improved
benefits from the investment. Because of the fact that some cost-
benefit statements have been based on questionable assump-
tions their credibility has frequently been put in question.
Managers, who can sometimes be quite cynical, just do not
believe the estimates that are sometimes produced, and this has
led to the problem of obtaining the appropriate level of stake-
holder commitment. And it is often said that the appropriate
level of stakeholder commitment is the single most important
factor towards ensuring the success of any investment project.

The comprehensive business case

A comprehensive investment business case involves a process
which looks beyond financial estimates to the central business



issues concerning the processes and practices that are the
fundamental reasons why organisations invest. This does not
imply that financial estimates are not frequently of critical
importance, but because of their inability to capture certain
issues, financial figures alone are not sufficient for a full
business justification of an investment. At the same time it is
important to understand that the estimates, financial and
others, which are used for investment evaluation, are always
opinions about the future and are thus often not as accurate as
is suggested or thought.

Furthermore the traditional approaches to understand the
nature of the costs and the benefits of an investment have
usually missed an important opportunity, because a well-
constructed business case or investment proposal is an
important tool in the process of managing the investment itself.
As investments have become increasingly more sophisticated,
and as they increasingly require larger and larger amounts of
funds, it is important that a comprehensive and professional
approach to developing business cases be employed.

1.3 A business case as a model

A business case for an investment is a model® of what the
organisation expects to be able to achieve when it uses the
investment to support improvements in its process and prac-
tices. It is a sophisticated model which is produced to facilitate
decision making and to help in this respect with what-if
questions.

The business case model may be created at different levels. A
high-level or macro-model may be produced which addresses
general issues at a high level. The purpose of the macro-model

% The word model is used to describe a wide range of different things. A model may
be a representation of an artefact, a construction, a system or an event or sequence of
events. The representation may be abstracted into symbols, equations and numbers,
i.e. mathematical expectations; it may consist of a picture or a drawing, or a fabri-
cated likeness such as a model aeroplane, or it may be an expression of a situation or
relationship in words.
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1.4

1.4.1

is to present a conceptual picture which will contextualise the
problem or opportunity which the organisation faces as well as
provide a suggested solution. An intermediate or meso-level
model adds some detail, and will also express the dimensions
of the problem and proposed solution, but will still be
expressed primarily in generalities. A detailed or micro-level
model attempts to be closer to the actual activities which will
be required and thus to use specific values. The primary
purpose of the micro-model is to understand the detailed
impact of the proposed investment. However, all the models
are by their nature simplifications of the reality which they
represent. In fact sometimes the simpler the model the more
useful it may be. Complex models may actually cloud the
central nature of the issues being studied and thus reduce the
explanatory power and consequently the value of the model.

Definition of a business case

A business case is a justification for pursuing a course of action
in an organisational context to meet the stated organisational
objectives or goals. A business case frequently involves
assessing the value of an investment in terms of its potential
benefits and the resources required to set it up and to sustain it,
i.e. its on-going costs. One of the major difficulties in
producing a business case is the fact that the benefits of an
investment are often a function of the values of the organisa-
tion and the executives who are making the investment deci-
sions. Thus a business case will inevitably have a significant
degree of subjectivity associated with it. It is because of this
potential to view the business issues subjectively through the
eyes of the agendas of the different business groups involved
that the individual developing the business case needs to be as
objective as possible and strive for consensus among the
stakeholders.

Components of an IT business case

A professionally produced business case or investment
proposal consists of:



(1) A clearly expressed business objective and set of outcomes.
These high-level business outcomes need to be compre-
hensively expressed as a set of opportunities the organi-
sation can take advantage of, or problems that need to be
rectified; a list of specific and detailed benefits, their
appropriate metrics, measuring methods and responsi-
bility points represented by particular stakeholders, and
a justification that the proposed plan will produce an
acceptable organisational return. This involves the quan-
tification, the contribution made by the outcomes, which
requires associating financial numbers or benefit values
with outcomes wherever possible;

(2) A list of stakeholders and beneficiaries of the investment;

(3) A statement of how the proposed investment will support
the corporate strategy;

(4) An evaluation of the appropriateness of any technology to
be used;

(5) An evaluation of the risks associated with the investment.

To be of value to an organisation the business case should be
expressed in terms of identifiable or quantifiable objectives
and actions. Thus it should start with the big picture of what
will be achieved by the investment. It should be a multi-
dimensional high-level picture of the intentions of the
investment. Then a detailed drill-down exercise is needed to
establish the precise outcomes, which can be seen in Fig. 1.3.
These should be highlighted and expressed in such a way that
they can be controlled by appropriate stakeholders, and that it

Detailed
QOutcomes
Detailed
Outcomes

Detailed
Outcomes

Detailed
Outcomes

Detailed
Outcomes

Figure 1.3 The multi-dimensional high-level picture is then drilled-down for detail
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1.5

can be ascertained if these outcomes have actually been real-
ised. Chapter 4 shows how this may be done by using a macro-,
meso- and micro-model. Thus the business case is a corner-
stone of the process of ensuring value-for-money investments.

In the final analysis a comprehensively produced business
case is as much a plan as a justification. It is worth noting that
very often a business case can only be formally produced after
a considerable amount of initial work with stakeholders and
process analysts has already been done. Thus the business
case is not the first step in the process of introducing a new
information system.

Corporate culture is central to a
business case

It is critical to note that the approach to be taken in developing
a business case is particular to each organisation, and its
specific corporate culture.” Consequently there is no uniquely
correct approach nor is it possible to produce a template which
will satisfy all or even most organisations. Despite this there
are some helpful checklists discussed in this book. Copies are
supplied in the appendices.

Corporate culture is central and is the determinant of the
format of the business case. Possible approaches vary consid-
erably and they differ in terms of the input to the business case,
how the business case is calculated and processed within the
organisation and the sort of results that are obtained. Corporate
culture will also determine if the business case will be used as
a management control device after the investment is made.

Some organisations require strong emphasis on detailed
financial projections, while others believe that summary of
financial figures is more than adequate. Some organisations are
more interested in descriptions of how their new investment
will change the way things are done and do not necessarily
require these benefits to be quantified in detail.

case.

7 In fact some corporate cultures will simply not require the production of a business



In some organisations top management determines the struc-
ture of the business case and it is handed down for more junior
staff to action. In other cases the business case is essentially
a bottom-up event where the individuals who will actually do
the work will create the business case.

However whatever the particular culture the law of parsimony,
sometimes known as Occam’s razor,® is always an important
issue, i.e. a 20-page business case can be substantially more
effective than a 200-page treatise. Also the business case
should not take weeks or months to develop, nor should it cost
a material proportion of the amount to be invested.

1.6 A caution

Before ending this section it would be remiss of us if we did
not point out that the benefits of a business case (sometimes
referred to as a business plan) may be exaggerated. One of the
clearest examples of this exaggeration may be found on the
website

http://www.visitask.com/Business-plan-decison-making-tool.
asp

where it is said that:

By the time you have finished writing your Business Plan (the
word case and plan could be interchanged here) you will have
a total understanding of your business; its strengths and weak-
nesses, the environment it operates in, what could potentially go
wrong, and what you can do to ensure your success.

There is no doubt that having a comprehensively developed
business case or business plan is of considerable value but it
also needs to be realised that planning is one thing and the
execution of the plan is quite a different matter. This thought
has been addressed a number of times in literature including

8 William of Occam (c. 1285—-1349), a notable English monk, scholar and philoso-
pher and theologian coined the expression, which translates into English as “It is
vain to do with more what may be done with less”. The twentieth century equivalent
of this is the KIS principle, which means Keep It Simple.
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the famous book Of Men and Mice by Nobel Laureate John
Steinbeck who said “The best-laid plans of mice and men
often go awry”. Steinbeck had borrowed this thought from
Robert Burns whose version of this thought was “The best laid
schemes o’ mice an’ men, Gang aft agley”. In twenty-first
century language this could be translated into Planners
Beware.

Who owns the business case?

A question which is frequently raised is Who owns the busi-
ness case? This is an important issue which needs to be
addressed at an early stage in the business case process.
Organisations do not expend large sums of money on fixed
assets unless there is good reason for doing so. In order to make
sure that such funds are not spent inappropriately, invest-
ments require a sponsor who is normally a senior member of
the organisation’s executive team. The sponsor motivates the
investment and becomes involved in the preparation of the
business case. However it is highly unusual for a sponsor to
become involved in the commissioning or even the operation
of the investment. Once the investment business case has been
approved then the work in bringing the investment into life is
usually undertaken by a project management team. When the
work of the project management team is finalised and the
investment is commissioned, the organisation will normally
appoint an investment champion. The role the investment
champion is to ensure that the implementation works
according to plan and that the ongoing costs are kept under
control and that the ongoing benefits are realised.

Thus it may be seen that in a sense the business case will be
owned by a number of different people at different stages in the
creation and the operation of the investment. In the early stages
the investment sponsor may be regarded as owning the busi-
ness case. During the development phase the project manager
becomes the owner of the business case. Once the project has
been completed and is up and running then someone whom we
referred to as the champion will take over and own a business
case. Finally when the project has been well-bedded into the
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organisation and its operation has become routine, a depart-
mental head will normally own the investment. As invest-
ments are frequently audited — performance against projected
costs and benefits the departmental head could be seen as the
owner of the ongoing business case.

Summary

The current importance that is being attributed to the business
case rests on the fact that investment evaluation is seen as
a key strategy by which investment management can be
improved. The main issues to which a comprehensively
produced business case can contribute include:

(1) Facilitating the creation of corporate knowledge and
learning in terms of what is really expected from the
investment and how to manage the development project
better in order to achieve its objectives; this includes a full
assessment of the viability of the investment project;

(2) An opportunity to acquire the full commitment of the
principal stakeholders who will have to play a part in
ensuring the success of the investment; this includes
creating a framework for stakeholder management which is
central to ensuring that when the investment is commis-
sioned there will be no surprises for any of the major
stakeholders;

(3) Understanding the risks involved in making the invest-
ment deliver the anticipated benefits; this includes putting
into place any necessary precautions to reduce the risk or
to counter its effects if it actually materialises.

If these three objectives are achieved then the investment in
producing the business case will have more than paid off.
Thus a business case represents a new way of thinking about
investment, which is a major step in the professionalisation of
corporate investment management.
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Much of the knowledge required to make efficient economics
decisions cannot be expressed as statistical aggregates but is
highly idiosyncratic in nature.
Mary Lacity and Rudy Hirschheim, Information Systems
Outsourcing, Myths, Metaphors and Realities (1995)

The apparent success of ROI for non-IT projects has led organi-
sations to search for some other single technique which can deal
with all IT projects in all circumstances. This quest for the ‘one
best method’ is proving fruitless because of the range of
circumstances to which that technique would have to be applied
is so wide that no one technique can cope, even though some
authors have claimed that the method they espouse provides the
answer for all situations.
Barbara Farby, Frank Land and David Targett,
IT Investment — A Study of Methods and Practices (1993)

Investment decisions and the business case

This chapter considers some characteristics of decisions about
investment. Investment decisions are often complex and it is
important that the organisation clearly understands what are
the main objectives of the investment so that an appropriate
approach may be taken to prepare a business case. The business
case will differ considerably depending on what type of invest-
ment is being considered. At one end of the spectrum relatively
simple business case may suffice while on other occasions the
detailed and complex business case should be produced.

Generally an organisation only invests if it considers that the
return on the capital utilised is sufficient to meet the long-term
objectives or needs of the organisation. In other words the
benefit gained is worth the expenditure. The capital utilised in
this way costs the same whatever its intended application, and
there are likely to be a number of ways the funds can be spent
to gain a similar goal. It should therefore be expected that the
same appraisal rules and criteria apply to all investment.

Four different types of investment may be discerned in many
organisations. These are

(1) Must-do investments
(2) Core business investment
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(3) Investment in prestige projects
(4) Investment in corn seed projects

Each of these four types of investments is examined.

Must-do investments

There will be occasions when an organisation undertakes an
investment that gives no return at all or perhaps gives an
intangible return that is difficult or impossible to measure.
Complying with some legal requirements is an example of the
first; PR or training might be examples of the second.

With Must-do investments a business case will not be dis-
cussed in any detail. A business case for a Must-do investment
only involves establishing that the investment is being done at
a good price. Because the organisation has no choice but to
comply, there is little point in indulging in a formal justifica-
tion or worrying about complex decision criteria. But, even in
these cases, there is considerable merit in investigating, and
costing, alternatives. If there are realistic alternatives, as there
certainly are in the examples above, then the appropriate
Must-do solution is often the cheapest. The more expensive
solutions are optional. The additional expenditure, over and
above that required for the cheapest solution, needs to be
justified as though it were an optional project.

The cheapest solution is only the right choice if there is no
question of the cheapest being of an inferior quality. The
well known anecdote concerning the thoughts of the astro-
naut on the launch pad at NASA’s Space Port was that he
was sitting on a very large number of components all of
which had been supplied by whichever organisation had
the cheapest price.

A core business investment decision

Decisions about investment in core business are, by defini-
tion, what the organisation’s managers know most about.
The decision to re-equip the production line is relatively



easy to cost, so many machines at so much each, plus
installation. The number of options will probably not be
large, the new machines have to fit the existing space, work
with the remaining machines and be capable of producing
the product.

The benefits will be inherent in the reason for considering the
decision. It might be that the old machines are getting too
expensive to maintain, having too much down time, or are
turning out products of insufficient quality. Or it might be
that the organisation is changing its product line and this
change is necessary to accommodate the new products. The
benefits are thus fairly easy to identify and generally fairly
easy to cost.

Similarly, the implications of not proceeding with the project,
or not changing the machines, are fairly easy to identify;
continuing high maintenance costs, high reject ratio, or
the inability to produce the new product. However, this ‘do-
nothing’ option is often not fully costed, especially when the
alternative is not to undertake some new work. The people
putting together the financial case are likely to be departmental
managers and have limited accounting, financial or invest-
ment appraisal expertise. They will probably be emotionally
committed to the project and may be under an implied direc-
tive from above. This leads to the observation that many such
investment cases are a result of an earlier decision, and do not,
in fact, represent a true choice but are a means of exercising
management control of capital expenditure that needs to be
undertaken because of that earlier decision. The decision to
launch a new product is a case in point.

There will also be intangible benefits; the production line
workers may prefer newer machines, feel they are participating
in technological progress, feel pride in using leading edge
technology. And they may feel more content that the organi-
sation has enough faith in them and itself to invest in their
future. So their morale, and maybe their productivity, will rise.
On the other hand some workers may not like the change; the
new machines are likely to be from a different manufacturer,
perhaps foreign, and they may feel that ‘all change is for the
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worst’. Some upheaval and retraining is probably inevitable.
These attitudes would be a distinct disincentive.

The intangible benefits and disadvantages would not normally
be costed. Indeed, in some organisations even to mention them
in an investment appraisal case would be to risk the accusation
of going soft.

However, the difference between the positive and negative
attitude is quite likely to result from the way that management
proposes the change. In other words, in any project, managing
the way that the subsequent changes to working practice are
communicated will be an important part of the implementa-
tion process. The difference between doing this well and doing
it badly or not at all may well make the difference between
a successful implementation and a disaster. Ignoring the value
of a change in the workers’ attitude in the investment appraisal
may be acceptable, but if that leads to the issue being ignored
altogether it may sink the project.

The case for investment will be prepared by managers in
the department concerned, and then will be pushed up the
management chain, each level committing its own personal
credibility to the case, until it eventually arrives at the
board of directors, or capital approvals committee. It is
likely to be considered very much on the merits of the case
as presented, and on the financial situation of the organi-
sation. The people making the decision will be well versed
in the issues surrounding the decision, or at least believe
that they are (or want other members of the committee to
believe that they are).

The above case can be summarised in the following way:

® There are relatively few options.

# The decision-makers are ‘at home’ relevant issues.

# It is comparatively simple to cost and the benefits are
relatively obvious.

@ The cost of not undertaking the expenditure is obvious,
though probably not fully calculated.

Any intangible benefits will probably get no more than
a passing reference.
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Investment in a prestige project

For most organisations investment in prestige projects is not
a regular event. However, the prestige project case has strong
parallels with much expenditure that does not have an easily
quantifiable return, such as advertising or PR for example.
These decisions will generally not require much specialist
knowledge. Even though experts will probably be invited to
give advice, most managers involved will feel fully qualified to
give an opinion, or hold an opinion at variance with the experts.

Consider a fairly new, rapidly expanding organisation, which
has its head office in a small building in a back street of
a provincial city. It has outgrown this office and is looking for
larger accommodation. Having illusions, or perhaps delusions
of grandeur it is looking for a building that will become the
corporate headquarters of a large conglomerate. It will have
a number of alternatives available, from old office blocks just
like the present one but bigger, to glass and chrome
monstrosities in the science park. Or it could just take over the
equally small building next door and join them together. This
last alternative is likely to be the cheapest option.

The financial case, or justification, for these alternatives is
somewhat more difficult to put together. There will be many
possible options, albeit many of the elements will be common
and a few large costs will tend to swamp the smaller variables.
Not all of the costs will be fully predictable, especially if the
proposed new office is at some distance from the existing one.

In these circumstances the investment will almost certainly
show a large negative figure at the end. The costs of moving
office are very large. What are the measurable money benefits?
Practically none.

The most obvious implication of not moving is that the orga-
nisation cannot expand; but this may be stated in a loaded
manner, ‘organisations either expand or die’.

In this case there are lots of intangible benefits to be considered:

& A smart office will impress customers and creditors, so will
be a benefit in itself.
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€ A smarter location will improve staff morale, and thus
improve productivity and staff retention.
4 A purpose-built office will improve efficiency.

There is probably some validity in these arguments. But how
does the project manager go about costing them, measuring
them or controlling them? In the event there will almost
certainly be no real attempt made to cost them. Whether they
are considered to justify the expenditure will be a ration-
alisation after the decision is made.

Board members will probably have overseen the case from the
start. They will have a fair bit of personal credibility tied up in
the issue; indeed the genesis of the project may owe more to
their view of the organisation than any real need to expand.
The decision will probably eventually hinge on the personal
views of one or two influential people, essentially ‘the Boss’.

Lest the above be considered an excessively cynical view of
the decision making process in organisations, it is only
necessary to look at the centre of London. The headquarter
buildings of many large organisations are built at vast expense
on ruinously expensive plots, and rely on staff spending large
parts of their days in useless and tiring commuting. While the
expense of the buildings and of attracting high calibre staff to
central London is readily admitted, the location is generally
justified on the grounds that an organisation of this impor-
tance is ‘expected’ to have a presence in the Capital. This is
so even amongst organisations whose main product is
communications — whether physical or electronic — failing to
take the advice they liberally offer to others.

With this type of investment the spending of large amounts of
money on a project which shows a negative Net Present Value
(NPV), or whose benefits are not assured, is not unusual.
Prestige projects aside, mention has already been made of
training and PR. Neither of these types of investment can be
objectively evaluated in strict financial terms. The launch of
a new product is surrounded by uncertain estimates of likely
benefits. However, most organisations will have launched new
products before and will thus have a track record on which to
form a judgement of the realism of the sales estimates. The new
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product will also probably be related to existing core business;
indeed, organisations that launch into totally new fields have
a much lower chance of success.

In the case of a negative NPV for an optional project it needs to
be assumed, if the organisation is behaving rationally, that the
un-costed intangible benefits are considered to generate
an adequate return. In these cases the organisation has put an
implied or imputed cash value to those intangible benefits.

This case may be summarised in the following way:

@ There are a large number of options.

# The decision-makers are probably driving the project.

# It is not straightforward to cost and there are few obvious
financial benefits.

@ The cost of not undertaking the project is not obvious.

# The intangible benefits will probably carry the case. The
weight given to these benefits will be decided arbitrarily.

A simple observation that flows from some of the comments
above which should come as no surprise, but which is
frequently overlooked, is that organisations are made up of
people. These people do not in general behave as automata,
following strictly logical and predictable paths. Emotion,
personal preferences and even sheer cussedness play an
important part in decision making in many organisations.
A consideration of the likely personal views of the individuals
is thus important in understanding much company behaviour.
The imprecision that dogs much social policy, because people
do not always behave exactly as predicted, affects large-scale
changes in organisations as well.

Investments in research and development

Research and development investments, which are sometimes
called corn seed investments, are investments in the future of
the business. Money spent in this area will help the organi-
sation to maintain a competitive advantage in the future.
Organisations will frequently spend substantial amounts of
funds on corn seed investments with little or no cost
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justification. Research and development money is normally
treated as an investment from which an economically viable
proposal is produced; otherwise such monies are treated as an
expense.

The amount of money spent on corn seed investments varies
substantially from industry to industry and from organisation
to organisation. In making corn seed investment decision some
organisations will use benchmarks which can be quite helpful
in ensuring that your organisation does not fall behind the
industry standard. On the other hand when using benchmarks
it needs to be kept in mind that every organisation is different.
On top of this benchmarks are sometimes based on averages for
the industry and therefore can be misleading.

In a general sense corn seed investments represent that the
managements believe that the future of the industrial sector
and that through research and development new products and
new services can be developed. When seen in this light
a useful rule of thumb might be that an organisation should
invest as much as possible in corn seed investments, at least
up to the point that they can comfortably afford. This may take
the form of a portfolio of different corn investments.

Investment matrix and the business case

It is possible to describe these four types of investments in
a 2 x 2 matrix, where the vertical axis is risk and the horizontal
axis is profit. This is shown in Fig. 2.1. From this diagram it is
possible to see that prestige investments are high risk/high
profit and that core investments are medium risk/medium
profit, etc.

The matrix in Fig. 2.1 highlights the risk and the short-term
profitability of the four different types of investment.

Although the Must-do investment may involve substantial
amounts of funding, typically only a high-level business case
will be produced. And as mentioned above this business
case will focus on finding a relatively inexpensive option for
this investment category.



Prestige Corn seed
High High Risk Very High Risk

2 High Profit High Profit
E
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2
¥

fod Core Must-Do

Low Medium Risk Low Risk

Medium Profit Low Profit

High Low
Profitability

Figure 2.1 Business investment types

The core investment should receive the most attention in
terms of the business case. Competent core investment is
a major driver of business success and so this investment
should be made with considerable attention in terms of all the
five dimensions of a business case discussed in Chapter 1.

The corn seed investment is shown under the heading of low
profitability and it needs to be appreciated that in the short
term this will be the case. Not every corn seed investment
leads to a new and successful product or service and it there-
fore needs to be understood that there will be casualties in this
sector. However, those corn seed investments which do
succeed will produce large profit and associated cash
flows. For the above reasons a business case for a corn seed
investment will often be very superficial.

Special comment should also be made on the location of the
prestige in this matrix. The prestige investment is considered
to be both high risk and high probability. The problem with
this location is that it is very often quite difficult to know
whether the new corporate headquarters or the new fleet of
executive limousines make any contribution to the organ-
isation’s success. With prestige investments we are often
simply talking about enhancing the morale of the executive
team or trying to impress clients with external trappings of
success. It will be appreciated that measurability in this arena
is extremely difficult. Therefore these other investments are
not often accompanied by extensive business cases.
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Intangible benefits

Significant intangible benefits will be possible and some will
be quoted in the project justification:

¢ Customer perception of the organisation will improve.

€ A mention in trade journals or general press because of
a large new system is good publicity.

4 Giving management access to better, more immediate,
technology will improve effectiveness.

Equally, large disadvantages are likely if the investment is not
all that it should be. Also, intangible benefits are unlikely to be
well understood and will often not be costed. The putting of
financial values to such intangible benefits is not easy.

A summary of the above shows the following characteristics of
decisions:

@ There are a large number of options.

@ The decision-makers will probably not understand the
details of the project, though they may have an under-
standing of the process to be automated.

& Not straightforward to cost, low confidence in the
estimates.

@ Relatively difficult to estimate benefits. Low confidence in
those estimates based on past experience.

# Cost of not undertaking the project may not be understood
or accepted except by a few managers.

4 Intangible benefits will not be quantified, though they may
be an important part of the final justification.

The Protean nature of investment
business cases

An important aspect of an investment business case is its
protean nature. The term protean means that the business case
is likely to change or mutate over time. It is inevitable that the
circumstances applicable to the investment changes over time.
Obviously costs will vary, often increase, and opportunities
will fluctuate. It is therefore important to bear in mind that the
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implementation of an investment based on a particular busi-
ness case should take place without long delays. The aphorism
‘he who hesitates is lost’ comes to mind when thinking about
business cases reflecting investment opportunities.

Summary

Investment in organisations is a complex issue and the nature
of the investment needs to be clearly understood right from the
outset.

There are four quite different types of investment which an
organisation typically makes. Different investment types
require different approaches to the production of a business
case. These different investment types can deliver benefits
which may be tangible or intangible. All tangible costs and
benefits need to be taken into account in the business case.
However, it is sometimes not possible to incorporate intan-
gible costs or benefits in a numeric form. If this is the case it is
important that the intangible costs and benefits are not simply
ignored. These elements of an investment can often be keys in
reaching the decision as to whether or not to invest. Therefore
it is always essential that intangible costs and benefits are
clearly articulated and understood and that they are given
appropriate weight when the final decision to invest is being
made.

Finally, it is worth pointing out that business cases should not
be prepared and left unimplemented for any length of time.
Business circumstances are normally in a constant state of
change and once it has been decided that an investment is
appropriate, the organisation should proceed with its
implementation.
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The final conclusion is that we know very little, and yet it is
astonishing that we know so much, and still more astonishing
that so little knowledge can give us so much power.

Bertrand Russell, The ABC of Relativity (1925)

We need the courage to let go of the old world, to relinquish most

of what we have cherished, to abandon our interpretations about
what does and doesn’t work.

Margaret Wheatley, Leadership and

the New Science (1992)

3.1 Introduction

Before embarking on the process of the preparation of the
business case it is important to bear in mind that it is as much
a corporate cultural process than just a strictly technical event.
As mentioned in Chapter 1, corporate culture determines the
length and the format of the business case, who initiates the
business case and how it will be presented and processed in
the organisation. Thus the first step is to establish the house
rules for the investment business case.! If business cases have
not been generally in use then it is possible to establish ab
initio the ground rules for producing them. This type of green-
field situation is of course ideal, but in fact most organisations
have already been using some sort of approach to produce
a business case, or at least a feasibility study, or cost-benefit
analysis, and it will probably be necessary to some extent to
follow the precedents set up by the rules underpinning these
approaches. Furthermore corporate culture will determine
what issues are important to the organisation and which issues
are not. Although, it is sometimes thought that facts and
figures are unassailable, in most cases they are not. This has
been pointed out by Stephen Gould, who although writing in
a more general vein made a point that is relevant to business
when he said:

! Even before commencing this aspect of the process it is, of course, important to
obtain the backing of the top management team and specifically the managing
director or chief executive.
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Facts are not pure and unsullied bits of information; culture also
influences what we see and how we see it. (Gould, 1992)

It also needs to be remembered that before a business case can
be developed a considerable amount of background work will
already need to have been done. This background work will
have involved some degree of validation of the proposed
investment. It may have included some process modelling and
it will certainly have involved in-depth discussions with the
principal stakeholders. Depending on the proposed invest-
ment this background research work may take several weeks or
even months before it is possible to proceed with the devel-
opment of the business case itself.

Although there are several different approaches to business
case development any comprehensive business case needs to
address five major areas or elements of concern.

3.2 The elements of a business case

The five elements to a comprehensively produced investment
business case are the business outcome(s), stakeholder manage-
ment, strategic alignment, technology issues and project® risks.
These five elements are shown in Fig. 3.1 below. Each of these

Business
Outcome(s) \ / Stakeholders
Project Risk
Technology j k Strategic
Assessment Alignment

Figure 3.1 An overview of the business case

2 The term project is being used to describe the work related to commissioning the
investment. In the context of this book both these words are used to refer to the
investment. The investment may be thought of as the asset(s) at work and the project
is all the work required to make the investment a functional reality.



elements is part of the process of preparing an investment busi-
ness case and that process is described in Fig. 3.4.

Each of these five elements requires detailed analysis which
forms a substantial section of the business case. Chapters 4-9
describe how these elements of the business case need to be
produced. Chapter 5 discusses the business outcome, and the
material in this chapter is supported by a detailed discussion
of business case accounting in Chapter 10. Chapter 6 discusses
the question of stakeholders. Chapter 7 discusses the issues
related to strategic alignment, while Chapter 8 discusses the
subject of the technology. Chapter 9 looks at the important
question of the risk associated with an investment. Thus there
are five distinct parts or modules to the investment business
case. Each module needs to be developed separately by the
appropriate stakeholders. As described in Chapter 6 there are
at least two groups of primary stakeholders. These are the
investment owners and the finance and administration staff.

All five modules of the investment business case need to be
completed with input from all the stakeholder groups on
a collaborative basis. However, the investment owners, rep-
resented by the investment sponsor need to assume overall
responsibility for the production and the final integration of
the business case.

The business outcome module should be produced primarily
by the investment owners with some significant help from the
finance and administration staff with the business case
accounting section. The strategic alignment module needs to
be prepared by a group comprising the investment owners as
well as members of the top management team and the strategic
planning group. The stakeholder module should be produced
primarily by the original proposer or sponsor of the invest-
ment. This individual or group of individuals needs to be
either part of the investment owners, or be closely aligned with
them. The technology module needs to be prepared by the
technology professionals or consultants in collaboration with
the investment owners and the risk management module will
require input from all the different primary stakeholders. The
four arrows in Fig. 3.1, flowing from the four corner boxes into
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the risk box have been drawn to reflect the fact that their
composition directly affects the risk profile of the investment.
Any changes in any of these four issues will most probably
directly affect the risk profile.

In this chapter some of the background issues that are of
importance to all of these elements, and without which the
investment business case cannot be developed, are discussed.
These background issues include consensus, acceptance of
change, the importance of delivery options, etc.

The consensus issue

An important aspect of the business case is that it is a vehicle
for producing a consensus between the principal stakeholders
as to how the investment will proceed. This consensus of
understanding and commitment will have been arrived at
through a process of research, evaluations, discussions and
dialogues whereby differences and conflicts will have been
resolved. This may have required several reiterations of the
investment business case document before agreement has been
reached. The final version of the business case needs to be as
objective as possible with individual departmental agendas
minimised. Although complete objectivity is often impossible,
there is still a need to strive for it.

In producing the business case, the philosophical underpin-
nings or the values of the organisation and the principal
stakeholders need to be articulated, understood and agreed.
Consensus is central to the successful implementation of an
investment as disagreements can lead to major difficulties
with the project and cause it to fail. In fact an investment
project should not be commenced until there is a high degree
of consensus between all the principal stakeholders. When
consensus is not obtained then the risk profile the project faces
is substantially heightened.

The acceptance of change

Change of any sort is always a challenge in organisations. New
investment often means a change in the way process and



procedures are conducted or a change in the location of
activities. The lack of acceptance of the inevitability of change
is at the core of many investment failures. Therefore time
needs to be spent on preparing the individuals concerned for
any forthcoming change. Having individuals participant in
the preparation of the investment business case is often
a useful way of introducing the notion of change and how it
will affect the various individuals concerned.

Unfortunately when an investment project begins it is some-
times not clear exactly how the project will develop. Putting in
a new line of machinery in a factory or building a new infor-
mation system may have a number of implications some of
which may not have been foreseen at the out set. When this
happens the objective of the investment project may have to be
changed. And from time to time the objectives will be changed
more than once. This is sometimes referred to as the moving

goal-post syndrome.®

There are different ways of coping with the moving goal-post
syndrome but as a general rule it is much better to try to avoid
this situation from occurring in the first place.

The first step is to try not to burden the high-level definitions
and descriptions of the outcome space with too much specific
detail and it is essential to be prepared to allow project spec-
ification changes to be identified and accommodated while the
project developments are in progress. This means that all the
details of the investment business case should not be regarded
as being set in concrete but rather as a possible scenario to
which the organisation and the principal stakeholders wish to
aim (Fig. 3.2).

3 The moving goal-post syndrome is not the same as project scope creep. As the
word ‘creep’ implies project scope creep describes small marginal changes which
delay the final delivery of the project but the main project objectives will remain
much unchanged. The moving goal-post syndrome can refer to major changes in
project objectives.
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Figure 3.2 Outcome space and formative evaluations

This preparedness to recognise the inevitability of change may
be regarded as a post-modern* idea underpinning the use of
the business case in this way. Employing values and concepts
such as contingency, continuous participative evaluation, co-
evolution is perfectly valid for activities within project envi-
ronments. Although the post-modernist concept as it is
applied to project development concentrates on a number of
issues, one of the most important is the contingent mind-set to
the project development.

3.4.1 The importance of phased delivery

Tied in with the notion of the outcome space and formative
evaluation is the fact that phased delivery is an important way of

* The author has taken some licence in the use the term post-modernism. According to
the Fontana Dictionary of Modern Thought, ‘post-modernism is increasingly familiar
if still controversial term for defining or suggesting the overall character or direction of
experimental tendencies in Western arts, architecture, etc. since the 1940s or 1950s
and particularly more recent developments associated with post-industrial society.’
In the context of this book post-modernism is used to suggest new and somewhat
experimental directions in management thinking, especially as it applies to infor-
mation systems development. These rely on, inter alia, the contingency notion, which
recognises that organisations cannot stop the world from changing during the period
of information systems development. The best such organisations can do is adapt
quickly.
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containing unforeseen moving goal-posts. By phased delivery it
is meant that the project outcomes are divided into a series of
outputs and that these outputs are delivered over a period of
time and not held back for a one final big event or big-bang
delivery.

Big-bang delivery is increasingly believed to be problematic for
project success. Thus itis necessary to divide the project up into
manageable parts and implement a continuous programme of
delivery, whereby the stakeholders’ commitment to the project
as each part is delivered is ensured. If at any time the stake-
holder commitment diminishes then the validity of the project
is thrown into question. Formative or participatory or learning
evaluation is helpful as a means of ensuring this commitment.

Stakeholder governance

The idea of the governance of projects be undertaken by its
primary stakeholders relates to the fact that they need to be
involved or rather committed to the success of the project and
that this involvement or rather commitment needs to be sus-
tained right up to project delivery. With this in mind the
stakeholder involvement in the initial business case develop-
ment is a fundamental requirement. It is the improvement in
the efficiency and effectiveness of these individuals that cau-
ses the organisation to experience a benefit stream. In turn the
new benefit stream will be reflected in the organisation’s profit
and return on investment calculations (See Fig. 3.3).

Only ifthe principal stakeholders are fully committed, and only
if they are actually governing the project, is there any real
likelihood of success. Of course, even with stakeholder gover-
nance/management, project success is never guaranteed.

Accuracy of estimation

In the business case there will invariably be a series of
financial projections estimating costs and benefits. The esti-
mation of these costs, the benefits and the other variables can
be relatively straightforward. These estimations can be based
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on quotations or on historical experience or on expert
judgement.

Accuracy in project estimates is always welcome, but accurate
financial estimates are not the main issue. Sometimes esti-
mates that are within parameters such as plus or minus 10%
can be perfectly adequate. A higher degree of accuracy may be
too expensive and take too much time and sometimes
concentration on accuracy is a distraction and is not really
essential in the production of adequate cost and benefit esti-
mates for an investment project.

Strategic alignment

The organisation’s corporate strategy is of central importance
to its effective use of investment funds. Strategic mismatches
or misalignments are major causes of investment project
failure and any professionally produced business case needs
to rigorously address this subject. It is not always an easy
matter to ensure that investment is aligned with corporate
strategy for a number of reasons including the fact that
corporate strategy may not be known to the proposers or
sponsors or investment owners. Furthermore it is possible that
the corporate strategy may change during the period when the
investment project is under development.

Strategic alignment is fully discussed in Chapter 7.

Technology

Investment will normally have a technology dimension.
Choosing the right technology is no trivial matter. It is therefore
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necessary to consider the technology which will be used in the
investment project under a separate heading. To do this it is
necessary to develop a technology feasibility statement that
outlines the various technology options available. The tech-
nology feasibility statement needs to be completed by specialists
either from the organisation or by consultants or by outsourcers.

The issue of technology is fully discussed in Chapter 8.

Risk — project and system

Risk can be defined as the propensity of the actual costs and
outputs of the investment to vary from the original business
case. In simple terms this can be regarded as being equivalent
to what can go wrong. It is of prime importance for a business
case to address the risk issue, as without doing this the busi-
ness case is at best incomplete and at worst a misunder-
standing of what may be expected during the project.

The issue of risk is discussed in Chapter 9.

An investment business case as a process

Although the results of an investment business case are pre-
sented as a document, its production or development is best
understood as a business process in its own right. The activi-
ties required in this business process are shown in Fig. 3.4.

This process has three major activity groups which are:

(1) The identification of the business opportunity;

(2) The identification of the stakeholders who will work on the
development of the business case;

(3) The production of the business case itself which requires
reiteration.

This process requires input from various stakeholders
mentioned above. The different stakeholders may have quite
different views as to how they see the proposed new invest-
ment. Sometimes these different stakeholders may even have
conflicting objectives. Where there are differences and
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conflicts the probability of investment success is low. It is part
of the investment business case process to attempt to resolve
any such differences and conflicts. The required approach
here is to hold a series of meeting/discussions during which all
the different views are aired. Through the process of skilled
negotiations, gaps may be closed and different stakeholders’
requirements may be brought closer together. The series of
feedback loops shown in Fig. 3.4 suggests that the develop-
ment of the different parts of the business case may require
several reiterations.

Once the investment business case has been developed a deci-
sion has to be taken whether or not to proceed. This is done by
summative evaluation which is discussed in Chapter 4.

Multi-stage large scale investments

When a large investment with multiple stages is being
undertaken then sometimes there are a number of specific
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Figure 3.5 Basic Stage-Gate flow

parts to the business case. In such a situation each part of
the business case may be seen as a gate through which the
investment business case must pass before the next stage is
begun. Thus this Stage—Gate process may be seen as an
endeavor to assure that each stage is on track and if a wrong
turn is taken the shortest distance is traveled down the
wrong road before it is detected.

Figure 3.5 shows a large scale investment with three occasions
(gates) at which the key stakeholders have to be satisfied.

This Stage—Gate approach is similar to the continuous evalu-
ation which is discussed in Chapter 4 but it differs in that
the Stage—Gate evaluations happen at set times where as the
continuous evaluation may take place at any time at the
bequest of a stakeholder.

If the investment business case is considered sound then the
project carries on, if the investment business case is not
considered sound then the proposed project is halted or re-
conceptualised.

A few words on the cost of the business case. Management
information is always expensive and useful management
information may cost a considerable amount of money. The
initial process required to develop the investment business
case may take weeks or even months to conclude and may cost
the organisation a non-trivial amount of money.” Thus there

5 Sometimes the question is asked, How long should it take to prepare a compre-
hensive business case? There is no simple answer to this question. However, if the
business case is rushed due to the urgency to commence the project then it is likely
that the success of the project will be put at risk.
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needs to be a budget for the costs of producing the investment
business case. Some organisations say that anywhere between
1% and 5% of the final investment amount may need to be
spent on preparing a professional business case.

Summary

A comprehensively produced business case for an investment
serves two distinct purposes. In the first place it is the basis for
making a decision as to whether or not to invest in the
proposed project. For this reason it is necessary to consider in
detail the five dimensions or issues shown in Fig. 3.1, i.e.
business outcomes, stakeholders, strategic alignment, tech-
nology issues and project risk. It is important that these issues
are considered in a holistic manner and this is well demon-
strated by the jigsaw diagram used in Fig. 3.6.

In the second place the business case should be central to the
process of managing an investment project, with the business
case being used to set targets and obtain stakeholder commit-
ment. Stakeholders’ commitment and their involvement in the
project management are of fundamental importance to any
project. Perhaps the single most important reason why projects
fail is the lack of stakeholder commitment.

Thus, a business case should not simply be a document which
is produced to approve or authorise a project, but rather it
should be at the centre of the project management process.
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The word ‘belief’ is a difficult thing for me. I don’t believe. I must
have a reason for a certain hypothesis. Either I know a thing, and
then I know it — I don’t need to believe it.

Carl Jung, interview (1959)

‘One can’t believe impossible things’, said Alice. ‘I dare say you
haven’t had much practice,” said the Queen. ‘When I was your
age, I always did it for half-an-hour a day. Why, sometimes I've
believed as many as six impossible things before breakfast.’
Lewis Carroll, Through the Looking Glass (1872)

Introduction

The business case can be regarded as part of the general eval-
uation of business performance activity within the organisa-
tion and one which is increasingly seen as central to the
delivery of quality management. It is not easy to ensure that
any activity is being performed well if there are not mecha-
nisms in place to monitor how that activity is living up to the
exceptions of its consumers. This is the role of evaluation
activities and the investment business case sets the standard to
which the evaluation activities need to be compared.

Furthermore to understand the mechanisms behind the busi-
ness case it is necessary to examine the concepts and tech-
niques used in evaluation. These become especially important
when the investment business case is used as part of a project
management process.

Most of the concepts and techniques used in evaluation are not
new. Many of them have been used in private business and the
public sector for many years. However, they are increasingly
being used in business and management.

Evaluation and the business case

At the heart of a business case is an evaluation of the invest-
ment. This evaluation needs to address business issues,
financial issues, strategic issues, stakeholder issues, technical
issues and risk issues. In addressing this range of different
issues it is essential to have a clear definition and under-
standing of what is involved in evaluation.
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Evaluation is a process that is intuitively known, or at least
instinctively undertaken by just about everyone. It is either
a conscious or instinctive reviewing process, which assesses
the value® of an object or the merit of a particular situation.
Thus cricket teams, motor cars, schools and universities and
hospitals, summer holidays as well as business investments
are evaluated at sometime, in some way. More formally eval-
uation according to Scriven is:

usually defined as the determination of the worth or value of
something ... judged according to appropriate criteria, with those
criteria explicated and justified. (Scriven, 1991)

Evaluation and the techniques associated with it may be used
in many different aspects of business and management
(Nugent, 1998). In fact, Shadish et al. in the opening chapter of
their book state:

We can evaluate anything - including evaluation itself. (Shadish
et al., 1991)

During the past few decades, evaluation has been increasingly
associated with management in an attempt to improve
economic productivity from both an efficiency and effective-
ness point of view. In the business environment evaluation is
at the heart of all activity. According to Love:

...... evaluation began to be recognised as an indispensable tool
for managers and an essential part of the management process.
(Love, 1991)

Traditional business evaluation

While the concept of corporate or business evaluation has been
in existence for some years, this has been largely performed for

! The Oxford Dictionary gives the following definition of evaluation: ‘the action of

working out the value of something’. Evaluation is a weighing up process to assess

the value of an object or the merit of a situation and it is on this basis that the

definition used in this book was developed. Evaluation is a process incorporating

understanding, assessment and sometimes measurement of some sort against a set of

criteria (Symons, 1991). It is most important to note that this does not necessarily

mean financial measurement. It can also relate to the determination of the worth of

an object. In the context of this book the evaluation process directly supports and

enhances the management decision-making process.



the purposes of assessment of the value of the organisation as
a going concern. Thus when a business was bought or sold, an
evaluation of the business occurred in order to establish
a possible price. Businesses or parts of them were also evalu-
ated for banks or other suppliers of debt. The techniques used
for these types of evaluation are much the same as the tech-
niques which will be discussed in this book for the evaluation
of a single or a group of business investments. It is worth re-
stating that in this book the question of the creating a case for
the acquisition of fixed assets such as land and buildings,
factories, machinery and equipment, information and
communications technology systems, vehicles of all sizes, etc.
is the main focal points. Also in the context of a business case
for an investment in fixed assets is appropriate to ensure that
both detailed ex-ante and ex-post evaluations are undertaken.

Some investment can radically transform the way in which
organisations do business, both in terms of established busi-
ness practices and the work environment for the organisation’s
staff. For example it is generally recognised that information
systems change the social structure of the organisation.

According to Farbey et al.:

At the heart of IT’s new role is the wider range of benefits IT can
now bring. Traditionally IT applications reduce costs but this
does not transform business processes, inter-organisational
networks and business scope. (Farbey et al., 1993)

IT isnot the only type of investment which can effect such change.
New machinery and equipment can completely revolutionise the
business. New arrangements for outsourcing or off-shoring? can
easily have the same effect. It is these not-easy-to-quantify aspects
of a new investment which need to be evaluated and included in
the business case.

2 Off-shoring is an interesting application for a business case investment. There will
often be a substantial cost at the end of an off-shoring contract if the company wishes
to bring the work back to its home base. This type of cost can frequently be quite
difficult to estimate and as a result it is not often included in the business case. By
omitting this cost those individuals who are preparing the business case are effec-
tively assigning a zero value to this cost.
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Dimensions of evaluation

Evaluation may be performed in many different ways and may
be said to have several different dimensions and application
types. In very broad terms evaluation may be subjective or
objective. Evaluation may be qualitative or quantitative or in
fact it may include aspects of both qualitative and quantitative
techniques. The comprehensive approach to the development
of an investment business case as described in this book may
be regarded as a hybrid approach employing aspects of quali-
tative or quantitative techniques.

Types of evaluation

There are several different types of evaluation: there is ex-ante
evaluation and ex-post evaluation; there is formative evalua-
tion and summative evaluation; there are quantitative and
qualitative evaluation approaches; there are subjective and
objective techniques. Each of these is appropriate in different
circumstances. There are a number of taxonomies that allow
the categorisation of evaluation techniques and methodolo-
gies. The following sections examine two of the primary
categories of evaluation, which are ex-ante and ex-post eval-
uations and summative and formative evaluations. A business
case is by its nature an ex-ante evaluation. However, it will be
argued later in this book that a business case should not be
simply evaluated once. Thus by using a business case as part of
the project management process some aspects of ex-post
evaluation may effectively be used.

Ex-ante and ex-post evaluations

Predictive evaluations performed to forecast and evaluate the
impact of future situations are sometimes referred to as ex-ante
evaluations. Post-implementation evaluations that assess the
value of existing situations are sometimes referred to as ex-post
evaluations. Ex-ante evaluations are normally performed using
financial estimates that may be either single point estimates of
costs and benefits or range estimates of such figures. In either
case this type of analysis attempts to forecast the outcome of



the investment in terms of an indicator or set of indicators
(statistics) such as the payback, the net present value (NPV) or
the internal rate of return (IRR), to mention only three.

The purpose of ex-ante evaluation is to support purchasing
justification. Purchasing justification, which is sometimes
confused with evaluation, implies first an evaluation and then
the activity of justification, showing that the investment is
appropriate for the particular business context. The purpose of
ex-post evaluation is to assess and confirm, or refute, the value
of a realised design or a completed action. The ex-post or the
post-implementation evaluations investigate and analyse the
current system to examine ‘what is’ against some previously
suggested or predicted situation. This is done to subsequently
confirm the value of the investment and support operational
decisions about improvements. Ex-post evaluations can be
made on the basis of financial indicators such as those
described for the ex-ante situation above or they can be made
using other non-financial measures such as customer satis-
faction or market acceptance surveys.

Ex-ante or predictive evaluations on which business cases are
dependent are complex. The evaluator has to understand the
existing circumstances in order to predict and understand the
future outcomes, as well as be able to estimate the potential
impact of other future situations. Ex-ante evaluations only
require estimates of likely costs and benefits while ex-post
evaluation requires actual costs and actual benefits which are
sometimes very difficult to determine.

4.4.3 Formative and summative evaluations

Evaluation activities may also be categorised as formative and
summative. Formative evaluation, which is sometimes
referred to as learning evaluation® has been explained by Finne
et al. as:

3 The learning aspect of formative evaluation is sometimes not adequately
emphasised. One of the most important reasons for undertaking a formative evalu-
ation of an information systems project is to be able to learn from what has happened
and thus be able to perform more efficiently and effectively in the future.
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... Formative evaluation approaches typically aim at improving
program performance, take place while the program is in opera-
tion, rely to a large extent on qualitative data and are responsive
to the focusing needs of program owners and operators. (Finne
et al., 1995)

This theme is expanded by Patton, who points out:

Formative evaluations are conducted for the purpose of
improving programs in contrast to those evaluations which are
done for the purpose of making basic decisions about whether or
not the program is effective. (Patton, 1980)

Thus formative evaluation is central to sound management
processes and practice. If used correctly formative evaluation
will lead to a much higher rate of project success.

The term formative is taken from the word form, ‘to mould by
discipline and education’. Formative evaluation is viewed as
an iterative evaluation and decision-making process continu-
ally influencing the social programme and influencing the
participants, with the overall objective of achieving a more
acceptable and beneficial outcome from the programme.
Summative evaluation on the other hand, derived from the
word sum or summary, is viewed as an act of evaluation
assessing the final (summary) impact of the programme.
Business cases are by their nature initially summative.
Summative and formative are conditions of the evaluator in
contrast to process and product, which are conditions of the
evaluation.

Investment business case and summative evaluation

When the business case document has been prepared,
a judgement has to be made as to whether or not to proceed
with the investment or decline the suggested opportunity.
This judgement requires a summative evaluation which leads
to a yes or a no answer.

Investment business case and formative evaluation

Once the business case has been accepted and the project has
begun, formative evaluation has a major role to play in
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ensuring that the project remains on track and delivers
a satisfactory result.

Formative evaluation and participation

Formative evaluation is not only about measuring the contri-
bution, but also about the inclusion of the views and opinions
of a wide range of the stakeholders. This type of evaluation does
not stop at summary statistics, but probes the reality behind the
numbers in order to understand what is really going on, i.e.
what is being achieved, what is to be achieved and what the
current and potential problems are. Adelman suggests:

that formative admits more representational equity than
summative and giving equal voice to all stakeholders® also
admits diversity. (Adelman, 1996)

Thus formative evaluation is sometime referred to as partici-
patory evaluation. Also the same process is sometimes called
learning evaluation as is explained by Brunner and Guzman
when they said:

Participatory evaluation is an educational process through which
the social groups produce action-oriented knowledge about their
reality, clarify and articulate their norms and values, and reach
a consensus about future action. (Brunner and Guzman, 1989)

The terms formative and summative do not in themselves
imply participation for formative evaluation and non-
participation for summative evaluation. From its definition
‘moulding by discipline and education’ there is at least an
expectation that stakeholders are involved in a formative
evaluation process. But it is also clear that a participatory
summative evaluation can take place.

Formative evaluation and reiteration

Formative evaluation is a reiterative process whereby a sys-
tem’s requirements are refined or co-evolved in a controlled

41t is unlikely that all stakeholders will actually have equal voice as the most

influence is usually taken by the most powerful stakeholders.
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manner. Formative evaluation may take place many times
during the tenure of a project. The actual number of times will
depend upon the type of project and the environment in which
itis being pursued. At the end of each formative evaluation the
business case may be changed to reflect new circumstances
and the project will, hopefully, continue with a new or
adjusted set of objectives and requirements. Figure 4.1 shows
the reiterative nature of this activity.

Other evaluation issues

There are several other evaluation issues that need to be
understood as part of a business case. These issues include the
question of whether the evaluation should be performed on
quantitative or qualitative evidence and whether the evalua-
tion should be continuous or periodic.

In general the use of both quantitative and qualitative
evidences is preferable. The financial estimates that are part of
the micro-model in the outcome section of the business case,
will be intrinsically quantitative where investment statistics
such as payback, return on investment and net present
values, etc., will be calculated. This is discussed in detail in
Chapter 10. There may also be other survey type evidence such
as the responses to questionnaires, which will also be some-
what quantitative. But in addition to these numbers there will
also be opinions concerning the strategic alignment, the
stakeholder management, etc., which will be qualitative.
These opinions are just as important as the quantitative part of
the business case.
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Although the business case is generally only produced at the
outset of the project it can be reviewed a number of times. In
fact the business case should be reviewed at each major
milestone during the project. This would be a periodic
approach to the review of the business case. There is also the
argument that the business case should be under continuous
review in the sense that any stakeholder could ask for a review
session whenever they feel it is appropriate to so do. This
would be referred to a continuous approach to the business
case evaluation.

A professional approach to the
evaluation process

Professional evaluation is not a simple matter that can be con-
ducted quickly and simply. Evaluation, especially as it is
practised in the preparation and use of a business case for an
investment, is a management process requiring a high degree of
knowledge and discipline. The evaluation should focus on
a full range of business outcomes which include direct business
benefits as well as financial estimates of them. It is important to
include both tangible and intangible benefits. Tests of materi-
ality and credibility need to be applied especially to intangible
benefits and these are discussed in Chapter 5.

In additon the evaluation needs to be conducted by all the
primary or major stakeholders. Without involving the opinions
of all the major stakeholders the business case will simply not
be useful.

A word about assumptions

No discussion about evaluation would be complete without
addressing the issue of assumptions. A dictionary definition
tells us that an assumption is ‘The act of taking something for
granted, or something taken for granted.’

Neville Turbit from Project Perfect adds:

it is something that we cannot establish as being true at this
point in time, but it is likely to be true
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In order to move forward with evaluating investment decisions
we need to make assumptions. In making investment deci-
sions there is always some degree of the unknown. If we were
to wait until every last piece of information was available we
would probably never start. Unavoidably human nature is
such that at some point in time assumptions are regarded as
truths. Assumptions can be and often are wrong. When this is
revealed, all decisions based on these assumptions need to be
reviewed. In a way assumption can be looked upon as a mirror
image of risk. Risk is discussed more fully in Chapter 9.

Summary

Evaluation theory has its roots in social or public sector pro-
gramme assessment, which was initiated more than one
hundred years ago, and has today become an important field of
study in its own right, with distinct implications for business
and management performance. Evaluation theory is central to
the production of a comprehensive business case for invest-
ment in that evaluation techniques underpin all aspects of the
production of the business case.

The investment business case will be an ex-ante, summative
evaluation which will require a significant degree of partici-
pation from all the important stakeholders. The investment
business case may well have to go through several reiterations
before the process of producing this document is complete.

Although the production of a business case for an investment
can be expensive and time consuming, there is frequently
a large payback associated with this activity.” Of the several
different levels of payback to be derived from a business case,

® As already noted in Chapter 3 it is not possible to say how long it should take to

develop a comprehensive investment business case as this will clearly depend on

the precise nature of the investment. However, except for very small and simple

investments it is likely or at least possible that a well produced business case will

require several person weeks of effort. On the question of the cost of a comprehen-

sive investment business case, many practitioners have made the point that it is

worthwhile spending a material amount of money on this activity if it can ensure

a more sound approach to the project when it is finally approved.



the facilitation of corporate learning is regarded by many to be
the most positive and perhaps the most important reason for
undertaking this evaluation work. Thus a business case for an
investment not only helps to decide whether to proceed with
a particular opportunity and assist the capital rationing
process in order to prioritise projects, but also creates a plat-
form from which the organisation can learn to manage projects
more successfully.
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5.1

Nowadays people know the price of everything and the value of
nothing.
Oscar Wilde, The Picture of Dorian Gray (1891)

We inhabit a world that is always subjective and shaped by our
interactions with it. Our world is impossible to pin down,
constantly and infinitely, more interesting than we ever
imagined.

Margaret Wheatley, Leadership and the New Science (1992)

Introduction

In this chapter the factors required for the creation of the
business outcome statements will be examined in detail and
will be illustrated through the use of an information and
communications technology (ICT) example.

Traditional feasibility studies or project justifications tended
to be one-dimensional statements focusing on financial esti-
mates. This approach was always seen as a limitation but it
was often felt that it was too difficult, would take too long and
be too complicated to present a more rounded evaluation of the
investment proposal. Today at the heart of the comprehensive
business case is the understanding that financial numbers
alone are not good enough for making investment decisions
and that a more holistic approach is much more appropriate.

Thus when using the comprehensive approach to producing
a business case it is necessary to consider multiple views —
a view of the investment outcomes (including financial cost
and benefit estimates), a view of the degree of strategic align-
ment inherent in the investment, a view of the stakeholders,
a view of the technology to be employed and a view of the
project and inherent risks involved. Looking again at the
overview of the business case (Fig. 5.1) it can be seen that
the risks are at the centre of the project.

These five views are the most important perspectives that need
to be taken into account when an information systems
investment proposal is presented. Notice that the five views of
the investment are interconnected through the project risk
which is the central issue.
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Figure 5.1 An overview of the business case

5.2

These views or perspectives need to be reduced to documents
that are not trivial to complete, but neither are they so
complicated as to be burdensome. Each view needs to be
developed separately by the appropriate stakeholder in asso-
ciation with, or in consultation with the other primary stake-
holders. This collaboration is important as each of these sets of
issues have a bearing on each other.

Outcome statement or statements

Before discussing the development of an outcome statement it
is important to be clear on the definition of both an outcome
and an output of an investment. The outcome of an investment
may be defined as the desired effect of an intervention or
change to a business process or practice or procedure or
arrangement. It is a business result, which has a measurable
impact on the performance of the organisation. The output of
an investment is the physical change to a business process or
practice which will lead to the business result as required in
the outcome.

Investment outcomes need to be expressed as statements. The
outcome statement is a comprehensive statement or sometimes
a set of statements of the expected results in precise business
terms of the investment or initiative. It relates to the primary
business problem or opportunity and represents in quite
specific terms the vision of how the business will perform



when the opportunity is realised. It is derived or developed
directly from the primary business problem or opportunity
statement. Some organisations may wish to use planning
techniques such as the analysis of strengths, weakness,
opportunities and threats (SWOT). So, for example, if the
investment is targeted at changing the profile of the company’s
customer base from having many small customers to a more
restricted group of large highly creditworthy customers then
the outcome can be expressed as: more sales revenues on fewer
invoices from well-established customers of good financial
standing who pay promptly.

An investment opportunity may have several outcomes. Thus
another expected outcome, in the above example, could be that
the business relationship with the customer will be closer or
tighter and that the salesperson will call more frequently on
the customer and spend more time with them, which will
result on more sales per invoice.

As the business outcome is at the heart of the investment
business case, a comprehensive statement or set of statements
of business outcome will need to be thoroughly developed and
will thus consist of three distinct levels or components.” These
components, which are shown in Fig. 5.2, are as mentioned

Macro-Model

Meso-M odel

A4

Micro-Model

Figure 5.2 The three steps in the business outcome

"It is possible that the business outcome dimension could require as much as
30-50% of the effort of the entire business case exercise.
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above referred to as the macro-model, the meso-model and
the micro-model. These three models need to be produced
sequentially beginning with the macro-model, then pro-
ceeding to the meso-model and finally completing the micro-
model.? The detail required in each of these models grows
from perhaps as little as a few paragraphs for the macro-model
to maybe a dozen pages or so for the micro-model.

It is important that the macro-model is fully concluded and
agreed to by the stakeholders before the meso-model and the
micro-model are produced. Misunderstandings with regard to
the macro-model are one of the more common causes of project
failure.

5.2.1 The macro-model

A macro-model is a high level statement in words and
diagrams of the result of the proposed investment in terms of
organisational intervention or change. A macro-model should
contain a statement of the problem or opportunity, what will
be done by who, when to take advantage of it, and what the
expected outcome or business result will be. A macro-model
will typically require the seven items of information listed in
Fig. 5.3.

The information that will be collected by completing the
seven parts of the macro-model form will constitute the text
of the model. As well as by producing the macro-model in
words it is also useful to describe the business intervention
by means of a diagram and an example of this can be seen in
Figs 5.6 and 5.7.

% Although the business outcome modelling is generally regarded as the place to
start the investment business case, the three models cannot be finalised until other
dimensions of the business case have been addressed. For example to produce
a convincing macro-model it is necessary to have performed a strategic alignment
check. To be able to produce the detailed costing required for the micro-model it is
necessary to have performed at least some of the work required for the technology
statement. Thus in an important sense the different elements of the business case are
contingent upon each other.



Macro-model Details

11

Name of the proposed investment

Limit thisto around 10 words

12

State the perceived problem or opportunity

Limit this to around 100 words

13

Why isit a problem or opportunity?

Limit thisto around 75 words

14

What is the nature of the-investment?

Limit this to around 50 words

15

What will be the result of the investment?

Limit thisto around 75 words

16

Identify the owner—users (key stakeholders)

List up to five possible owners-users of the
intervention

17

State the time frame required giving most
likely as well asworst and best estimates

Figure 5.3 The macro-model form to be completed

5.2.2

Example of a macro-model for credit control process

The following is an example of a macro-model that has been
developed to describe a requirement for a credit control and
administration system. The macro-model is initially presented
in detailed format in Fig. 5.4 and then subsequently presented
as an integrated whole. The macro-model form is simply
a checklist which assisted the modeller to ensure that all the
main issues have been addressed.

Integrating and summarising the information in the macro-
model form will produce the high level description of the
proposed intervention and its outcomes together with the
stakeholders, time frame, etc. This will appear as shown in
Fig. 5.5.

The macro-model can also be represented diagrammatically to
help clarify the key stages required. Figure 5.6 identifies the
problem the system is to solve as described in Fig. 5.4 and
Fig. 5.7 describes the proposed system as described in Fig. 5.5.
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Macro-model

Details

11

Name of the proposed
investment

Limit thisto around 10 words

Electronic credit control system

12

State the perceived problem or
opportunity

Limit this to around 100 words

There has been a steady deterioration
in the performance of the credit control
activities of the organisation. Where as
the average rate of bad debts was
0.025% during the 1980s, the rate
during the 1990s has been 0.040%. In
addition the average number of daysin
debtors during the 1980s was 35 and
this number has increased during the
1990s to 47 days. There is no doubt
that there are several reasons for this,
including the tough economic and
financial climate, generally
experienced during the 1990s

13

Why isit aproblem or
opportunity?

Limit thisto around 75 words

Credit control activities have not been
given as much attention in recent years
as perhaps they should have been. Asa
result of a benchmarking exerciseitis
now established that the industry
average for bad debtsis 0.02% and the
average number of daysin debtorsin
theindustry is 40.

14

What is the nature of the
investment?

Limit thisto around 50 words

To establish an electronic link to the
local credit rating operators

To provide an on-line interface
between the sales order processing
activities and the billing and debtors
activities which will highlight if a
particular client is about to be given
further credit when their account is
overdue or over their credit limit

To make on-line reports available to
credit chasersto ensure that payment
is made within the agreed number of
days

15

What will be the result of the
investment?

Limit thisto around 75 words

The organisation's credit control
activitieswill be brought into line with
the industry averages

The outcome of the new sales and
credit process will be an improvement
in profit and cash flow, which will
produce a payback of less than one
year and an ROI of 120%

16

Identify the owner—users (key
stakeholders)

List up to five possible
owners—users of the intervention

Chief accountant

Credit controller

Sales manager

Credit rating controllers
Credit chasers

17

State the time frame required
giving most likely aswell as
worst and best estimates

This needs to be achieved within a six-
month period

Figure 5.4 The macro-model form completed




There has been a steady deterioration in the performance of the credit control
activities of the organisation. Whereas the average rate of bad debts was 0.025%
during the 1980s, the rate during the 1990s has been 0.040%. In addition the average
number of days in debtors during the 1980s was 35 and this number has increased
during the 1990s to 47 days. There are no doubt several reasons for this including the
tough economic and financial climate generally experienced during the 1990s.

It is also true to say that the credit control activities have not been given as much
attention in recent years as perhaps they should have been. As a result of a
benchmarking exercise it is now established that the industry average for bad debtsis
0.02% and the average number of days in debtors in the industry is 40. It is now
considered necessary to take action to bring the organisation's experience in this
respect into line with the industry averages and then to improve on its performance in
this respect again from that position.

It has been decided that the chief accountant takes direct responsibility for the credit
control activities and work on new systems in collaboration with the credit controller
and the sales manager. Together these individuals will implement a credit control
system that will identify potential bad debts before a sale is made so that an insightful
decision can be made as to whether or not to do business with the potential client.

Establishing an electronic link to the local credit rating operators will do this. In
addition there will be an on-line interface between the sales order processing activities
and the billing and debtors activities which will highlight if a particular client is about
to be given further credit when their account is overdue or over their credit limit.
Furthermore on-line reports will be made available to credit chasers to ensure that
payment is made within the agreed number of days. The outcome of the new sales and
credit process will be an improvement in profit and cash flow, which will produce a
payback of less than one year and an ROI of 120%. This needs to be achieved within a
six-month period.

Figur

5.3

e 5.5 An integrated high level macro-model

Another example of the macro-model
for a sales administration system

The following is an example of a macro-model that is
expressed in words only. This model describes the business
problem, it suggests a solution and it explains how the solu-
tion will solve the problem.

Average gross sales invoice values are generally too small to
provide the required return on investment. If the average gross sales
invoice value is increased by a factor of five, then the cost of
administration will come into line with the industry average and
this will result in a higher profit and thus a satisfactory return on
investment. The average gross sales invoice value may be increased
by the more effective selection of clients as well as by a greater
concentration on cross selling. Clients may be more effectively
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Slow
Payment

Cash Bad Debts
Receipts

™~

Figure 5.6 Diagrammatic view of the problem

selected if the relevant sales persons have access to appropriate
sales history and market potential information. Similarly, appro-
priate information systems may enhance the opportunity for cross-
selling by identifying potential needs for a wider range of our
products in our already established client base.

The above statement qualifies as a model because:

# it is a clear description of a problem, a proposed process
which is expected to improve the situation, and it suggests
a likely result;

# it facilitates a discussion of the proposed intervention and
possible alternative courses of action.

Sales
opportunity

(

Credit
checking
=
k} Receipts
L ess bad debts Qiitori ng
Reduced debtors ="

Return on
Investment investment

\
!

Figure 5.7 Diagrammatic view of the macro-model for the proposed system



Industry average gross salesinvoice value

Average
gross sales
invoice values
too low

Figure 5.8 Macro-model for the sales administration system — graphic form

5.4

This macro-model can also be expressed in a fish-bone chart.?
Figure 5.8 presents the written macro-model statement above.
This type of graphical model usually does not include much
detail but rather the general issues that are involved and the
direction in which the organisation intends to move.

Meso-model

A meso-model provides a half-way stage between the high
level, overview of the macro-model and the detailed financial
statement which constitutes the micro-model. Figures 5.9 and
5.10 are examples of meso-models derived from the macro-
models for the credit control system and sales administration
system described above.

An essential feature of a meso-model is that all the possible
benefits are listed and that each benefit has a specific metric
matched with it. Benefits that do not have a suitable metric
should not be listed. It is the meso-model that provides the raw
material from which the micro-model will ultimately be
produced.

3 The fish-bone diagram is sometimes referred to as an Ishikawa diagram at it was

proposed by Kaoru Ishikawa in the 1960s in Japan.
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Output Business | Specific Measurement | Specific Responsibility | Time frame
outcome benefits method metric
Credit Better Less bad Reductionin Number of Credit Three months
history of returnon | debts accounts interactions | controller from start of
prospective | thefirm's handed over with lawyers project
client saes for collection | Lower legal
efforts and lesswrite | fees
off Less bad
debts
Reportson | Protection | Lessbad Reductionin Number of Salesmanager | Four months
law suits of profit debts accounts interactions from start of
margins handed over with lawyers project
for collection | Lower legal
and lesswrite | fees
off Less bad
debts
Monthly Collect Faster cash | Cash balance | Cash, Chief Six months
receipts cash and flow Lower cost of | Profit, accountant from start of
report slow down | More purchases etc. Credit project
or stop interest Reductionin controller
credit to earned at accounts Sales manager
doubtful bank handed over
debtors More for collection
supplier and less write
discounts off
available
Less bad
debts

Figure 5.9 Meso-model for the credit control system




Output Business Specific M easurement Specific Responsibility | Timeframe
outcome benefits method metric
Reports on Better return | Better Customer Sales manager Six months
salesper client | onthefirm’s | customer satisfaction
sadesefforts | service surveys
(1) Distributed | SERVQUAL
questionnaires | Determination
of expected
service and the
service which
the customer
perceives
(2) Personal Qualitative
interviews datato be
analysed using
interpretative
techniques
Reports on Forecast Better Inventory and | Inventory Corporate Six months
unfulfilled clients’ utilisation of sdlesstatistics | turnover. planner
orders requirements | inventory Number of
days salesin
inventory
Vehicle Improve Better Vehicle Petrol Commercial Three
tracking utilisation of | employment tracking consumption manager months
reports corporate of transport system
assets fleet
Matching Number of
vehiclesto deliveries per
customer day.
orders Number of
vehicleson the
road vs.
number of
deliveries
Speed of Better Better job Staff Gap between | Sdles Six months
servicing utilisation of | satisfaction of | satisfaction expectations administrator
client corporate personnel survey and
complaints resources from sales performance
administration
Cost reports Lower cost Lower Accounting Cost per Accountants Six months
profile administrative | system invoice/credit
costs note, etc.

Figure 5.10 Meso-model for the sales administration system

For benefits to be achieved they need to be in some way
measurable i.e. a stakeholder should be able to assess whether
they have been delivered. Thus it is necessary to establish
metrics that can be associated with any benefits that have been
specified as possibly stemming from the information systems
investment. This will allow an objective assessment to be
made as to the extent to which the information system has
delivered the benefits.

The primary benefits of some systems will essentially be
simple functional requirements that will either exist or not
exist. Such benefits will be evaluated on a yes/no binary scale.
Others will be qualitative benefits that can only be evaluated
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on a qualitative scale (very good, good, satisfactory, poor, very
poor). Finally some benefits will be measurable on an agreed
numeric scale. For example, ‘average invoice value’ can be
measured on a ‘£ per Invoice’ scale and a target set to define
a satisfactory business benefit resulting from the information
system development project.

How to develop a meso-model

In developing the meso-model the following questions need to
be asked and satisfactory answers need to be found.

(1) Which specific changes to procedures or practices will be
initiated by the investment?

2

3

4

5

How will these changes affect a specific business result?
How will these business results be measured?
What metric will be used in this measurement process?

(
(
(
(

— — — —

Who will be responsible for ensuring that the investment
will produce the required output and outcome?
(6) In what time frame are these outcomes required?

These questions are best answered by the principal stake-
holders, who may wish to negotiate how some of these
matters will be managed. It is important that these types of
questions are not simply left to technical professionals, for
although they need to provide input here, it should be the
investment owner who has the loudest say in matters such
as these. Chapter 6 discusses the issue of the principal
stakeholders.

It may not be a simple matter to produce a convincing meso-
model. Some of the outcomes may produce intangible benefits
and these do present challenges from the point of view of the
measurement and metric issues. However, there are several
different approaches to quantifying benefits and in the case of
the meso-model it is not necessary to only rely on financial
quantification of benefits. Therefore in the meso-model
a metric such as ServeQual, which has been adapted to
measure user satisfaction may be employed. Other measures
may be statistics with regard to the number of new clients or an
increase in the length of service of staff, etc.



5.6

Generic categories of benefit

There are two generic categories of benefit which can be
referred to as tangible and intangible.

A tangible benefit is one which directly affects the firm’s
profitability, whereas an intangible benefit is one which can be
seen to have a positive effect on the firm’s business, but does
not necessarily directly influence the firm’s profitability.

Within the broad categories of tangible and intangible benefits
a further classification is required as different types of benefit
may be quantifiable or unquantifiable.

A quantifiable tangible benefit is one which directly affects the
firm’s profitability and the effect of which is such that it may be
objectively measured, for example, reduction in costs or assets
or an increase in revenue. An unquantifiable tangible benefit
can also be seen to directly affect the firm’s profitability, but
the precise extent to which it does cannot be directly
measured. Examples include the ability to obtain better
information through the use of, improving the corporate risk
profile and improving the firm’s security.

Intangible benefits can also be sub-classified in the same way.
A quantifiable intangible benefit is one which can be
measured, but its impact does not necessarily directly affect
the firm’s profitability. For example, obtaining information
faster, providing better customer satisfaction or improved staff
satisfaction. Perhaps the most difficult type of benefit is the
unquantifiable intangible benefit. This refers to benefits that
cannot easily be measured and the impact of the benefit does
not necessarily directly affect the firm’s profitability. Examples
include improved market reaction to the firm, customer
perception or potential employees’ perception to the firm’s
product.

The benefits described above are relevant to a number of
different types of investment but this is particularly the case
with respect to the results of an ICT investment.

These different types of generic benefits can be illustrated in
a 2 x 2 matrix as shown in Fig. 5.11.
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Staff reduction

Lower assets Better information

ﬁ More sales
=)
c
i
Low Faster information Market reaction
Positive staff reaction Access to new staff

Measurability

Figure 5.11 ICT benefit matrix

Typically organisations focus on the first quadrant i.e. the top
left as these are the easiest to quantify in terms of financial
number which drive the business processes. But it is really
quite important not to ignore the other quadrants. If an orga-
nisation does not address the benefits derived from the more
difficult to quantify quadrants then in effect the organisation is
saying that no value may be derived from these types of
benefits and clear this is incorrect.

The different benefit types described above can be measured
using specific measuring techniques. These are shown in
Fig. 5.12.

There are several different types of cost-benefit analysis that
can be used to measure the effect of staff reductions, lower

- . . Management

S High Cost-benefit analysis ranking/scoring
5
(o))
&
- Work study

Low - Market surveys

opinion surveys

M easur ability

Figure 5.12 Benefit measurement techniques
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assets or more sales in financial terms. The techniques are
discussed in Chapter 10.

It is generally believed that cost-benefit analysis provides hard
measures while the other measures are soft. In effect, although
cost-benefit analysis is always reduced to monetary terms it is
not always as hard as it appears. The main reason for this is
that assumptions are always required when a benefit is con-
verted to monetary terms and the number which is established
is only as good as the assumptions. The problem is that the
facts/circumstances/conditions on which assumptions are
based may easily change and thus render the assumption
incorrect.

From the point of view of preparing the meso-model it is not
difficult to include tangible benefits and describe them in the
seven different columns provided in Fig. 5.9. The intangible
benefits offer a greater challenge, as it will be necessary to
decide which type of measuring approaches to use and what
an appropriate metric would look like.

Micro-model

A micro-model is usually presented as a detailed financial
representation of how the project will proceed, in which the
set-up costs, the on-going cost, the on-going benefits and the
net benefits are specifically stated. The micro-model should
also include the investment statistics that are commonly used
by organisations for their general capital investment
appraisals. These performance statistics might include
paybacks, return on investment, net present value, internal
rate of return and profitability index. These are the sort of
measures which were referred to by Peter Drucker and quoted
in Chapter 1.

The detailed or micro-model takes the issues described in
more general business terms in the meso-model and attempts
to quantify them in financial terms. This quantification will
usually be undertaken in terms of financial estimates of the
costs and the benefits.
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Cost displacement statement
Investment costs
Hardware 1900
Software 2200
Communications 750
Commissioning 150
Total start up cost 5000
On-going costs
Maintenance 300
People 150
Consumables 120
Accommodation 50
Total operating expenses 620
Estimated benefits
Staff no longer required 950
Office expenses 450
Reduction in finance charges due to capital release 550
1950
Net benefit 1330
ROI 0.266
Payback 4

Figure 5.13 A micro-model showing cost-benefit analysis

The micro-model described in Fig. 5.13 associates financial
values to a generic IT investment.

Figure 5.13 shows only one scenario. In fact it is usual to
develop more than one such view of the IT investment as well
as perhaps what-if analysis or even sensitivity analysis.

In Fig. 5.13 the ROI is the net benefit 1950 divided by 5000
which is 0.266 or 26.6% and the payback is 5000 divided by
1330 which rounded to an integer is 4 years.

Chapter 10 deals with the micro-model in more detail.
However, it should be mentioned here that in respect to
developing this model it is most important to use marginal
costs only, and not to attempt to include all the so-called
hidden costs, i.e. not the full range of ownership costs. Care
needs to be taken to produce the micro-model for an appro-
priate time horizon. Also as the numbers in the micro-model
are only estimates, it is essential not to become involved in
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spurious accuracy and detail. It is useful to remember to test
each line in the micro-model for materiality* and credibility.

Summary

An outcome statement is at the heart of a professionally
produced business case for an investment. In fact some prac-
titioners and consultants regard the outcome statement as the
single most important part of the business case.

The development of outcome statements is essential for the
maximisation of investment effectiveness. Without outcome
and associated benefit statements the best that can be hoped
for is an unclear view of what the investment may achieve and
how this will actually take place. To ensure that there is a clear
understanding of how the investment will proceed and how
the outcome and associated benefits will be generated it is
essential to develop macro-, meso- and micro-models, i.e. at all
the three levels described in this chapter.

The outcome statements are regarded by many as the corner-
stone on which the rest of the investment business case is
built.

Forms which may be used to help produce the deliverables
required from this phase of the business case are shown in
Appendix A.

* The materiality test implies that very small amounts of costs need not be included

in the micro model and that only the substantial cost items are really important. Of

course it is sometimes quite difficult to know where this point of materiality actually

starts.
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6.1

In a time of drastic change it is the learners who inherit the future.
The learned usually find themselves equipped to live in a world
that no longer exists.

Eric Hoffer, Reflections on the Human Condition (1973)

Here is Edward Bear, coming downstairs now, bump, bump,
bump, on the back of his head, behind Christopher Robin. It is, as
far as he knows, the only way of coming downstairs, but some-
times he feels that there is another way, if only he could stop
bumping for a moment and think of it.

A.A. Milne, Winnie-the-Pooh (1926)

Introduction

Stakeholder knowledge and management is central to the
preparation of a comprehensive investment business case. It is
also central to the management of the project itself.

Knowing and understanding the requirements and motivation
of the investment stakeholders is a critical part of preparing
a business case for that investment. To achieve this it is
important to be able to identify the relevant stakeholders,
pressure groups and other interested parties and to assess their
interests in terms of how they will react to the change brought
about by the intervention or project. This is because if the
principal stakeholders are not satisfied, the investment will be
regarded as a failure.

It is important to clarify what is meant by the term stakeholder.
According to Svendsen:

The term ‘stakeholders’ refers to the individual or groups who
can affect or be affected by a corporation’s activities. (Svendsen,
1998)

In the context of this book an investment stakeholder is
defined as any individual or group with an involvement in the
project interested in improving the business processes or
practices being supported by the proposed investment. This
can include senior management, investment owners, financial
managers, IT professionals and administrators, vendors, trade
unions, as well as a variety of other individuals and groups.
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Thus an investment project can have a substantial number of
different stakeholders, and one of the challenges is to manage
the contributions from a substantial number of different
interested parties.

The importance of stakeholders

During the past few years increasing attention has been given
to the issue of stakeholders in corporate affairs generally.
There are a number of reasons for this, including the fact that
concern for stakeholders is now regarded as good for business
practice, especially in the longer term. Svendsen (1998) has
succinctly expressed this when she said:

Today, companies are investing in longer-term relationships.
In fact she went on to say that:

Positive stakeholders relationships can also affect profitability
indirectly because intangibles like trusting relationships with
suppliers, employees’ capacity for learning and growth, and
a company’s reputation and goodwill are key drivers of corporate
competitiveness and profitability. (Svendsen, 1998)

Stakeholders concern means that the organisation is aware of
the fact that its behaviour has a direct impact on the greater
community in which it exists. In the investment context,
stakeholders concern amounts to the fact that the organisation
realises that the investment sponsor alone cannot ensure the
success of an investment. It requires a team effort in which the
investment sponsor is only one player. The actual number of
stakeholders will vary from organisation to organisation and
from application to application but there will inevitable be
considerably more people involved than just the investment
sponsor.

The stakeholder

Increasingly, it is being realised that a positive stakeholder
relationship is a sine qua non for investment success. The
presence of a constructive relationship between the key
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players in the project makes a big difference between success
and failure. In the past, stakeholder relationships were
generally not regarded as that important, except perhaps from
the point of view of controlling the scope of the project.
However, today this attitude has changed for many organisa-
tions. Stakeholder relationships before, during, and after
a project is commissioned, are seen as central issues. These
relationships, however, need to be collaborative and dynamic
and this is well expressed by Svendsen when she said:

A collaborative approach to building stakeholders relationships,
on the other hand, sees the stakeholders relationships as being
reciprocal, evolving, and mutually defined. (Svendsen, 1998)

The importance of stakeholder relationships is such that if for
any reason the stakeholders are in conflict, the probability of
project’s success is significantly reduced. Stakeholder rela-
tionships require trust and co-operation from all the parties
concerned and this can be difficult to achieve. However, when
these relationships are positive it can produce a distinctly
significant competitive advantage.

The three major groups of stakeholders

Although in the investment context there could be many
different types of stakeholders, it is useful to discuss them in
terms of three major categories. These principal or primary
stakeholder categories are the investment sponsor, the project
professionals and the finance and administration staff.
However, over and above these three groups of stakeholders,
top management will often be an important overriding stake-
holder. This is partly because the investment in the new
processes which require the support may both be very
expensive and also because the type of changes required do
sometimes go to the very heart of the business.

The investment owners as stakeholders

Investment owners are probably the most important set of
principal stakeholders of any proposed system. The
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investment owners are likely to have the most influence in
making the business process supported by the investment
a success. This group will make intensive use of the invest-
ment when they have been developed. The investment
owners’ group needs to include individuals from various
levels within the organisation. This means that it is important
to obtain the backing of both senior users/owner managers, as
well as the individuals who will routinely use the new
processes and systems.

Investment sponsor and investment champion

Within the group which has been referred to as the investment
owners there are two key roles which need to be performed.
The first is the project sponsor. This is the individual who was
sufficiently senior to motivate for the investment. The sponsor
may have been the individual whose idea the project was or to
may be a colleague of that person who has sufficient authority
to have the project approved. In either case the project sponsor
is normally a person who is important in the organisation and
who needs to take a personal interest in the investment in
order to ensure that it is correctly achieved/purchased/devel-
oped and commissioned.

In addition to the project sponsor there needs to be a project
champion. This person takes on the objective of ensuring that
the project is successfully implemented. Sometimes the
project champion only appears after the investment business
case has been completed and thus has no input to the early
planning of the project. On other occasions the champion is
identified earlier.

The project champion should not be confused with the project
manager. The project manager’s role is usually a technical one
which involves taking the project to the point where it is
capable of functions the way which is required. It is at that
point when the project champion becomes a key person for the
success of the investment.

It is important that the champion is acquainted with the rules
of project governance within the organisation as he/she may
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have to be involved in insuring that the right level of resources
is available for the project to succeed.

There may also be a number of other users who will work with
the system from time to time and thus have an interest in the
way the project is conceived and developed, but who may not
be regarded as primary stakeholders. One of the tasks of the
project manger will be to decide how to represent the interests
of these stakeholders. It is important that they are not ignored
or forgotten. It may be seen that there is an important political
role to be played by the project manager in this respect.

Ideally the investment owner should be responsible for the
development of the investment business case. They should be
the primary motivators for the investment. The investment
owner needs to play a key role in the management of the
project and should be the arbitrators of whether or not the
investment has succeeded. This is a large role for the invest-
ment owner who may not be adequately skilled to be able to
perform all these functions well and therefore will frequently
need to be supported by the other principal stakeholders.

Technical professionals as stakeholders

The group of technical professionals who will work with the
technical development of the project are clearly stakeholders
of some considerable importance. They supply the expertise
which will make the technology aspects of the new processes
work. These technical specialists may be employed ‘in-house’
or they may be part of the vendor’s team. In other situations
they may be outsourced. But whatever the source of this
expertise it needs to be recognised as a stakeholder and as such
it needs to be included in the business case and managed by
the project leader.

Financial managers and administrators
as stakeholders

The third group of principal or primary stakeholders is the
financial managers and administrators. Financial managers
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and administrators are always stakeholders in any corporate
investment as they are instrumental in making the funds
available for the purchase of the assets etc. Financial managers
and administrators will arrange the contracts and ensure that
goods are received and that payments are made.

Financial managers and administrators are often involved
with the detail of the business case accounting, as investment
owners may not be familiar with the costing approaches
required. Investments which are made to improve business
processes and practices will often affect the internal controls
within the organisation, and for that reason both internal and
external auditors may be required to advise on the propriety of
the new proposals.

Investments often have to be audited and this will require
further involvement from auditors.

Different stakeholders — different views

There will always be a substantial number of different stake-
holders associated with an investment. All investments are
people-dependent and the preparation of the business case is
highly dependent on the views of the different people, i.e. the
different stakeholders. People produce business cases and it is
always some individual person’s work or department or
territory, in some form, that is being considered for change
through the acquisition of the investment.

Furthermore, it is people who will make assumptions and
predictions about value and worth, who will assemble busi-
ness cases. In business case development the role of the eval-
uator is sometimes suggested to be neutral. The business case
developer attempts, it is said, to make the evaluation event
impersonal by using an objective method and objective data to
measure the value and contribution of the investment. This is
irrespective of whether an ex-ante or ex-post, or a summative
or formative evaluation is being conducted. Of course this has
not always been the reality of the situation as it is nearly
impossible to be neutral in the assessment of corporate
investments. In fact an investment business case should not be



a neutral statement, but rather a statement of what the stake-
holders are prepared to commit themselves to in terms of the
proposed new processes and practices. Thus it is essential to
remember that the business case is purposeful and is carried
out to a particular end. The stakeholders interpret the value of
the proposed project in their terms, and their view of the
particular situation is subject to human values and behaviour.
This is identified by Walsham (1993) who states that there are
a ‘multiplicity of private rationalities’ that influence a business
case. It is important for the individuals whose systems are
being studied to know and to accept the criteria that are being
used in the business case. Unfortunately there are no common
or universally agreed standards or scales for interpreting the
value of investment holistically or even of evaluating indi-
vidual measurable aspects of an investment.

It is perhaps for this reason that the business case needs to be
the concern of all the principal stakeholders. The principal
stakeholders should really know what is involved and will be
able to lead the organisation into using the investment in the
most suitable manner so that an appropriate return will be
achieved on the investment.

As may be deduced from the above, each group of stakeholders
will have different views about the investment and it will be
necessary to resolve these differences as much as possible.
This will usually take the form of negotiations over the scope
of the project. Typically the investment owners will want the
scope to be wide and the technical professionals will want to
confine the scope to a level they find to be relatively easily
achievable. The financial managers and administrators will
have their eye on the cost and the return on investment as well
as how the new process or practice or equipment may impact
internal controls. Figure 6.1 shows how the negotiation among
the three groups of stakeholders will involve feedback loops as
they attempt to reach consensus about the scope of the
investment. In this context participation from a wide range of
individuals in the development of the business case is an
important issue. It is not adequate to leave this process to
senior managers, who may be distant from the proposed new
investment.
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Figure 6.1 Feedback loops between the groups of stakeholders

6.9

Stakeholders - for and against

Some stakeholders may be in favour of the investment while
others may not. Thus to ensure the success of a project, it is
essential to understand not only who the stakeholders are, but
also what their attitudes to the project are.

As well as dividing stakeholders into those who are in favour
of the investment and those who are against it may also be
viewed in terms of how active or passive they are. Using the
two dimensions of in favour and against and active and
passive, a 2 x 2 matrix may be developed as shown in Fig. 6.2.

Ideally stakeholders should be active promoters or supporters
of the project, have an interest in the results, and be involved
in the management of the changes brought about by the project.
On the other hand stakeholders may not be active at all, but
rather play a passive role and thus have no real influence on
the project.

Of course sometimes stakeholders may not be supportive and
in fact sometimes they may be antagonistic to the project. In
any event stakeholders can usually influence the situation,
and project managers will need to be able to acquire and retain
their support or minimise their antagonism wherever possible.
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In favour Against

Figure 6.2 Dimensions of stakeholder involvement

It is important to have as many of the different stakeholders in
the fans quadrant. However, if they are not in that quadrant it
is important to try to prevent them from taking a position in the
old defenders quadrant if possible. The stakeholders in the old
defenders quadrant will actively resist the project as they see it
as a threat to their current position.

Of course, the position of stakeholders does not remain static
and a stakeholder who is a fan, if not handled correctly, may
become an opponent or an old defender. 1t is for this reason that
stakeholder management is critical to the success of a project.

A stakeholder management programme should have as an
objective to move the sleeping partners up into the top left-
hand quadrant where they would become a fan. Similarly the

STAKEHOLDER

Old
Active Fans Defenders

L)
NS

Passive Sleeping Sleeping
Partners Dogs
In favour Against

Figure 6.3 Changing the dimensions of stakeholder involvement
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stakeholder management programme should attempt to move
the old defenders down into the bottom right-hand quadrant
where they would become one of the sleeping dogs. This is
illustrated in Fig. 6.3.

Stakeholder mapping

As an investment will only be successful if it is made so
by stakeholders it is really important to understand what
the stakeholders think about the investment and to engage
those stakeholders who are on our side as much as
possible.

Another approach to understanding stakeholders is offered by
Neville Turbit and the following four figures are modified
version of his approach.! In this approach, having identified
the stakeholders the first step is to establish how important
each category of stakeholder is to the investment’s success.
Four categories are offered and these are crucial, significant,
interested and involved. These categories may be represented
as concentric circles as is shown in Fig. 6.4.

When the relative importance of the stakeholders is estab-
lished then the next task is to consider how each of the indi-
vidual stakeholders feels about the investment. The
framework for understanding how individuals feel is essen-
tially the same as shown in Fig. 6.3 but different works are
used to describe the feeling of people. These new words are
shown in Fig. 6.5 and are Fanatic, Allies, Luke Warm, Press
Ganged.

It is a challenging task to do this job well and the business case
developer needs to take the time to get to know the individuals
who will be involved with the investment. Also it can be
difficult to objectively make the judgements implied by these
different categories. But what is sought here is an approxi-
mation and thus perfect accuracy is not a requirement.

By mapping Fig. 6.4 on top of Fig. 6.5 we obtain a framework
for understanding how to manage the stakeholders.

! See http://projectperfect.com.au/.
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Figure 6.4 Importance of stakeholder

Ally
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Figure 6.5 Supportiveness of stakeholder
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No. | Individual Importance Support

1 Ann West Significant Luke warm
2 Fred Bush Significant Luke warm
3 Roger Biggles Critical Involved

4 LisaLong Crucia Ally

5 Tom Brown Ally Interested
6 Bill Smith Helpful Lukewarm

Figure 6.6 Locating the importance and support from different stakeholders

== Importance

Helpful

Valuable

Significant Anne West

Luke Warm

Press Ganged

S Supportive

Figure 6.7 Overlay of importance/supportiveness
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Figure 6.7. shows how the individuals may be mapped onto
the combined diagrams.

Stakeholder management

The investment business case may be seen as the platform from
which a sound programme of project management can be
launched. To achieve this it is necessary to be able to manage
the stakeholder situation. Thus it is important for the project
managers be able to:

(1) Identify the relevant stakeholders, pressure groups and
other interested parties;

(2) Assess stakeholder interests in terms of how they will react
to the change brought about by the project;

(3) Assess stakeholder commitment or antagonism;

(4) Assess stakeholder power to promote or hinder the success
of the project.

This information is required in order to evaluate stakeholder
relations and ensure continued support, as well as to minimise
any opposition from the stakeholders.

Identifying stakeholders

When embarking on a large-scale project it is important to
itemise the range of activities that will be involved and to
identify exactly who the players or actors in the project will be,
together with their roles. This is a way of creating a compre-
hensive list or map of all the principal stakeholders in the
project.

6.11.2 The stakeholder map

A stakeholder map is created by placing on a sheet of paper the
name of the project that is being contemplated and then
drawing circles around the sheet, each circle identifying an
individual or group regarded as having a stake in the project.
Place the most significant individuals or groups nearer the
centre and other less significant individuals or groups around
the edge. Have all the stakeholders named in this map and
check to see if there have been any omissions, thus ensuring
that the map includes all relevant interests, including: senior
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Figure 6.8 Stakeholder map

management, colleagues, staff, people in other organisations.
Figure 6.8 is an example of a stakeholder (S/H) map.

Note that the way different stakeholders and stakeholder
groups relate to each other may directly affect the project.
These types of relationships can be indicated on the stake-
holder map by interconnecting lines or by the absence of these
interconnecting lines. For example lines which show arrows at
both ends may be used to represent complex two-way rela-
tionships where both groups of stakeholders may influence
one another. If the arrow has only one head then the rela-
tionship is only one way with the second stakeholders being
influenced but not being able to exert any counter influence.
Where stakeholders are unconnected then they are ‘stand
alone’ stakeholders who do not influence anyone else.

This type of map can also be used to show how relationships
between stakeholders may change during the project. For
example, during the course of the project, the reactions of
different stakeholder groups may affect the attitudes of
others. Concessions given to one group can quite likely affect
the expectations of others. This could be shown on the
stakeholder map.

6.11.3 Assess stakeholder commitment

Using a stakeholder commitment assessment table such as the
one shown in Fig. 6.9, details of the individual key



Key stakeholders | Strongly | Against | Indifferent | Passively | Actively in | Strongly in
against in favour |favour favour

Capital X y

budgeting

officers

Internal IT X y

User group X, Y

Figure 6.9 Stakeholder commitment assessment table

stakeholders can be entered, and an assessment can be made as
to what level of commitment each has towards the project.
Figure 6.9 shows some example entries, where an x has to be
placed in the column that best fits the current commitment of
a particular stakeholder and a y has been entered in the
column that corresponds to the level of commitment that is
considered adequate.

The stakeholder commitment assessment table is a useful
device for clarifying the position of each stakeholder group
and it may also be used to discuss with each group where they
are and how they could be encouraged to move to a more
positive position.

6.11.4 Analysis of stakeholder power

To be able to manage the stakeholders it is important to
perform an analysis of their positions and the type of power
they may be able to exert. To do this it is necessary to
establish:

1) Who is the project sponsor?

2) Who is the project champion?

3) Who is the key project manager?
Who is/are the investment own?

)
)
)
)
5) Who has most to lose if the project succeeds?
6) Who has most to gain from the project?

7) Whose attitude do you most want to change?

8) What capacity does each stakeholder have to help or

hinder the project?
(9) Which stakeholder should you most concentrate your

efforts on?
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6.11.5 Assess stakeholder interests

The stakeholder interests and action assessment is another
helpful device in the management of the stakeholders. This
assessment can be used to enter the key stakeholders and then
to record the answers to the following six questions for each
stakeholder group. Finding answers to these questions can be
challenging, but they are critical to ensuring the success of the
project.

(1) What are the priorities, goals, and interests of each group of
stakeholders?

(2) How have they been involved in similar past projects and
how might this information be useful with regard to
possible reactions during this project?

(3) What specific input is required of them during the project,
e.g. active intervention on specific tasks, ability to work in
a new job?

(4) What are the possible benefits for each group of
stakeholders?

(5) What are their expectations from the project and what is
their attitude to it?

(6) What is their likely reaction to this investment opportunity
and what issues or questions might they raise?

Figure 6.10 is an example assessment of how the capital
budget stakeholder group might respond to the questions.

By performing a stakeholder interests and action assessment it
should be possible to decide how the stakeholders can be
influenced to support the project by identifying which project
benefits will add value to each group of stakeholders.

6.12 The stakeholders and the business case

From Fig. 3.4 on page 42 it may be seen that stakeholders are
involved in the business case in at least two distinct senses.

In the first instance when the business process or practice
improvement opportunity is first raised it is necessary to
establish an individual or group of individuals who will
propose the project or intervention. Clearly it is very much



Stakeholder group: Capital budgeting officers

What are the priorities, goals, and interests of this group?
To ensure that a realistic budget is provided for the investment and that any
changes to the detail of the budget are closely monitored throughout the project.

How has this group been involved in similar past projects and how might this
information be useful with regard to possible reactions during this project?
This group of stakeholders have traditionally been cautious of estimates of
spend provided by Internal and thus further cost-benefit analysis should be
considered.

Wheat specific input is required of this group during the project, e.g. active
intervention on specific tasks, ability to work in anew job?

The capital budget group should be prepared to re-evaluate expenditure
periodically throughout the project.

What are the possible benefits for this group of stakeholders?
Continuous participation of the capital budget group can ensure closer
adherence to budget estimates.

What are the expectations of this group from the project and what is their
atitude to it?

The capital budget group is relatively indifferent to this specific project as it is
one of several investment programmes they are currently involved with. Their
expectations at this stage are that the project will probably exceed its budget
and take longer than the estimated time.

What isthe likely reaction of this group to thisinvestment opportunity and what
issues or questions might they raise?

The capital budget group will usually be conservative and will question the
viability of the proposal, especially insofar as its ability to earn a suitable return
on investment is concerned. This group of stakeholders will probably call for
detailed justification of all the cost and benefit items within the business case
accounting statement.

Figure 6.10 Example stakeholder interests and action assessment

better if these are stakeholders and ideally principal or
primary stakeholders such as the users/owners. But there will
always be more than one group of stakeholders and thus the
stakeholder issue needs to be addressed again within the
business case by establishing who is likely to be for and against
the investment and how these views may be managed. This is
regarded by many as perhaps one of the greatest challenges
which need to be faced if the project is to succeed.

Of course the investment business case will ultimately need to
be approved and once again the question of which stake-
holders are most involved at this stage is a central issue. If
possible a widely representative group of stakeholders should
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be involved at this stage as this tends to support later
commitment to the project.

Summary

There can be many stakeholders involved in projects that
change business processes and practices. In this chapter three
major groups of primary stakeholders are described. However,
in addition to these primary stakeholders, top management has
always been regarded as supremely important, if not over-
riding stakeholder.

It is important to understand that not all stakeholders may be
sympathetic to the project and care needs to be given to the
management of anyone who may not be supportive of the
project.

Stakeholders are actually all-important to the success of
a project. It is therefore essential that the stakeholders be on
side right from the very start of the investment.

It is critically important for the success of a project that top
management does not push projects which do not have wide
support from the primary stakeholders.

Forms to help identify stakeholders and their roles are
provided in Appendix B.
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Strategy can be defined as the determination of the basic long-
term goals and objectives of an enterprise, and the adoption of
courses of action and the allocation of resources necessary for
carrying out these goals.

Chandler (1990, p. 13)

Strategy pertains to a firm’s plan of action that causes it to allocate
its scarce resources over time to get from where it is to where it
wants to go.

Pascale (1986, p. 80)

Introduction

The organisation’s corporate strategy is of central importance to
its effectiveness. Strategic mismatches are a major cause when
new investment takes place. New investments may pull the
organisation in a different way to the overall corporate strategy.
Thus the question of alignment is a critical aspect of the devel-
opment of an investment business case. However, the issues
related to corporate strategy are not always well understood,
either by investment owners or by other corporate executives.
Furthermore in some organisations it is not always clear
precisely what their corporate strategy is.

In preparing the business case it is necessary to establish the
corporate strategy. The next step is to list in what ways the new
investment will support the corporate strategy.

Strategy? What strategy?

Before discussing the issue of strategic alignment it is impor-
tant to understand the concept of strategy.

It is not a simple matter to define strategy. The problem is that
there are many definitions of corporate strategy. Mintzburg
et al. (1998) describes 10 schools of thought on the subject of
corporate strategy with considerably more than 10 definitions.
As was pointed out by Ansoff as far back as 1965:

All firms have a strategy. Some firms spend much time and money
in reducing their strategy to writing, while other simply act out
their strategy and do not bother to articulate it. The former are said
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to have formulated their business strategy while the latter are said
to have an implicit strategy.

Taking Ansoff’s point further it is sometimes said that an
organisation only needs an articulated corporate strategy when
it has lost its original historic dynamic or raison d’étre.
Translated into practical terms this means that the strategy
tells you what it is you are supposed to be doing! It is however
most important to note that even firms which do not appear to
have a corporate strategy actually do have an implicit strategy.

Another leading author in the field of corporate strategy offers
a different dimension to the subject when he points out that
he sees strategy as the master allocator. According to Quinn:

A strategy is the pattern or plan that integrates an organisation’s
major goals, policies and action sequences into a coherent whole.
A well formed strategy helps to marshal and allocate an organ-
isation’s resources into a unique and viable posture based on its
relative internal competencies and short-comings, anticipated
changes in the environment, and contingent moves from intelli-
gent opponents. (Quinn, 1988)

It is also useful to understand where the focus of strategy
should be placed. Ansoff points or that:

Strategic decisions are primarily concerned with external, rather
than internal, problems of the firm and especially with selection
of the product mix which the firm will produce and the markets to
which it will sell. (Ansoff, 1965)

And this is reinforced by Porter who said that:

The essence of formulating competitive strategy is relating
a company to its environment. Although the relative environment
is very broad, encompassing social as well as economic forces,
the key aspects of the firm’s environment is the industry or
industries in which it competes. (Porter, 1985)

Of course these definitions are incomplete without pointing
out that strategy is also highly correlated with competencies.
Thus Kay makes the point that:

The strategy of the firm is the match between its internal capa-
bilities and its external relationships. It is how it responds to its
suppliers, its customers, its competitors, and the social and
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economic environment in which it operates. The analysis of
strategy uses our experience of the past to develop concepts,
tools, data and models which will illustrate these decisions in the
future. (Kay, 1993)

Although these definitions of strategy provide useful insights
into what corporate strategy is and how it works in an orga-
nisation, it is not easy to operationalise these ideas and
concepts. A more succinct and useful definition of corporate
strategy is that:

Corporate strategy is how an organisation finds, gets and keeps
it clients.

Accepting this as a functional definition of strategy means that
it is relatively easy to see whether an investment supports the
organisation’s strategy. When it does, it is said that there is
strategic alignment between the corporate strategy and the
investment strategy.

Approaches to strategic thinking

To understand the ways in which an investment can be
aligned with the organisation’s corporate strategy it is neces-
sary to review some of the more important corporate strategy
models. There are many such models available, but it has been
decided to restrict the discussion to models developed by
Porter and Treacy and Wiersema.

Although the origins of modern strategic thinking date back
into the 1950s, the subject really began to gather momentum in
the 1980s. Michael Porter is one of a small group of the most
influential authors on the subject and his work in this area may
best be understood through three models that he proposed.
These are the five forces model, the generic strategy model and
the value chain model.

The five forces model

The model portrayed in Fig. 7.1 illustrates Michael Porter’s
five forces view of what determines an industry’s attractive-
ness. It is maintained that a firm’s performance is considerably
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Figure 7.1 The five competitive forces in industry model

7.5

confined by the five forces which act upon: the strength of the
buyers (1) and suppliers (2); the number of potential new
entrants (3) and substitutes available (4); and the rivalry among
existing firms in the industry (5).

These five industry drivers or forces determine the relation-
ship of the firm to the other players/stakeholders in the
industry environment and this in turn is a major factor in
establishing the organisation’s opportunity to make profits and
sustain reasonable growth levels. The five forces model
explains why some industries are intrinsically highly profit-
able and others are not.

The relationships between the players in a given industry are
not immutably fixed. Organisations can change the balance of
power among the forces in the industry by techniques such as
lockingin clients and creating barriers to new entries, etc. Ifused
correctly in this respect investment in assets such as ICT can
either transform therelationships or alternatively can lead to the
creation of new products, or even new ventures or enterprises.

Generic strategies model

The second Porter model described in Fig. 7.2 focuses on the
two generic strategies that a firm may adopt in its efforts to find
and keep its clients.



Generic Strategies for Competitive Advantage

2 Broad
Q.
8 Target Cost Differentiation
%) Leadership
2
g
g— Cost Focus Differentiation
g Narrow Focus
O Target
Lower Cost Differentiation

Figure 7.2 Generic strategy model

7.6

Despite the fact that there are only two generic strategies,
Fig. 6.2 has four boxes. This is because these two generic
strategies may be applied independently on a broad or narrow
target basis. The only difference between broad target and
narrow or niche approaches is the number of potential clients
the firm is trying to reach.

In this view a firm could enhance its market image and
performance, and as a result obtain a premium price, or offer
a low cost no frills product or service. By following one of
these two generic strategies firms become superior performers
in their industry. It is important to understand that according
to Porter every firm has to choose whether it is a cost leader of
a differentiator. Failure to chose and attempting to be both
simultaneously cause confusion in the market and thus to
a lack of success.

The value chain model

The third, the value chain model, shown in Fig. 7.3 provides
a detailed view of the major organisational components
comprising a typical business firm. This view argues that
a strategy cannot be derived by considering the firm as a whole.
The firm has to be de-aggregated. It is suggested that a detailed
analysis must be undertaken which will provide sufficient
understanding of the business to be able to construct a suitable
strategy. The value chain is Porter’s tool or framework for
carrying out the analysis.

The value chain is described as the interrelationship of the
value activities for the firm. Value activities divide the
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Figure 7.3 Porter’s value chain model

7.6.1

firm’s operations into technologically and economically
distinct activities that must be performed in order to do
business. Therefore, by the nature of its business, its
strategy and the industry in which it functions, firms will
have distinctly different value activities and therefore
distinctly different value chains.

Value activities

There are nine categories of value activity in a typical
manufacturing firm. These are:

¢ Goods inwards,

@ Operations,

@ Distribution,

& Marketing and sales,

¢ Service,

4 Procurement,

4 Technological development,
4 Human resource management,
& Firm’s infrastructure.

This value chain concept simply segments a firm into strate-
gically relevant activities in order that the cost and the
potential for differentiation can be examined.

Investment plays a critical role in optimising both the effi-
ciency and the effectiveness of all the value activities in the
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value chain. Investment can improve corporate performance in
each of the vertical, primary activities or horizontal support
activities, sections. For example in the case of goods inwards
there are a range of applications that can enhance this process.
However, the choice of the most appropriate investment will
depend on the corporate strategy. If the organisation is
pursuing a cost leadership strategy then the emphasis will
need to be on how to minimise cost and also how to apply
investment to reduce other costs associated with the goods
inwards function. If the organisation is pursuing a differentia-
tion strategy then the emphasis will need to be on how to
enhance the goods inwards function in such a way that the
organisation can offer a better customer service. This could
mean that there are more funds available for investment to
support this function.

The industry value chain

As all firms may be seen to have value chains it is possible to
also think about supplier and customer value chains. Looked
at as a whole, it is therefore also possible to consider the
industry value chain. All the value activities of the members of
the industry value chain represent a potential for competitive
advantage and superior performance through both cost lead-
ership and differentiation.

An important consequence of the value chain analysis is the
notion that firms may link different elements of their own
value chains to the value chains of other organisations in the
industry. Figure 7.4 shows how a firm could link its operations
to a buyer’s distribution system, and its distribution (outbound
logistics) to a client’s goods inwards (inbound logistics). Firms
could also make useful connections on the support activities
level as well as between primary activities and support activ-
ities. Such links or joins will really only be effective through
close collaborations accompanied by the use of ICT, and show
how a firm can take advantage of its industry value chain, as
illustrated in Fig. 7.4.

It is also possible for firms in different industry value chains to
co-operate. This is usually referred to as establishing strategic
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Figure 7.4 The industry value chain showing links between different organisations

alliances. In Fig. 7.5, two industry value chains are shown,
indicating how a strategic alliance may be set up. Firms that
have successfully used ICT in the above way have in numerous
instances transformed their business, or given themselves very
significant advantages in the marketplace. Key applications in
this respect include inter organisational systems (I0S) which
may now be web enhanced and perhaps leading to extranet
type systems.
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Figure 7.5 Industry value chain showing strategic alliances with suppliers, buyers,
competitors, etc.



Best product

Product leadership

Operational excellence Customer intimacy
Best total cost Best total solution

Figure 7.6 The three value propositions

1.7

7.7.1

Strategy and the value package

Another approach to strategic formulation, as defined by
Treacy and Wiersema, considers the value package. According
to this theory the best value package is centred on one of three
approaches. As can be seen in Fig. 7.6 there are three principal
business strategies available for delivering a best value
package. These are to have the best product, to have the best
total cost or to have the best total solution. As it is usually not
possible to excel with all three systems, an organisation should
focus on being a top performer in one business system and be
on par with others in the market place on the other two value
package approaches. This need to excel in one strategy and
still be competent in the other two is a marked difference
between Porter and Treacy and Wiersema.

Operational excellence - best total cost

To deliver a best value package through a best total cost system
a firm will strive to deliver operational excellence as shown in
Fig. 7.7. A firm adopting this system will usually apply a low
price, but limited product variety strategy. A rigid approach to
service needs to be applied. For this type of strategy to be
successful there would need to be a lot of advertising, but little
direct contact with the consumer.
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Best total cost

Figure 7.7 Operational systems — best total cost

7.7.2

To be successful along this strategic route the core processes or
major challenges will include the need to:

# optimise the resource conversion process;

# facilitate end-to-end supply chain management;

@ build sound partnerships within and without the firm;

# be highly focused on efficiency, cost reduction and waste
control and to apply process benchmarking.

All of these four sets of core processes may be supported by
investment of various sorts.

Many retail organisations as well as budget airlines follow
a strategy of best total cost and operational excellence.

Customer intimacy - best total systems

To deliver a best value package through a best total system
approach, a firm will pay much more attention to customer
intimacy as shown in Fig. 7.8. By this it is meant that the firm
must really understand its clients’ business. The result of this
will usually be the supply of technically sound products,
tailored to the clients’ requirements, but normally without
much innovation. The expertise required by the firm
attempting to follow the best total systems strategy resides in
knowing the clients’ exact needs and the ability to provide
quick follow-up solutions to these needs with appropriate
technology. Best total systems need to be able to provide
a tailored service with few glitches. The sales representatives



Customer intimacy

Best total solution

Figure 7.8 Customer intimacy — best total solution

7.7.3

will normally be responsible for ensuring that the client gets
what is required. This will usually result in the product being
a little more expensive.

To be successful along this strategic route the core processes or
major challenges will include the need for a basic win—-win
philosophy. The firm will need to put much emphasis on
knowing in some detail, not only the client but also its market
and the competition. There needs to be a high level of flexi-
bility in order to produce the product or service that the client
really requires. Management needs to be prepared to listen to
the sales team and to the clients and to act upon the
information.

Vendors of large capital equipment often follow the strategy of
best total systems and customer intimacy, as do firms of
management and computer consultants. Merchant banks
would also fall into this category.

Product leadership — best product

To deliver a best value package through a product leadership
strategy a firm will concentrate on producing the highest
quality and most functional product available as shown in
Fig. 7.9. This will require attention to the application of
technology in order to innovate to produce a better product or
service than the competitor. Price is not a key issue when
pursuing this strategy. Marketing will often be based on big
bang launches as the organisation announces that its products
are better than competitors.
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Figure 7.9 Best product — product leadership

7.8

To be successful along this route the core processes or major
challenges will include the need for considerable investment
in research and development to continually create high-
quality innovative products. Benchmarking will be important
and firms must be prepared to discontinue products. In order
to maintain product leadership it is important that new
products get to the market quickly.

Hi-tech organisations such as those in the electronics, aviation
and pharmaceuticals industries frequently follow a product
leadership strategy. These products will always look to
capture a price premium when they are launched.

The question of strategic alignment

Having established the corporate strategy that the organisation
is following or attempting to follow, and having developed
a list of applications and benefits which the organisation
expects to obtain from the investment, the next step is to
establish if these are in alignment. An investment may be said
to be in alignment with the corporate strategy if the processes
or practices supported by the investment will directly assist or
contribute to the organisation in achieving its strategy.

For organisations using the generic strategy model of cost
leadership the question is then: ‘Will the investment help
reduce the direct cost and thus allow the organisation to get its
price down or help it keep its low price position? For organi-
sations using Porter’s generic strategy model of differentiation
the question is then: ‘Will the investment help the organisation



become or sustain itself as a provider of a high quality and

price premium based product or service?”

For organisations using value package strategy model the

questions are similarly aimed at the three strategic alternatives.

7.8.1 Strategic alignment using the Porter model

A useful way of working with strategies and investments is to

create a Function/Process-Strategy Table as shown in Fig. 7.10.

By listing the functions or processes that will be affected by the

investment, and by establishing the strategic impact of each

Function/Process Low Cost Differentiation
Product design and Product engineering systems R&D databases
development Project control systems Professional multi-media
CAD workstations
E-mail
CAD
Custom engineering systems
Integrated systems to manufacturing
Operations Process engineering systems CAM for flexibility
Process control systems Quality assurance systems
Labour control systems Systems to suppliers
Inventory management systems Quality monitoring systems for
Justin Time (JIT) processes suppliers
Procurement systems
CAM
Systems to suppliers
Marketing Streamlined distribution systems Sophisticated marketing systems
Centralised control systems Internet marketing
Econometric modelling systems Market databases
Telemarketing IT display and promotion
Web enhanced systems
Competition analysis
Modelling
High service level distribution systems
Sales Sales control systems Differential pricing
Advertising monitoring systems Office to field communications
Systems to consolidate sales function Sales support
Strict incentive monitoring system Dealer support
Customer Relationship Management (CRM) | Systemsto customers
systems
Administration Cost control systems Office automation for

Quantitative planning and budgeting systems
Enterprise Resource Planning (ERP) systems
Office automation for staff reduction

integration of functions
Environmental scanning and
non-quantitative planning systems

Figure 7.10 The Function/Process-Strategy Table — a list of investment applications
to support the two generic strategies
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investment, it is possible to arrive at a view concerning stra-
tegic alignment.

Figure 7.10 shows how prospective investments in ICT could
be analysed for their potential to support an organisation’s

generic corporate strategy.

7.8.2

Strategic alignment using the three-value package

strategy model of Treacy and Wiersema

The four-column table in Fig. 7.11 is useful if the three-value
package strategy model is being used to match investments/

applications to facilitate the corporate strategy.

Function/Process Best product Best total cost Best total solution
Product designand | CAD and CAM Integrated systems to R&D databases
development manufacturing Professional multi-media
Web marketing workstations
systems Email
Custom engineering systems
Operations Process engineering Labour control systems CAM for flexibility
systems Inventory management Quality assurance systems
Process control systems | systems Systems to suppliers
CAD and CAM Procurement systems Quality monitoring systems
Systems to suppliers for suppliers
Marketing Streamlined distribution | Sophisticated marketing High service level distribution
systems systems systems
Centralised control Internet marketing Competition anaysis
systems Market databases Modelling
Econometric modelling | IT display and promotion
systems Web enhanced systems
Telemarketing
Sales Sales control systems Differential pricing Systems to customers
Advertising monitoring | Officeto field
systems communications
Systems to consolidate Sales support
sales function Dealer support
EDI applications Strict incentive
monitoring system
Administration Cost control systems Office automation for Environmental scanning and
Quantitative planning integration of functions non-quantitative planning
and budgeting systems | Office automation for systems
staff reduction

Figure 7.11 The Function/Process-Strategy Table — a list of applications to support
the three-value package strategies
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7.10

Shifting sands

There is no doubt that globalization, deregulation and the
accelerated pace of innovation have added a considerable
layer of complexity to most business models. The effect of this
may undermine the existing strategic alignment even in the
short run. In this turbulent environment unexpected oppor-
tunities may surface. Management needs to be flexible enough
not only to recognize these opportunities but also where
possible to acquire a competitive advantage out of them. For
today’s entrepreneur the watchword should always be ‘Carpe
diem’, which when roughly translated means grab the oppor-
tunity. For this reason alone corporate strategy should not be
seen as having been set in concrete but rather being kept in
a viscous state so that it can respond to change.

Summary

Every organisation has a strategy. The corporate strategy does
not have to be written down or stated explicitly.

New investment needs to support the corporate strategy, i.e. be
in alignment with it rather than working against it. If the
investment and corporate strategy are not in alignment then
there should be serious concern about the wisdom of the
investment and consideration should be given to not to
proceed with it.

Using a Function/Process-Strategy Table such as those shown
in Figs 7.10 and 7.11 may be helpful in deciding if there is an
appropriate alignment.

Forms to help to produce the deliverables required from this
phase of the business case are provided in Appendix C.
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8.1

Despite years of technological improvements and investment
there is not yet any evidence that information technology is
improving productivity or other measures of business perfor-
mance on a large scale — or, more importantly, significantly
enhancing US economic performance. ... the fundamental blame
falls with organisations. Information technology holds great
potential, but companies have failed to provide structures and
processes that facilitate the use of information technology in
ways that create significant net value.

Loveman (1991)

It is very often impossible to ascertain immediately a project ends
whether or not it has produced any or all of its expected benefits.
Bradley (1996, p. 129)

Introduction

No matter how good the proposed organisational process or
practice intervention is from a business perspective, it is
necessary to take a careful look at the technology issues which
underpin the proposal. This is done in the technology report
which also provides much of the detail required for the actual
management of the tasks and the deliverables of the project.
This part of the investment business case focuses on the
projects’ technobility, doability and achievability.

The technology issues report gives the stakeholders a high
level view of the key technological challenges influencing the
investment business case. This complements the other aspects
of the business case discussed earlier.

The impact of the technological investment is on the business
processes themselves. However, the technology itself also
makes demands on the firm or organisation. These demands
require a number of questions to be answered such as whether
the technology will really work the way it is envisaged. Is the

! This statement by Loveman is today highly controversial. Most authors would argue

that there is evidence that technological improvements and investment have shown

satisfactory improvements in business performance. However, there is also evidence

of considerable waste resulting from investments such as these. On average it is

probably true to say that investment in technological improvements is a high risk.
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8.2

8.3

proposed technology state of the art or is it at the end of
a technological cycle. What are the social and political
implications of using this technology? Should the technology
be in-house or bought-in? Should it be off-shored? It will also
be necessary to decide which technology to purchase.

The chosen technology directly influences the project
management, including the timing of the delivery of the new
processes or practices and the schedule for the establishment
of the new procedures to realise the benefits of the investment.

Understanding required by the principal
stakeholders

To evaluate the technological investment the stakeholders
need to have a clear understanding of six key aspects of the
investment being proposed. These are:

(1) What is the proposed technology and what are the tech-
nological building blocks that have to be bought/developed
to realise that solution?

(2) Does the organisation have the competence to use the
proposed technology and if not can it be acquired?

(3) Does the technology have any societal implications?

(4) What is the proposed schedule for the delivery of the
technology and thus the solution?

(5) Are there any political implications?

(6) What are the technology related costs of the project?

A difficult challenge

All six of the above questions are very difficult to answer.
Furthermore these are not questions to which there are
uncontroversial answers and it is important that there be some
consensus among the key stakeholders.

One approach for attempting to reach a consensus is a Delphi
study. A Delphi study involves a number of individuals who are
knowledgeable on a particular subject and through a process of
reiterative reflection attempt to establish a consensus.



8.4

In the case of considering the use of a technology or group of
technologies in an organisation there might be four of five indi-
viduals who would have an informed opinion on this subject.
The organisation might also wish toinvolve one ormore vendors
or perhaps a consultant. It might also be useful to include a staff
representative. This would constitute the Delphi panel.

In a Delphi study a questionnaire is sent to all the members of
the panel. The questions are phrased so that panel members
indicate how strongly they agree with a proposition. A scale of
1 to 10 or 1 to 9 is often used. An example of the questions
which might be asked is, ‘Nanotechnology will become the
most important technology for our organisation within the
next 3 years’. Another question put to the panel could be,
‘Without an interactive web based help service our after sales
service ratings will decline’. The results of the answers to these
questions are averaged and a standard deviation for the
answers to each question is also calculated. When this is
completed the same questionnaire is returned to all the
members of the Delphi panel with a summary of the result of
the first round. The members of the panel are then asked to re-
consider their responses to the questions in the light of
knowing the average score and the standard deviation of the
first round. This requires a level of reflection which would not
normally occur in the day to day running of the organisation.

The usual outcome of this is that the panel members will revise
their opinions and that the scores for these revised opinions
will tend to move towards the average. This process is some-
times repeated one more time.

A Delphi study will typically take a week to conclude and will
certainly bring to the fore issues related to the technology
which would not normally be raised without the degree of
reflection required by the Delphi. A copy of a typical Delphi
questionnaire is provided in Appendix D.

Create a technology statement

The first step in reviewing the technology involved in the IT
investment business case is to create a technology statement.
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8.4.1

8.4.2

This is a high level summary of the technological solution and
should address the following issues:

(1) Describe the technology proposed including the compo-
nents required.

(2) Are their any training issue for the people concerned?

(3) Are there any budget issues?

(4) What alternative are there?

(5) Timing of the project?

(6) What is the timing situation with regards the product life
cycle of the technology?

Infrastructure

Sometimes when acquiring new technology there are infra-
structure issues. These issues may include the following:

Is the factory big enough to take the new equipment?

Do we need to build a new building to house the equipment?

Is the electrical supply to the buildings adequate?

Are we able to attract the right people to our part of the country
to run the new equipments?

There are many more such issues but this short list gives
a general idea of the type of questions which need to be asked.

Components

The components section of the technology statement is a list of
the hardware required by the project. This needs to include the
details of the processors, storage devices, monitors, printers
and any other equipment. This hardware requirement may be
set out in tabular format suggested by Fig. 8.1 below.

Components Function Number Size/Capacity Special
Description characteristics

Figure 8.1 The hardware requirement
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This table summarises what components need to be supplied in
high-level non-technical terms. The special characteristics
column is an important one that needs to be used to bring to the
notice of stakeholders’, unusual or high specification items.

The issues that need to be considered here include:

(1) Reliability: if it is envisaged that the components need to
run for 24 h/day then this could be noted here.

(2) Special features: equipment needs to be portable and
robust as they are going to be used in rough territory.

People

People are required to realise the technological solution and
implement the change process to put in place the proposed
investment.

The presentation of the business case needs to show clearly
how the staffing and expertise to deliver the solution can be
assembled. This resource and expertise can come from within
the organisation or be bought in the form of consultants or
contractors, outsourcers, etc. Once again a table can be used to
present the information, as shown in Fig. 8.2.

The table summarises the expertise available in-house for this
project. It summarises the expertise at a high level and gives
a feel of the size and depth of the support available for the
technological solution. The information presented needs to
cover both the development and operational expertise neces-
sary to build, deliver, commission and maintain the techno-
logical solution. It will also highlight areas of particular
strength and vulnerability. The Project Leader and his or her
deputy should be named in this summary.

Job category Number of Expertise available - Proposed Proposed

staff strengths/vulnerability start date end date

Figure 8.2 People required to realise the solution
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Item Purchased Leased or Qutsourced| Developed in-
outright rented house

Purchases/development

Commissioning

Figure 8.3 Budget for the technology required for the investment

8.4.4

8.4.5

Design p“aseH Procure Fabricate

Budgets

An estimate of the capital expenditure for the investment is
required. This can be divided into several different groups,
including purchased outright, leased or rented, developed in-
house, etc. Figure 8.3 is an example of the types of issues that
need to be included here.

Timing of the project

An important consideration is the lapsed time of the project
and this issue needs to be addressed in the technology
statement.

In order to be able to be confident about the lapsed time for the
development of the project it is necessary to develop a high
level project plan. This needs the work to be broken down into
detailed activities and requires these to be programmed or
scheduled in an appropriate manner. This aspect of the tech-
nology statement can be supported by the use of tools such as
bar charts or critical path analysis techniques. Figure 8.4
shows a network diagram that illustrates the steps that the
project needs to go through.

Assemble
Enging

Fil Engine
to Frame

0

Fil Body

Mazenals Frame

= Test Drive

to Frame

Paint Body /

Corstruct
Budy

¥

Figure 8.4 High-level network diagram showing the activities of the project
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The schedules and timings around the building, delivery and
commissioning of the technological solution are of key
importance to the business case and its evaluation. There is
practically always a serious time constraint on the realisation
of a business plan once the decision to go ahead has been
made.

To realise the technological solution, set up the required
organisation and commission the whole business solution,
a full project planning and control system will have to be
elaborated and put in place by the project management.
However, what is needed for the stakeholders to evaluate
the business case and monitor progress is a high level
summary of the schedule and subsequently variances from
the plan.

Checklist to assist completing the
technology statement

The following eight questions represent a useful checklist
in producing the technology statement. The answers to
each question needs to be thought threw carefully and not
rushed.

(1) Is the proposed project technically doable? Who says this
and is this opinion credible?

(2) Does the organisation infrastructure need changing? If so
how extensive are the changes and how will they affect
other parts of the organisation?

(3) Should all or part of the project be outsourced?” Would off-
shoring be a better alternative?

(4) Does the organisation have the competencies to deliver?
What are the names of the particular individuals who are
competent to deliver?

(5) Can the team produce the required deliverables in an
appropriate time scale? Have the team members personally
committed to this?

(6) Does the project budget (purchasing and commissioning)
look reasonable? How much contingency is there?

(7) Is the organisation capable of absorbing the implications of
the proposed system? What unforeseen repercussions
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could the introduction of the new technology have? This
question by its very nature, cannot be fully answered.

(8) Is there any other compelling technology reason why the
project should not be undertaken?

Summary

The technology issues are an important aspect of an invest-
ment business case. This dimension of the business case
should be prepared primarily by technology professionals, in
conjunction with the users/owners.

If there is any question that the organisation is unable to
provide adequate expertise to produce the technology state-
ment then this may be outsourced to independent consultants.
It is important not to outsource the development of this
statement to prospective vendors.



Risk — Conceptualising
and Measuring
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9.1

The only fence against the world is a thorough knowledge of it.
John Locke, Some Thoughts Concerning Education (1693)

Risky investments may indeed carry a ‘premium’ reward but the
existence of a precise relationship between the two cannot be
demonstrated or verified as there is no objective and generally
accepted method of evaluating risk.

Boyadjian and Warren (1987)

Introduction

Acquiring an understanding of the risks involved in a project
is a central part of developing a comprehensive investment
business case. The risk profile of the proposed investment
needs to be clearly stated and if it is too high the business case
should not be approved.

Risk appraisal in business cases has been frequently ignored
and as a result many otherwise apparently sound business
cases have actually been seriously flawed. When this happens
investments fail.

Risk is always present in investments and this was well
illustrated by Fortune and Peter when they described the
London Ambulance Service computer disaster as follows:

The computer press is littered with examples of information
technology fiasco or near disasters. An example is the
computer aided dispatch system introduced into the London
Ambulance Service in 1992. The £1.5 million system was
bought into full use at 07:00 hours on 26 October and almost
immediately began to ‘lose’ ambulances. During that and the
next day less than 20% of ambulances reached their desti-
nations within 15 minutes of being summoned, a very poor
performance when compared with the 65% arriving within 15
minutes the previous May and the target set by the Govern-
ment of 95%. The service reverted to semi-computerised
methods during the afternoon of 27 October and then right
back to manual methods on 4 November when the system
locked up altogether and could not be re-booted. (Fortune and
Peter, 1995)
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Although it is not essential that a full risk analysis be per-
formed in order to produce a business case, a review of the
more important risk issues should be addressed and incorpo-
rated into the investment business case.

Defining risk

Risk is a challenging concept to define, understand and ulti-
mately to manage. This is primarily because the idea of risk
can mean different things to different people. In terms of
a formal definition, risk is described as

The probability that the actual input variables and the outcome
results may vary from those originally estimated. (Correia, 1989)

This implies that the extent of the possible/probable difference
between the actual and expected values reflects the magnitude
of the risk.

Another way of looking at the definition of risk is provided by
Chapman and Ward who state that:

A broad definition of project risk is ‘the implication of the exis-
tence of significant uncertainty about the level of project perfor-
mance achievable’. (Chapman and Ward, 1997)

It should also be remembered that project risk management is
a relatively new subject. According to Fairley:

Risk management in technical projects is a relatively new disci-
pline, dating from around 1980. (Fairley, 1990)

Clearly investments and the risks associated with them should
not be left to luck.

Max Widerman — Chairman of the PMI standards Committee
uses a colourful analogy:

You find yourself being shot at. You have 3 choices:
1. You can move to avoid the bullet;
2. You can deflect the bullet; or
3. You can repair the damage done by the bullet.
At no time are you in control of the bullet. What you have to
manage Is your response to the event (risk) not the event itself.
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A 3 x 3 risk framework for project risk

The management of investment or project risk can be a highly
intuitive art. However, there are some frameworks and guide-
lines to help assess and manage investment project risks. One
of these frameworks is the nine-variable approach described
here in Fig. 9.1.

In the above figure B indicates business risks, D indicates
development risks, and A indicates architectural risks. The
business risks are mentioned first as they are the most funda-
mental risks which an investment faces. The development risk
is relatively straight forward and the top levels of risks are the
architectural or technical risks which should be the least
problematic. However, having said that technology, especially
leading edge technology, can still deliver unusual and very
difficult challenges.

In this framework the risks are considered in terms of three
major groups or categories. These are business risks, devel-
opment risks and architecture risks. For each of these cate-
gories three individual risks are discussed. However, in
practice these risks may not balance out symmetrically in this
way. On occasions there may only be one or two business risks,
perhaps five or six development risks and only one or two
technological risks, while on other occasions there may be
seven or eight business risks and few development and
architecture risks.

Al ?2 ol A3
Technical echnology Technology
platform

competence lifecycle

D2
Staff turnover

D1
Estimation
and planning

D3
Development
tools

B2
Buy-in/
commitment

B1
Understanding

B3
Business change

Knowledge | Foundation | Timing

Figure 9.1 Key risks jigsaw
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9.4

Risks categories: business, development
and architecture

In Fig. 9.1 the three major risk categories are represented by
a jigsaw metaphor. The jigsaw is appropriate because it
suggests the interlocking nature of these issues both horizon-
tally within a risk category and vertically across domains or
perspectives. Single development risks seldom occur. Thus it
is important when thinking about development risks not to
isolate or over exaggerate any one risk, as the components of
one category of risk will invariably affect another category.

Although there may be any number of risks within a particular
category, the three most important ones are discussed here.
Obviously there are frequently more than three risks facing
a project under each of these general areas. However, it has
been decided to focus on the three most serious potential
problems that can be encountered. Of course what is consid-
ered to be a potentially serious problem is a function of an
organisation’s culture and its historic experience, but the three
risks mentioned here would be considered to be serious in all
organisations.

The order of the risks within the jigsaw in Fig. 9.1 is important.
The most basic risks, which can easily destroy a project, and
which it is quite possible for an organisation to be completely
unaware of, are the business risks. Thus these are the most
dangerous or difficult challenges facing any project.

Development risks are usually considered the second most
problematic; they can be as devastating to the project as the
business risks.

Although still important, infrastructure risks are generally less
threatening. This is not to say that a project cannot be wrecked
by poor infrastructural decisions.

Other types of project risk

The following example comes from the ICT world and involves
the use of 2 x 2 matrix to highlight risks associated with
using new technology and at the same times creating new
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applications. This framework was created by Warren McFarlan
of Harvard Business School. Although the example is expressed
in ICT language the principles elucidated here are relevant
to most investment projects.

McFarlan views some of the risks associated with information
systems. He suggests that there are two main categories of risk,
which are described as risks associated with failures of
execution and risks caused by failures of conceptualisation.
This may be expressed as a matrix as is shown in Fig. 9.2.

Risk associated with failures of execution

The risk associated with failures of execution can be cat-
egorised under three headings. These are the risks related to
the structuredness of a project, the degree to which a project
incorporates company-specific technology, and the size of the
project. It is possible to use a 2 x 2 matrix to position the
different levels of risk relative to the dimensions of structur-
edness of the project and novelty of the technology.

The issue of the size of the project simply asserts that the larger
the project the higher the risk, which in general terms is rela-
tively obvious. There can however be exceptions to this
proposition.

It is useful to consider each of the four quadrants in Fig. 9.2

separately.

i : 1 Q2

High technical Q ) : _ _
inexperience Very high risk Medium risk

Q3 : Q4

Low technical Lowish risk : Low risk

inexperience :
Low structuredness High structuredness

Figure 9.2 Matrix showing different degrees of risk
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9.4.2

9.4.3

9.4.4

Quadrant 1 (Q1) - very high risk

In Quadrant 1 the project has low structuredness and makes
extensive use of technology that is new to the organisation.
Projects in this category should be considered by the organi-
sation to be extremely high-risk projects.

According to McFarlan, project managers with both technical
and people skills are required to make these projects work.
PERT charts infer the projects’ direction, but are otherwise not
especially useful in establishing the time position for this class
of project. McFarlan asserts that these projects are ‘not done
until they are done!” Managers of these projects would expect
numerous and frequent mid-stream changes. Such projects are
always very expensive and their expense is derived primarily
from the changes that are inevitably made to the original
specification.

Quadrant 2 (Q2) - medium risk

In Quadrant 2 the project has both a high degree of structur-
edness and the use of technology that is new to the organisa-
tion. Projects such as these are generally medium risk projects.
It is usual to expect mid-term corrections during these
projects. PERT charts offer a fair representation of project
status, but should not be totally believed as implications of the
new technology that were not originally understood by the
organisation may upset production plans. It is suggested that
managers who are highly technically competent steer projects
of this type.

Quadrant 3 (Q3) - lowish risk

In Quadrant 3 the project has a low degree of structuredness
but uses technology that is known to the organisation. These
projects are relatively lowish risk projects, but with potential
hidden problems. Many projects in this category fail when
they should succeed due to the lack of structuredness. To
ensure success in projects such as these it is important that
a strong and highly assertive user manager be placed in control
or at the very least, high user involvement be sought. This
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should be not only at the outset of the project, but on
a continuous basis for the purpose of verification.

According to McFarlan the problem of risk with this class of
project is the potential mid-stream change requests. Strict
parameters need to be constructed around the project
otherwise a continuous stream of change-requests from users
will arise and the project will in all likelihood flounder and
fail. The PERT chart offers managers a succinct view for
these projects, but should be only utilised if a strong pro-
ject manager can in some way incorporate a degree of
structuredness.

Quadrant 4 (Q4) - low risk

In Quadrant 4 the project has highly specified outputs but low
use of technology that is new to the organisation. These
projects are low risk projects due to the tight definition of
expected outputs and the use of familiar technology. As
a result of the low risk level, companies can assign new and
relatively inexperienced project mangers to these projects.

The use of PERT charts provides accurate indications of the
completeness of the work. Due to the constricted nature of
the outputs there is minimal user involvement necessary after
the project commences. The low risk profile of these projects
means that they should be successful with little need for risk
management.

From the above it is clear that different types of projects have
different types of implementation risk and, that different
projects need different project management approaches if they
are to be successful. These different types of project manage-
ment approaches should become apparent in the ICT invest-
ment business case as a result of the assessment of the risk
profile carried out at that stage.

The project management approach should flow from the
project and not the other way around. Figure 9.3 indicates the
management approaches that should be applied to different
IT investment projects depending on the different risk
profiles.
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High technical
inexperience

Low technical
inexperience

Intensive risk
management procedures

Strong focus on
acquiring expertise

Emphasises
understanding the user

Routine management
Control

Low structuredness High structuredness

Figure 9.3 Management approaches to projects with different risk profiles

9.5

Figure 9.4 indicates the level of management activity that is
required for different ICT investment projects depending on
the risk profile involved.

‘Bad’ ideas

‘Bad’ ideas systems risk refers to failures of conceptualisation.
This simply means poor ideas that were not likely to succeed
from the beginning. The following categories of projects may be
identified that are likely to fail due to poor conceptualisation.

(1) A project that fails to meet customer requirements, no
matter how technically sophisticated it is, is destined to
fail. Technology can perform wonders, but if there is no
market for the product or service supplied by the invest-
ment, it will fail.

(2) The investment may require behaviour that is not
ingrained in existing users, such as the use of terminals or

High technical Continuous Buy in skills and
. . management and
inexperience e - redevelop own staff
costing intervention
Low technical Extensive user Low frequency
inexperience education low cost management

Low structuredness High structuredness

Figure 9.4 Management activity required with different risk profiles
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smart cards. As people shy away from change, the invest-
ment ideas are rejected by the customer’s culture and it
will fail.

(3) Investment incapable of evolving will fail. Evolution is an
essential aspect of survival in the dynamic business envi-
ronment of the modern commercial world.

(4) The investment not only fails to meet its stated perfor-
mance objectives but actually disrupts the ability of the
organisation to deliver its products or services.

(5) Technological investment can be a double-edged sword,
lowering entry barriers by reducing the costs of competing.
Some Internet and Web 2.0 type applications may fall into
this category of system.

(6) Investments that are undertaken before all the tactical and
strategic resources and commitments are in place are likely
to fail.

The McFarlan approach described here is useful as a frame-
work for thinking about risk and information systems, but
it does not lead directly to an approach for the manage-
ment of risks. Some aspects of risk management are addressed
here.

Incorporating risk in the business case

In producing the investment business case it is necessary to
review the potential risks in term of the two categories
described above.

Some investments will be more prone to implementation risks
than conceptualisation risks, whereas others will have the
opposite propensities. It is important that the principal
stakeholders debate these issues thoroughly and that
consensus is reached on what the major risks are, and how
they might be minimised.

At this stage in the development of the investment business
case a decision needs to be made as to whether or not the risk
profile is acceptable. If it is then there is clearly no problem. If
on the other hand the risk profile is too high then it is necessary
to decide if a risk management programme might be able to
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sufficiently reduce the risk to allow the investment to proceed.
If this cannot be done then the investment proposal needs to be
rejected. On the other hand if a risk management programme is
agreed then this needs to be incorporated into the project
manager’s agenda when and if the proposed investment is
approved the project begins.

As mentioned above, risk management is an often neglected
aspect of project management, and lack of attention to these
issues has frequently resulted in project failure.

Quantifying and managing risk

In order to manage risk it is necessary to have an idea of the
size or magnitude of the risk the investment faces. There are
several ways in which it is possible to think about this issue.
Firstly, there is the dimension of finance. Risk may be
assessed in terms of the financial estimates used in business
case accounting and this will be discussed in Chapter 10.
Secondly, there is the risk associated with the variability of
the resources which may be required to complete the pro-
jected. Tightly coupled with the quantity of the resources is
the timing when they will be required. Investment resources
and their timing are best understood when they are pre-
sented diagrammatically either as a Network or as a Gantt
diagram.

Before either a Network or as Gantt diagram may be developed
a list of activities which are required needs to be developed.
Each activity needs to be placed in the order in which it has to
be performed. This is shown in Fig. 9.5. Note in Fig. 9.5 the
order of the activities is specified in the second column which
is entitled Pre-requisite. Each row in the Pre-requisite column
shows which activities have to be completed before the current
activity can begin.

The second feature of Fig. 9.5 which is critical is the Expected
time required for each activity. This is shown in column four
of the diagram. With only columns 1, 2 and 4 it is possible to
construct a Network diagram as is shown in Fig. 9.6. Note that
this plan shows that the investment is expected to be



A B C D E

. .. Optimistic Expected Pessimistic
Activity Pre-requisite P ©) F()n) )
A 5 10 15
B A 3 5 9
C A+B 4 4 7
D A+B 4 6 10
E A+B 5 6 10
F A+B+C+D 5 5 5
G A+B+E 3 6 8
H A+B+C+D+E+F+G 2 4 6
| H 1 3 5
J | 1 2 4
Totals 33 51 79

Figure 9.5 A high-level task break down schedule or diagram

completed in 47 days, provided the project commences on
time and that there are no delays with regards to any of the

activities.

One of the limitations for the Network diagram as shown in
Fig. 9.6 is that it is based on one estimate of the time required.
Much more management information may be obtained if it is
possible to give a range of estimates for the times required.
This has been done in Fig. 9.5 and the resulting Network

diagrams are produced in Figs 9.7 and 9.8.

Investment Project raxC Tass [F
T et | 51 days e | 4 procand I
rmA Task B Tash D Tamk, H Task I Task J
R NEERINEE = I I E= I HE
Fy
Critical path . e E G
e | B e | B

Figure 9.6 A Network diagram showing the tasks and using the expected times for

each activity
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Investment Project 1o C Tass F
e 1 Pesmistc Pessimanc
o] 1o days =] =] s
unA Task B Task D Task H Task l Task J
= A N =S NE= EC L N ERENEE
[}
Critical path s E G
e A E

Figure 9.7 A Network diagram showing the tasks and using the pessimistic times for
each activity

It is possible to extend the idea of a range of estimates and to
create a stochastic model of the project which is sometimes
referred to as a PERT diagram.

With regards the Gantt diagram, this consists of a series of bar
charts which show the dates of the beginning and end of each
activity. Figure 9.9 shows a typical Gantt view.

9.8 Another approach to risk quantification
Early on in the risk assessment process a formalized method
for both identifying and mitigating risk should be established.
Initially the focus should be on Risk Identification. The

Investment Project s C s F
T“‘:ml 33 days el 4 S| 8
Tuss A ] s B 1 D o | - o | - Task o]
we| s | o] o |\ [m] @ N ENEEE
Critical path w E G
T | 8 | 3

Figure 9.8 A Network diagram showing the tasks and using the optimistic times for
each activity
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Figure 9.9 A Gantt view showing the tasks, estimated timelines and dependencies

investment assumptions should be carefully reviewed by
senior management. Additionally any previous similar
investments should be re-examined for lessons learned. Once
the risks have been identified a Risk Matrix should be devel-
oped using a Risk Management Worksheet (see Appendix G).
A Probability Impact (PI) matrix should be completed for each
identifiable risk. See Fig. 9.10.

Once we know what the risks are, we can then look at various
methods of responding to them. Preventative actions may
allow us to avoid the risk completely. On the other hand,
contingency planning will allow us to mitigate the impact of
any given event. Key to both responses is the definition of
appropriate friggers that will provide early warning of the
likelihood of a risk event coming to pass. These triggers are
often linked to specific dates. See Fig. 9.11.

Risk analysis of complex investment decisions may require the
use of Program Evaluation and Review Techniques (PERT).
Statistical manipulations of time estimates based on opti-
mistic, most likely and pessimistic durations can aid in the
formulation of contingency plans.
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PROBABILITY

L M
IMPACT
Probability Description Rating
High Experience dictates likely or expected 9
Medium Likely to occur but NOT certain 3
Low Not very likely or unlikely 1
Figure 9.10 A Probability Impact (Pl) matrix with simplified rating scale
Risk Impact Probability Score Trigger Owner Action
Element

Figure 9.11 A risk control worksheet
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Summary

An assessment of the risks of the project and of the system is an
integral part of the investment business case, as it is essential
that the principal stakeholders have an appreciation of the
potential problems that the proposal might face.

It is important to address the issue of risk under two main
categories. The first relates to the risks associated with the
implementation process that might cause the project to fail.
The second relates to the risk of the system failing to deliver
the type of improvements to the business processes and
practices that had originally been envisaged.

By reviewing all these issues and incorporating them in the
investment business case it is possible to manage the project in
such a way that the risk of failure will be significantly reduced.

Investment business cases should not be approved unless the
risk issue has been addressed and the stakeholders agreed that
the project risk profile is acceptable.
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10.1

10.2

Long run is a misleading guide to current affairs. In the long run
we are all dead.
Keynes (1923)

There are three kinds of lies: lies, damned lies and statistics.
Benjamin Disraeli, quoted in Neider (1959)

Introduction

Having decided the direction of the firm’s investment at
a business level through the development of a macro-model
and a meso-model, it is then necessary to perform some
detailed analysis of the financial impact the proposed invest-
ment is likely to have on the organisation. This has been
referred to as the micro-model as discussed in Chapter 5 and
usually implies the conducting of a detailed financial study
that involves business case accounting which is also some-
times referred to as cost-benefit analysis. The objective of
business case accounting is to try to determine if the organi-
sation is likely to be better off as a result of the investment. The
figures used in business case accounting are nearly always
estimates of future costs and benefits. Estimates are always
based on assumptions and so the quality of the figures is
a function of the skill of the analyst to produce accurate
estimates.

Basic approach

The techniques used for this type of analysis include capital
investment appraisal, which involve the calculation of finan-
cial ratios such as the payback, the return on investment (ROI),
the net present value (NPV) and the internal rate of return
(IRR).!

It is normal practice not to just produce one financial state-
ment or micro-model but rather to produce several different
scenarios or financial pictures. The different scenarios may

" See Appendix H for definitions and explanations of the range of investment

performance statistic generally used in business.
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represent different investment opportunities but sometimes
there is only one investment being offered and if this is the
case then it is advantageous to produce a financial statement
showing what the situation would look like if no action is
taken and the status quo is maintained. This statement is
sometimes called the do-nothing option.

In addition to this, what-if* analysis showing what will
happen if some of the assumptions are not realised, should
accompany the micro-model.

10.3 Cost framework

There is a basic framework for dealing with investment cost
which needs to be clearly understood. This involves seeing
costs as being incurred at three basic stages in the development
of the investment.

The three major categories of investment costs are:

(1) Pre-commissioning costs,
(2) Commissioning costs, and
(3) Running costs.

10.3.1 Pre-commissioning costs

Pre-commissioning cost refers to cost which is incurred before
the organisation decides to proceed with the investment. The
range of cost involved and the amount which needs to be spent
obviously varies enormously. For routine investment this
category of cost might be insignificant and the organisation
might choose to ignore them. On the other hand the building of
an airport might require tens of millions of pounds to be spent
before the investment can be initiated.

Other examples include the work required before a motor
vehicle manufacturer decides to prepare a new engine for an

? What-if analysis is sometimes referred to as sensitivity analysis. Although from
a modelling point of view this is not strictly correct, both what-if analysis and
sensitivity analysis do serve a similar function in the sense that they indicate how
the outcomes will change under different assumptions.
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automobile. Similarly costs are incurred when it is being
decided if a new jetliner is to be developed.

The main categories of these costs include:

Management costs,

Legal cost,

Survey costs,

Lobbying costs,

Comparing contract costs,
Compensation to various stakeholders,
Accountant and auditor costs.

Commissioning costs

Commissioning cost comprises all as the expenses from the
time the idea is agreed and initiated to the instant the invest-
ment is handed over to the people who will operate it. In
a manufacturing operation this might be a matter of the costs
incurred over the period of a few weeks while the equipment is
selected, delivered and installed. On the other hand it might be
anumber of years when a new high rise office complex is being
erected, or a oil tanker is build or it could be 10 years during
which a new runway is required especially if villagers have to
be moved and new homes built for them (in the case of
Heathrow a village has to be removed and the population
resettled).

Typically, the cost incurred during this period includes:

Purchasing of land and buildings cost,
Purchasing of machines,

Project management,

ICT costs,

Survey costs,

Lobbying costs,

Contracts signing costs,

Compensation to various stakeholders,
More accountant and auditor costs.

The funds spent on these cost can represent a major portion of
the overall cost and the period of time involved here can be
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10.4

10.4.1

substantial. But these costs are usually closed when the
investment is handed over to the users.

Running costs

Running costs are what is spent there after the investment is
regarded as up and running. These are the operating costs of
the investment. If the investment is the purchase of aircraft
then the running costs are staff both cockpit and cabin crew,
fuel, depreciation, airport fees, maintenance of the airframe
and the engines and the interior, food for passengers and crew,
training for crews, etc.

Basic concepts required for business
case accounting

There are many different financial concepts and issues
involved in business case accounting. It is essential that all
these elements be addressed in the financial analysis. The
concept of costs is generally regarded as being well understood
and therefore does not need elaborate definition. However,
there are a number of different financial issues that need to be
considered when preparing a business case. These include:

¢ Hidden costs,

@ Opportunity costs,

4 Marginal costs,

4 Sunk costs,

& Life time costs,

& Tax shield,

@ Cost of ensuring business continuity,

@ Cost related to the time value of money,
@ Discounted cash flow,

# Interest rate or hurdle rate or cost of capital,
¢ Horizon or Economic life,

& Terminal value.

Hidden costs

Any cost which the instigators of an investment did not think of
at the time when the decision to invest was made may be



regarded as a hidden cost. A hidden cost is a not so obvious cost
that can often fail to be recognised at the time the investment is
being conceived. By their very nature they are not easy to list
and they will of course vary from one investment to another.

One issue which can give rise to hidden cost is the compen-
sation levels which are required to be paid to staff that are no
longer required. Some countries require organisation to pay
large sums to individuals who are made redundant. Some-
times this is referred to as closing down costs.

Another closing down cost which may occur is when there is
some harm done to the environment. In such case, in some
countries, the organisation may have to spend large sums of
money restoring the environment, if indeed that is possible.

Hidden cost may also occur if legislation changes and new
health and safety requirements are imposed by law. These are
particularly difficult to foresee.

Finally hidden cost may result from acts of god through
unusual climatic event.

It is possible to distinguish two different types of hidden costs
which are:

Cost omitted;
Costs arising.

10.4.1.1 Cost omitted

Sometimes a cost is hidden in the sense that it was not known
about or not thought of when the business case was originally
made. One such cost which often remains hidden is the cost of
training the staff to use new equipment. Another hidden cost
could relate to the need for more frequent and more thorough
maintenance which has not been highlighted at the time of
agreeing to proceed with the investment.

10.4.1.2 Costs arising

In a bakery a new oven may produce a number of different
types of bread with which the old slicing machines may not be
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able to cope. This could result in new equipment having to be
bought for another division of the bakery. When this type of
situation occurs we can talk about there being a knock-on
effect.

Opportunity costs

Opportunity cost is a concept which is derived directly from
the study of economics. It looks at what might have been if
a different course of action had been taken and a different
investment opportunity followed. The opportunity cost of an
investment or project is thus the amount the firm could have
earned if the sum invested was used in another way. Thus the
opportunity cost of an investment in a completely new factory
might be the benefits which the organisation would have
gained from spending the same amount of money on
improving the technology used in the current factories. Also
the opportunity cost of the new factory is the amount that
could be earned if the funds were invested in an appropriate
bank account.

Opportunity costs are not included in the commissioning
running costs. They are rather kept in mind by the senior
management team and the sponsors of the investment.

Note there will not be a line in the business case which will say
opportunity cost.

Marginal costs

This is another concept derived by economists who generally
argue that decision making should be on the basis of the direct
changes which the decision/investment will make to the
organisation and not be averaged over the whole organisation’s
activities. What this means is that if a new machine is acquired
then its success should be reckoned by how much extra benefit
(income minus costs) this particular machine brings to the
organisation.

Cost-benefit analysis is traditionally performed on a marginal
cost and marginal revenue basis. In practice this means that



numbers are based on the variable cost associated with the new
investment and that this excludes the general overhead. When
it comes to benefit evaluation the same rule applies and thus
only new or extra benefits should be included. This marginal
costing approach prevents double counting of either the cost or
the improvements.

10.4.4 Sunk costs

Business case accounting uses the concept of sunk costs. A
sunk cost is money which has previously been spent and
which may not be taken into account when preparing a busi-
ness case for a new investment.

Those inexperienced in business case accounting might note
that there is a machine which has not been fully written off in
the book of account and they might suggest that this residual
depreciation should be included in the cost of setting up the
new investment. This should not be done.

10.4.5 Life time costs

In preparing a business case it is always important to keep in
mind that the investment will run over several years. The fact
that the investment will last over time is an important aspect of
the definition of an investment. In general short periods for an
investment made be as little as a few years (some new type of
office automation system) but as long as several decades (an
office block or a luxury cruise liner).

The concept of life time costs is used to focus the mind on one
or two of the following facts:

the investment may last many years,
the investment will need maintenance/attention and thus
generate cost for many years.

Sometimes the life time cost of an investment is many times
greater than the initial pre-commissioning costs and commis-
sioning costs. Some texts refer to this as the Total Cost of
Ownership.
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10.4.6 Tax shield

The tax shield of an investment is the amount of cash which
will be saved by the organisation due to specific tax allow-
ances which are offered by the tax collection authorities by
virtue of the investment. Tax shields are actually tax
allowances and in some cases these may be substantial and
may have a substantial influence on the investment deci-
sion. As a general rule however the investment business
case should stand on its own. Tax shields and incentives
cannot in and of themselves make a bad investment
good.

10.4.7 Time value of money

10.4.8

The concept of the time value of money refers to the fact that
money today is worth more to the organisation than money
tomorrow. The main reason why money today is worth more
than money tomorrow is that as soon as the money is received
it may be used. Money today avoids erosion by inflation and
also allows investment now which will produce more income
than if it is invested tomorrow.

It is on the notion of the time value of money that discounted
cash flow is based, which is one of the most important methods
for the evaluation of any investment proposal.

Investment measures such as Net Present Value (NPV), Prof-
itability Index (PI), Internal Rate of Return (IRR) are all based
on the concept of the time value of money.

Discounted cash flow

In most situations money is invested before the investment can
be used to produce an income. Sometime when the investment
is large such as a new factory, a new office block or a new ocean
liner the money is spent over several years before any income
is received.

In addition it may take time of the income to develop into its
full potential. For example an office block may take several
years before a full complement of tenets are found.
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The fact that money has a time value needs to be taken into
account.

Discounted cash flow is the way that the concept of the
time value of money is operationalised. Cash flow is dis-
counted by calculating its present value, which requires the
sum to be reduced by a rate of interest equivalent to the
organisation’s investment opportunity rate. This discounting
is done for each year during which the investment produces
a cash flow. It is important to remember that in the first
years of a large investment there may only be out going
cash flows. If this is the case these also need to be
discounted.

Cash flow

The term cash flow means that the calculation of the returns on
the investment needs to be done on the cash which has either
flowed out of the organising in terms of the acquisition of the
invest and the cash running costs or on the cash receipts. In
some cases this is challenging because the cash flow associated
with an investment is not the same as the profit produced by
the investment.

In business case accounting there are two factors in partic-
ular which need to be carefully handled and these are
depreciation on the asset purchased and the tax relief which
may be available on the particular assets at the particular
time.

Depreciation, which is similar to wear and tear allowances, is
a non-cash expense. Depreciation is a figure used to create
a reserve to help with the replacement of the investment when
it is worn out. For this reason if the figures being used in
a discount cash flow have been based on profit then the
depreciation needs to be added back to the profit so that it
represents the cash flow.

Similarly any tax shields from which the investment benefits
need to be used in calculating the total investment costs. In
some instances governments offer 110 or 120 or 200% of tax
relief on the investment amount.
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10.4.10 Interest rate or hurdle rate or cost of capital

The interest rate or hurdle rate or cost of capital are three
different terms for the rate of interest that is used in the dis-
counted cash flow calculation. It is generally considered that
the term cost of capital is the most appropriate name to use.

There are different ways of thinking about and measuring the
cost of capital. The approach which is more frequently used is
referred to as the average weighted cost of capital. The average
weighted cost of capital is a composite number which
combines the cost of long-term and short-term debt as well as
the cost of equity. The cost of equity in turn may be calculated
in different ways but the more usual way of doing this is to
calculate the expected dividend yield of the ordinary share
capital. Whatever name or approach is used for this interest
rate or hurdle rate or cost of capital rate, the number used
needs to represent the rate which the organisation has to earn
on the funds under its control to retain it earning levels. Thus
this is also sometimes referred to as the required rate of return.

Some organisations use what is referred to as the weighted
average cost of capital. The weighted cost of capital requires
the business analyst to determine separately the cost of the
different types of debt such as bank loans, debentures, mort-
gages, etc. Then the cost of equity is determined and as
mentioned above this is the dividend yield adjusted for the
expected growth rate and this is expressed as a percentage.

The rate paid for each of these sources of funding is used with
the proportion of the amount of funding obtained from each of
these sources to calculate the weighted average cost of capital.

10.4.11 Horizon or economic life

Every investment has a life span. There is a physical life span,
i.e. how long will the asset continue to function. There is
a technological life span which is how long the asset will
remain technologically viable and not made redundant by
a new wave of technology. Then there is the economic life
span. This economic life span which is also some times called
the horizon is the period for which it is believed that the



investment will be an effective earner and thus for which it
will earn an economic return. This is one of the most difficult
issues to estimate for an investment business case.

10.4.12 Terminal or residual value

10.5

The terminal value of an investment is the amount for which
the investment could be sold at the end of its economic life.
Some investments can have large terminal values while other
can have little or no terminal value.

In some cases there may be a negative terminal value of the
organisation which needs to pay redundancy payments or
large sums to recover the environment if the investment has
done harm to it.

Detailed cost items

Because of the particular nature of each corporate investment
it is not possible to give a complete list of possible costs. Also
any list created will have more items than any one situation
will require. However, the following is a fairly comprehensive
list of the major costs that an investment might incur:

Cost of senior management;

Costs incurred by planner;

Cost of consultants;

Cost of purchasing the assets required;
Cost of installing the assets;

L 2R 2R 2K 2R 2R 4

Modifications to the site, buildings and offices necessary to
accommodate the new system;

4

Specialist staff costs, including recruitment and training as
well as salaries;

Costs of training;

Cost of new contracts with staff;

L 2K 2R 2

One-off staff payments to encourage transition to the new

system, or redundancy payments if applicable;

€ Hiring and/or leasing costs as required;

@ Costs of communications media, notably telephones and
digital lines as required;

# Cost of Internet and Web connections if required;
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¢ Support and maintenance costs, either due to in-house
specialists or third-party vendors;

¢ Consumables;

4 Contractor costs from third party firms;

4 Time spent by management in sorting out problems on the
new system,;

@ Transition costs when converting to new system;

& Suppliers’ charges for installation and delivery of
components;

# Insurance charges for loss or damage to the equipment and
consequential loss of income if the equipment is out of
service for a significant period;

@ Charges for provision of backup equipment or services, to

cater for the possibility of system failure;

Documentation costs;

Business continuity guarantee or disaster recover costs;

L 2R 2 4

Costs due to inefficient operation, such as poor cash flow,

lack of accurate information for planning and decision

making;

# Costs due to delays in implementation, thereby losing the
benefits that may have possibly been gained in that period;

@ The cost of failure if the investment proves ineffective, or is

constantly out of action due to any problems.

Hard and soft costs

The above list includes both hard and soft costs. Hard costs are
those which are readily agreed by everyone as being attribut-
able to the investment and which are easily captured by the
firm’s accounting system. Hard costs are payments to vendors
and others.

Soft costs are those costs that cannot be readily agreed as
being directly attributable to the investment and which are
not easily identifiable in the firm’s accounting records. Soft
costs include items such as management and staff time,
reduced productivity encountered during the learning
experience and opportunities missed which were previ-
ously identified and for which there was a target in the

budget.



10.6 Pattern of costs

Investments have a limited number of patters of cost disburse-
ment. Most investments begin with the pre-commissioning
costs and the commissioning costs as described earlier in this
chapter. These are sometimes called the set up costs — term
which is used in the examples below. Developing a business
case accounting statement these costs are often referred to as
having been incurred in Year 0. In large scale investments
where these costs are spread over a number of years then the
years prior to the commissioning are sometimes referred to as
Year 1, Year 2, Year 3, etc. Figure 10.1 illustrates this.

When an investment has been commissioned it may start
earning and have a positive cash flow immediately. However,
there are investments for which this will not be the case. An
office block may not acquire clients for years. A mine may have
to be operating for years before a rich enough vein is encoun-
tered and the ore can be extracted. In such cases the running
costs still have to be taken into account and this might produce
a negative cash flow for some years.

In general the pattern of costs for most investments will be
large out goings in the early year/s to allow the investment to
be started followed by relatively minor running cost which
should quickly be covered by a stream of positive cash flow
(i.e. benefits). Finally sometimes there may be a large positive
cash flow at the end if there is a positive terminal value while
there may be a negative value at the end of the horizon if there
is a dis-investment cost.

Investment || Cash Out |

Yearl Year 2 Year 3 Yeard ........... Yearn

Figure 10.1 Patterns of costs timeline
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10.7

10.8

Sources of cost estimates

Obtaining reliable cost estimates has always been difficult and
this has contributed to the on-going problems with investment
project budgets.

There are various sources of cost estimates. These include
obtaining quotations from the different contributors to the
project. These could include suppliers, contractors, consul-
tants, outsourcers, etc. The cost of these resources can often be
negotiated on a fixed fee basis which may then be reliably used
in the business case accounting exercise.

Other sources of costs are estimations of the development work
tobe done by in-house team. There are also the in-house costs of
training the staff. The commissioning cost may also be incurred
internally. This type of cost estimation is subject to consider-
able error and some organisations cope with this by comparing
the proposed project with previous similar developments. This
is, of course, a form of internal benchmarking and can draw on
corporate best practice if this has been recorded.

The idea of benchmarking can then be taken outside the
organisation where estimations of costs can be gathered by
looking at similar projects.

Whichever approach is taken towards cost, estimates have to
be produced with considerable care as they are always prone to
error. A provision for contingency for cost escalation is often
used as a way of coping with this. Another approach to the
uncertainty of costs is the use of risk or stochastic analysis,
which will be discussed in Section 10.13.

Sources of benefit estimates

As already mentioned in both Chapter 4 and Chapter 6 it is quite
challenging to produce detailed financial estimates of the
anticipated benefits. However, some attempt needs tobe made in
thisrespect. The key to producing competent financial estimates
is to understand how the business processes and practices
which will be affected by the investment will actually change the
way costs are incurred or revenue is generated or assets are used.



10.9

10.9.1

If this is achieved, then useable figures may be estimated. It is
important to bear in mind that estimates of benefits or for that
matter costs are not required to be very accurate. In fact attempts
to be very accurate are often misleading and thus counter
productive. Future estimates will always be subject to a degree of
uncertainty. In situations where there is a material amount of
uncertainty as to the likely result of the investment, a stochastic
approach as described below should be used.

Different approaches to business case
accounting

Different approaches to cost-benefit analysis are required for
investments with different objectives. The objectives of
investment may be categorised under a number of headings.
The following are among the most important:

Investment to reduce or displace costs;
Investment to prevent other greater costs;
Investment for new business.

Investment to reduce costs is sometimes described as cost
displacement as the investment displaces some other cost.
There are many examples of such investment. Whenever
labour saving equipment is purchased this type of investment
may be a cost displacement. The acquisition of a computer to
automate a business function may be described as cost
reduction or cost displacement exercise.

The following example shows the business case accounting
which would be typical for such an investment.

In the balance of this chapter ICT examples have been used
because nearly all organisations will need to take advantage of
the benefits which may be derived by the use of this technology.
The principles shown in these examples will be exactly the
same whatever type of investment is being employed.

Cost reduction/displacement

Cost displacement considers the cost of the investment and
compares this to the other costs the system has saved. A cost

sase?) ssauisng aiedald 01 MOH

e



How to Prepare Business Cases

(2]

displacement justification is a classic automate or efficiency
situation. Figure 10.2 shows an example of cost displacement
analysis of an investment for one year. It should be noted that
the costs and benefits are marginal ones.

This cost displacement approach to assess an investment
proposition is an ex-ante analysis of what the firm hopes to
achieve. It is a statement of intent. To ensure that these
intentions are carried out, a list of details about the system and

A IE e e
1 |Investment to automate johs All Numbers in 000s
2 |1 vyear
3 |Cost displacement Year O Year 1

4 |Setup costs
Hardware including PCs, LANs and

5 |other peripherals 125
Software including spreadsheet, WP,

6 |database and comms. g8

7 |Training 75
8 |Installation and testing 52

9 |Total 350

10

11 |Monthly on-going costs

12 |Staffing, including support 28
13 |[Maintenance and upgrades 20
14 |General 8
15 |Total 56
16

17 |Monthly benefits

18 |Reduction in clerical salaries 42
189 |Reduction in supervisory salaries 8
20 |Reduction in other staff costs 13
21 |Office space released 5
22 |Other office expenses saved 3
23 |Total 71
24

25 |Improvement per month 15
26

27 |Annual net benefit 180
28

29 |Annual ROI 0.51
30 | Simple payback 2 Years
A1

Figure 10.2 The cost displacement approach — one year



the environment in which it will function should also be
supplied. It is sometimes preferable to perform this type of
analysis over a number of years and Figs 10.3 and 10.4 show
the cost displacement approach for three and five years. There
is always a debate as to whether investments should be plan-
ned on a three-, five- or even seven-year horizon. The longer
the horizon the more likely the business case investment for
the investment will show better results. This is especially true
in times of low hurdle rates.

A B G D E

1 \Using IT to automate jobs All Numbers in 000s
2 |3years
3 |Cost displacement Year 0 Year 1 Year 2
4 Set up costs 1 2

Hardware including PCs, LANs and other
5 peripherals 125

Software including spreadsheet, WP,
6 database and comms. 98
7 |Training 75
8 |Installation and testing 52
9 Total initial cost 350
10
11 Monthly On-Going Costs
12 staffing, including support 28 29
13 Maintenance and upgrades 20 21
14 General 8 8
15 Total costs 56 58
16
17 |Monthly Benefits
18 Reduction in clerical salaries 42 44
19 Reduction in supervisory salaries 8 8
20 Reduction in other staff costs 13 14
21 Office space released 5 5
22 Other office expenses saved
23 Total benefits 71 74
24
25 Improvement per month 15 16
26
27 |Annual net benefit -350 180 189
28

Figure 10.3 The cost displacement approach — three years
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A B | ¢c | b E I ey —

1 \Using IT to automate jobs All Numbers in 000s
2 5Years
3 |Cost displacement Year 0 Yearl Year 2 Year 3 Year 4 Year5
4 Setup costs

Hardware including PCs, LANs and
5 other peripherals 125

Software including spreadsheet,
6 WP, database and commes. 98
7 |Training 75
8 |Installation and testing 52
9 |Total initial costs 350
10 Monthly on-going costs
11 |staffing, including support 28 29 31 32 34
12 Maintenance and upgrades 20 21 22 23 24
13 General 8 8 9 9 10
14 Total costs 56 58 62 64 68
15
16 Monthly Benefits
17 Reduction in clerical salaries 42 - 46 49 51
18 Reduction in supervisory salaries 8 8 9 9 10
19 |Reduction in other staff costs 13 14 14 15 16
20 Office space released 5 5 6 6 6
21 Other office expenses saved 3 3 3 3 4
22 Total benefits 71 74 78 82 87
23
24 Net improvement per month 15 16 17 17 18
25
26 Annual net benefit =350 180 189 158 208 219
27
28 Simple annual ROI 0.51 0.54 0.57 0.6 0.63
25 Simple payback 2 Years
30
31 Cost of capital 0.2
32 Discounted annual net benefit -350 150 131 115 100 88
33 |Discounted payback 3 Years
34 Netpresentvalue 234.51
35 Internal rate of return 0.47
36 Profitability index 1.67

Figure 10.4 Cost displacement over five years

10.9.2 Cost avoidance

A cost avoidance analysis is similar to cost displacement,
except that no cost has been removed from the system because
the introduction of the IS has prevented cost from being
incurred. Cost avoidance, like cost displacement, is typically
used in the more traditional data processing environments
which address automation and efficiency and is therefore
sometimes thought to be generally less relevant to more
modern IT applications. However, a cost avoidance analysis
may also be used to support an IT business case for



A B C D E F G
1 Using IT to automate jobs
2 5Years All Numb
3 Costavoidance Year 0 Yearl Year 2 Year 3 Yeard Year 5
4 Setup costs
5 Hardware 345
6 Software 299
7 Training 345
8 Installation and testing 173
9 Total 1168
10 Monthly on-going costs
11 staffing, including support 55 58 61 64 67
12 Maintenance and upgrades 78 82 86 50 95
13 General 44 46 43 51 33
14 Total 177 186 196 205 215
15 Monthly benefits
16 Staff not required 120 126 132 139 146
17 Other costs avoided 85 89 94 98 103
18 Total 205 215 226 237 249
15
20 Improvement per month 28 29 31 32 34
21
22 Annual net benefit 336 353 370 389 408
23 Annual ROI 0.29 0.3 0.32 0.33 0.35
24 Simple payback 3 Years
25
26 Cost of capital 0.2
27 Discounted annual net benefit -1168 280 245 214 188 164
28
29 Net present value -484.05
30 Internal rate of return -0.02
31 Profitability index 0.59

w
(%]

Figure 10.5 The cost avoidance approach

10.9.3

infrastructure investment. Figure 10.5 shows an example of
cost avoidance analysis for an investment over five years.

Decision analysis

Decision analysis attempts to evaluate the benefits that can be
derived from better information, which is assumed to lead to
better decisions. In turn, better decisions are believed to lead to
better performance. As it is hard to define good information, let
alone good decisions, cost-benefit analysis performed using
this method is difficult.

Decision analysis is a classic informate situation and requires
a financial value to be associated with information. In some
cases, it is relatively easy to measure the effect of information,
although there will frequently be considerable noise in the
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Place  Time Quality Appropriate Efficient

Information Decisions Actions Results

Results Effective Effective

Figure 10.6 Decision analysis model

environment that can obscure the effects of the system. The
key to decision analysis is to perform rigorous business anal-
ysis of the situation before the introduction of the proposed
technology. The types of business relationships at work and
their effects on each other must be understood. Also how the
proposed IS will disrupt these business relationships, hope-
fully in a positive way, needs to be explained. A model of how
information is used in the firm to make decisions and how
these decisions impact upon actions which in turn affect
performance is useful when conducting decision analysis.
Such a model is shown in Fig. 10.6.

Figure 10.7 shows an example of decision analysis. This case
relies on understanding how the firm’s credit control works,
how the cash flow functions, and how investment availability
impacts sales.

10.9.4 Impact or time release analysis

Impact analysis attempts to quantify the effect IT can have on
the physical performance of employees. Impact analysis may
have elements of automate, informate and even transformate,
depending on the exact circumstances involved.

The primary benefit of time release is that staff can do other
work, and when this leads to acquiring extra sales it can
contribute to transforming the business. Figure 10.8 shows an
example of impact analysis.

10.9.5 Transformate analysis

The type of analysis used to assess a transformate opportunity
is the same as that employed for any strategic investment.



A RS TS T YR RN~ RS S T

1 Using IT to improve performance through more information

2

3 SYears All Numbers in 000's

4 Decision analysis Year 0 Year 1 Year 2 Year 3 Year4 Year 5

5 Setup costs

6 Hardware 555

7 Software 450

8 Initial training 250

9 Commissioning 150

10 Installation and testing 300

11 Total 1705

12 Monthly on-going costs

13 staffing, including support 292 307 32 338 355
14 On-going training 50 53 55 58 61
15 Maintenance and upgrades 95 100 105 110 115
16 General 120 126 132 139 146
17 Total 557 586 614 645 677
18

19 Monthly benefits

20 Reduction in bad debts 25 25 25 35 25
21 Interest earned by faster receipts 50 53 55 58 61
22 Reduction in obsolete Inventories 120 126 132 139 146
23 Increased sales due to better availability 430 452 474 493 523
24 Total 625 656 686 720 755
25

26 Improvement per Month 68 70 72 75 77
27

28 Annual net benefit -1705 816 842 869 897 927
23 Annual ROI 0.48 0.45 0.51 0.53 0.54
30 Simple payback 2 Years

31

32 Cost of capital 0.2

33 Discounted annual net benefit 680 585 503 433 373
34

35 Net present value 2573

36 Internal rate of return 0.41

37 Profitability index 2

Figure 10.7 An example of decision analysis

Strategic investments often involve many considerations that
are particularly difficult to quantify. Issues such as competitive
advantage, market share and new product development are just
a few examples. Strategic investments are frequently consid-
ered so important that a full ex-ante cost justification cannot be
undertaken, or if it is, the results of the analysis are simply
ignored. Statements such as ‘it’s too important to ignore’ or ‘the
cost of not doing it will be crippling’ are frequently heard in
association with strategic investments. Therefore, strategic
investment appraisal studies will often contain more words
than numbers. The descriptive part of the proposal will contain
words such as those shown in Fig. 10.9.
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1
2
3
a
5
6
7
8
9

10
11
12
13
14
b

16
17

18
19
20

21

22
23
24

25
26

27
28
29
30

31
32
33
34
35

A B | c | o
|Using IT to improve salesperson's productivity |

Investment costs for 10 systems All costs in 000s
Set up costs

PCs, cellular modems and peripherals 125
Database, spreadsheet, WP and communications 23
Training 30
Installation and testing 60
Total initial costs 238

Monthly on-going costs

Staffing, including support 10
Communications costs 2
Maintenance 5
General 3
Amortisation 6
Total monthly costs 26

Monthly benefit analysis

Average no. of sales calls per day 6
Average value of sales per call 1.7
Reduction in average sales call time from 35to 15

minutes 20
Reduction in time required for daily form filling

from 60 to 10 minutes 30
Total Time Release — (50+ (6x20)) 170
Average travel time between sales calls 25
Average number of additional sales calls

resulting from IT investment 3

Monthly revenue analysis

Resulting additional revenue 5.1
Profit margin % 0.04
Daily profit improvement from 10 systems 0.2
Monthly profit improvement per salesperson (22

days per month) 4.49
Monthly profit improvement from 10 systems 44.88
Annual profit improvement 539
Annual operating cost of system 312

Figure 10.8 An example of impact analysis

Good practice, however, requires some numeric analysis to be
performed. As transformate or strategic investments will have
a longer time implication than efficiency or effectiveness
investments, the simple ROI and payback methods are not
adequate. The time value of money based techniques such as
discounted cash flow need to be used.



1 Thisinvestment represents an extremely attractive opportunity for the
firm to penetrate a new and profitable market.

2 The demand in the new market islikely to increase at a compound rate
of 25% per annum for the rest of the decade.

3 The new production facility will reduce our costs so substantially that
we will be able to undercut both our nearest competitors.

4 Client service will improve substantially.

Figure 10.9 Strategic considerations

10.10 Combining these approaches to business
case accounting

From time to time an IT investment will affect the business
processes and practices in several different ways. For example
the same investment will have a cost displacement effect as
well as a transformation effect. When this occurs the different
approaches described above will be combined in the one
micro-model.

10.11 Difficulty in estimating investment
variables

Traditional cost-benefit analysis is undertaken using dis-
counted cash flow techniques involving estimates of the
investment amount, the annual benefits and the cost of capital.
All these variables are difficult to estimate. However, the cost
of the firm’s capital is frequently considered the most difficult
variable to determine. The rate of interest the firm pays on its
debt, or an arbitrarily chosen hurdle or discount rate is
sometimes used as a surrogate for the cost of capital.

10.11.1 Deterministic versus stochastic

IT systems evaluation can be undertaken in several different
ways using a variety of measures and at least two different
processes. The two processes discussed here are the deter-
ministic approach using single point estimates for the input
values and generating a single estimate for the result, and the
stochastic approach which uses ranges as input and generates
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arange of results. The stochastic method is sometimes referred
to as simulation or risk analysis.

Deterministic analysis assumes a certain world where the exact
value of input variables can be known. Once the values of these
inputs are entered a unique result, determined by the logic of the
algorithm and the precise data, is calculated. Because ex-ante
investment analysis exclusively uses estimates of future values
for the investment amount in the form of the on-going costs and
the benefits, it is frequently said that as soon as the single point
values are determined, the input and output will be wrong.

Risk analysis, on the other hand, attempts to accommodate the
inherent variability in the input estimates and produces
a result that more closely reflects the level of uncertainty
frequently experienced in the real world.

In situations where uncertainty is small, deterministic models
can provide suitable solutions. However, it is more likely that
uncertainty in the input variables, evidenced by their vari-
ability, is likely to be relatively high and therefore this
uncertainty will have to be taken into consideration.

This uncertainty can be captured by specifying a probability
distribution for each of the input variables — such as invest-
ment, cash flows, and cost of capital. There are many candi-
date probability distributions that can be usefully employed
for this purpose. Some of the more useful distributions are
likely to be the uniform, the triangular and the beta.

Operationalisation of the above uses the Monte Carlo® method.
This involves generating a range of outcomes for the input
variables, e.g. investment, described by some specified prob-
ability distribution, and then evaluating the behaviour of an
associated output variable, e.g. internal rate of return. The
Monte Carlo method can also be used to establish how robust
and sensitive the outcomes are with respect to the assumptions
concerning the input variable(s).

% This approach is referred to as the Monte Carlo because it relies on the production
of random values within the ranges specified for the variables and is therefore
likened to the chance aspect of a roulette table.



For more on the properties of a number of probability distri-
butions, and guidance on how to generate random samples
from these distributions, see Johnson and Kotz (1970) and
Gonin and Money (1990). Also within all major spreadsheets
there is a facility to create these types of distributions.

10.12 Using deterministic analysis

Figure 10.10 is the input form of a deterministic model for
capital investment appraisal in a spreadsheet. All the data are
single point estimates.

The use of inflation adjusted cash flow techniques requires
that all figures used actually represent cash dispensed or
received by the firm. Therefore, profit figures that include non-
cash items such as depreciation or reserves should not be
included. Figure 10.11 is an investment report based on the
input in Figure 10.10, which shows a number of different
investment measures including payback, NPV, PI, IRR, etc.

An important feature of this spreadsheet model is the use of
variable costs of capital or interest rates. These interest rates
may be used to reflect either anticipated rates of inflation, or
more generally, to account for an increasing risk profile. The
further into the future the estimated benefit the greater
the degree of uncertainty or risk, and therefore the higher the
discount or interest rate associated with the investment. The
high interest rate has the effect of reducing the future value of
the benefit.

A B C D E F G H
1 Capital investment appraisal system
2 A deterministic model
3 Cash-out Cash-in
4 | IT investment-cash out 350,000 —350,000
5 NetIT benefits Yearl 66,106 66,106
6 | Year2 99,902 99,902
7 | Year3 120,901 120,901
8  Yeard 194,550 154,550
9  Year5 249,671 249,671
10
11 |Fixed cost of capital or interest rate 0.25
12
13 Y1 Y2 Y3 Y4 Y5
14 Forecast inflation rates 0.22 0.3 0.37 0.4 0.42

Figure 10.10 Input form for a deterministic model
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A B C D E F G

1 |Investment reports on IT system

2 Payback in years and months 3 years 4 months
3 |Rate of return(%) 0.4178

4 NPV at fixed discount rate (FDR) -9,760

5 Profitability index at FDR (P1) 0.97

6 |Internal rate of return (IRR) 0.2391

T

8 |Variable discount rates (VDR)

9 NPVatVDR -55,414

10 Profitability index (P1) at VDR 0.84

11

12 Discounted payback at FDR in years and months 5 years 1 months

Figure 10.11 Results produced by the deterministic model

The results in Fig. 10.11 are, of course, highly dependent upon
the assumptions made concerning the cost of capital, the
investment amount and the annual cash flows. As these future
estimates are always uncertain it is appropriate to perform
what-if analysis on these assumptions. The table in Fig. 10.12
indicates the way in which the NPV and the PI are related to the
cost of capital.

A B C D E
16 Sensitivity analysis on varying fixed cost of capital
17| NPV PI
18 |
19 | 0.2 38,609 1.11
20 0.21 28,150 1.08
21 0.22 18,102 1.05
22 Cost 0.23 8,448 1.02
23 of 0.24 -834 1
24 Capital 0.25 -9,760 0.97
25 | 0.26 -18,349 0.95
26 | 0.27 -26,615 0.92
27 | 0.28 -34,575 0.9
28 | 0.29 -42,242 0.88
29 | 0.3 -49,631 0.86
30

Figure 10.12 Effect of varying the cost of capital on the NPV and PI
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31 Sensitivity analysis on NPV with varying investment and fixed cost of capital

32
33
34
35
36
37
38
39
40

a

42
43
44
45
46
47
48

Cost of capital
0.2 0.21 0.22 0.23 0.24 0.25
300,000 88,609 78,150 68,102 58448 49,166 40,240
310,000 78,609 68150 58102 48448 39,166 30,240
320,000 68,609 58,150 48,102 38,448 29,166 20,240
330,000 58,609 48,150 38,102 28,448 19,166 10,240
Investment 340,000 48,609 38,150 28,102 18,448 9,166 240
Amount 350,000 38,609 28,150 18,102 8,448 -834 -9,760
360,000 28,609 18,150 §102 -1,552 -10834 -19,760
370,000 18,609 8,150 -1898 -11552 -20834 -29,760
380,000 8609 -1,850 -11,898 -21552 -30,834 -39,760
350,000 -1,391 -11,850 -21,898 -31,552 -40834 -49,760
400,000 -11,391 -21850 -31,898 -41552 -50,834 -59,760
410,000 -21,391 -31,850 -41,898 -51,552 -60,834 -69,760
420,000 -31,391 -41,850 -51,898 -61,552 -70.834 -79,760

Figure 10.13 Effect of varying the cost of capital and investment amount on NPV

Figure 10.13 shows the combined effect of differing invest-
ment amounts and different costs of capital on the project.
Looking at this table it can be seen that with an investment of
£320,000 and a cost of capital of 21% the resulting NPV will be
£58,150.

10.13 Using risk analysis

As mentioned previously, the risk of an investment is the
potential of input/output variables to fluctuate from their
original estimates. As in the vast majority of cases input/output
variables do fluctuate, risk analysis accommodates this by
allowing ranges, rather than single point estimates, to be
entered into the model. It is generally easier to confidently state
that an investment will be between 200,000 and 300,000 than it
will be 250,000.

There are a variety of techniques available to assist manage-
ment in assessing the extent and the size of the risk inherent in
a particular investment. For the purposes of this chapter the

“In the context of this chapter it has been assumed that the distribution of the

variable specified by this sort of range is uniform, i.e. there is equal probability of the

outcome being any value between the minimum and the maximum.
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size of the risk involved may be regarded as the range of the
estimates.” There are at least three generic approaches to
identifying and assessing risk. These are:

4 Group brainstorming,
& Expert judgement,
4 Assumption analysis.

10.13.1 Group brainstorming

Group brainstorming uses group interaction to identify the
variables that carry the most exposure to variability. Once the
variables have been identified, the group then attempts to
quantify the limits of the variability as well as the probability
associated with the range of possible inputs and outputs.
Brainstorming groups may meet several times before the esti-
mates of the variables are finalised.

10.13.2 Expert judgement

Expert judgement uses experienced individuals who are aware
of the factors causing the investment potential to vary. This is
the quickest and easiest way of identifying risk, but consid-
erable care must be taken when choosing the expert.

10.13.3 Assumption analysis

Assumption analysis requires the detailed questioning of each
assumption. This analysis requires each assumption to be
modified in such a way that the circumstances will be evalu-
ated which are disadvantageous to the investment. The effects
of the changes in assumptions are then used as part of the
range of variable specification.

10.14 A risk analysis example

Figure 10.14 shows the agreed-upon minimum and maximum
investment data for the capital investment model used earlier

® There are other ways of accommodating risk in capital investment modelling such
as increasing the cost of capital when projects are perceived to be exposed to
a higher than usual risk.
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Input form for risk analysis

Minimum Maximum

1

2

3 |IT Investment - cash out 350,000 400,000

4

5 NetIT benefits Yearl 60,000 70,000

6 Year2 95,000 105,000

7 Year 3 120,000 130,000

8 Yeard 180,000 200,000

9 Year3 200,000 250,000

10

11 Fixed cost of capital 0.2 0.3

12

13 Inflation adjusted cost of capital ¥1 Min Y1Max Y2Min ¥2Max ¥3Min Y3 Max Y4 Min Y4 Max Y5 Min Y5 Max
14 0.2 0.25 03 035 035 04 04 045 045 0.5
15

16 Select variable to report X NPV (FDR) -8,757

17 with an X in the appropriate box IRR

18 NPV (VDR)

13

Figure 10.14 Risk analysis input form

in this chapter. The initial investment will be between
£350,000 and £400,000. Similarly the IT benefits for years 1-5
are also specified as ranges, for example in year 1 the
maximum benefit is estimated at £70,000 and the minimum
value of the benefit is stated at £60,000. Similarly, the cost of
capital is not known, but it is estimated at between 20% and
30% per annum.

10.14.1 The results of risk analysis

From the input data in Fig. 10.14 a range of summary statistics
can be produced and Fig. 10.15 shows the effect of applying
the risk analysis to the NPV calculation. Figure 10.16 shows
the results graphically.

The results in Figs 10.15 and 10.16 would be regarded as being
of relatively high risk. The reason for this is that the most likely
outcome is an NPV of —43,218 (this lies between —54,924.557
and —40,253.179 in Fig. 10.16 with a standard deviation of
28,800.

In Figs 10.17 and 10.18 the risk analysis has been performed
using a different set of input data, and looks at the effect of the
ranges of data on the IRR.

These results can be regarded as a relatively low risk. The most
likely outcome of this investment is an IRR of 20%.
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23

25
26
27
28
29
30
31

32|

33

2

35
36

A B

'Summary statistics for NPV (FDR)
24

Mean -43,218.6
|Standard deviation 28,800.54
Range 146,713.8
Minimum -113,610
Maximum 33,103.71
No. of recalculations 2,000

C

D E

.Frequency-Table

NPV (FDR)
-113,610.1 1
-98,938.69 27
-84,267.31 125
-69,595.94 247
-54,924.56 328
-40,253.18 366
-25,581.8 349
-10,910.42 251
3,760.954 185
18,432.332 104
33,103.709 17

Figure 10.15 Results screen for risk analysis on NPV

This kind of spreadsheet-based risk analysis provides
a convenient way to adjust the input data in order to re-eval-
uate the risk patterns. Viewing the results graphically assists in

the interpretation of the risk factor.

10.15 Investment decision rules

Figure 10.16 Graphical representation of risk analysis results for NPV at a FDR

Every organisation will have its own investment decision
rules. Some organisations will not invest in IT unless
a payback of two years or less is forecast. Other organisations

NPV (FDR)




! .3?

38

39

41

42

& & RIS

47

45

A 8 c D E | °F

'Summary statistics for IRR ‘Frequency Table
IRR
Mean 0.203 0.163 1
‘Standard deviation 0.016 0.171 12
|Range 0.083 0.179 105
Minimum 0.163 0.188 2439
‘Maximum 0.246 0.196 341
|No. of recalculations 2,000 0.204 335
0.212 325
0.221 306
0.229 208
0.237 104
0.246 14

50

Figure 10.17 Results screen for risk analysis on IRR

400
350
300
250
200 4
150 4
100 4

50 A

are less concerned about payback and thus by implication,
ROL® Such organisations often focus on NPV and IRR.

In discounted cash flow analysis an investment is said to be
acceptable if the NPV is equal to or greater than zero. However,
some organisations believe that for IT projects there should be
a sizeable positive NPV which they regard as a safety factor.
Organisations that have difficulty in deciding on the value of
their cost of capital, use the IRR and they will often specify an

IRR

0
0.163 0.171 0.179 0.188 0.196 0.204 0.212 0.221 0.229 0.237 0.246

Figure 10.18 Graphical representation of risk analysis results on IRR

® The ROI is by definition the reciprocal of the payback. See Appendix H.
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arbitrary value, such as 25%, which if the project exceeds it,
will be accepted. For more detail on these investment statistics
see Appendix H.

10.16 Leasing

The leasing decision needs to be addressed in any chapter on
business case accounting. Leasing is an alternative to the
purchasing of investment assets. In general leasing is an
expensive approach to acquiring the use of an investment
asset. Outright purchase is normally cheaper. Leases are often
for multiple years which may range from medium term,
perhaps three to five years to long term which could be 10
years or even more.

Leases are often difficult to terminate early, i.e. before the end
date, with substantial penalty clauses involved. So if the
organisation can find the funds required for the investment in
another way than leasing it is often financially better not to
lease. Borrowing money on an overdraft basis which typically
can be repaid without penalty by the borrower when funds
become available is often a better choice.

On the other hand leases on assets such as vehicles can be
beneficial from the point of view that the lease can include
some of the running cost and the organisation is not left with
any of the issues associated with the disposal of the asset when
it is no longer required.

In addition leasing which is referred to as off-balance sheet
funding or financing has traditionally not been taken into
account when calculating the organisation’s debt capacity.
This can be seen as advantageous.

In preparing a business case for an investment the funding
decision should not effect the investment decision. The
business case should be produced on the assumption that
the organisation has the funds available to pay for the
investment. Of course, one of the most important aspects of
the business case accounting is the determination of the
Interest rate or Hurdle rate or Cost of Capital and this will



be affected by the cost of the leasing. Adjustments have to
be made for this.

The main reason for keeping the investment and the funding
decision separate is that with a lease almost any investment,
besides those which would simply fail as they are a bad idea,
could be made to appear beneficial as we would be looking at
marginal revenue and marginal cost.

10.17 Summary

There are a number of different approaches to business case
accounting or cost-benefit analysis that range from single point
estimate techniques to rather sophisticated risk or stochastic
analysis. In developing an IT investment business case it is
important to choose the appropriate level of sophistication and
not to spend an excessive amount of time on the financial
numbers.

In some cases, where the amounts are small, it may not be
necessary to perform any business case accounting or cost-
benefit analysis at all.

Business case accounting is only at best a part of the invest-
ment business case and as such needs to be seen as a sup-
porting tool to the main justification of the investment
proposal.

Forms to help build a meaningful Cost-Benefit Analysis are
provided in Appendix E.
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The ideas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful than is
commonly understood. Indeed the world is ruled by little else.
Practical men, who believe themselves to be quite exempt from
any intellectual influence, are usually the slaves of some defunct
economist.

Keynes (1936)

Customer-intimate companies know their customers don’t buy
a product or a service. They buy its benefits.
Wiersema (1996, p. 31)

11.1 The preparation of a business case is

challenging

This chapter provides a checklist which will help to determine
if an investment business case has been well prepared and
whether or not the investment is likely to meet the organ-
isation’s requirements. It is not easy to prepare these business
cases. Investment in business has always been a difficult issue.
The difficulty has been that the decision to invest is by nature
based on a number of predictions or forecasts, which may or
may not be reliable. The aphorism that ‘prediction is always
difficult, especially when it is about the future’ clearly
expresses this problem. As a result, the performance of some
investments has been successfully predicted, while for others
it has not. Sometimes it is just impossible to even guess what
the future holds. Writing on the issue of the returns of future
investments Keynes points out:

The affair was partly a lottery, though with the ultimate result
largely governed by whether the abilities and character of the
managers were above or below the average. Some would fail and
some would succeed. But even after the event no one would
know whether the average results in terms of the sums invested
had exceeded, equalled or fallen short of the prevailing rate of
interest; though, if we exclude the exploitation of natural
resources and monopolies, it is probable that the actual average
results of investments, even during periods of progress and
prosperity, have disappointed the hopes that prompted them.
Businessmen play a mixed game of skill and chance, the average
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results of which to the players are not known by those who take
a hand. (Keynes, 1936)

The point made by Keynes that the success of business invest-
ment is dependent on both skill and chance which we would
probably call ‘luck’ should always be remembered when an
investment is being made. Most people investing in property,
the stock market or any sort of industrial capacity towards the
end of 2009 might regard themselves as being unfortunate.

One of the most significant comments made by Keynes about
the nature of the investment decision is related to our need to
achieve and also to take a risk. Thus he states:

If human nature felt no temptation to take a chance, no satis-
faction (profit apart) in constructing a factory, a railway, a mine
or a farm, there might not be much investment merely as a result
of cold calculation. (Keynes, 1936)

However, fortunately it is generally recognised that business is
different from the roulette table or the racecourse. The risk or
chances which are taken in business need to be calculated risks,
and the calculations need to be based on sound evidence about
the nature of markets, organisations, technology and people’s
performances. Thus there is a need for a comprehensive business
case especially when large sums of money are to be invested.

11.2 The hallmark of a professionally produced

business case

The primary hallmark of a professionally produced investment
business case is that it represents a consensus of understanding
and commitment on the part of the principal stakeholders.

This consensus of understanding and commitment would
have been arrived at through a process of research, evalua-
tions, discussions and dialogues whereby any differences and
conflicts of interests would have been resolved. This may have
required several reiterations of the investment business case
document before agreement has been reached.

These reiterations can take a number of weeks, or for large-
scale investment even a number of months, and many draft



11.3

documents will have to be produced before the final invest-
ment business case emerges. Furthermore this process can be
expensive. However, the return on the professionally
produced investment business case can be substantial, as the
process of producing this document can dramatically reduce
an organisation’s propensity to embark upon unsound
investments. Unsound investments are enormously wasteful
and thus extremely expensive and preventing this type of
problem is financially, very beneficial.

The main features of the professionally produced investment
business case are:

(1) An agreement that the proposed investment will suitably
enhance the organisation’s business both in terms of the
required return on investment and strategic and tactical
considerations;

(2) A comprehensive understanding of all the key issues
involved, technological and others, in making an invest-
ment successful;

(3) The full commitment of the principal stakeholders who
will have to play a part for ensuring the success of the
investment;

(4) An understanding of the major risks involved with the
investment;

(5) A platform which may be used as a management tool for
ensuring that the project is on track and thus that a suitable
return is achieved on the investment in new or improved
business processes and practices. Typically this would
involve some form of gated process as outlined in Chapter 3
and the management process outlined in Chapter 12.

Finally, it is perhaps the fact that a professionally produced
business case can also be used as a project management
framework, which can ensure delivery of benefits envisioned
by the investment that makes it most powerful.

Summative and formative evaluations

The evaluation of an investment business case is essentially
a summative process in which it is decided whether the

sase?) ssauisng aiedald 01 MOH

e



How to Prepare Business Cases

e

proposed investment is good enough for the organisation to
commit the funds, time and effort required. The result of this
summative process will be either to proceed with the invest-
ment or to decline the opportunity, i.e. a yes or no outcome.
However, it would be unusual if at the end of this process there
was not some aspect, implicitly or explicitly, of a formative
evaluation. This simply implies that at the end of the invest-
ment business case exercise there would be some learning for
the organisation. This learning should take place irrespective
of whether the business case is accepted or not.

This learning will afford the organisation the opportunity
to improve its ability to produce more comprehensive
investment business cases. In so doing this will help the
organisation have a more thorough understanding of how it
may enhance its business processes and practices and how
it may do this with the support of investment.

In fact while the distinction between summative and formative
or learning evaluation is an important one, they are closely
aligned and there will frequently be some aspect of both
approaches present in any evaluation situation.

11.4 A checklist for evaluating a business case

As mentioned before the function of an investment business
case is to present a convincing argument to management to
spend a sizeable sum of money and a considerable amount
of effort on an investment project to improve a process or
practice and by extension enhance the profitability. To do this
successfully the business case needs to comprehensively
address the five key areas that have formed the major part of
the discussion in this book, and which are shown again in
Fig. 11.1.

At the end of this exercise there will be five sections to
a report and each of these has to be appraised both separately
and as a whole. In order to assist in the appraisal of these
sections of the investment business case the following
checklist of questions may be helpful. Note that financial
issues are closely linked to the business outcome, but specific



Business
Outcome(s) \ / Stekeholders
Project Risk
Technology j k Strategic
Assessment Alignment

Figure 11.1 The five modules of a business case

financial questions need to be answered. Similarly opera-
tional issues are mainly to do with implementing the
technology.

Business outcome issues

Business outcome: Is the problem or opportunity well enough
understood? Is there a clearly articulated macro-model, meso-
model and micro-model? Is it clear that the proposed system
directly supports the organisation’s vision, mission, strategy?
Does the proposed investment make good business sense?

Business case accounting: Are sufficient funds available to
finance the project? Is the estimated ROI or NPV adequate to
cover the organisation’s cost of capital? If this is not the case,
are there other strategic reasons for this investment that makes
it necessary despite the poor forecasted financial return? In
this situation the risk of NOT investing must be carefully
analysed and understood. The recent experience of the so
called Millennia bug (theY2K issue) forms an excellent case
study in this area.

Stakeholder issues

Stakeholder issues: Has a user/owner prepared the business
case? Who is the sponsor, the champion and the project
manager? Does the project have adversaries? Are all the
important stakeholders committed to making this investment
a success?
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Strategic alignment

Strategic alignment: Is it clear that the proposed investment
directly supports the organisation’s strategy? If it does, then to
what extent is it counterproductive or work against the strategy?

Technology issues

Technology issues: Does the organisation adequately under-
stand the proposed technology? Is the proposed technology
readily available? Is there adequate backup and business
continuity provided?

Operational issues: Does the organisation have the right people
in place and are the time scales proposed realistic? Has
adequate attention been given to matters such are training and
testing, etc.” Has outsourcing been given appropriate attention?

Risk issues

Risk issues: What are the main risks? Can action be taken to
manage and thus minimise this risk? Is the risk profile
acceptable to the stakeholders?

Evaluation section by section

As mentioned above each of the five different sections of the
report need to be reviewed separately. If any one of these five
sections fails to satisfy the group of primary stakeholders then
the viability of the whole investment project needs to be ques-
tioned. For example, even if the other dimensions of the
investment business case are showing satisfactory indications,
ifany one of them is not up to the required standard, or has some
major unanswered questions associated with it, the investment
should not proceed.

Overall evaluation

The checklist shown above can be represented on a matrix that
allows each of the five different sections of the report to be
given a rating. The required rating, which is shown in the
second column of Fig. 11.2, and is called the Base Score is the
minimum score that is needed for each of the different sections
of the report described in the investment business case



Issues Base Current
score score
Business outcome 5 4
Business case accounting 3 1
Stakeholders 4 3
Strategic alignment 4 4
Technology 3 4
Operational 4 3
Project risk 3 2
Total 26 21

Figure 11.2 Matrix for assessing business case preparedness

11.5

checklist. A scale of 1-5 is used and the Base Scores are the
target scores required. A score of 5 reflects an aspect of the
investment business case which needs to show the highest
compliance with the standards laid down by the organisation,
while a score of 1 would correspond to an issue of relatively
less importance and thus such an aspect of the investment that
the business case need not live up to the theoretically required
standard. In the third column each issue has been rated in
terms of how ready for action it is thought to be. From Fig. 11.2
it is clear that the level of business case accounting is not
considered sufficient and on an overall basis the business case
in its current state falls 5 points short of the total ideally
demanded by the organisation.

If an investment business case were assessed as shown in
Fig. 11.2, it would be necessary to return to the business
case process and revisit all the components except that
relating to the strategic alignment as this has scored 4 out of
4 and technology, which is thought to exceed to stated
requirements.

Weighting and scoring for
prioritising projects

Where several projects are to be compared against each other
then one approach that extends the above method is to estab-
lish prioritisation based on the above list of criteria using
weights and scores. These criteria can be weighted and scored
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and be used to calculated a value which can then be compared
for different investment opportunities.

This process could be partially routinised by preparing
a spreadsheet that will calculate these prioritisation values
based on the value that is the product of the weights multiplied
by the scores. There are a number of ways of weighting these
variables, but one is to establish a weighting system for each of
the seven issues on a scale of, say, 1-5 where 5 reflects an issue
of the highest importance to the organisation and 1 would
correspond to an issue of relatively less importance. Note, all
the weighting numbers are probably stated as positive
numbers. Introducing the use of negative weights, although
not impossible, would substantially complicate this process.

Having established the weights of the different variables the
next step is to review, for the purposes of scoring, each of the
different projects. Each project would be awarded a score on
a scale of, say, 1-10. This score is a subjective evaluation of the
investment agreed to by the group of principal stakeholders. If
there is a difference of opinion among the various stakeholders
then an average value may be calculated. If there is a large
number of stakeholders involved then a standard deviation
may also be calculated.

A value for each variable or issue is then calculated by
multiplying the weight by the scale and the values for each
project are then summed or totalled.

Care needs to be taken with the variable that represents the
risk. Risk is generally regarded as a problem. If this is the case
then the score allocated to the risk variable should be stated
as a negative, which will mean that the risk value will be
calculated as a negative and this number will reduce the total
value for the project. If on the other hand the risk variable is
seen as a positive opportunity to earn a greater return on the
investment then the risk variable should be stated as a posi-
tive and this number will increase the total of the value for
the project.

Using the type of weighting and scoring method described
here the project with the highest value would then appear to



Issues Project 1 Project 2 Project 3
(Wt = weight and Sc = score) Wt. | Sc. | Value | Wit. Sc. Value | Wt. Sc. Value
Business outcome 5 4 20 5 10 50| 5 7 35
Business case accounting 2 1 2 2 8 16 2 10 20
Stakeholders 5 3 15 5 4 20 5 3 15
Strategic alignment 5 4 20 5 6 30| 5 7 35
Technology 2 4 8 2 5 10 2 9 18
Operational 3 9 27 3 7 21 3 8 24
Project risk 4 10 40 4 3 12| 4 9 36
Tota 132 159 183
Figure 11.3 Weighting and scoring method for prioritising projects

11.6

deserve to have the highest priority. Of course this is a rather
mechanistic view and there may well be special circum-
stances which dictate that a project with less that the top
score be considered for top priority. Nonetheless this
approach tends to give the project prioritisation decision
some structure.

Figure 11.3 is an example of how these seven issues could be
rated and prioritised across three different projects.

In Fig. 11.3 Project 3 shows the highest value and therefore
would appear to deserve maximum prioritisation.

Summary

A business case is essential for the professional investment
management.

The production or development of an investment business
case is a business process in its own right. Although the
output of the investment business case is a document it is
sometimes argued that the real value of this exercise is in
the learning which takes place during its development
process.

It is not trivial to produce a competent business case. In fact to
produce a credible one is not a simple matter and requires
considerable time and resources. However, the return on
a professionally produced investment business case can be
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substantial, as the process of producing this document can
dramatically reduce an organisation’s propensity to embark
upon unsound investments and thus the benefits of having
a business case should far exceed the cost.

An Evaluation Form to help differentiate different investment
opportunities is provided in Appendix F.



Using the Business Case
as a Project Management
Tool
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There is nothing more difficult to take in hand, more perilous to
conduct, or more uncertain in its success, than to take the lead in
the introduction of a new order of things

Machiavelli, The Prince (1532)

The Somebody Else’s Problem field is much simpler and more
effective (than other ways of making things invisible) ... This is
because it relies on people’s natural predisposition not to see
anything they don’t want to, weren’t expecting, or can’t explain.

Douglas Adams, Life, the universe and everything (1982)

12.1 Introduction

Successful investment management is not so much about
acquiring and using project management tools such as
Network analysis, Gantt charts or work breakdown
approaches, as about achieving and sustaining a set of
common understandings of what types of interventions are
required to ensure that the target business processes and
practices are enhanced.

The investment business case may be used as part of a basis for
project management. Using it in this way allows for a new
approach to more successful project management. This
chapter considers a framework for the implementation of
a new approach to project management, through a suitable
programme using the investment business case as the starting
point and the principles of continuous participative evalua-
tion as discussed in Chapter 4 as a method for tracking the
progress of the investment project.

A key issue to better project management is the paying of
appropriate and continuous attention to the real business
objectives of the investment. Once these business objectives
and the implementation risks associated with them, have been
clearly understood and agreed to by all the investment’s
primary stakeholders, it is necessary to continuously track the
project’s performance and its risks, until the project is deliv-
ered and is functioning according to plan.

An important aspect of this new approach to project manage-
ment is the notion of continuous assessment and co-evolution.
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12.3

Care needs to be taken to ensure that as the project progresses
the stakeholders’ understanding of the business objective
grows. This requires that there should be a mutually sustained
understanding of what the outcome of the investment will be
and results in a process of continuous confirmation that the
project is on track and that it will produce appropriate bene-
fits. Professionally conducted project management can make
a major contribution to the successful implementation and
subsequent management of an investment, and especially to
the eventual acceptability of it by its stakeholders.

Phases of investment project management

There are three distinct phases to successful project manage-
ment programme.

The first of these may be referred to as Setting the Course
which involves the development of the investment business
case under the headings as described in earlier chapters, i.e.
business outcomes, stakeholders, strategic alignment, tech-
nology and risk.

The second phase is the Checking the Course and involves
closely assessing the progress of the project, while phase three
is called Staying on Course which provides a feedback loop
which, by the way, should be available, not only during
development, but also throughout the entire life of the project.

A reiterative process

Project management programme is a reiterative process
whereby investment are refined or co-evolved in a controlled
manner. Figure 12.1 shows the reiterative nature of this
activity.

Project management programmes need to begin when the
investment is first conceptualised and stay in place at least
until it functionality is implemented.

The application of this framework or method to project
management leads to a non-traditional approach to



Business Case 1|/>| Business Case 2 Busine&Case3/>

Formative Formative Formative
evaluation 1 evaluation 2 evaluation 3

Figure 12.1 Reiterative process of formative evaluation

investment conceptualisation and development as well as to
the subsequent assessment of the effectiveness of the funds
spent. In addition, through a high degree of openness, which
involves expecting organisational professionals to play a
co-evolutionary role together with all the other stakeholders.

Although it is not possible to be prescriptive about how
a project management programme will or should be conducted
on a day-to-day basis, it is possible to say that in general it
consists of the three distinct phases described above as:

(1) Setting the Course — by developing the three initial
pictures;

(2) Checking the Course — the formative evaluation process;

(3) Staying on Course — moving forward towards the objectives
after closing of the feedback loop.

These phases are shown in Fig. 12.2. In addition the process by
which these phases operate to ensure focused professional
project management will be explained.

12.4 A route to successful IT implementation

The diagram in Fig. 12.2 may be seen as a chart describing the
route through which a successful implementer needs to navi-
gate or travel. As using an example help visualise what the
actual processes look like an example had to be used here. The
chosen example is an information and communications tech-
nology systems investment.

At the outset the principal stakeholders need to produce the
comprehensive investment business case. As already
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Figure 12.2 Phases of an IT development project
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explained this is not a trivial process and will require
a considerable amount of time and the involvement of
a number of different stakeholders. This ultimately leads to
the authorisation of the project aimed at achieving these
outcomes and the ICT development work commences.

Project management techniques are then used to control the
day-to-day work. However, this new ICT project management
programme means that all those involved are sensitive to how
the project is progressing and to whether or not it is possible to
make improvements to either how the information system is
being developed or to the actual business solution itself.

Formative evaluation sessions are held at regular, planned
intervals during which progress is reviewed. A key aspect of
this review is the notion of continuous assessment and co-
evolution as the stakeholders navigate towards an effective
information system’s solution to their business problem or
opportunity. This means that as the ICT project progresses the
stakeholders’ understanding of the business objectives and
requirements grows, and thus there develops a mutually sus-
tained understanding of what the outcome of the information
system will be. This effectively requires that there is a process
of continuous confirmation that the project is on track and that
appropriate benefits will be realised. This also means that
there is a continuous evaluation of the ICT investment busi-
ness case as it is possible for the requirements to change so
much that the original ICT investment business case to be no
longer relevant. This may amount to Gate Stages as described
in Chapter 3.

Figure 12.2 also shows how the three sets of stakeholders, who
may be users/owners, ICT Professionals and finance and
administration people, interact. Each of these stakeholder
groups has their own interests in the ICT project.

Setting the course

The processes required here have been extensively discussed
in the earlier chapters of the book. Once the summative eval-
uation has approved the investment business case the project
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begins. Mistakes made at this stage can make the rest of the
work doomed to failure.

Checking the course

A formative evaluation sessions will determine whether or not
the project is on track and that no changes to the original think
are required or it may suggest that substantial rethinking is
needed, perhaps even project abandonment.

As can be seen from Fig. 12.2 all the major stakeholders need to
be involved during the formative evaluation sessions as input
or feedback may be required from all or any of them.

During the formative evaluation session there will frequently
be requests for changes to the proposed system. Each suggested
change needs to be assessed to ensure that it is important to the
success of the project. Proposed changes always require either,
more funds, more people and their skill and of course more
time. Often there has to be a trade-off between what would be
ideally desired and what can be produced within available
budgets, time and people resources.

Staying on course

Moving forward refers to accommodating changes and pro-
gressing in the ICT project. If the suggested changes are
considered to be important then one of four possible courses of
action need to be taken.

If the suggested change is relatively small then it is quite
possible that it may be accommodated within the original
scope of the project. If this is the case then the project plan is
simply modified and work continues.

If the suggested change is substantial then the proposer of the
change needs to find the funds necessary to have them
undertaken. The proposer of the changes may also need to
produce a case for the delays which may be inherent in the
suggested changes. If this is so, then once the changes have
been funded and the time delays agreed, the project plan is
modified and work continues.
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Sometimes there will be either insufficient additional funds or
the project will be too urgent to be delayed in order to
accommodate the proposed changes. In such cases the
required changes are noted and it is agreed that they are to be
incorporated into the systems when the second release is made
available. Some organisations do not favour the notion of
second releases and in such cases the required enhancements
are often undertaken as maintenance.

The final alternative result of the formative evaluation is that
the project is actually terminated/abandoned. This can occur
when a change is proposed which is so profound that it throws
into question the wisdom of the investment itself. This seldom
occurs. However, it is generally believed that it should take
place more than it does. Projects tend not to be terminated/
abandoned but often run to the end of the development phase
only to find that the solutions which they represent are no
longer relevant or required.

Summary

Thoroughly integrating the investment business case into
a new approach to project management has a number of
advantages to offer. This is required because generally speck-
ing project management does not have an especially good track
record. There are frequently problems with budget over-runs
as well as delays to promised delivery dates. Furthermore in
the case of ICT there is far too high an incidence of wasted
resources where the delivered system is no longer relevant to
the business. This new approach to project management helps
alleviate all these problems.

But perhaps the single most important aspect of this new
approach to project management is the fact that it builds and
sustains consensus among the various stakeholders by recog-
nising their co-creation and co-evolutionary status in devel-
oping business solutions. Not only will this approach produce
more benefits, but it will also reduce waste. It will tend to
decrease the amount of time it takes to deliver effective systems
which help produce direct business benefits and thus substan-
tially improve the utilisation of the organisation’s resources.
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Appendix A

BUSINESS OUTCOME DETAILS

| Project: Stage:
| Document No: Date:
| Author:

Macro-model

Macro-model Details

Name of the proposed intervention

Limit this to around 10 words

State the perceived problem or opportunity

Limit this to around 100 words

Why is it a problem or opportunity?

Limit this to around 75 words

What is the nature of the intervention?

Limit this to around 50 words

What will be the result of the intervention?

Limit this to around 75 words

Identify the owner, users

List up to five possible owner, users of
the intervention

vV Xipuaddy
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Meso-model

Business
output

Business
outcome

Specific | Measurement
benefits method

Specific
metric

Responsibility




Micro-model

Using IT to automate jobs

All Numbers in 000's

Cost displacement

Year O

Year 1

Year 2

Year 3

Set up costs

Hardware including PCs, LANs and other peripherals

Software including spreadsheet, WP, database and comms

Training

Installation and testing

Total initial cost

Monthly on-going costs

Staffing, including support

Maintenance & upgrades

General

Total costs

Monthly benefits

Reduction in clerical salaries

Reduction in supervisory salaries

Reduction in other staff costs

Office space released

Other office expenses saved

Total benefits

Improvement per month

Annual net benefit

Simple annual ROI

Simple payback

Cost of capital

Discounted annual net benefit

Discounted payback

Net present value

Internal rate of return

Profitability index

V Xipuaddy
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STAKEHOLDER DETAILS

| Project:

Stage:

| Document No:

Date:

| Author:

Stakeholder check list

Key questions

Details

Who has most to gain from the project’s
success and failure?

What capacity does each stakeholder
have to help or hinder the project?

Whose attitude do you most want to
change and why?

Which stakeholder should you most
concentrate your efforts on?

Who is the project sponsor?

Who is the project champion?

Who is the project’s main adversary?

What action are you going to take with
respect to each of the key stakeholders?
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Appendix C

STRATEGY
| Project: Stage: |
| Document No: Date:
|

| Author:

Corporate strategy

Strategic model

Details

1.1 What is the corporate strategy?

Limit this to around 50 words

Strategic alignment using the generic strategy model

Function

Low cost

Differentiation

Strategic alignment using the value discipline model

Best total solution

Function

Best product

Best total cost

D xipuaddy
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TECHNOLOGY
| Project: Stage:
| Document No: Date:
| Author:
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Technology review

Issue

Current assessment

Is the proposed project technically doable?

Does the proposed technology conform to
the organisation’s IT architecture?

Should all or part of the project be
outsourced?

What would be the primary advantage of
outsourcing this project?

Are there any possible bottlenecks or
obstacles, which could prevent delivery?

Does the organisation have the IT
competencies to deliver?

Can the IT team produce the required
deliverables in an appropriate time scale?

What issues could cause material delays to
the proposed timetable for this project?

Does the project budget look reasonable?

What aspects of the budget are the most
exposed to over-runs?

Is the organisation capable of absorbing the
implications of the proposed system?

Is there any other compelling reason why the
project should not be undertaken?
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Cost-benefit analysis
Cost displacement - one year

Using IT to automate jobs

All numbers
in 000s

Cost displacement

Year 0

Year 1

Set up costs

Hardware including PCs, LANs and other peripherals

communications

Software including spreadsheet, WP, database and

Training

Installation & testing

Total

Monthly on-going costs

Staffing, including support

Maintenance & upgrades

General

Total

Monthly benefits

Reduction in clerical salaries

Reduction in supervisory salaries

Reduction in other staff costs

Office space released

Other office expenses saved

Total

Improvement per month

Annual net benefit

Annual ROI

Simple payback

Years

3 xipuaddy
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Cost-benefit analysis
Cost displacement - three years

Using IT to automate jobs All numbers
in 000's
Cost displacement Year 0 Year 1 Year 2 Year 3

Set up costs

Hardware including PCs, LANs and
other peripherals

Software including spreadsheet, WP,

database and communications

Training

Installation & testing

Total initial cost

Monthly on-going costs

Staffing, including support

Maintenance & upgrades

General

Total costs

Monthly benefits

Reduction in clerical salaries

Reduction in supervisory salaries

Reduction in other staff costs

Office space released

Other office expenses saved

Total benefits

Improvement per month

Annual net benefit

Simple annual ROI

Simple payback

Cost of capital

Discounted annual net benefit

Discounted payback

Net present value

Internal rate of return

Profitability index




Cost-benefit analysis

Cost displacement - five years

Using IT to automate jobs All
numbers
in 000's
Cost displacement YearO | Year1 | Year2 | Year3 | Year4 | Year5

Set up costs

Hardware including PCs, LANs and
other peripherals

Software including spreadsheet, WP,

database and communications

Training

Installation & testing

Total initial costs

Monthly on-going costs

Staffing, including support

Maintenance & upgrades

General

Total costs

Monthly benefits

Reduction in clerical salaries

Reduction in supervisory salaries

Reduction in other staff costs

Office space released

Other office expenses saved

Total benefits

Net improvement per month

Annual net benefit

Simple annual ROI

Simple payback

Cost of capital

Discounted annual net benefit

Discounted payback

Net present value

Internal rate of return

Profitability index
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Cost-benefit analysis
Cost avoidance - five years

Using IT to automate jobs All
numbers
in 000's
Cost avoidance YearO | Year1 | Year2 | Year3 | Year4 | Year5
Set up costs 1 2 3 4 5
Hardware
Software
Training
Installation & testing
Total

Monthly on-going costs

Staffing, including support

Maintenance & upgrades

General

Total

Monthly benefits

Staff no required

Other costs avoided

Total

Improvement per month

Annual net benefit

Annual ROI

Simple payback

Cost of capital

Discounted annual net benefit

Net present value

Internal rate of return

Profitability index




Cost-benefit analysis
Decision analysis - five years

Using IT to improve performance All
through more information numbers
in 000's
Decision analysis YearO | Year1 | Year2 | Year3 | Year4 | Year5
Set up costs 1 2 3 4 5
Hardware
Software
Initial training

Commissioning

Installation & testing

Total

Monthly on-going costs

Staffing, including support

On-going training

Maintenance & upgrades

General

Total

Monthly benefits

Reduction in bad debts

Interest earned by faster receipts

Reduction in obsolete inventories

Increased sales due to better
availability

Total

Improvement per month

Annual net benefit

Annual ROI

Simple payback

Cost of capital

Discounted annual net benefit

Net present value

Internal rate of return

Profitability index

3 xipuaddy
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Cost-benefit analysis

Time release improvement

Using IT to improve salesperson's productivity

Investment costs for 10 systems

All numbers
in 000's

Set up costs

PCs, cellular modems and peripherals

Database, spreadsheet, WP and communications

Training

Installation and testing

Total initial cost

Monthly on-going costs

Staffing, including support

Communications costs

Maintenance

General

Amortisation

Total monthly cost

Monthly benefit analysis

Average no. of sales calls per day

Average value of sales per call

Reduction in average sales call time

Reduction in time required for daily form filling

Total time release

Average travel time required between sales calls

Average additional opportunity as a result of IT investment

Monthly revenue analysis

Resulting additional revenue

Profit margin %

Daily profit improvement from 10 systems

Monthly profit improvement per salesperson (22 days per month)

Monthly profit improvement from 10 systems

Annual profit improvement

Annual operating cost of system

Annual net benefit

ROI

Payback

Years




Cost-benefit analysis
Transformation Project A

Using IT to improve performance through more information

Transformation project

All figures
in 000s

Set up costs Year 0 Year 1 Year 2

Year 3

Year 4

Hardware

Software

Re-organisation costs

Initial training

Commissioning

Total initial costs

Annual on-going IT costs of project

Staff

Maintenance

General

Amortisation

Total on-going costs

Annual benefits Year 1 Year 2

Year 3

Year 4

Additional sales

Cost of sales

Net profit

Tax

After tax profit

Amortisation

Net cash flow

Cost of capital

Tax rate

Economic life of the project in years

Net present value

Internal rate of return

Profitability index
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Cost-benefit analysis
Transformation Project B

Using IT to improve performance through more information

Transformation project

All figures
in 000s

Set up costs Year 0 Year 1 Year 2

Year 3

Year 4

Hardware

Software

Re-organisation costs

Training

Commissioning

Total project costs

Annual on-going it costs

Staff

Maintenance

General

Amortisation

Total costs

Annual benefits Year 1 Year 2

Year 3

Year 4

Additional sales

Cost of sales

Net profit

Tax

After tax profit

Amortisation

Cash flow

Investment cash flow

Net cash flow

Cost of capital

Tax rate

Economic life of the project

Net present value

Internal rate of return

Profitability index
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EVALUATING A BUSINESS CASE

| Project: Stage: |
| Document No: Date: |
| Author: |

Evaluation form

Consider each of the five factors in the figure below and weigh
them in their relative importance on a scale of 1 = least
important and 5 = most important.

Review each project, one at a time, and ascertain how well
each project performs on each of the five factors. Use a scoring
system between 1 and 10 where 1 = very poor and 10 =
excellent.

Multiply the weights by the scores for each factor and then add
the resultant values. The project with the highest total value
should, all other things being equal, be the project with the
best business case and thus the most suitable project.
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Issue

Project 1

Project 2

Project 3

Wit.

Sc.

Value

Wit.

Sc. Value

Wt.

Sc.

Value

Business and finance
understanding

Stakeholder commitment

Strategic alignment

Technology competence

Risk
Total

(Wt = Weight and Sc = Score).
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Dealing with Risk
What are the risks?

Identifying the various risk elements inherent in any given
investment requires input not only from the direct stake-
holders but also from other interested parties from both within
and external to the organisation. Brainstorming sessions are an
effective way of compiling a list of potential risks. With list in
hand a Probability Impact (PI) matrix should be completed for
each identifiable risk.

PROBABILITY
<

L M H
IMPACT
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Responding to Risk

Once the risks have been identified a Risk Management
Worksheet can be built.

Risk

element Impact |Probability| Score | Trigger | Owner Action

There are two possible strategies of dealing with the risk
element. A Preventative Action will attempt to avoid the risk
element before it comes to pass. A Contingency Action will
help to mitigate the impact of a risk element once it comes to
pass (often referred to as Plan B). Key to this strategy is clearly
identifying the trigger point to provide earliest possible
warning of a given risk materialising.
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Financial measures used in cost-benefit
analysis

Payback

The payback may be defined as the amount of time, usually
expressed in years and months, required for the original
investment amount to be repaid by the cash-in flows. This
measure is sometimes used with nominal cash-in flows and
sometimes used with discounted cash-in flows. Nominal
cash flows are the amounts unadjusted for the time value of
money. The most popular form of payback used today is
referred to as the exhaust method. The exhaust method of
payback calculation involves the deduction of each year’s
cash-in flow from the original investment until the original
amount is reduced to zero. This method should be con-
trasted with the average payback method which only gives
a rough approximation of the period of time required to
recover the investment amount when the cash-in flows are
relatively constant.

Exhaust method

Payback in time (years, months, etc.)
= investment — cumulative benefit

The calculation of the payback by the exhaust method is
a reiterative process which requires the cumulative benefit
to be subtracted from the investment until the result is
zero. The time at which the result is zero represents the
period which is required for the investment amount to be
returned.

H xipuaddy
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Average method

Investment

Playback in time = Average annual benefit

This average method is only useful if the annual benefits do
not materially vary from the average. If there is any substantial
variability in the annual benefits this method will produce
meaningless results. Many firms use the payback as the
primary criterion for deciding whether an investment is suit-
able or not.

It is generally considered that the cash flows used to
calculate the payback should have first been discounted.
This is referred to as a discounted payback. If this is done it
will produce a time-value-based payback measure which
will reflect the cost of capital. A discounted payback will
always show a longer period than one based on nominal
values.

Net present value (NPV)

The net present value may be defined as the difference
between the sum of the values of the cash-in flows, discounted
at an appropriate cost of capital, and the present value of the
original investment. Provided that the NPV is greater than or
equal to zero, the investment will earn the firm’s required rate
of return. The size of NPV may be considered as either
a measure of the surplus which the investment makes over its
required return, or as a margin of error in the size of the
investment amount.

Benefit

Present value of benefit = a+in

where i = rate of interest and n = number of years.

NPV = ZPresent value of benefit — Present value of investment



The interpretation of the NPV should be based on the
following rules:

If NPV > 0 then invest
If NPV < 0 then do not invest

The size of the NPV represents the margin of error which may
be made in the estimate of the investment amount before the
investment will be rejected.

Profitability index (PI)

The profitability index is defined as the sum of the present
values of the cash-in flows divided by the present value of the
investment. This shows a rate of return expressed as the
number of discounted pounds and pence which the invest-
ment will earn for every pound originally invested.

__ > Present value of benefits
" Present value of investment

PI

Internal rate of return (IRR)

The internal rate of return is the rate of interest which will
cause the NPV to be zero. It is the internally generated return
which the investment will earn throughout its life. It is also
frequently referred to as the yield of the investment.

IRR = i such that NPV =0

Rate of return or return on investment (ROI)

The rate of return or return on investment, which is sometimes
referred to as the simple return on investment, is calculated by
considering the annual benefit divided by the investment
amount. Sometimes an average rate of return for the whole
period of investment is calculated by averaging the annual
benefits while on other occasions the rate of return is calcu-
lated on a year by year basis using individual benefit amounts.

ROI Annual benefit

Investment amount

H xipuaddy
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Glossary of terms

Automate: IT systems that are developed to replace manual
activities are referred to as automate systems.

Benefit: A term used to indicate an advantage, profit or gain
attained by an individual or organisation. A benefit is nor-
mally traded-off against a cost of some sort.

Business objectives: Those objectives a business organisa-
tion wishes to achieve. In the context of this book, the
organisational changes and improvements that are to be
achieved in order to enhance the business performance as
a result of the information system’s development and
commissioning.

Business value: Something of worth to the organisation.
Business value refers to how much the information system
contributes to the overall worth of the business. This does
not simply refer to short-term cost improvements but to a full
range of issues including both hard and soft benefits q.v.

Business vision: The business vision is that which the
management wants to achieve with the enterprise in the
future. A business vision usually refers to the medium to
long term. It is often expressed in terms of a series of specific
objectives as well as general values.

Capital investment: Funds committed to long-term assets
within the firm such as land and building, plant
and equipment or computer hardware. In some cases
computer software is even regarded as a capital investment.

Co-creation: A co-creation approach means that all the
stakeholders’ interests are considered in deciding how to
specify the proposed information system at the outset.

| xipuaddy
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Co-evolutionary: A co-evolutionary approach means that all
the stakeholders’ interests are considered in deciding how
to proceed with an information system’s development. This
needs to be contrasted with either the information systems
people deciding what the eventual user needs and
producing an information system for them, or the user
demanding an information system without understanding
what is possible or desirable from the different points of
view of the other stakeholders.

Competitive advantage: This term is usually used to describe
how one particular organisation attracts clients or
customers when in competition with another. There are
various sources of competitive advantage including low
cost and differentiation.

Contingency: The contingency notion or concept states that
it is not possible to be fully knowledgeable of the precise
outcomes required from an information system at the outset
of its development. As a result of this uncertainty infor-
mation system developers’ plan can only be contingent on
the current assumptions not changing. Once an assumption
changes the development plan will need to reflect this
change.

Corporate memory: The ability of the organisation to recall
useful information about techniques and procedures
required to conduct its business. The term is sometimes
associated with the notion of empowering staff to perform
tasks requiring greater skills than they would otherwise be
able to undertake.

Corporate strategy: A method through which the firm finds,
gets and keeps its clients. In a broad sense it refers to how
the firm relates to and interacts with its environment,
including its stakeholders.

Cost avoidance: A technique used in cost-benefit analysis
which attempts to measure the various costs which an
organisation will not have to incur when it acquires an
information system.

Cost-benefit analysis (CBA): The process of comparing the
various costs associated with an investment with the



benefits and the profits which it generates. Cost-benefit
analysis attempts to demonstrate whether the investment
will earn a sufficient return in order for the organisation to
consider it to be economically worth-while. There are
a number of different approaches to cost-benefit analysis
including cost displacement, cost avoidance, risk analysis,
etc.

Cost displacement: A technique used in cost-benefit analysis
which attempts to measure the various costs to which an
organisation will no longer be committed when it acquires
an information system. The new information system will be
the cost and the benefits will be the expenses which the firm
will no longer have to incur.

Critical success factors (CSF): Those aspects of the business
which must be right for the enterprise to succeed in
achieving its objectives. It is also sometimes said that even
though all other aspects of the business are going well, if the
critical success factors are not being achieved, then the
business will not succeed.

Culture gap: Term to describe the high degree of misunder-
standing and sometimes animosity between management
and information systems groups.

Decision analysis: A technique used in cost-benefit analysis
which attempts to measure the impact of information
systems on decisions made by individuals in the firm.
Decision analysis is based on the proposition that better
information can lead to better decisions which in turn can
lead to better financial results.

Deliverables: The demonstrable results of a system or an
initiative.

Direct cost: The cost incurred which may be shown as being
incurred specifically due to some activity or project and not
simply associated with the general overheads of the busi-
ness. Direct costs vary in some proportion to the level of
output.

Evaluation: In general terms, evaluation can be described as
the determination of the worth or value of something judged
according to appropriate criteria.
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Ex-ante: Refers to estimates of the benefits and the costs in
advance of an investment.

Ex-post: Refers to the actual cost and estimates of the ach-
ieved benefits after the implementation of the investment.

Feedback loop: In the context of this book, the last part of the
evaluation cycle in which documents are used as input to
the next formative evaluation session to ensure that the
business, financial and project pictures are not out of date or
out of touch with the actual current requirements.

Formative evaluation: Formative evaluation is an iterative
evaluation and decision, making process continually
influencing decisions about the information system’s
development process and the resulting information system.
The term ‘formative evaluation’ has its origins in the eval-
uation of educational programmes and social programmes
(Scriven, 1991; Patton, 1980). The phenomenon of forma-
tive evaluation is not new (Chelimsky, 1997). It has been
applied for many years in a number of disciplines with the
roots of the concept stretching back into the nineteenth
century. The word formative derives from to ‘mould by
discipline and education’ (Shorter Oxford Dictionary,
1983). This is very close to the approach used by Walsham
(1993) which he refers to as interpretative evaluation and
which he highlights as an important facet in information
systems management. This is also sometimes termed
‘learning evaluation’.

Framework: It is a fundamental structure for a system of
ideas where a structure is a number of parts that are put
together in a particular way.

Generic strategy: One of the basic ways in which a firm can
find, get and keep its clients. According to Porter (1985)
there are two generic strategies, which are cost leadership
and differentiation. A generic strategy may be broad based
or focused on a niche in the market.

Hard cost: Costs associated with an investment that are
agreed by everyone to be directly attributable to the
investment, and which can be easily captured by
accounting procedures.



Hidden cost: A non-obvious cost associated with an invest-
ment that may in fact appear to be due to another source.

Informate: IT systems that provide specific information to
management, which allow them to make more insightful
decisions and therefore use the organisation’s resources
more effectively, are referred to as informate systems.

Intangible benefit: Benefits produced by an investment
which are not immediately obvious and/or measurable in
financial terms.

IT benefit: The benefit produced by an investment in infor-
mation technology. It is likely that such an investment will
produce both tangible and intangible IT benefits.

IT business benefits: This normally refers to advantages,
profits or gains which are delivered by the use of informa-
tion systems. This traditionally involves performing tasks
faster, with fewer errors and producing higher quality
output than could otherwise be achieved.

Macro-model: A high level model employing general concepts,
or rough drawings, or imprecise fabrications to present
a conceptual picture which will contextualise the problem or
opportunity as well as provide a suggested solution.

Marginal cost: The cost associated with the production of
one extra unit or the cost involved in a new activity
excluding the general overhead.

Meso-model: Adds some detail to a macro-model, but will
still be expressed primarily in generalities.

Micro-model: A detailed model which attempts to be closer
to reality and thus to use more specific or life-like repre-
sentations or values.

Model: A representation of an artefact, a construction,
a system or an event or sequence of events.

NPV (net present value): It is the difference between the sum
of the values of the cash inflows, discounted at an appro-
priate cost of capital, and the present value of the original
investment. Provided that the NPV is greater than or equal
to zero, the investment will earn the firm’s required rate of
return.
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Opportunity cost: The opportunity cost of an investment is
the amount which the organisation could have earned if the
sum invested in IT was used in another way.

Outcome: In the context of this book, the business result of
the information system after it has been successfully
commissioned and implemented.

Overhead cost: The overhead costs are the costs of running
the business which do not vary directly with the level of
output. Overhead costs tend to increase in step functions,
i.e. the increases are of relatively large amounts associ-
ated with such activities as acquiring an additional
factory, etc.

Outcome space: Term used to describe the business benefits
of an information system.

Payback: The amount of time, usually expressed in years and
months, required for an original investment to be repaid by
the cash inflows.

Process: In the context of this book a process can be defined
as a series of structured activities which are started at
project initialisation and continue until project termination.

Risk: The possibility that the actual input variables and the
outcomes may vary from those originally estimated.

Risk analysis: A technique used to assess the potential
profitability of an investment. It involves the use of ranges
as input variables rather than single point estimates. Prob-
abilities may be associated with these ranges. The output of
risk analysis is a profile of a series of possible results.

ROI (return on investment): Accounting or financial
management term to describe how well the firm has used
its resources. It is usually calculated by dividing net profit
after tax by total net assets.

Scope creep: The tendency for information system projects
to expand in order to embrace a wider range of issues than
originally intended.

SDLC (software development life cycle): The traditional
approach to information systems development.



Soft cost: Costs associated with an investment that are not
readily agreed by everyone to be directly attributable to the
investment, and which are not easily captured by
accounting procedures.

Stakeholder: Any individual with an involvement in the
evaluation process; can include senior management, users,
financial managers, technical staff, etc.

Strategic alignment: In the context of this book, strategic
alignment refers to ensuring that the information systems
effort of the organisation supports the overall corporate
strategy.

Strategic evaluation: A necessary preparatory activity to
strategic decision making at agreed milestones in the
development cycle.

Strategic information system (SIS): An information system
which helps a firm to improve its long-term performance by
achieving its corporate strategy and thereby directly
increasing its contribution to the industry value chain.

Strategic vision: How the top management of an enterprise
believes it can achieve its objectives in the medium- to long-
term.

Strategy: The formal use of this word refers to the way a firm
finds, gets and keeps its clients. Common usage has reduced
the meaning of strategy to be synonymous with plan. See
also ‘corporate strategy’ and ‘generic strategy’.

Summative evaluation: According to Finne et al. (1995)
summative evaluation approaches typically aim at assess-
ing outcomes and impacts; they take place towards the end
of the programme or after its conclusion. They go on to point
out that summative evaluations may be used conceptually,
instrumentally, or persuasively. This means that the results
of such an evaluation may be used to reconsider an invest-
ment proposal, to redirect investment efforts or to convince
others that a new course of action is required.

Tangible benefit: Benefits produced by investments that are
immediately obvious and measurable. The term tangible
benefit is usually used to refer to benefits that are directly
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reflected in the improvement in the profit performance of
the organisation.

Transformate: IT systems that make a radical impact on the
way in which the organisation conducts its business, either
by the transformation of its current activities and processes,
or by the introduction of new lines of business are referred
to as transformate systems.

Vision: Sometimes referred to as ‘strategic vision’ or ‘busi-
ness vision’ q.v., this term refers to a view as to how the firm
can successfully function in the marketplace in the
medium- to long-term. It usually encompasses how the firm
will find, get and keep its clients.
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