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Identitying and Managing Key Value Drivers
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Management
Level/Function

Page 2

I‘I‘I‘I

Value
Measurement Focus

Shareholder Value

Growth Drivers

Efficiency Drivers

Financial Drivers

Prioritizing Value-Creating
Activities — The Role of
Value Drivers

Identifying and managing value drivers
helps management focus their attention
on activities that will have the great-

est impact on value. This focus enables
management to translate the broad goal
of value creation into the specific actions
most likely to deliver that value.

There are three categories of value drivers:
growth drivers, efficiency drivers, and
financial drivers. As shown in the top
figure, companies tend to manage these
value drivers in four ways. By focusing on
value drivers, management can prioritize
the specific activities that will affect per-
formance in each area.

Examining and defining paths to value
creation enables companies to identify
and understand responsibilities by func-
tion and level within the organization.
This in turn helps managers to focus their
attention on factors that really matter,

as shown in the bottom figure.
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What Is a Value Driver?

We find that most companies manage
their business as if every operating factor
were equally important. Most operating
managers have a solid knowledge of the
variables that impact business perfor-
mance and they manage that

list aggressively. The problem is that the
list of variables is often too long and
may be prioritized against goals other
than value creation. Valuable resources
are marshaled to increase market share,
maintain pricing, increase distribution,
introduce new products, increase operat-
ing efficiency, etc., without a clear sense
of what “true” value drivers are.

There are two easy ways to identify
value drivers:

¢ Value drivers have a significant
value impact, and

e They are controllable. (For example,
commodity inputs may be important
to your business, but since they are not
easily controlled, they may not deserve
significant management attention.)

The Value Driver Matrix below illustrates
a framework for prioritizing value drivers.
The task is to identify variables that reside
in quadrant IV and manage the resources
directed at influencing variables in quad-
rants | through Il1.
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What Is Value Driver Analysis?

Value driver analysis is an important
foundation for strategic planning, helping
management sort through their operations
to define critical strategic levers. If, for
example, growth drivers are important

to a particular firm, management can
direct strategic planning to focus on
growth strategies. In short, value drivers
ensure that strategy is grounded in the

reality of operating performance.

Identifying value drivers is a

three-step process:

e Develop a Value Driver "Map”
of Your Business

e Test for Value Driver Sensitivities

e Test for Controllability

Step I: Develop aValue Driver
“Map” of Your Business

To understand where your company’s
value drivers lie, you must first break
down the broad operating parameters
of the business into progressively smaller
components until you reach the level
where daily operating management deci-
sions reside. You then document which
specific factors influence broad measures

such as sales growth, operating profit, etc.

In the Value Driver Map for Petroleum
Marketing example, we disaggregate
operating profit first into the main
components of cost and then into the
key drivers of cost, such as trucking, rail
and depot costs. In order to develop the
value driver map, the physical flows and

processes within the business were

examined to capture critical linkages

between value drivers.

Step II: Test for Value

Driver Sensitivities

After assembling base levels for each
operating factor, you must examine how
changes in each factor impact the overall
value of the business. This usually leads
to interesting insights that can change

management priorities.

For example, the petroleum marketing
business was very focused on increasing
volume to industrial customers and
managing trucking costs. However, as the
Value Driver Sensitivities example shows,
these factors have a relatively minor

impact on value relative to other factors.

Value Driver Map for Petroleum Marketing

Linkages

Sales volume/mix

Capital expenditures

Price (lubes) ¢
— run times

Labor productivity
Packaging Cost, etc.

Capital expenditures
Working capital

Volume Head count
Contractor deals
Truck utilization

Volume Automated sales

Working capital systems

Compensation policy

Volume
Capital expenditures
Working capital
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Controllable Factors

Product losses/gains
Refinery, imports at
gate price (no control)

Product losses/gains
Depot automation

Material cost
Repair contracts

Maintenance programs .
~ Site
repair & maintenance

Retail Operating Costs

Key Value Drivers

Refinery production

Product import »

Depot cost
-»
Trucking cost

Sales reps/mgr
Direct selling cost

-

Component Breakdown

Product cost

Distribution

Operating
- Margin

» Regional offices

Admin/mktg OH

Advertising
Diétribgtion
repair & maintenance - -
» Repair & Maintenance
Other
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Step III: Test for
Controllability

Each variable must then be examined

to discover those that management can
control. For example, within petroleum
marketing, the key value drivers were dis-
counting, retail volume, investment, and
rail costs. This particular market is heavily
regulated, so pricing was not a control-
lable variable.

Value driver analysis requires investing
significant time and energy on the part of
management. It may require information
that is difficult to access. It also involves
developing information about interrela-
tionships between variables within your
business.

However, companies that have made this
investment have found that this analysis
helps to focus management attention on
a manageable number of value drivers.

It can also provide the foundation for
determining which strategies will optimize
value driver performance and maximize

value creation.

How Do Companies
Manage Value Driver
Performance?

Once management has built a consensus
around key value drivers, they can focus
on the logistics of increasing value driver
performance. If, for example, inventory
management is a key value driver, man-
agement can focus on the system and
process improvements that will result in
increased inventory turns. One way to
highlight value driver performance is to

build measures of this performance into

Industrial
NPV impact of changes ($ Millions)

0 200 400 600 800 1,000

Consumer

Margin and +10%
Recoveries

Volume +10%
Discounts -1%
Truck Cost -10%
Rail Cost -10%
Investment -10%

Value Driver Sensitivities - Petroleum Marketing

Retail
NPV impact of changes ($ Millions)

0_200 400 600 800

Total Retail

Margins and +10%
Recoveries

Volume +10%
Rentals +10%
Truck cost -10%
Rail cost -10%
Investment -10%

the regular performance measurement
systems and reward structures of the
business. Management must agree on
which value driver measures they want
to track and then develop a regular
reporting structure that includes these
measures. Management incentives can

also be an effective way to highlight value
driver performance. Value drivers can be
substituted for other objectives in annual
incentive plans. These can be tailored by
function to ensure that managers are tied
to value drivers that they are responsible
for managing.

Key Value Driver Matrix - Petroleum Marketing
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Summary

Key value driver analysis can be a
powerful way to focus management
attention on activities that will have

the greatest impact on value. However,
it does involve a significant commitment
from management and should be given
high priority within the organization if

it is to succeed. Once completed, this
analysis can help to ensure that strategies
and decision making are aligned within
the true drivers of value for the business.

consulting firm that uses deep industry
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L.E.K. Consulting is a global management
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solve their most critical business problems.
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