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Executive Summary


Enesco, a wholesaler of collectibles, giftware, and home and garden merchandise, faces significant challenges to its existence in the short term and its competitive position in the long term.  Losses over the past several years have prompted the company to develop an aggressive cost-cutting program (Enesco Group, Inc. Announces Comprehensive Plan for Operating Improvement; Company to Host Conference Call on September 28, 2005).  Cost-cutting can help save a company in the short term by trimming excess capacity; however, this capacity is required to expand sales in the long term.  Turning losses into profits is the most important action that Enesco can take to increase shareholder value.


Productivity growth is the key to creating sustainable profitability and competitive advantage.  The question our paper addresses is what financial actions can prompt management to increase asset-use efficiency.  Based on our analyses, we targeted inventory management as an area where improvements can contribute substantially to Enesco's results in both the short term and long term.  As a logistics-based company, this should be of primary concern to Enesco; however, our analysis of the company's competitors demonstrates that Enesco is the worst performer in terms of inventory management (Appendix B:  Inventory Analysis).  That the company simultaneously had $26 million of open orders and $21 million of slow-moving inventory amply demonstrates the difficulties of a high-inventory environment (2004 Enesco Annual Report 23, 20).  The dual problems of stock-outs and unwanted inventory result from a level of inventory that requires the company to order products beyond the horizon of its demand predictions (Goldratt and Fox 60).  Increased responsiveness to the market, lower costs associated with inventory management, and shorter lead times are all benefits of low-inventory systems (Goldratt and Fox 54-64).  Control of all of these elements leads to building competitive advantage.


We recommend that Enesco permanently reduce its level of inventory and implement management systems to keep inventory low.  In the short term, improving to the level of the company's least competent competitor will produce a cash flow of $11 million from inventory liquidation (Appendix B:  Inventory Analysis).  The preceding discussion demonstrates the long term benefits of focusing on asset-use efficiency in the inventory system.  Improved inventory management will build a strong foundation for future growth and profitability.


To focus management's attention on both profitability and productivity, we recommend implementing an incentive plan based on Economic Value Added.  EVA measures success through operating cash flows and a charge for the capital that the business employs to produce these cash flows (Stewart).  This system produces a picture of the business that is closer to reality than accounting-based systems.  Increases in EVA are directly linked to the creation of shareholder value (Stewart).  One of the ways that true profits can be created is by using fewer assets to produce the same cash flows; our recommendation for inventory management is just such an action (Glassman and Kensinger).  A bonus system based on the company's EVA results is the crucial link between EVA and management motivation.


Our recommendations promote a change of thinking at Enesco that should lead the company to sustainable profits and competitive advantage through a new focus on the productivity of the company's resources.          
Introduction

The most important issue that Enesco faces in terms of creating shareholder value is eliminating the operating losses that systematically destroy shareholder value.  Enesco’s poor financial results have led to such a decrease in the company’s market capitalization that it is facing de-listing by the New York Stock Exchange if conditions do not improve (Enesco Group, Inc. Receives Listing Notification from NYSE).  The company must find a way to create sustainable operating profits.  Consistent operating profits not only build shareholder value, they also build investor confidence in the quality of the company’s earnings.  Enesco’s operating cash flows were negative in both 2004 and 2003 — $22.865 million outflow in 2004, $3.954 million outflow in 2003 (2004 Enesco Annual Report 34).  While negative operating cash flow and free cash flow can be expected in a rapidly growing business, Enesco’s revenues have remained relatively stable for several years (2004 Enesco Annual Report 17).  


The critical question is how financial actions can induce Enesco’s management to increase operating efficiency.  The company’s current turnaround plan emphasizes reduction of selling, general, and administrative expenses in the range of $34 to $38 million and rationalizing product lines, decreasing the number of lines from 170 to around 60, by cutting low-volume and low-margin lines in order to increase overall gross margin (Enesco Group, Inc. Announces Comprehensive Plan for Operating Improvement; Company to Host Conference Call on September 28, 2005).  If worker productivity and efficiency of asset use are not changed by these actions, then the company is effectively reducing its sales capacity.  This is not a formula for building a competitive advantage.  
The financial actions we recommend to push management to increase operating efficiency are reduction of current inventory levels and changes in incentives for top management.  We believe that increasing the efficiency of inventory management is the one action that will have the greatest impact on the company’s performance, and changing incentives for top management will create the necessary motivation to make needed changes. 
Recommendation 1:  Reduction in Current Level of Inventory

Enesco is essentially a logistics company; shipping and warehousing are their core operational processes.  Any overall improvement in the business must target this area.  The inventory-turns ratio directly reflects the efficiency of these processes.  Enesco’s two largest assets are inventory and accounts receivable, and inventory can be more easily altered in the short-term.  These facts demonstrate that inventory is the area we want to improve first.
Because Enesco’s sales are relatively stable (2004 Enesco Annual Report 17), the inventory-turns ratio can only be increased by reducing Enesco’s overall inventory level. 
The company’s management of inventory is worse than any of its competitors (Appendix B:  Inventory Analysis), demonstrating great opportunities for improvement.  
Reducing inventory increases short-term liquidity and helps ensure long-term profitability through higher efficiency.  High levels of inventory tie up cash and increase expenses by requiring more warehouse facilities and financing.  Better management of inventories also improves many intangible factors necessary for building a competitive advantage; according to Dr. Pedro Reyes, “The supply chain payoff can come in many forms” (Reyes).  Dr. Eliyahu Goldratt has amply demonstrated the benefits of low-inventory systems in terms of lower overall costs, increased responsiveness to the market, higher demand forecast validity, and shorter lead times (Goldratt and Fox 56-64).  Enesco faces challenges in all these areas.
If Enesco improved its inventory turns to the level of its least competent competitor, a cash flow of $11.2 million would result (Appendix B:  Inventory Analysis).  The initial cash flow from the inventory reduction could be much higher if Enesco improved to the level of its more competent competitors (Appendix B:  Inventory Analysis).  
This analysis appears overly simplistic, yet it rests on many assumptions that we believe to be valid.  The collectible and giftware industry is subject to seasonal swings, so inventory numbers must be representative and not affected by seasonality.  We concluded that the year-end number for inventory was representative.  Revenues peak in the third quarter; however, these revenues are not tremendously higher than in other quarters (2004 Enesco Annual Report 11, 54).   Working capital requirements are generally highest early in the fourth quarter and lowest early in the first quarter, so the December 31 number should not represent the inventory peak (2004 Enesco Annual Report 25).   A higher-than-representative number at year-end would be a result of over-ordering or purchase returns.  Allowance for returns at the end of 2004 was $1.8 million, 3% of accounts receivable (2004 Enesco Annual Report 19).  Enesco’s reserve for excess and slow-moving inventory was $9 million, or 12% of gross inventory, at the end of 2004 (2004 Enesco Annual Report 20).  Since the inventory is reserved at 30% below cost, this means that $21 million of inventory on the balance sheet is considered slow-moving (2004 Enesco Annual Report 20).  This represents a significant amount of over-ordering, yet we believe that this is a chronic problem and not mainly a symptom of seasonality.  




The differences between Enesco and its competitors are due to management, not sourcing strategy.  All these companies source their goods largely from China and other Asian countries on the Pacific Rim (2004 Enesco Annual Report 10; 2004 Department 56 10-K 4; 2004 Russ Berrie 10-K 4; 2004 Boyds Collection 10-K 2).  The theoretical minimum for inventory levels is the amount of inventory in transit at any one time.  At the end of 2004, Enesco had $6.097 million of inventory in transit (2004 Enesco Annual Report 36).  The only competitor to list an amount, Boyds Collection, had $3.653 million (2004 Boyds Collection 10-K 25).  Comparing these amounts to the respective company’s cost-of-goods sold demonstrates that Enesco is not at a disadvantage in terms of sourcing.   
We also made certain broad assumptions about implementation.  While we assumed a reduction in inventory by a certain dollar amount, we have no way of knowing how it would be distributed across product lines.  That is an issue for management.  Our analysis didn't consider taxes for two reasons.  We believe that written-down inventory would be sold first, and this written-down price is consistent with the company’s experience of liquidation values (2004 Enesco Annual Report 20).  For any remaining goods sold, our assumptions are quite conservative because they assume that all inventory sold in this initial reduction phase will not be sold above the price that it is held on the books, resulting in no taxes.  Thus, any sale that is above cost is a gain that we have not considered.  The general idea we had of management implementation in the initial phase was that management would basically clamp off the flow of new inventory into the system for a period of time but not so severely as to cause stock-outs. 

Reducing inventory will also decrease warehousing requirements; as Dr. Goldratt states, “High inventory means extra equipment, space, and investment” (Goldratt and Fox 56).  Quantifying the exact amount of the annual cost savings is difficult because Enesco doesn't disclose its total warehousing costs.  Warehousing and distribution costs in the U.S. were $11 million for the first three quarters of 2005 (Enesco Group, Inc. to Transition to Third-Party Distribution and Warehousing).  Annualizing this figure, we estimate these costs to be $14.5 million per year.  The U.S. comprises only 60% of Enesco's sales, so a total estimate would be $24 million per year (2004 Enesco Annual Report 7).  Assuming a reduction in cost equal to the percentage reduction in inventory, the company can expect to save nearly $6 million per year (Appendix B:  Inventory Analysis).      

The company also bears the cost of financing the inventory.  Thus, a reduction in inventory should decrease interest paid; however, we don’t know the magnitude of this change because Enesco doesn't separate out the components of the $1.148 million in interest that the company paid in 2004 (2004 Enesco Annual Report 21).  

 
Responsiveness to the market also suffers when inventory levels are high.  Large amounts of unwanted goods must be liquidated; as stated previously, we believe that almost one-third of Enesco's inventory falls into this category.  In such an environment, the goods that customers do demand are frequently unavailable.  The company reported net open orders of $26 million at the end of 2004, approximately 10% of annual sales, a 53% increase from the previous year (2004 Enesco Annual Report 23).  When the inventory-turn cycle is quite long, as it is at Enesco, the company is in the position of ordering goods for periods that are beyond the time horizon for which the company can predict demand with any validity (Goldratt and Fox 60).  When the company has lost synchronization with the market, there is an increased likelihood that excess amounts of unpopular goods will be ordered and insufficient amounts of popular goods will be ordered.  Significant and prolonged stock-outs occur even though overall inventory levels are quite high.  Long lags between the time customers place orders and when they receive the goods result in customer frustration and ultimately cancelled orders.  Enesco suffers from this problem, and it damages the company's competitive position (2004 Enesco Annual Report 11).  

Stock-outs are the only possible downside of a low inventory strategy, yet the current system already produces significant stock-outs.  Inventory-management techniques are constantly improving, and it is up to management to implement them.   
Enesco is already taking some steps to alleviate problems associated with the company’s current level of inventory.  The turnaround plan includes provisions for cutting slow-moving, low-margin lines; however, cutting lines reduces sales and does not increase the efficiency with which the remaining inventory is managed (Enesco Group, Inc. Announces Comprehensive Plan for Operating Improvement; Company to Host Conference Call on September 28, 2005).  Recognizing its failure to properly manage inventory, Enesco recently released its plans to outsource all these functions in the U.S. to a third-party logistics firm (Enesco Group, Inc. to Transition to Third-Party Distribution and Warehousing).  This action is an admission of defeat by the company, and it will not solve all the inventory problems.  Demand forecasts from sales and marketing drive inventory ordering, so inventory levels will remain high unless the company takes explicit steps to reduce inventory.  Only this action will synchronize the company with the market.  The company's statements appear to be focused on cost-cutting and don't recognize the crucial role that inventory management plays in other areas of the business.  Enesco's plans don’t go far enough in addressing its problems.    Our recommendation demonstrates the potential benefits that Enesco can reap, as well as the global changes in thinking the company needs to make in order to remain competitive.
Recommendation 2:  EVA Incentive Plan
Quite often, it is not that management does not have the resources nor the ability to do what is great for the company; rather, it is that they do not have the motivation.  There is a relatively high turnover rate among the executive staff at Enesco, which leads to mismanagement.  In order to motivate the management to strive for what is best for shareholders, we recommend that an incentive plan be implemented based on the Economic Value Added (EVA) basis of calculating firm value.

Bennett Stewart, the inventor of EVA, defines it as “net operating profit minus an appropriate charge for the opportunity cost of all capital invested in an enterprise" (Stewart).  Since opportunity costs of capital are taken into account, "EVA is an estimate of true 'economic' profit" (Stewart).  There are many reasons why EVA should be integrated with Enesco’s incentive plan.  The use of the EVA system in managing an enterprise creates effective interaction between all segments of the business through the use of a “common language” (Stewart).  Since this plan would be implemented throughout all levels of the company, a common language will prove vital to the company’s success.  The cost of capital is made explicit to managers, resulting in a higher level of focus on asset-use efficiency (Glassman and Kensinger).  Increases in EVA can be produced in several ways:  "One, if operating income increases without tying up more capital; two, if new capital can be invested in projects that will earn more than the cost of capital; three, if capital can be liquidated from activities that do not provide adequate returns" (Glassman and Kensinger).

This system provides a guide by which managers can make correct decisions about whether proposed investments are truly profitable (Glassman and Kensinger).  EVA quantifies management decisions in a single number and demonstrates how that number can be controlled (Glassman and Kensinger).  Decisions at a company that has implemented EVA are made “always in terms of the value added to shareholder investment" (Stewart).  Thus, employees are measured by the same criteria by which investors evaluate the business (Stewart).  "EVA makes managers care about managing assets as well as income, and it helps them properly assess the tradeoffs between the two" (Stewart).  This focus gives the company a stronger balance between assets and income.  Overall, implementing EVA will allow the company to utilize both a common language and a way of reviewing tradeoffs, creating a stronger link of trust and unity within Enesco.  

Linking EVA to compensation is the key to a successful incentive plan.  An actual ownership stake puts managers in the same position as shareholders from a compensation standpoint; however, managers are in a better position to determine the company’s performance.    "Equity ownership is arguably the most powerful motivator of management and an effective retention vehicle, especially when managers are required to invest personal wealth in a company’s equity" (LT Incentive Compensation).  By having equity ownership, employees will be more likely to make decisions that are best for both the company and themselves.    Overall, linking Enesco’s incentive plan to EVA will allow managers to become stronger owners, creating a higher incentive to do what is best for the company.  
One of Enesco’s SEC filings gives an in-depth look at the company’s current incentive system.  "Enesco's executive compensation program is administered by the Human Resources and Compensation Committee of the Board" of Directors (DEF 14A 18).  "Enesco's executive compensation program during 2004 consisted of three components:  base salary and fringe benefits; incentive bonus opportunity; and option awards to purchase shares of common stock" (DEF 14A 19). "The options become exercisable as to 25% of the shares underlying the grant on the anniversary date of the grant and each anniversary date thereafter until fully exercisable" (DEF 14A 19).  Currently, bonuses and other incentives are not tied to a single, objective measure of the company’s performance.  
The first step when developing an EVA incentive plan is to calculate EVA for the prior year.  This number was approximately negative $28 million for 2004 (Appendix C:  Calculation of Enesco's EVA).  The second step is to determine a target EVA number, the number the firm would like to achieve by the following year.  As long as the actual EVA number is showing improvement, then management has done well.  The third step is to determine the leverage factor, which is how far actual EVA can fall below target before the bonus goes to zero, and a bonus percentage.  All of these factors are set by the Board of Directors in consultation with management.  After completing these steps, it is easy to determine the bonus for an employee on an EVA incentive plan.  The firm then must determine a bonus percentage for each employee group, such as all management personnel.  Finally, the bonus for each employee can be derived using the following formula:  Bonus = Base Salary  x  Bonus %  x  {1 + [(AEVA – TEVA)/LF]}.


The following is an example to determine the bonus for Cynthia Passmore-McLaughlin, CEO.   Her base salary is $400,000 (DEF 14A 17).  If we set her bonus percentage to be 80%, Enesco's target EVA to be negative $10 million, the leverage factor to be $10 million, and Enesco's actual EVA is $1 million, then the EVA bonus paid to her will be $352,000.
EVA has helped many people over the years.  Herman Miller’s CEO Michael A. Volkema says, “EVA builds on that historic strength, allowing our employee-owners to better understand the impact of their actions, resulting in better decisions for our customers and our business” (Herman Miller).  Guidant has also seen the incredible results of using EVA.  Guidant was a spin-off of Eli Lilly, and Eli Lilly experienced a 324% increase in stock price in the two years after it implemented an EVA-based compensation program (Guidant).  All employees receive part of their compensation in Guidant stock, and EVA-linked bonuses have led to dramatic advances in the area of product development (Guidant).    By implementing EVA, companies have seen drastic increases in return and a higher sense of unity among all employees.  This incentive plan has strengthened hundreds of companies and thousands of employees.  

Conclusion

In general, two primary problems exist within Enesco.  One, inventory has not been managed effectively, resulting in negative cash flows.  Two, top management is not motivated, rewarded, or unified. To resolve these problems, Enesco should reduce the current levels of inventory and implement an EVA-based compensation plan to improve the company’s overall performance. 

Appendix A:  Overview of the Company

Enesco, Inc. is a wholesaler that competes in the collectibles, giftware, and home and garden markets (2004 Enesco Annual Report 4).  In total, these markets have a value of $67 billion per year, and Enesco's revenues of less than $300 million per year demonstrate the fragmentation of these industries (2004 Enesco Annual Report 4).  While overall growth in these markets is at least 4% per year, Enesco's product lines are heavily tilted to the collectibles market, which has suffered a significant decline in recent years (2004 Enesco Annual Report 4).  

As part of the company's cost-cutting strategies, it is reducing its number of product lines from 170 to around 60 (Enesco Group, Inc. Announces Comprehensive Plan for Operating Improvement; Company to Host Conference Call on September 28, 2005).  These 170 product lines consist of a total of 25,000 stock-keeping units (2004 Enesco Annual Report 5).  These product lines can be divided into three broad categories.  The products licensed by Enesco include Walt Disney, Nickelodeon, NASCAR, and John Deere (2004 Enesco Annual Report 5).  Enesco is currently in litigation with Jim Shore and has dropped the Precious Moments line, resulting in significant lost revenue (Precious Moments, Inc. to Assume the Precious Moments Collection; World-Renown Collection Transitions to Butcher Family).  Enesco also produces its own proprietary lines and distributes third-party lines, which it neither licenses nor manufactures (2004 Enesco Annual Report 5).


Enesco sells its products worldwide.  The U.S. comprises 59% of the company's sales;  the U.K. accounts for 66% of sales outside the U.S.; Canada and France absorb nearly all of the remainder of the company's sales (2004 Enesco Annual Report 7, 9).   


Contract manufacturers are the source of a large majority of Enesco's products (2004 Enesco Annual Report 10).  These manufacturing companies are located mainly in China, accounting for 70% of the company's purchases, and other parts of the Asian Pacific Rim, including Japan, Thailand, and the Philippines (2004 Enesco Annual Report 10).  To manage its relationships with these manufacturing companies, Enesco maintains a Hong Kong subsidiary (2004 Enesco Annual Report 10).  The only manufacturing facilities that the company owns are located in the U.K. (2004 Enesco Annual Report 10).       
These products are bought by nearly 40,000 separate customer companies, and some of Enesco's more recognizable customers include CVS, Eckerd, K-Mart, Target, Wal-Mart, and Walgreen's; however, no account is larger than 5% of the company's sales (2004 Enesco Annual Report 7).  The core of Enesco's customer base remains card and gift stores (2004 Enesco Annual Report 8).  The level of customer orders is subject to a degree of seasonality; the largest revenues occur during the Christmas season (2004 Enesco Annual Report 11).    

To service these customers, the company maintains six warehouses in the U.S., U.K., Canada, and France, but the warehouse near the company's headquarters in suburban Chicago is by far the largest (2004 Enesco Annual Report 13-14).  The company has experienced disruptions in its warehousing operations during the past two years as a result of a failed ERP implementation (Enesco Group, Inc. to Transition to Third-Party Distribution and Warehousing).

Enesco employed 1,510 people at the end of 2004, with 644 in the U.S. and 866 internationally (2004 Enesco Annual Report 12).  Some positions were eliminated in the marketing department, but the company's decision to employ a third-party logistics company will result in the elimination of 125 jobs by mid-2006 (Enesco Group, Inc. to Transition to Third-Party Distribution and Warehousing).


Enesco's market can be broadly defined as giftware and collectibles.  The companies that come closest to fulfilling the same market niche as Enesco include Russ Berrie, Department 56, Boyds Collection, Ty, Hallmark, and Lladro.  Russ Berrie, Department 56, and Boyds Collection comprise the core of our analysis because they are public companies.  The product offerings of all the companies mentioned differ significantly from Enesco's, but they generally compete for the same type of shelf space in similar stores.  Because of the highly fragmented nature of the market, Enesco is not locked in a struggle with any particular competitor.  As mentioned above, the market space is gigantic compared to the company's current size.  Warren Buffett would define this as a commodity business.  As a commodity business, Enesco's success is highly dependent on the quality and effort of the company's management.

Appendix B:  Inventory Analysis

All numbers in $U.S. thousands.
Current inventory levels:

	Company
	Sales
	Cost of Goods Sold
	Average Inventory
	Inventory Turns
	Days Sales in Inventory

	Russ Berrie
	$265,959
	$155,389
	$49,656
	3.129
	116.6

	Department 56
	$164,715
	$78,248
	$14,094
	5.552
	65.7

	Boyds Collection
	$103,714
	$60,256
	$14,593
	4.129
	88.4

	Average
	N/A
	N/A
	N/A
	4.270
	85.5

	Enesco
	$268,967
	$162,423
	$63,096
	2.574
	141.8


Inventory projections:

	Inventory Reduction
	Inventory Turns
	New Inventory Level      (COGS/Turns)
	Reduction (%)
	Cash Flow

	Low
	3.129
	$51,903.78
	17.74%
	$11,191.72

	Average 
	4.270
	$38,036.34
	39.72%
	$25,059.16

	High
	5.552
	$29,254.53
	53.63%
	$33,840.97


Sources:
2004 Russ Berrie 10-K  4

2004 Department 56 10-K  F-5
2004 Boyds Collection 10-K  25
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Appendix C:  Calculation of Enesco's EVA

All numbers in $U.S. thousands.
	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	
	

	Year
	2004
	2003

	Operating Profit
	($15,723)
	$15,916 

	Plus:  Interest on Cash Balances
	$404 
	$537 

	          Goodwill Amortization
	$0 
	$0 

	          R&D Expense
	$0 
	$0 

	          Change in LIFO Provision
	$0 
	$0 

	Less:  Cash Taxes
	($1,077)
	($7,953)

	           Amortization of Capitalized R&D
	$0 
	$0 

	NOPAT (t)
	($16,396)
	$8,500 

	Cost of Capital, k(t)
	
	

	Cost of equity is r(e) = r(f) + Beta x MRP
	
	

	r(f) 
	4.85%
	5.15%

	Beta
	1.02 
	1.02 

	MRP
	6%
	6%

	r(e)
	10.97%
	11.27%

	Cost of debt is r(BAT) = r (B) (1-Tc)
	
	

	r(B)
	4.21%
	2.1%

	Tc
	35%
	35%

	(1-Tc)
	65%
	65%

	r(BAT)
	2.7%
	1.4%

	Total Market Value of Equity and Debt
	
	

	Value of equity
	$86,222 
	$114,180 

	Value of debt
	$26,534 
	$2,858 

	Weight of equity
	76%
	98%

	Weight of debt
	24%
	2%

	Cost of Capital = [(Xe)(r(e))*(Xd)(r(bat))]
	9.03%
	11.03%

	Capital(t-1)
	
	

	Operating Cash
	$10,645 
	$17,418 

	Plus:  Receivables
	$65,190 
	$54,347 

	          Inventory 
	$60,820 
	$48,334 

	          Other Current Assets
	$4,114 
	$2,491 

	          Plant and Equipment
	$28,341 
	$26,229 

	          Intangible Assets
	$2,890 
	$0 

	          Capitalized R&D
	$0 
	$0 

	          Other Assets
	$1,458 
	$1,171 

	Less:  Current Liabilities
	$44,189 
	$38,661 

	Capital(t-1)
	$129,269 
	$111,329 

	Capital Charge
	$11,676 
	$12,278 

	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	($28,072)
	($3,778)


Sources:

2004 Enesco Annual Report
New York Stock Exchange 

Wharton Research Data Services
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