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ABSTRACT

A substantial body of research exists on the performance measurement of small and medium sized enterprises (SMEs) and on how various management practices might improve that performance (Rue and Ibrahim, 1998; Perry, 2001; Gibson and Cassar, 2005; Kara et al., 2005). Much of this research has relied on the use of financial ratios to determine if the performance of a firm has changed as a result of various initiatives and practices. There is a continuing debate on the effect that various business and management practices and procedures have on the performance of SMEs (McAdam, 2000). Many of these business and management practices are based on methods and procedures developed for larger organisations, where clear operational and financial objectives are well known and can be translated into specific actions that achieve the desired performance outputs. In SMEs the relationships between these business and management practices and performance is more difficult to understand and performance is often harder to measure objectively. Reported financial figures may not be consistent across businesses, and hence, any ratios calculated from them may not be comparable (Gibson and Cassar, 2005). The paper calls into question the value of performance measurement research based on financial ratios alone (Meyer, 2005) and points out that Return on Capital Employed (ROCE) can be particularly unreliable. An alternative method is suggested based on a typical approach to calculating values for unquoted/private company shares, often used for taxation purposes, which can also be developed to measure the performance of an SME over time (Moon and Bates, 1993). Accounts of an unquoted/private SME were analysed and compared with a quoted organisation operating a similar business and using similar production processes as an example of the alternative method. The paper concludes that a mechanism is required that takes account of other factors such as the context in which the company operates to gain a clearer view of the performance of the company. The paper makes a clear recommendation for establishing the value of an SME using this methodology and tracking this value over time to identify any changes in performance.

Keywords: Performance Measurement, SMEs, New Methodology.

1. INTRODUCTION

A great deal of research on the performance measurement of SMEs and how various management practices might improve that performance has been undertaken in the past (e.g., Rue and Ibrahim, 1998; Perry, 2001; Gibson and Cassar, 2005; Kara et al., 2005). Much of that research has relied on the use of financial ratios to determine if the performance of a firm has changed as a result of various initiatives and practices. Often the area of performance measurement is associated with the search for critical success factors or definitions of success that can then be applied more widely to other SMEs as a recipe for success. As a result, measurement of performance is seen in terms of any convenient one-dimensional measure such as growth, profitability, turnover or return on capital employed (ROCE) without considering the difficulties of using such measures within a complex system such as an SME. Furthermore, definitions of ‘success’ and ‘performance’ are often limited, poor or simply fuzzy. Such definitions often use performance as the dependent variable and the quasi-experimental designs used are often limited to one particular performance measure, which may be a financial, or an operational measure. Many factors, both internal and external, have been found to affect small business success and performance (Rogoff et al., 2004). Moreover, definitions of success vary widely (Murphy et al., 1996) and while many researchers focus on purely financial measures others consider the perspective of the owner-manager (Sturges, 1999; Walker et al., 1999; and Greenbank, 2001) and their own, often, non-financial definitions of success.

2. AIMS AND OBJECTIVES

This paper aims to:

· Review critically the shortcomings of various performance measurement systems and procedures.

· Show that over-reliance on accounting/financial ratios is perhaps not the best way to measure the performance of SMEs or larger companies, given the inherent problems of ratio analysis.

· Propose an alternative method based on establishing the value of an SME.

3. LITERATURE REVIEW

The European Commission has recently agreed a common definition for Small and Medium-Sized Enterprises (SMEs) based on the number of employees (European Commission, 2005). SMEs constituted 99.8% of UK businesses in 2005, with 97.9 % of firms in the UK employing fewer than 20 people (Small Business Service, 2006) and as such are extremely important to the UK economy. Thus, being able to measure and improve the performance of these businesses so that they are successful is of considerable concern to the UK government as well as to individual SME owner-managers.

Measuring Success and Performance in SMEs

Small business success and performance are closely linked. Brush and Vanderwerf (1992: 159) refer to ‘success’ as a specific aspect of ‘performance’ and Brooksbank et al. (2003) equate ‘success’ with ‘high performance’. There is, however, much debate on what constitutes ‘success’ (Rogoff et al., 2004) and how performance should be defined and measured, particularly in the context of small businesses. Some researchers have defined success as being equivalent to continued trading and failure equivalent to ceased trading (Watson et al., 1998) but this is too simplistic, since companies may cease to trade for a variety of reasons other than financial failure (Headd, 2003; Stokes and Blackburn, 2002). Others view success in terms of growth (Perren, 1999; Perren, 2000) or profitability, but this perspective is problematical in the context of a small business where a range of goals may be being pursued (Jarvis et al., 2000; Jennings and Beaver, 1997):

‘Contrary to popular belief and a great deal of economic theory, money and the pursuit of financial fortune are not as significant as the desire for personal involvement, responsibility and the independent quality and style of life which many small business owner-managers strive to achieve. Consequently, the attainment of these objectives becomes one of the principal criteria for success, as defined by the entrepreneur/owner-manager.’  (Jennings and Beaver, 1997: 63)

In their critical assessment of performance studies in managerial research, March and Sutton (1997) consider the problematic view of the organisation as an instrument of purpose. They point out that an organisation may well have multiple purposes, dependent on the perspective of the stakeholder, and that these purposes may not be consistent. This view is supported by Murphy et al. (1996) who use secondary data to produce and identify relationships between commonly used performance measures which reveal that performance cannot be treated as a one-dimensional construct. They suggest that the multi-dimensional nature of performance might reflect the trade-offs facing a firm as actions taken to improve one dimension might depress or have no effect on performance elsewhere. Lumpkin and Dess (1996) give the example of how heavy investment in R&D might enhance sales growth in the long run but the requisite resource commitment may detract from short-term profitability.

Within the context of small businesses, the definition and measurement of success is further complicated by the varied objectives of owner-managers: ‘…there are very real problems with the term “success” and its various interpretations and perceptions in the small firm sector’ (Beaver, 2002: 98). Traditionally the focus has been on financial measures such as increases in turnover, profit and return on investment (Jennings and Beaver, 1997). These measures are relatively easy to define and administer but they ignore the possibility of alternative criteria for defining success, based on the personal objectives of the owner-manager. Jennings and Beaver (1997: 68) define success as ‘the sustained satisfaction of principal stakeholder aspirations’ and argue that success can ‘no longer [be] regarded as synonymous with optimal performance.’ From this perspective, a business may be successful while failing to achieve the optimal level of performance in terms of growth and business development. Walker and Brown (2004: 588) suggest that ‘[g]iven the strong entwined nature of the business and the owner, personal success often equates to business success’, and that for some, non-financial lifestyle criteria are more important.

Jarvis et al. (2000) assert that research has consistently indicated that owner-managers pursue a range of goals, focusing on business survival but incorporating a range of alternative aims, including altruistic goals, status considerations and professional pride. Their interviews with 20 small business owners indicated the importance of cash and cash flow indicators, in addition to the conventional notion of profit maximisation. Other factors mentioned included quality (of inputs and outputs) and customer buying indicators such as quantity purchased and speed of settlement, along with other, less tangible, measures. The over-arching theme for these owners was the survival of the firm. Similarly, the interviewees in Walker et al.’s (1999) study of micro-businesses in Australia recognised the necessity of making money but did not always consider it to be their primary focus. Their study identified a variety of attitudes towards measuring success ranging from purely financial aspects to altruistic, community-focused ways. The complexity of defining success is reinforced by Greenbank (2001), again in the context of micro-businesses, who suggests that more flexible definitions of success should be applied to small businesses, reflecting the combination of financial and non-financial objectives pursued. He argues that while the importance of alternatives to growth and profit are recognised within the literature, less attention has been placed on the satisficing behaviour of owner-managers who may be willing to adjust their objectives in order to remain satisfied with running their business.

When measuring their own performance, SMEs tend to focus on operational and financial aspects (Garengo et al., 2005). The dominance of financial measures is identified by Souza et al. (2006) who investigated the use of performance measurement within SMEs through a questionnaire survey of 52 English SMEs, structuring their survey around a balanced scorecard view of performance (Kaplan and Norton, 1992). They report that, although the importance of measuring performance is recognised, the degree of implementation is somewhat lower. This corresponds with the findings of Hudson et al. (2001), who interviewed eight SME managers, focusing on the use of performance measurement within SMEs. They refer to the plethora of financial measures used by the SMEs in their study and the dissatisfaction of interviewees with the general lack of reference to strategy among the measures employed.

Success Factor Research

The identification of critical success factors in small businesses has become a popular pursuit amongst business researchers and owner-managers, each attempting to provide a definitive formula for success (Beaver, 2002). Venkatraman and Ramanujam (1986: 801) state that ‘the treatment of performance in research is perhaps one of the thorniest issues confronting the academic researcher today’. The recent set of essays in the Journal of Management Inquiry (Kieser, 2005) indicates that the debate is on-going:

‘More than 30 years of performance research by hundreds of researchers has achieved as good as nothing. No single success factor exists that remains undisputed in the scientific community.’  (Kieser, 2005: 269)

Despite the widespread recognition of its problematic nature (March and Sutton, 1997; Meyer, 2005), studies in which organisational performance is treated as a dependent variable with a view to identifying success factors abound, substantiating Venkatraman’s and Ramanujam’s (1986) view that it is not viable to move away from defining and measuring performance as it is important theoretically, empirically and managerially.

Venkatraman and Ramanujam (1986) present a classificatory framework of performance measures, differentiating between primary and secondary sources and financial and operational measures. They discuss the merits and drawbacks of various combinations, highlighting issues of dimensionality and convergence across multiple methods of data collection, and recommend the use of a combination of measures from different sources and perspectives. Despite these recommendations, the majority of the research in the field is based on measures of financial performance and business growth (e.g., Robinson, 1999; Reid and Smith, 2000; Freel and Robson, 2004; Johnsen and McMahon, 2005; Koch and Strotmann, 2006; Poon et al., 2006; and Wood, 2006), and, while researchers acknowledge the existence of alternative performance goals (Johnsen and McMahon, 2005; Poon et al., 2006), empirical work is limited.

Gibson and Cassar (2005) suggest that the dominance of financial measures reflects the underlying objective of economic survival (Reid and Smith, 2000). It might also reflect the preference for self-report mail surveys as a primary means of data collection in small business performance research, which, as Gibson and Cassar (2005) point out, may introduce inconsistencies as financial definitions are often open to interpretation by respondents and self reported measures may not be directly comparable between companies. Chandler and Hanks (1993) and Wang and Ang (2004) discuss the difficulties inherent in obtaining measures of performance in the context of small businesses: traditional measures of performance may not be available, may be inappropriate because of the small starting base and different financial measures may measure different aspects of performance. Furthermore, financial measures may be affected by industry-related characteristics making direct comparisons between industries or businesses misleading, and many measures require a longitudinal design.

4. AN ALTERNATIVE PERSPECTIVE

When accounts are available, assessing the performance of SMEs remains difficult because of normal fluctuations in activities arising from year to year. This is further exacerbated by the potential to manipulate the measures such as ROCE and ROI which are typically used to measure performance. One of the general problems with accounting ratios is that they may be calculated in different ways, using different figures (Gibson and Cassar, 2005) and there is no absolute definition as to what constitutes a ‘correct’ ratio. In many ways, this is not surprising. In calculating how profitable the business is, there are several profit figures that might be used – operating profit, net profit before interest and taxation, net profit before taxation, net profit after taxation, net profit after taxation and preference dividend – and all of these would give a different result. A similar problem exists where the notion of ‘capital’ is concerned. Should the figure at the bottom of the balance sheet (equal to net assets) be used, or shareholders’ equity (that is, share capital) and should this include preference shares? To what extent should reserves be included? Ratios involving capital and profit, in particular, the Return on Capital Employed (ROCE) and the Capital Gearing Ratio, therefore are capable of several different calculations.

Even when consistency has been achieved, performance arguably should also comprise consideration of more intangible aspects, such as a company’s reputation for its products/services, how it operates, the quality of its management, etc., which are not individually quantifiable, but which affect performance overall. For public companies, the shares of which are traded on stock exchanges, financial performance and these more intangible aspects are reflected at any one time in the price at which its shares are traded, which mirrors how buyers and sellers perceive the company. The share price also reflects elements of the surrounding economic and political environment, for example, interest rate rises, wars, response to natural disasters, etc. While this inherent volatility is problematic for public companies in regard to sustaining a stable share price, it does present one immense advantage: all aspects of company performance are reflected in the share price, which can then be used as an indicator of, or proxy for, overall performance.

The facility for using a publicly traded value would appear prima facie to be of little relevance for small and medium sized companies, as they are not stock exchange listed, hence a market value cannot be easily determined at any given time. Such shares (henceforth referred to as unquoted company shares) cannot be offered to the public or openly traded, though a private sale is possible. Valuations of such shares are also frequently required when shares change ownership for other reasons, such as inheritance (a deemed disposal). If then a value can be established for unquoted company shares, it opens up the possibility of using that value as a mechanism for assessing the performance of such companies. While there are certain difficulties inherent in this approach, which are discussed below, it is a mechanism used in practice by tax practitioners and Her Majesty’s Revenue and Customs (HMRC), so the difficulties in practice will be resolved, and a value will be ascertained. (For further details, see Frecknall-Hughes, 2002: 139-142).

Valuation Methods

The methods for valuing unquoted company shares are based usually on earnings, dividends or assets (Gurney, 1994: 14). In addition there are hybrid methods, which combine these in varying proportions. The appropriateness of the various techniques will differ in accordance with the level of shareholdings depending on the powers conferred by the holding (following the principle established in the case of Ocean Coal Co. Ltd. v Powell Duffryn Steam Coal Co. Ltd. 1932 ChD 654), the classes of shares held and the type and situation of the company. One does not, of course, attempt to value the holding in isolation: the worth of the entire company has to be established on a particular basis. In their consideration of methods appropriate to the perspective of the buyer, these methods also inherently consider how the buyer will expect the company to perform vis-à-vis his/her shareholding, which underlines the relevance of using these methods to assess performance.

Earnings Basis 

There are three common methods of using earnings to value a company, and these are outlined below.

(i)
Earnings yield

The earnings yield is normally calculated by expressing the profit after corporation tax as a percentage of the total capitalisation (the nominal share capital multiplied by the price per share). This can be easily calculated where the share price is known (see Eastaway et al., 1994).

The valuer using this model must work in reverse and decide the earnings yield that is required for the unquoted company, so that the formula can be re-formatted to give a share value. Of course, any valuation on this basis would not use just the profits of one year. Typically, three to five years’ post-tax profits would be used, either individually or by using some kind of averaging. The model could also build in projected future profits if necessary.

(ii)
 Price/earnings ratio (PER)

The price earnings ratio (PER) is usually calculated as a ratio of market price per share to net earnings per share (based on post-tax profits). Hence, reorganising the formula:




Market price per share = PER × net earnings per share

There are many potential complications here. Again the valuer has to work backwards, as one can only derive a PER if the share price is known initially. However, if one could assume a PER, the formula is easily used to find a share value. In terms of unquoted shares, how does one find a PER? It is common to use a figure for a comparable listed company, but adjusted in some way to reflect that the unquoted shares are not marketable in the way a listed company’s shares would be. The general problem of comparability is discussed below. The PER is a method preferred by the HMRC.

(iii)
 Capitalisation of profit

This method takes profits and multiplies them by a factor to give the value of a company as a going concern. The model can accommodate fluctuations in earnings, however the difficulty lies in determining which profits to use (pre- or post-tax) and finding a suitable factor to apply to the profits, once they have been determined.

Dividend Basis (Dividend Yield)

The dividend basis of valuation is adopted for a shareholding in a company which is unlikely to be liquidated. The calculations for dividend yield are not difficult:
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In such calculations, the gross dividend is always used (see Eastaway et al., 1994, for further details). This can be adapted to consider growth in dividends.

A serious problem with this valuation method is the necessity of assuming a level of future dividends. The assumption of constant growth is also flawed, as this depends on continually growing profits, and most companies’ results over time show fluctuation, influenced by factors internal to the company as well as by the general economic environment.

‘In practice, only a minority of unquoted companies declare a dividend each year. For many unquoted companies, particularly those where the shareholders are all members of a closely knit family, the size of the dividend is directly linked to the personal circumstances of the shareholders, their need for cash and their particular taxation circumstances.’  (Collison, 2001: 7020)

Where companies do not pay dividends, this basis of valuation is sometimes adapted by assuming a ‘notional’ dividend, which may be ‘typically measured as one half of the company’s post-tax profits’ (Collison, 2001: 7021), though this is a contentious issue.

Assets Basis

Apart from cases where the liquidation of the company seems imminent, the open market value of a company’s assets would usually only be considered if the net realisable value of those assets were greater than values calculated for the company as a whole on any other basis. Collison (2001: 7012) sees several problems with this approach, such as no account being taken of break-up costs, deferred tax issues, rollover relief for tax purposes, goodwill or the actual value of the assets to the business. Collison (2001) goes on to suggest that if a company has substantial assets, an investor would incur lower risk in purchasing the shares than if the company had low value assets.

An asset basis is relevant in certain circumstances, however, for a trading company – for instance, if the company is to be liquidated or there is a forced sale; if its assets are under-utilised and the company is loss-making; or if there is an easily accessible market for its assets, the disposal of which would not adversely affect its trade. Disposal of assets should always be considered in conjunction with the related tax considerations.

Other Valuation Methods

There are at least two other valuation methods which should be considered in addition to those above.  These are the hybrid technique and discounted cash flow technique. While these methods are mentioned by all major works as theoretically possible – and indeed as ways of addressing certain particular complexities, they are in practice never used, as both tax practitioners and HMRC consider that they raise nearly as many problems as they attempt to solve. The focus of this paper is on methods that are used in practice. These are not without problems, the chief of which is outlined below.

Comparability with Quoted Companies

As stated above, one of the main problems with unquoted share valuation is the problems of finding a quoted company that is like the unquoted one being valued, so as to provide comparable figures for earnings or dividend yields and PERs (Palepu et al., 2004). The instruction to find a suitable quoted comparator is given specifically in the HMRC Shares Valuation Division Manual at Sections 14.3 and 17.4 for yields and PERs respectively. Once one or more quoted, similar companies have been found, the yields and PERs have to be adjusted to allow for the fact that the company to be valued is not itself public.

The HMRC Shares Valuation Division Manual, Section 14.3, identifies the issues to be considered when adjusting yields – absence of quotation; restriction on transferability; control (are the shares tightly controlled?); unusually high/low dividend cover; liquidity and gearing; size and diversification; and any other exceptionally good or bad features. It further suggests that, for the absence of quotation and restriction on transfer, an uplift to the quoted yield of between 20 and 30 per cent is appropriate, though it should always be borne in mind that no two companies are alike. One method of making these adjustments is to add or deduct percentage points from the quoted yield:

	‘Example (dividend yield)
	
	

	Starting point:
	comparable quoted yield:
	4.80%

	Plus:
	20%-30% uplift for absence of quote/restrictions  on transfer:
	0.96-1.44%

	Say therefore:

	
	5.76-6.24%’


(HMRC Shares Valuation Division Manual, Section 14.3)

Additional adjustments may be made for differences in size, diversity and, perhaps, liquidity, so a required dividend yield might then be around 8.5-9.5 per cent. Hallam (1990: 558) gives an example of how a dividend yield basis might be adjusted for these factors. An alternative method is suggested, whereby a required yield of around double the quoted yield is taken as a starting point. In the above example this would give 9.6 per cent – which could be fine tuned further, as deemed necessary.

In terms of comparison with quoted PERs, the HMRC Shares Valuation Division Manual, Section 17.4, suggests that the required PER for unquoted companies which do not pay dividends will be ‘some fraction’ of the PER pertaining in the quoted market, and that the following considerations should be taken into account: the level of dividend the company could afford; and when the company could/might pay a dividend. There are again no hard and fast rules, and each case should be treated on its own merits, but as a guideline for small, uninfluential minority holdings in small trading companies, it might be reasonable to start from a required PER of between one quarter and one fifth of the quoted ratio. However, in terms of overall value and tax due, the difference in parameters used could result in a considerable difference.

Collison (2001: 7010) comments that there are ‘very real’ difficulties in using published PERs as a guide in this way. It is, in fact, extremely difficult to find a quoted company for comparison in the first instance. If it can be found, a published PER represents prices paid on a day to day basis for relatively small percentages of the quoted company’s share capital, purchased by an individual or institution expecting to receive a regular dividend or take advantage of an increase in the share value over a comparatively short time. A person buying shares in an unquoted company may purchase a significant proportion of its share capital and anticipate owning it for a long time. PERs also vary considerably from industry to industry, and often fluctuate considerably within the same sector.

Collison (2001) sees as an additional problem here the fact that quoted companies do not reflect the full range of industries in the economy. There are, for instance, no quoted farming companies or residential property companies – so a PER suitable to use as a comparator for an unquoted company in either of these types of business would be impossible to find. Moreover, many quoted companies are actually groups of companies with many different business results effectively combined, but not all of the subsidiaries have individual listings.

Often it was a common addition, after calculating the value of an unquoted shareholding (on whatever basis that had been done), to add as a final line a percentage discount for non-marketability (Collison, 2001: 7015). HMRC rejected this on the grounds that this was allowed for in the adjustments already input to yield or PER figures used.  

5. APPLYING THE THEORY

To demonstrate how these ideas might work in practice, and the range of values which arises from the different valuation methods, the methods described above have been used to value Gripple Ltd, a Sheffield-based company which makes ‘gripples’ - metal connection devices in various sizes.  The valuations have been calculated using only one quoted comparator - Brammer plc, which is the listed holding company of a UK-based group in which the group companies make machine tools and industrial goods. As indicated above, it would be almost impossible to find a listed company and an unquoted company which carry on exactly the same business. It is more the type of processes they operate in their manufacturing operations that are of greater importance. Both these companies make items, and make them out of metal, though they are not metal extruders.

Use of the valuation methods required decisions regarding the dates of valuation for the quoted company and issues of comparability as described in the preceding section.  The earnings methods valuations were based on the figure for market value of Brammer plc shares at their accounting year end, or the nearest working day thereto.  In practice it might be better to consider a range of dates, before arriving at some ‘representative’ figure. The required earnings yield for Gripple was taken as the (Brammer) quoted yield × 2 while the PER was taken as Brammer’s × ¼. Similarly, in applying the Dividend methods valuation, the required yield for Gripple was taken as the Brammer figure × 2. As Gripple did not pay a dividend in 2005, a notional dividend of PAT × ½, was used. This approach is often used for unquoted companies that do not pay dividends.

6. RESULTS

Table 1 presents valuations of Gripple shares over the period 2000-2005 according to each of the approaches described. The missing values occur because it was not possible to use the earnings methods in the years that Brammer plc made a loss - a problem that would not have occurred had several comparator companies been used as recommended earlier in this paper. This might also have ensured more stable valuations, lessening the influence of a single company on the values arrived at, particularly in the context of the earnings yield method.

Table 1: Valuations of Gripple Ltd shares and ROCE figures for 2000-2005

	Approach
	Year

	
	2005
	2004
	2003
	2002
	2001
	2000

	Earnings yield
	136.50
	1405.56
	N/A
	N/A
	N/A
	257.91

	PER
	68.15
	165.89
	N/A
	N/A
	N/A
	124.88

	Dividend yield
	203.18
	274.01
	232.12
	154.67
	55.38
	157.58

	Assets basis
	109.23
	154.88
	170.86
	216.91
	153.97
	131.57

	

	ROCE  = 
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	Gripple Ltd
	19.86
	22.78
	5.87
	29.12
	23.70
	30.47

	Brammer plc
	13.73
	9.06
	-28.46
	-0.64
	-0.91
	18.60


(Sources: ICC Juniper and FAME for accounts-based information and www.finance.yahoo.com for Brammer plc share prices)

Abbreviations:

CE = Capital Employed (SHF + LTL)

LTL = Long term loans

PBIT = Profit before interest and taxation

SHF = Shareholders’ funds (share capital and all reserves)

There is considerable variation in the value of the Gripple shares from each different perspective and these differences must be reconciled in order to arrive at a ‘final’ valuation. Consider, for example, the value of Gripple’s shares for 2005. The valuations range from 68.15-203.18 – a range of 135.03. One approach to achieve a ‘final’ valuation would be to ‘split the difference’, giving a value of 135.67, but in practice this does not happen. For tax purposes, the taxpayer and HMRC would be likely to be at opposite ends of the spectrum (as a taxpayer would typically require a low value to minimise the tax payable) and they would negotiate about the detail in the calculations in accordance with the level of shareholding in question. The variations, while problematic, do at least show that there are many ways of looking at such companies, and that the value attributable to them depends on a variety of factors, not least of all the perspective of the viewer: it is not an absolute in the way, say, that a financial ratio attempts to be.

Financial ratios are also presented in Table 1 and, according to the definition of ROCE used here, we see considerable variation in the values reported over the period of 2000 to 2005 for both Gripple Ltd and Brammer plc. It is clear that these companies are not comparable on this definition of ROCE and do not appear to be comparable on other definitions of ROCE calculated elsewhere (Frecknall-Hughes et al., 2007). In practice, more than one listed company would be used for comparison with the unlisted/unquoted company and a series of negotiations would be entered into to arrive at a final value for taxation purposes. Such values could be followed over time to establish the performance of an unlisted/unquoted SME.

The figures in Table 1 also illustrate one of the problems in using ratio analysis as a measure of performance - that of a company making losses. In this instance it is the larger company which shows problems with negative values of ROCE for a three year run as a result of overall losses. This might be interpreted as an indication that the company did not have much value, but Brammer plc’s shares were still being traded (though at lower values) indicating that this was not the case. Typically, one would expect the unlisted company to show losses, and a negative value for ROCE for an unlisted company would suggest that it did not have much of a value, when according to the share valuation model it would have value. Clearly the losses would have to be taken into consideration for an unlisted company but the share valuation model can cope with this whereas the ratio analysis cannot.

7. CONCLUSIONS

To accountants and accounting students, the problems with ratio analysis are clear because they are inherent as part of the calculations, but they are not clear to other disciplines, such as marketing or operations management, which may use ratios as performance measurement tools without full awareness of their innate flaws. Because there is no real way to address the issues of a ‘correct’ ratio or manipulations, where full calculations and definitions are not given, or the time value of money, what is really required is a mechanism, which takes account of all aspects of a company’s performance, both financial and non-financial, and examines whether a year’s performance has added to or detracted from what has gone before. The proposed method presented in this paper does provide such an approach, is used in practice by the UK HMRC and merits further investigation.

In the context of small business research there is a lot of interest in showing that a particular initiative when undertaken, or critical success factor when present, improves the performance of a firm as often measured by ROCE/ROI, profitability and other ratios and measures (Chandler and Hanks, 1993). This paper clearly demonstrates that much of that research may be flawed or at least suspect. Some researchers have measured performance by asking SME managers to rate their company’s performance on ‘objective’ measures such as sales, profit, ROCE and so on (Siu, 2000). It is well known that managers’ opinions are significantly different from those of experts, and managers’ views appear to be rather blinkered when assessing internal weaknesses which may affect performance within the business (Rogoff et al., 2004). Work using managers’ opinions or financial ratios to assess the performance of an SME should be viewed with considerable caution when looking for real cause and effect relationships between management practices, critical success factors and company performance. It is concluded that a mechanism is required that takes account of other factors such as the context in which the company operates and various intangible elements to gain a clearer view of the performance of the company (Moon and Bates, 1993).

8. RECOMMENDATIONS

When trying to determine the performance of an SME, a wider view of the situation needs to be considered which takes into account both financial and non-financial factors (Moon and Bates, 1993). The method proposed and illustrated in this paper, based on establishing market values of unquoted/unlisted shares for an SME, is a significant improvement on using the rather crude and misleading financial ratios and managers’ opinions usually employed to establish cause and effect relationships between success factors and performance. While the method is not easy to use it, does provide a wider view, takes into account intangibles and is actually used in practice by the HMRC. It is strongly recommended that, when using the method outlined in this paper, several companies with similar manufacturing processes and products or service operations, be used for comparison, in order to determine more precisely the market value of unquoted/unlisted shares of an SME. Once the value of an SME is established in this way the change in value over any given period of time will be indicative of the performance of the company. This necessarily involves a longitudinal research design and repeated calculations of the market value of the unquoted/unlisted shares for each SME in such a study. In our opinion, only through such a rigorous research process will the true cause and effect relationships be established between management practices, critical success factors and the performance of SMEs.
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