THE A RT OF
BUSINESS VALUE




The Art of Business Value

Copyright © 2016 Mark Schwartz

ISBN 978-1-942788-04-1

All rights reserved.

IT Revolution

Portland, Oregon

info@itrevolution.net

For quantity purchases by corporations,
associations, and others, please contact the

publisher at orders@itrevolution.net.

Cover and book design: Stauber Design Studio

Ilustrations: Lauren Simkin Berke


mailto:info@itrevolution.net
mailto:orders@itrevolution.net

CONTENTS

A mystery solved, in seven chapters.

Xl
XV

1

17

37

51

FOREWORD BY GENE KIM
PREFACE

CHAPTER 1: THE PROBLEM

Agile and Lean practices are all about maximizing the business

value we deliver. Agile books tell us that business value is important,
but none of them seem to tell us what business value is, though
they do scatter clues here and there. In this chapter, however, we
examine the clues and find that they come to nothing. Business

value is a mystery at the core of Agile practice.!

CHAPTER 2: THE MEANING
Our first step in solving the mystery is to consult the experts.
Unfortunately, the experts just deepen the mystery for us.? It turns

out that we need to cast a wider net to catch our elusive target.

CHAPTER 3: THE CULTURE

Good detective work involves observing people. We find that there
seems to be a connection between organizational culture and
business value. But to understand it, we have to immerse ourselves

in corporate culture, rather than reject it or stand apart from it.?

CHAPTER 4: THE RULES

What could bureaucracy possibly have to do with business value?
Alot, perhaps. Warning: this chapter contains graphic depictions

of bureaucracy being applied to agility. You may come away wanting

to produce burndown charts in triplicate.



69

81

105

128
132
133

CHAPTER 5: THECIO
Someone has been forgotten in all this talk about business value.
She makes a mysterious entrance, claiming to be following the same

trail of clues that we are. Or . . . could it be that she is responsible?

CHAPTER 6: THE CLUE
Aha—the case (or the CAS) takes a turn. We skip lightly into the
fourth dimension, take a look back, and all becomes clear. But you’ll

find no spoilers here in the Table of Contents.

CHAPTER 7: THE DELIVERY
We lock up the culprit and explain the tools we have used to solve
the mystery. You will begin to see business value as an art and walk

away with surprising new ideas on how to go about creating it.

BIBLIOGRAPHY
ACKNOWLEDGMENTS
ABOUT THE AUTHOR

1 cf. Jean-Paul Sartre’s claim that “nothingness lies coiled at the heart of being—

like a worm,” in Being and Nothingness.

2 cf. Dante, The Inferno. It gets worse and worse the deeper you look.

3 Alienation has been covered thoroughly—some might say excessively—

in The Stranger by Camus and “Bartleby, the Scrivener” by Melville.



FOREWORD

The study of business value seems obvious at first—after all, over
the course of our careers, we’ve all seen which activities create value
and which ones waste everyone’s time. But what if our grasp of
what business value really is, is not quite right to start with? In
his new book, The Art of Business Value, the indomitable Mark
Schwartz shows us that understanding business value is not as sim-
ple as it seems.

For me this book is reminiscent of a book that I love and have read
several times over, Zen and the Art of Motorcycle Maintenance: An
Inquiry Into Values, especially the passage in which Robert Pirsig tries
to define “quality.” Similarly, Mr. Schwartz points to many things we
already know and have learned—but then he makes us pause and
reevaluate as he shows us how many things we don’t know, or didn’t
adequately question.

A particularly unsettling moment occurred for me when Mr.
Schwartz points out that business value is often incorrectly conflated
with either customer value or user value—in that moment, the
book’s goal of more precisely defining business value suddenly took
on much greater significance and urgency. If we run our organiza-
tions to create value, are we correctly defining what types of value we
strive to create? How do we measure it? And, by the way, whose job
is it to define value, anyway?

Irreverent and whimsical, The Art of Business Value challenges con-
ventional thinking and questions many of the deeply held beliefs of
the Agile community. It forces us to examine carefully the concepts
and definitions we thought we understood, which, in the end, allows
us to define more precisely what business value is—so that we can

create more of it.
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Using a wide-ranging, educational, and scholarly exploration that
covers nearly a century worth of organization design, business prin-
ciples, and software delivery, The Art of Business Value offers a star-
tling and incredibly rewarding journey for the reader.

Fearless and entertaining, this book is ultimately a quest to exam-
ine the concept of business value—a concept that we so often take
for granted. It provides tools on how to better understand it and,
more importantly, create it.

I found reading this book to be immensely satisfying, and I felt
more informed and much smarter after reading it. I genuinely hope
that you have as much fun and learn as much as I did as you read The

Art of Business Value.
Gene Kim

Portland, Oregon
January 2016
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Don't for heaven's sake, be afraid of talking nonsense! But you must
pay attention to your nonsense. ... Never stay up on the barren
heights of cleverness, but come down into the green valleys of silliness.

Ludwig Wittgenstein, Culture and Value



PREFACE

For the last few years, I have been struggling to bring Agile and
DevOps practices into a large federal government agency—seem-
ingly the most inhospitable of environments. As a newcomer to gov-
ernment, my first reaction was one of amazement: How was it
possible to throw so many obstacles in the way of good practice?
How was it possible to inject so much waste into processes that were
otherwise headed in the right direction? What was especially strik-
ing, though, was that the obstacles and the waste were being injected
by some of the most intelligent people I'd ever worked with, and cer-
tainly the most committed and well-meaning. It had the feeling of a
paradox, set up by some very clever philosopher with two hundred-
some-odd years to get the confounding details just right. As an
ex-philosophy graduate student, I recognized that there was just
one thing to do: approach it with a sense of humor and enjoy the
elegance and aesthetic pleasure of an argument well delivered as I
figured out its strange internal logic.

[ haven’t seen this problem just in Washington, DC. Before joining
the government, I was the CIO for Intrax Cultural Exchange, a medi-
um-sized, services-oriented, mission-driven company. The personal-
ities of the founders were so strongly stamped on every interaction
in the company that the organization seemed to have its own pecu-
liar logic. Before that, I proudly played a role in the dot-com bust of
the early 2000s as CEO of a small software startup and a general
hanger-on in Silicon Valley. Delivering software product seemed
to rely on yet a different kind of logic: Could you make sure your
features rolled into a one-sentence pitch? Good talent and good ideas
were going unfunded—economic waste—but there was a logic to it if

you didn’t have to take it too seriously.
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In the classic literature of Agile software development, teams pro-
duce business value. In the Scrum model, there’s someone called
a product owner who figures out what is valuable by applying some
ROI standard; there are customers waiting to be pleased; self-
organizing teams stand ready to shear away the stuff that they some-
how know is waste. I'm sometimes amused at how simplistic the
notion of business value is. The question the authors take on is how
to create lots of this value stuff, whatever it is, as soon as possible—
and cause the cultural change that will make it possible. But in the
actual situations I have faced, organizations seemed to have strange
ideas about what value looked like.

Here’s what I realized: the strange notions of value expressed by
each of these organizations actually made sense in their contexts.
The odd behaviors of the government agency, the closely held com-
pany, and the startups competing for venture funding were entirely
rational and appropriate to their circumstances. Activities that
seemed wasteful were not always so; priorities flowed from what was
really important, not from some universal standard. The meaning of
business value—not just the features that would realize it—was
different from organization to organization.

What if—humor me for a moment—some of that waste that the
government injects into its processes actually adds a kind of business
value? What if business value in the startup community means rais-
ing capital at higher and higher pre-money valuations, and generat-
ing profits is only a distant second as a business goal? It didn’t make
much difference to us in a Waterfall world—we cared about schedule
and cost milestones. But in Agile practice, we only care about the
delivery of business value. Which means we care about . . . what?

That was the train of thought that led to this book. The more I
explored the topic, the more critical it seemed to become. It seemed

to have implications in how Agile teams fit into the enterprise, how
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we measure their success, how we go about causing cultural change,
how we think about the IT function in a company, how we deal with
compliance and bureaucracy, and how we choose and work with a
product owner or on-site customer. It was about whether the way we
practice Agility aligns with the philosophy behind it. It was about
how I should do my job as a CIO.

Humor often requires that we accept the bizarre logic of an unfa-
miliar world. Consider this exchange from Through the Looking Glass,
and What Alice Found There:

“l see nobody on the road,” said Alice.
“l only wish I had such eyes,” the King remarked in a fretful tone.

“To be able to see Nobody! And at that distance too!”

Once you accept that a little girl has gone through a mirror or down
a rabbit hole and is having conversations with a Cheshire Cat and a
childish king, who seem to be logicians and always find ways to twist
her words around, the exchange makes a lot of sense. All I'm saying

is that business value is sort of that way, too.

I feel some urgency about this whole thing.

Have you ever been to one of those big Agile conferences and seen
all the people wandering around, trying to decide which of the many
sessions to attend? “The Armadillo Model: Dasypus hybridus and the
Snuffling Anti-Pattern,” “50 Shades of Agile,” “Lessons from Coach-
ing a Cult of Dancing Schizophrenics to Conduct Effective Retrospec-
tives.” There are a lot of ideas out there. Sometimes it helps to think
about what ties them together—that’s right, this business value
thing. The raison de backlog.
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Our abstraction is leaking.® I don’t know about you, but I've found
it pretty hard to locate a good product owner. We know we are creat-
ing features, but are we creating business value? Sure we are: the
product owner says so, and she’s from the business. Are you frustrated
trying to explain to her why spending time to reduce technical debt
is more important than adding the mimsy borogoves feature to the
Jabberwock, which Marketing says will have an ROI of 321.25 per-
cent? “But refactoring the FixAllYourProblems class to use the Classy

|n

Recursion pattern is worth 7.2 Value Points!” I don’t have exact stats
for you on how many of us have tried unsuccessfully to have this
business value conversation, but it’s a lot. Anyway, 97.5 percent of
readers believe that statistics in books are mostly made up.*

In the meantime, the cutting edge of Agile practice today—DevOps
and Continuous Delivery—seems to be moving us toward smaller
and smaller batch sizes of requirements, perhaps approaching
single-piece flow. Or maybe even smaller—some organizations seem
to be deploying change sets so small that they’re just fractions of
features. It starts to feel like a calculus problem—what is the limit of
risk as requirements batch sizes approach zero? Our business case
is vanishing into infinitesimals with a smile on its face, like the
Cheshire Cat.

Then there’s the CIO, the executive who'’s in charge of making sure
that IT projects have business value. Or was that the product owner?
Well, at least the CIO is in charge of delivering solutions, then. Or
was that the Agile team? Have you noticed all the books telling CIOs
how to be better CIOs? I have, because I'm a CIO. Mostly they say
that the CIO should grab a “seat at the table” (that’s the executive
table, where the grown-ups sit). Perhaps this makes sense, because
the CIO will need a place to sit while the Agile teams are out creating
business value. What’s a CIO to do in a world where their teams are

off plotting business value with the business?
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One more thing to point out. As those teams are off deploying
sashimi slices of value, where do we think those slices wind up? They
immediately become legacy slices of sashimi, and I promise you that
that is not a good thing. The boundaries of our systems are blurring
with loose coupling and microservices. So ultimately they join that
giant agglomeration of IT capabilities that we sometimes call the
Enterprise Architecture (EA). I don’t mean EA in the sense of a
bureaucracy of Visio abusers; I'm talking about that asset, the
abstracted total of IT capabilities that allows the business to oper-
ate—software, infrastructure, and all that. That giant hairball of
stuff that the CIO oversees, that keeps getting new features stuck to
it—duct tape, rubber cement, chewing gum, etc. (And a few bits of
mixed metaphor, too.)

The hairball has economic value, clearly, since it enables the busi-
ness. We are just turning the corner on how we think of risk and
value in our IT projects—should we also be thinking in terms of the
value of our hairball? How are we going to care for the hairball, keep
it rolling in the right direction, and pretty it up? (Let me introduce a
technical term here: “Ick.”)

What I'm saying is that business value is a problem.

So this book is a bit of a meditation on business value and why it
matters to us. Or maybe it is more of a detective story. Business value
is out there somewhere, even as our deployments become vanish-
ingly small, and we’re going to track it down. We’ll interrogate the
usual suspects, round up some experts, recruit some informants,
test out some theories, and, in the end, track it down. Then we’ll get
it to work for us, if the government says it’s authorized to work.

Some things will occur to us as we follow the footprints. Every deci-
sion we make in a software development project is ultimately a
decision about business value. Feature trade-offs are decisions about

business value. Risk management is about business value. Communi-
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cation with the enterprise is about business value. Developer morale
is about business value—it can affect the company’s costs in hiring
and retaining developers, and it can affect the inclination of develop-
ers to innovate new value-creating solutions. Agile thinking is explic-
itly about business value: instead of delivering to schedule milestones,
we deliver simply in the way that maximizes business value.

But we’ll also see that “business value” is often implicit, or at least
rarely explicit enough for someone to act upon. We’ll recognize that
while learning organizations are important to us, the value of learn-
ing is often unstated and the learnings themselves are rarely explic-
itly valued. We'll pause to consider what the job of IT leadership
might be, especially given that more and more responsibilities are
being pushed down to the teams. Ultimately, we’ll arrive at an idea of
business value that I think is consistent with today’s thinking about
organizations. Then we’ll look at how that understanding should
influence the way we practice agility. Perhaps we’ll even talk about
how to polish up that hairball.

But for now I'll just follow the advice of Alice’s King of Hearts:
“Begin at the beginning,” the King said gravely, “and go on till you

come to the end; then stop.”
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WHO THIS BOOK IS FOR

I wrote this book for the Agile practitioner community and for the
wider IT community.

If you are an Agile practitioner—a developer, tester, or Scrum mas-
ter—then you face decisions of business value every day. You need to
be able to speak the language of business value to communicate with
the organization at large. Your success or failure depends on your
ability to create business value. (Are you more interested in business
value now?)

If you are an IT specialist in operations, infrastructure, security, or
just about anything else technical, DevOps is making you part of the
Agile delivery effort. While your role was always about business value,
it is now more explicitly so. You will feel more a part of the team if
you are all aligned behind a common understanding of what it means
to deliver value.

If you are a product owner or a representative of the business
explicitly charged with delivering business value and responsible for
prioritizing features based on business value, I strongly urge you to
follow the discussion in this book. You have a hard job. In fact, you
are being asked to do something impossible. Let me explain how to
turn it into something possible.

If you are an Agile coach, a thought leader, a pundit, or a writer on
Agility, I hope that I am saying things that you already feel in your
bones. There has been a gap in our literature on the subject of busi-
ness value, and T hope this book will address it. But even more, I hope
that you will find ways to take ideas from this book and turn them
into practice: my goal here is more to provoke and discuss, rather
than to prescribe.

If you are a CIO, you are undoubtedly confused by the Agile litera-
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ture, which has forgotten to mention you. This book is for you.

If you are an investor, you need to sound knowledgeable. It’s all
here. (And invest in my next startup idea, which will not only be clear
on what business value is, but deliver lots and lots of it!)

If you are in management and love to make up rules (requisitiphilia),
go straight to chapter 4.

If you are anyone else, this book wasn’t directly written for you, but
if you are curious, go ahead and pick it up. I will try to entertain
you and give you some insight into how IT practitioners and Agile
delivery teams think. You may have to look up a few of the terms I
use, but you will have no trouble finding explanations online or in
other books.

1 While I was researching this, I learned that there are actually many different types
of armadillos, including the screaming hairy armadillo and the greater fairy armadillo.

That kind of learning makes all that time in the library worthwhile.
2 'This one’s real. My colleague Josh Seckel presented it at Agile 2015.

3 Joel Spolsky, “The Law of Leaky Abstractions,” http://www.joelonsoftware.com/articles/
LeakyAbstractions.html. I just heard about this and knew I'd have to get it into the

book somehow.

4 Mark Schwartz, The Art of Business Value (Portland, OR: IT Revolution, 2016), xvi.
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The right understanding of any matter and a misunderstanding
of the same matter do not wholly exclude each other.

Franz Kafka, The Trial

For | found myself embarrassed with so many doubts and errors
that it seemed to me that the effort to instruct myself had no effect
other than the increasing discovery of my own ignorance.

René Descartes, Discourse On Method
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core principle of Agile and Lean theory is that software

development projects should seek to maximize business

value. Projects should be judged not on their adherence to
cost and schedule milestones, but on their delivery of value to the
enterprise. Value should be delivered as quickly as possible—in small
increments—and features should be prioritized based on the amount
of value they deliver. DevOps, in a sense, is about setting up a value
delivery factory—a streamlined, waste-free pipeline through which
value can be delivered to the business with a predictably fast cycle
time. Rapid feedback from production to development then allows
us to optimize that value delivery machine.

The idea of business value was central enough to Agile ways of
thinking that it merited a place at the head of the twelve principles
attached to the Agile Manifesto: “Our highest priority is to satisfy the
customer through early and continuous delivery of valuable soft-
ware.”* Several of the signers of the Manifesto later elaborated on this
idea in their books. Ken Schwaber, the cocreator of the Scrum frame-
work for Agile development and a signer of the Manifesto, speaks of
Scrum’s “insistence on delivering complete increments of business
value.” Kent Beck, the creator of Extreme Programming (XP), pushes
the concept a step further by saying that the XP team should only
do things that add value to the business.” Another signer of the
Manifesto, Jim Highsmith, declares that “Agile projects are not con-
trolled by conformance to plan but by conformance to business
value™ and then later makes a similar claim: “In the final analysis, the
critical success factor for any method—Agile or otherwise—remains
whether or not it helps deliver customer value.”

Strangely, although the idea of business value is so central to the
Agile way of thinking, most books on agility sidestep the question of
what exactly business value is. Instead, they assume that someone

from “the business” will determine what is valuable and how that
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source of value should be translated into features and priorities. In
Scrum practice, this person is the product owner.® The product owner
is sometimes described as the visionary who steers the product and
sometimes as the steward of business value decisions: the person
who maximizes business value by making appropriate prioritization
and scope decisions. In either case, the product owner provides the
business value context to the team.

Also interesting is the vacillation, shown in the quotes above, about
whether the goal of Agile development is the delivery of business
value or customer value. Highsmith, you will notice, switches from
one to the other in the course of twenty-six pages. The first principle
in the Agile Manifesto is ambiguous—it speaks of satisfying the cus-
tomer by providing value. Is business value the same as customer
value? Many of the influential Agile thinkers and writers come from
product-focused software companies, so it is natural they would
think in terms of customers and their needs. Product-focused com-
panies earn their revenues by delivering value to customers, it is
true—but is that value the same as what we mean by business value?

The word customer is ambiguous in this context. If we take it to
mean the buyer or user of a company’s commercial software product,
then the answer is no. While customers might want or value a partic-
ular feature, the business might not value giving it to them, for rea-
sons of cost, maintainability, or consistency with the company’s
brand or competitive positioning. Features that deliver customer
value do not necessarily lead to increased revenues, or they can be
more expensive to develop than the revenue they drive. On the other
hand, we can easily imagine software features that are valuable to
the business even if they are not directly valuable to the business’s
customers: for instance, business intelligence reports, accounting
functions, and procurement systems for supplies. Or consider a

business whose strategy is to deliberately lose the 10 percent of its
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customers that are the least profitable—the ones who cost too much
to serve and provide little revenue in return. In this case, adding
business value may mean deliberately destroying customer value.

Of course, we do not have to take such a literal interpretation of
the word customer. Perhaps the writers mean to include all of the
users of the software, even if they are internal to the company. It
seems obvious that a feature cannot be valuable unless it adds value
for the person who is using it. That is why Agile approaches empha-
size working directly with end users and continually soliciting their
feedback. But this broader concept of user value still does not quite
capture what we mean by business value. In the case of a transforma-
tional business initiative, for example, management wants to create
fundamental change in the organization’s processes, but individual
users in the organization may not share that vision or may not be
expert in interpreting and applying it. They might have smaller, more

“local” priorities than the big-picture transformation that manage-
ment has in mind. By trying to maximize what users consider to be
valuable, the Agile team might simply be perpetuating old ways of
doing things rather than contributing to a transformation that the
business values.

In speaking to users about what they need from a piece of software,
I've found a common pattern: they believe that processes that take
them a number of steps should be automated to make their jobs
easier. That can be very valuable to the enterprise—or not. The user
might not realize that automation might lock in a process that is
likely to change and might not factor in the costs of maintaining the
software as that business process changes, for example. There can be
many reasons why business objectives differ from user objectives.

Perhaps the authors mean to suggest that the business as a whole is
the customer of the Agile development team. IT organizations have

often been thought of as customer service organizations whose goal

4 THE ART OF BUSINESS VALUE



is to satisfy the needs of internal customers. Certainly contract soft-
ware development shops think in terms of satisfying a business that
is their customer. If the organization as a whole is the customer of
the Agile team, then the alignment between customer value and
business value is exact. But is this model of the business as the cus-
tomer the appropriate model for an Agile organization? I'm not so
sure, and chapter 5 will explain why.

I would like to suggest that the conflation of business value,
customer value, and user value is outdated and well out of step with
current Agile practice. As with requirements in general, we can no
longer think of business value as something known and understood
in its entirety before the team begins its work. More importantly,
we cannot think of business value as something determined outside
the team by something called the business and then simply presented
or “tossed over the wall” to the team in the form of user stories, pri-
oritization, and feedback on product as it is produced. The responsi-
bility for understanding and interpreting business value cannot be
placed solely in the hands of a product owner. And if the success of
an Agile project is to be determined by the value it delivers, then we
have to think of that value in terms of outcomes, not completed sto-
ries, and measure it as such. Releasing code is not the same thing as
delivering business value; to know that we have delivered business
value, we must both understand what business value is and be atten-
tive to outcomes.

This might sound like an academic exercise: business value proba-
bly sounds about as interesting to Agile practitioners as bookkeeping
and accounting—things that MBAs, people inclined to that sort of
stuff, study in business school. I assure you that this is a mistake. A
good understanding of business value is critical to Agile practice, and
I will demonstrate that the question of business value becomes

stranger and more revealing the more one examines it. It is critical,
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for example, in distinguishing between waste and value-adding work.
I will try to show that many of the difficulties we routinely face in
adopting and improving software development practices in an orga-
nization can be traced to business value and its interpretation.

We must admit that there is something tautological when we say
that the goal of Agile software development is to deliver business
value. Business value, intuitively, is whatever the business values,
and the goal of every person and function in the business is to do
what the business values. To say that we want to deliver business
value is to say nothing much except that we want to do the right
thing, do lots of it, and do it quickly. But this does not help us under-
stand how to select and prioritize features.

In his 2011 blog post “The Elephants in the Agile Room,”” Philippe
Kruchten tells of the signers of the Agile Manifesto returning to
Snowbird, where the Manifesto was drafted, ten years later to dis-
cuss the difficulties they saw in the way Agile had been adopted. The
thirteenth “elephant in the room,” according to Kruchten, is that
business value is “mentioned everywhere, but not clearly defined, or
pushed onto others to resolve.” Perhaps this is also related to the
twelfth elephant they listed: “Abdicating responsibility for product
success (to others, e.g., product owners).”

The question of business value is the question of purpose, motiva-
tion, mission, and direction. It is a question of value and values. If we
build an elegant Continuous Delivery pipeline that harmonizes
Development and Operations and continually checks its own health
by feeding back from production, we have accomplished . . . what,
exactly? It depends on what business needs we push through that
pipeline, and what business value results from that. DevOps is form
without content until we address the question of what goes in to the

pipeline and what happens when product emerges at the other end.
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It is comforting to think that business value is something well under-
stood by the business and encapsulated in an objective metric. To the
extent that the Agile literature talks about business value, it often
puts it in the context of something called Return on Investment, or
ROL. In the Scrum framework, the product owner is often seen as
delivering business value by maximizing ROI. According to Mike
Cohn, one of the clearest and most prolific writers on Agile practice,
“the product owner is responsible for making sure the project earns a
good return on the investment made in it.”® Returning to Ken
Schwaber’s book, we find that “the product owner’s focus is on return
on investment (ROI). The Product Backlog provides the product
owner with a powerful tool for directing the project, sprint by sprint,
to provide the greatest value and ROI to the organization.™ It is
interesting that he says “the greatest value and ROL,” implying that
those are two different things, though elsewhere he seems to use the
terms interchangeably. A group of Agile and Lean thinkers worked
together in 2005 to formulate a Declaration of Interdependence,
which includes as a foundational principle that “we increase return on
investment by making continuous flow of value our focus.” The fact
that ROl has a name, an acronym, and sometimes a formula makes it
sound reassuringly precise. We are probably aware that the product
owner is not actually calculating an ROI metric for each user story,
but we feel that the standard is at least approximately being applied.

It is curious, once again, that ROI is not defined or explained,
though we are told that Agile practice is all about maximizing it.
Schwaber leaves us up in the air with a comment that “the product
owner is responsible for the ROI of the project, which usually means
that the product owner chooses to develop functionality that solves
critical business problems.”** Usually? What else is ROI, then?

Let’s take a close look at a passage from two excellent Agile think-

ers, Craig Larman and Bas Vodde:
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The product owner is responsible for maximizing return on investment (ROI)...
The product owner has profit-and-loss responsibility for the product,
assumingitis acommercial product. In the case of an internal application,

the product owneris not responsible for ROl in the sense of a commercial
product (that will generate revenue), but they are still responsible

for maximizing ROl in the sense of choosing—each sprint—the highest-

business-value, lowest-cost items.*?

[t feels tomelike these authors are struggling. Isit profitandloss the
product ownerisresponsible for, or ROI—or are those the same thing?
Does ROI mean something different for internal products than for
external products? Is ROI the same thing as “highest-business-value,
lowest-cost”? Are we going in circles, defining business value in terms
of ROI, which is then defined in terms of business value?

A page later the authors get themselves into deeper trouble.
Explaining the practices the product owner must use, they say that

“the product owner prioritizes the backlog . . . to maximize ROI
(choosing items of high value with low effort) or secondarily, to
reduce some major risk.”** Hang on! Is risk part of ROI, or is it a
whole separate thing the product owner has to worry about?

I've chosen this passage from Larman and Vodde—two authors I
respect—to show what I think is the typical vagueness and impreci-
sion with which questions of business value are addressed in Agile
literature, even while the authors agree that business value is the

most important thing to focus on.

Well then, is ROI the same thing as business value? Does maximizing
ROI maximize business value? Are we even sure we understand what
ROl is in the first place?
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We probably don'’t. In the financial world, ROI is actually not well
defined. Everyone agrees that it is calculated by dividing the return
from an investment by the cost of the investment. The difficulty is
that the “return” in the equation can be pretty much anything. Return
is the good stuff that we get by investing, whatever that might be. The
most commonly used numerator for ROI is profit, or earnings (the
two terms are equivalent). But making investment choices based on
a function of profit, as we will see, can lead to poor decisions.

Why not simply use sales, or revenues? Because we are building a
set of features that customers value, shouldn’t we measure value by
the sales that result? For one thing, focusing only on revenue would
ignore any costs that the new features bring to the business. For
example, will the new features increase our helpdesk support costs?
Do the new features increase our sales of a physical product in such a
way that we need to stock more inventory? If so, then revenue only
gives us a piece of the value picture. And if the features we are devel-
oping are only used by employees internal to the company, perhaps
to decrease costs, then revenue is not even relevant.

So profit, defined as revenue minus expenses, is a better measure.
Of course, when the product owner is looking at the value of a fea-
ture, the total profitability of the company is not what is important,
just the incremental profits that will result from the feature. And
what time period’s profits does she care about? Typically ROI uses
the average profits for a given number of years into the future. Of
course, when the product owner is prioritizing features in a backlog,
she does not actually know what increases in profit will result from
each feature; she only has projections to work from. She doesn’t
really even know how much the cost of the investment will be—she
has only the developers’ estimates of effort. So really we are defining
ROl asused by the product owner as projected average annual increase

in profits divided by projected investment cost. It turns out that this
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is the most common definition of ROI used by companies to make
investment decisions.

Unfortunately, making decisions based on this ROI formula does
not necessarily maximize business value.

The first problem is that profit does not consider the timing of the
cash flows from sales and costs. As we will discuss in the next chap-
ter, there is a time value of money that must be considered. ROl is a
simple formula—that is its chief benefit—but it is misleading to
simply consider short-term profits or to mix together short- and
long-term profits.

Second, with ROI we are not considering the risk of the expected
returns (or of the cost, for that matter). We are taking a point esti-
mate of a projection, which discards important information about
how certain the estimate is. There are different ways to factor in
uncertainty: by using confidence ranges rather than point estimates,
for example, or by reducing projected profits by a “risk factor.” But
simple ROI does neither of these things.

Thirdly, profit is based on financial accounting reports and is not
intended for managerial decision-making. In financial accounting,
cash flows are adjusted using an accrual method to give investors a
picture of the company’s health. Revenues and expenses are “recog-
nized” in time periods that might be different from when the associ-
ated cash is received or disbursed. Depreciation and other non-cash
expenses are factored in, as are increases in working capital, the tem-
porary accumulation of inventory and credit given to customers.
Accountants have considerable latitude in how to compute these
numbers: for example, choosing depreciation methods and deciding
whether to account for inventory using First-In-First-Out (FIFO) or
Last-In-First-Out (LIFO) techniques. These decisions made by the
accountants affect profit, but they do not affect the underlying eco-

nomics of whether an investment is good or bad.
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To decide whether an investment is worth making, companies com-
pare the ROI to a hurdle rate, or minimum return that investors
demand. But according to Alfred Rappaport in his book on how man-
agers should maximize value for their shareholders, this makes no
sense. “The essential problem with thisapproach,” he says, “is that ROI
is an accrual accounting return and is being compared to a cost of cap-
ital measure, which is an economic return demanded by investors.”**

In fact, near-term profit is poorly correlated with the value deliv-
ered to shareholders of a company. In a classic textbook on how to
measure the value of companies, Tom Copeland and his coauthors
point out that changes in accounting technique that have reduced
profits have often resulted in higher stock prices;'* Rappaport, speak-
ing of Earnings (i.e., profit) Per Share (EPS) reports that “numerous
companies have sustained double-digit EPS growth while providing
minimal or even negative returns to shareholders.”

Even if ROI were a good proxy for business value, it would not be
very useful to product owners for prioritization decisions. In “The
Problems with Estimating Business Value,” Mike Cohn points out
that it is difficult to assign value to individual stories, because the
values of user stories are often intertwined. As examples, he asks
what the values are of the left front wheel of a car or the doors and
windows of a house.'” None of these individually makes a difference
in ROI, but presumably all are valuable. In a blog post entitled “How
do you estimate the value of user stories? You don’t,” Pascal van Cau-
wenberghe questions the very idea of first writing stories and then
estimating their ROI, since that can only result in a “vomit of user
stories” that might or might not turn out to have value. Instead, one
must “first determine what is valuable and then write user stories to
deliver that value.”® Dean Leffingwell, who has written extensively
on Agile requirements, notes that prioritizing features through ROI

is challenging because it involves making trade-offs between differ-
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ent types of value, and revenues generally cannot be allocated on a
feature-by-feature basis.” So even if ROI were the right metric, it
would be difficult to implement.

Perhaps Leffingwell is even understating the case when he says that
quantifying returns is difficult. The practical aspects of projecting
returns are daunting. For example, the product owner may project
revenue increases for a particular feature, but what happens if a com-
petitor copies that feature? Does the product owner really know how
the new feature will affect the marginal profitability of the company?
It can’t be considered on its own, because it might affect other reve-
nues and expenses of the company; that is, it might have side effects.
Perhaps the new feature will cause increasing adoption of the prod-

uct, but it will cannibalize other products that the company sells.

Remember that we’ve been speaking of ROI solely in the context of
product companies. What if the software development effort is
meant to serve users internal to the company? In this case, the
impact on profitability may be even harder to ascertain. What is the
impact on profitability of a dashboard that enables management to
drill down on sales by region? There undoubtedly is a connection, but
assessing it involves so many assumptions that the exercise is
impractical. The new dashboard may occasionally help management
spot and diagnose an issue that mid-level supervisors have not
noticed, and that issue might lead someone to formulate a solution,
and that solution might increase sales in a predictable way . . . but
the product owner will be in a state of analysis paralysis before all of
this gets worked out for prioritization.

I want to be careful here: although forecasting changes in profit-
ability to make prioritization decisions seems impractical, I am not

saying that it is impossible or that measuring actual changes in prof-
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itability after the feature is implemented is impractical. As Douglas
Hubbard points out in How to Measure Anything, we can use statisti-
cal techniques to tease out how much of an increase in profits was
due to a particular investment. We can also use measurements to
reduce our uncertainty about a planned feature’s impact on future
cash flows. But I do not think this makes ROI a useful proxy for busi-

ness value in prioritizing user stories.

Curiously, one of the things ROI does not take into consideration is
agility itself. Part of the business value that software development
can give us is the ability to respond to unknown future needs. We
can build things in a way that gives us more options in the future or
in a way that gives us validated learning about the environment we
are in. In economic terms, we can say that software development
efforts can give us “real options”—that is, options to invest more
or to not invest in the future, depending on which way the market
goes. This agility has true value to the organization, but it will not
be accounted for in an ROI calculation. We will come back to this
subject later.

We can fix some of the problems with ROI by using more sophisti-
cated measures than incremental profit as the numerator of the
equation. For example, we can look at incremental cash flows. We
can even discount the cash flows based on timing and risk. But once
we start moving in that direction, we start losing the value that ROI
was intended to provide: simplicity in analyzing investment choices.

We will have to look elsewhere for the meaning of the elusive term

business value that is the very core of our Agile practice.

The Problem: business value, critical but elusive, remains at
large. Our first set of clues leads nowhere.
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First learn the meaning of what you say, and then speak.

Epictetus, The Discourses

Make for thyself a definition or description of the thing which
is presented to thee, so as to see distinctly what kind of a thing
itisinits substance, inits nudity, in its complete entirety,

and tell thyself its proper name, and the names of the things

of which it has been compounded.

Marcus Aurelius, Meditations
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f ROl is not the right measure of business value, then what is?
Ultimately, in a capitalist economy the duty of a corporation is
to return value to its owners. Some writers have argued that the
only way to deliver on this goal is to manage to it directly, rather than
using proxy metrics like ROI. Such an approach is referred to as
“Management by Value” or the “Shareholder Value Approach.” Accord-
ing to this way of thinking, managers aim at making investments
that maximize Market Value Added (MVA) or Shareholder Value
Added (SVA). The technique is described well in books on valuation
by Alfred Rappaport* and Tom Copeland.? To maximize MVA, these
authors argue, managers must combine investment decisions with
decisions about how to raise financing, signals from the stock mar-
ket about its expectations, and decisions on when to return cash to

investors as dividends instead of reinvesting it.

In Copeland’s view, MVA is the only measure that takes into con-
sideration all of the impacts that a project (or a feature set) will have
on the company, side effects and all. MVA determines the company’s
long-term sustainability, since increases in shareholder value make
more investors interested in investing in the company. It takes into
consideration the future competitiveness of the company (or at least
the market’s perception of it) and is the metric that includes the
interests of all other stakeholders, since equity holders have the

“residual claim” on a company—they are the ones who are paid out
last in a liquidation, after all creditors.

Copeland does note that outside the United States, business value
is not always seen this way: in continental Europe and Japan, he
points out, “intricate weightings are given to the interests of custom-
ers, suppliers, workers, the government, debt providers, equity hold-
ers,and society atlarge.” In his opinion, however, all of these interests
are adequately represented in MVA. Rappaport goes as far as to define
a “value ROI” metric: the shareholder value created divided by the
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cost of the investment.* Value ROI, he argues, should be used instead
of accrual accounting ROI to make investment decisions.

But even managers who believe that MVA is the ultimate measure
of business value don’t, for practical reasons, use it for their every-
day capital budgeting or investment decisions. It would be hard to
imagine a product owner prioritizing features based on their pro-
jected impact on share price. Fortunately, there is a simpler metric
that can often be used for making investment decisions consistent
with MVA: Net Present Value, or NPV. NPV is a reasonably simple
calculation that takes into consideration the cash flows that will
result from an investment, their timing, the risk of the investment,
and the opportunity cost of making an investment rather than
returning money to shareholders as dividends. If made correctly,
NPV-based decisions ultimately optimize MVA. Richard Brealey and
Stewart Myers are the authors of a popular MBA textbook on corpo-
rate finance; in it, they say—perhaps surprisingly—that “the
remarkable thing is that managers of firms can all be given one sim-

ple instruction: maximize net present value.”

Just what is NPV? Lest you think NPV is something just for the busi-
ness to understand, I'm going to try to give you most of the value of
an MBA program in just the next few paragraphs. Incidentally, a two-
year MBA program itself has a rather low NPV. You might want to
work it out as an exercise while I explain the concept. Make a few
business assumptions and see if you can value the user story, “As an
Agile practitioner, I would like to attend an MBA program so that I
will understand what business value means.” I'll give my answer later
in this chapter.

I believe that the major lessons covered in an MBA program can be

reduced to two principles:
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1. There is a time value of money.

2. Abusiness venture needs a sustainable competitive advantage.

Principle one says that a business should generate cash flows, pref-
erably as soon as possible, and principle two says that in order to
continue to generate cash flows, it needs a way to continue compet-
ing effectively in its market. You are probably not surprised that
these things are true. What is interesting is how they apply to busi-
ness decisions.

Suppose I propose an “investment” to you: you give me a $100 and
I give you back $105. Are you interested in that investment?

A good answer is, “It depends.” When do I give you back the $105?
If I take your $100 and immediately give you back $105, it is cer-
tainly a good investment, and you should keep making it as long as
I'm willing to offer it. The longer it will take me to give you back the
$105, the less good the investment is, because you are without your
$100 for a longer time. Let’s say I propose that you give me the $100
now and I will give you the $105 in one year. Are you still interested
in the investment?

Once again, a good answer is, “It depends.” It depends largely on
what other options you have for “investing” your $100. If you have
another friend who says that he will turn your $100 into $110 in a
year, then investing with me is a bad idea. If the only alternative you
have is to put your money in a savings account that pays interest of
1 percent per year, my proposal sounds much better. So the value of
an investment clearly depends on both how long it will take to pay
off and what alternatives you have for investing the money.

This might be a bit unintuitive: you might not care how quickly you
get your money back as long as you have plenty of other money avail-
able for your everyday needs. When we are talking about small

amounts of money lent informally, it doesn’t really matter to us if it
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takes time for the money to be returned, as long as we don’t need it.
But we should care if we have a viable alternative for earning interest
on that money. A business is responsible to its shareholders and
must make sure it earns a good return on any cash it has. For a busi-
ness, the time value of money is critical.

Now suppose I say that the $105 I'm planning to give you back is
not certain. I think I will be able to give you back $105, but the exact
amount “depends on some factors,” and I might not be able to give it
back to you at all. Does this make the investment more valuable or
less valuable? Less, of course. How much less? It depends on how
risky the $105 is. Another way to look at it is that the higher the risk,
the higher the return you should want to make up for the risk. If it’s
going to be risky, you might want more than $105 to make you com-
fortable with the investment. So the value of an investment depends
on the timing of its payoff, the alternative investments available, and
the risk associated with those payoffs.

That’s the four-paragraph MBA.

You might be wondering about that second principle, the sustain-
able competitive advantage. Here’s a way to think about it: when a
business makes an investment, it is spending cash now in anticipa-
tion of a series of cash flows in the future. Let’s say that we are devel-
oping a software product that will yield cash for us every year over
the next five years. Notice that the value depends on our projections
of cash flows into the future. How solid are those projections? Well,
it helps if we are sure that our product can continue to stay ahead of
the competitors. If you think about valuing a company as a whole—it
is, after all, a sort of machine for producing cash flows—its value
depends on its ability to sustain its cash flows. And that, of course,
depends on whether it has a sustainable competitive advantage.

Okay, now to the value of getting that MBA. You will be investing

two years of tuition and living expenses—let’s say about $200,000.
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You are also forgoing your opportunity of working over the next two
years, which we will say is worth $300,000, since you are a well-paid
software expert. So your total opportunity cost is $500,000. In
return, you hope to earn more in the future. How valuable is that? It
depends on how much more you hope to earn, how far in the future
you will be earning that increased income, what alternatives you
have for your money, and how risky that additional earning is. Let’s
say that instead of earning the $150,000 you are earning now, you
believe that the MBA will allow you to earn $300,000 a year begin-
ning five years after you graduate. So your increase in earnings will
be $150,000 per year ($300,000-$150,000). You are thirty at gradu-
ation, thirty-five when your salary goes up, and you will work till
you're sixty-five—so you will have thirty years at the higher salary.

Given that there is a time value of money, the higher salary you will
get in the future is worth less than if you had it now. Your $500,000
cost, however, is all in the present. You want to know whether the
$500,000 now is more or less than the $150,000 per year for twenty
years starting six years in the future (simplifying and saying that
your salary five years out is delivered in a bundle at the end of the
year). We know it depends on the risk—how likely is it that you will
hit that salary target—and how much you would earn if you invested
money in an investment with a comparable risk. The risk that your
salary won't be at least $300,000 seems much greater than the risk
of investing in a diversified stock market portfolio, which has been
earning about 7 percent on the average. It is probably a lot closer to
the risk of investing in penny stocks, but let’s say that we would want
about 15 percent for an investment of similar risk.

Now the math. We “discount” your future salary based on timing
and risk to get an equivalent dollar amount in today’s dollars. The
formula we will use for each year n of your earnings is: incremental

salary for that year divided by (1 + 15 percent risk-based return) to
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the nth power. So the incremental $150,000 you earn in year six is
worth $150,000 / (1 +.15) x 6, or $65,000 now. The intuition behind
that number is that if you invested $65,000 now in a similarly risky
investment, then in six years it would be worth $150,000, the same
as your salary increase. We’re not done yet, however—we have to do
the calculation for each of the twenty years and add them all together.

What do we get? Your future salary increase turns out to be worth
$450,976 today, compared to your $500,000 cost today. If we sub-
tract the two numbers, we get Net Present Value (NPV): in this case,
-$49,000. That is the value of your investment in the MBA. Don’t do
it! Negative NPVs are bad investments. Not only that, but I'm about
to try to convince you that NPVs as they are taught to business school

students are not the right way to think about business value anyway.

Back to our product owner. She needs to prioritize user stories based
on their NPV. The bigger the NPV the better. Let’s try one. “As a
supervisor, I would like to see how many cases are assigned to each
of my account reps so I can distribute the workload better.” What’s
the NPV? First, she can figure out the cost of the investment: the
team has estimated ten story points. Of course that estimate is risky,
so she’ll have to account for it in the discount rate. She makes a num-
ber of assumptions and comes up with an appropriate value for that
discount rate. (I'm skipping a lot of finance arguments here about
whether the discount rate depends on the risk of this particular
investment or the weighted average cost of capital, the return that
investors demand from this company as a whole.)

Now all she needs to do is estimate the future incremental cash
flows that will result from this feature. How unbalanced is the cur-
rent workload? How much is that affecting revenues? How will bal-

ancing it improve revenues and costs of the company? How will it
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change over time? How do the competitor’s actions influence it? Will
the morale of the salespeople improve such that it is easier to recruit
new salespeople, and therefore our hiring costs go down? In princi-
ple, all of these things can be estimated; in practice, the sprint will be

long delayed as the product owner calculates the value of each story.

There is a much bigger problem with framing business value in terms
of MVA and using NPV as a proxy for it: MVA is not the business
value goal in the vast majority of organizations.

In the United States as of 2013, only 5,008 firms were traded on
major public stock exchanges.® Considering the 27 million businesses
in the United States, or at least the 5.7 million of them that have
employees, this represents only a tiny portion.” For those companies,
it is true, shareholder value is easily measured, and signals from the
market can be used by managers to help interpret investor desires.
But what about other forms of organization: privately held compa-
nies, nonprofits, and government agencies?

The remainder of the 27 million firms are private. Although many
of those private companies are small, as of 2010 86.4 percent of pri-
vately held companies have more than 500 employees; these include
Fidelity Investments, Cargill, Koch Industries, Toys ‘R’ Us, and Mars,
the makers of M&Ms® (talk about value!). Many private companies
are closely held—that is, owned by just a few owners. Family-run
businesses account for 70-90 percent of global GDP. Even many
large public companies are family-run (and therefore have some of
the characteristics of a private, closely held company); about a third
of the Global 500 companies are family-run.®

Some might argue that private companies should also try to maxi-
mize the market value of their owners’ stakes—though it is harder

to measure what that value is. Private companies can be valued, for
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example, through independent assessments, prices offered by poten-
tial acquirers and investors, the market value of assets held by the
company, or the net present value of expected future cash flows. But
the assumption that business value is tied to maximizing the finan-
cial gain of the owners does not really hold up. To see why, let me

begin with an anecdote.

I was the CIO of a medium-sized private enterprise called Intrax Cul-
tural Exchange, a company that operated cultural exchange and
international education programs—high school year abroad pro-
grams, au pair programs, work and travel programs, volunteer abroad
programs, and English as a foreign language schools. The company
was owned and had been built without outside financing by John
Wilhelm and Takeshi Yokota, who also served as the CEO. While the
business as a whole was profitable, the English school line of busi-
ness was a difficult one and consistently lost money. The manage-
ment team reporting to Takeshi tried a number of things to improve
the business, but the fundamental economics of the industry made
it challenging: there were too many competitors in each local market,
it was too difficult to build a brand that distinguished our schools
from others, and the seasonality of the business virtually ensured
that some of the schools’ capacity would be unused at various times
of the year. The management team—ryes, including me—finally did
the obvious thing: recommended to the owners that they divest that
particular business line, thereby making the company as a whole
more profitable.

Takeshi and John—rightly, I now must admit—were furious. They
saw themselves as entrepreneurs creating new forms of interna-
tional education. To them, the English schools were a critical part of

the whole: without the schools, the enterprise was simply a set of

MARK SCHWARTZ 25



disconnected lines of business permitted by US laws on cultural
exchange visas. With the English schools, they had an international
education business that used cultural exchange programs as a unique
way to educate young people. They wanted the management team to
use its creativity to make the English school business sustainable,
even if it needed to lose some money. Divesting the business was not
consistent with their vision.

Any notion of business value as NPV, SVA, or ROI would have had
them divest the business. The moral of the story is that, as the own-
ers of the company, they had the right to declare business value to be
anything they wanted. It was their company!

When a company is publicly traded, the managers of the company
cannot possibly talk to all of the owners, understand what those
owners value, and then incorporate those values into investment
decisions. Instead, the managers assume that SVA or MVA is a proxy
for what is valued by all of the owners. But when the company is
closely held, the managers can try to understand and apply the val-
ues of the owners. In fact, as trusted agents or fiduciaries of the own-
ers, they must do so. And it turns out that—as in John and Takeshi’s
case—those owners do not always primarily value increases to com-
pany value or net present value of cash flows.

According to the National Venture Capital Association, in 2014
the 803 VC firms in the United States made investments in some
3,665 companies.'® Venture capital firms have their own investment
logic and their own understanding of business value. For example, an
early-stage VC investor may be focused on ensuring that the compa-
ny’s next round of funding can be raised at a higher valuation—in
other words, their biggest concern may be to ensure that the company

is perceived as more valuable when it next tries to raise money, because
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that will cause less dilution to their ownership stake. In that case, the
company creates business value by setting itself up to best match the
desires of the next round’s investors. And that in turn might mean
maximizing market share at the expense of profits, or it might mean
making investments in technologies that are trendy at the moment. It
might mean recruiting a team that is trusted by investors, even at a
substantial cost. Venture capital investors, based on the lifecycle
stage of the fund they are managing, may also have preferences for
the timeline on which their portfolio companies create an “exit” for
them: either by going public or by being acquired. These consider-

ations too may change how the company makes investment decisions.

Nonprofits pose a different set of challenges. In 2014 there were 1.44
million nonprofits registered with the IRS, contributing 5.4 percent
of the GDP.* The ultimate financial objective of a nonprofit cannot
be maximizing shareholder value, since it has no shareholders.
According to John Zietlow, Jo Ann Hankin, and Alan Seidner in their
book on nonprofit financial management, the correct financial con-
cern for a nonprofit should be with hitting targets for liquidity: hav-
ing just enough resources to carry out the mission, but not too
much.”? But even for Zietlow, whose specialty is financial manage-
ment, it would be misleading to think of business value solely in
financial terms: “the public service nature of a nonprofit poses a
major challenge in terms of identifying and articulating its mission
and developing criteria for measuring its success.””® The criteria for
its success—that is, its definition of business value—is about accom-
plishing the mission for which it was chartered.

The nonprofit’s mission is contained in its articles of incorporation
and its bylaws, and its trustees or board of directors is legally respon-

sible for ensuring that those documents continue to reflect the
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organization’s mission, even if it changes. The nonprofit is expected
(and required by tax authorities) to create value for both its clients
and its donors by delivering on that mission. For a nonprofit formed
to reduce cases of malaria in Africa, business value is not related
to shareholder value or profit, but to reducing instances of malaria
in Africa.

One framework for making business value decisions in nonprofits
is the Dual Bottom Line Matrix.** The framework is a two-by-two
matrix with mission impact on one axis and financial stability on the
other. Projects are placed into the appropriate quadrant, which
serves as the basis for making investment decisions. Projects with
high impact and high sustainability are “star” projects—they clearly
add value. Projects with low impact and high sustainability are valu-
able (“dollar signs”) if they help to finance those with high impact
and low sustainability (“hearts”). And those with low impact and low

sustainability should be stopped or avoided.

Government agencies also have missions, and value delivery is clearly
related to the performance of those missions. But many of those
missions have characteristics that make it difficult to measure, proj-
ect, and compare the value of investments. For example, take the
Department of Homeland Security. Its mission is to keep the home-
land secure. How do we measure security? If DHS is considering an
investment that might—in a very small number of cases—prevent a
terrorist activity, is that a value-adding activity? What if it costs
$1 million? What if it costs $100 million? What if it involves a loss of
privacy for citizens? What if it uses the authority of the government
to compel citizens to do certain things—that is, it restricts freedom?
How can we make business value decisions in such a complex, politi-

cal, and emotionally charged realm?
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To further complicate matters, a government agency has other
value concerns beyond those directly related to its mission area. For
example, the government values putting veterans to work. It values
fairness in its procurement practices: all contractors and vendors
should have equal chances to compete for government business. It
values transparency, public accountability, and the political goals of
those in power. Clearly, shareholder value is not what is meant by
business value in the context of a government agency; even mission
value might be rather an oversimplification.

On the other hand, there are similarities between the public sector
and the private sector. As Mark Moore points out, the goal of a public
sector organization can be thought of as delivering public value, just
as that of a corporation is to deliver private value.’ Both types of
organizations must make value-based trade-offs in the use of
resources for which there is an opportunity cost, typically cash—in
one case the cash of shareholders, in the other case cash from tax-
payers. The government is unique in that one of its resources is its
authority to compel behavior, but doing so also has an opportunity
cost. The magnitude of the punishment for non-compliance, for
example, is a cost to society.'® Moore examines several ways of think-
ing about public value. Is it about competently and cost-effectively
delivering on the mission assigned to the agency? Possibly, but in
fact agencies are generally given conflicting or incoherent guidance
by their political overseers. Is it about delivering good customer ser-
vice to the public? Perhaps in some cases: what kind of experience
does the government deliver when you renew your driver’s license?
In other cases, though, customer service would be an odd way to
think about government mission. Immigration and Customs
Enforcement (ICE), for example, is in the business of arresting and
detaining undocumented immigrants. The “customers” for their

detention centers are the inmates, and increasing the comfort of
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their detention cell beds would be an improvement in customer ser-
vice that is not necessarily a public value. Business value in a deten-
tion center is different from business value in a hotel, despite some
surface similarities.

Moore concludes that all decisions about public value have to con-
sider two broad areas: the efficient production and distribution of
public goods and the fair distribution of burdens and benefits, where

“fairness” depends on the decisions of politically elected representa-
tives.” The decisions made by these representatives, Moore says,
represent the collective aspirations of the citizenry, acting as if they
were a single, collective consumer in the market.’® Compare this to
the market for private goods. The public sector generates value by
creating goods and services the public is willing to pay for, just as
private companies produce products that consumers are willing to
pay for. The public sector also must meet political guidelines for fair-
ness and equity in order to ensure their continued authorization by
Congress, just as private companies must demonstrate their ability
to create future value (future cash flows) in order to continue to
receive investments from shareholders.

Moore draws an interesting conclusion:

Itis not enough, then, that [public] managers simply maintain the continuity
of their organizations, or even that the organizations become efficient in
current tasks. Itis also important that the enterprise be adaptable to new

purposes and that it be innovative and experimental.?°

In other words, both private and public entities have to satisfy
their equity holders that they will be able to generate future value as
well as current value, and they must prove that nimbleness and
responsiveness are critical to this goal and have value in themselves.

Perhaps agility is already a value in the public sector!
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Business managers use a variety of measures for valuing and priori-
tizing investments. While ROI and NPV are common choices, others
include Profitability Index (Present Value of future cash inflows
divided by Present Value of investment outflows), Internal Rate of
Return (the discount rate that makes the NPV of the investment zero,
which is compared to a minimum required hurdle rate), and Payback
Period (how long until the investment recoups its costs?). Each of
these measures has advantages and disadvantages, but they all share
two characteristics: they are really just proxies for what the company
ultimately values, like shareholder value, and they are unlikely to be
useful to a product owner making feature trade-off decisions.

There is another important reason why these metrics are not so
helpful in thinking about business value: they ignore the invest-
ment’s role in supporting a coherent business strategy. In one of the
classic works of business strategy, Michael Porter, a Harvard Busi-
ness School professor and a leading authority on competitive dynam-
ics, argues that there are really just three generic competitive
strategies a business can adopt: cost leadership, differentiation, and
focus. To pursue a cost leadership strategy, the company focuses all of
its efforts on keeping its costs lower than those of its competitors. A
differentiation strategy requires that the company provide something
that is considered unique across the industry—design, brand image,
feature set, technology, or dealer network, for example. With a focus
strategy, the company zeros in on a particular target market or geo-
graphical area and serves it better than the competitors.

Importantly, Porter says that companies are unsuccessful if they
try to pursue more than one of these approaches: “Effectively imple-
menting any of these generic strategies usually requires total com-
mitment and supporting organizational arrangements that are
diluted if there is more than one primary target.”” But if we use a

simple measure like ROI to evaluate an investment, how can we
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make sure that it is consistent with our competitive strategy? Yes,
the ROI calculation might in theory consider the effect on income
that would result from undermining our generic strategy, but this is
difficult to factor into the projections. More to the point, it seems
backwards: we should be valuing the investment based on its contri-
bution to strategy, not just on an income projection.

Business value, alas, is a complicated topic. Simply equating busi-
ness value, customer value, and return on investment will not help,
nor, as [ will argue in the next chapter, will pushing the question of
business value off onto a product owner. The idea that there is a sin-
gle metric that represents or can serve as a proxy for business value
is also misguided; in order to have a complete picture of business
value, we must consider the goals of the particular organization, the
interests of at least some of its stakeholders, and a variety of indica-
tors of value, some of which may be quantifiable and some of which
may not.

Avinash Dixit, in an article on options that we will be discussing
later, points out that in fact, companies often make investments that
they shouldn’t if they are looking at NPV. “For example,” he says,

“entrepreneurs sometimes invest in seemingly risky projects that
would be difficult to justify by a conventional NPV calculation using
an appropriately risk-adjusted cost of capital.”® Clearly there is
something else going on as managers evaluate the business value of
possible investments.

What is going on, I think, is that each business has a different way
of understanding business value depending on its strategies, com-
petitive situation, capabilities, mission, and people. Ultimately, if
the business happens to be a public corporation, this interpretation
of business value is meant to drive increases in shareholder value,
but that is an empty goal until the organization translates it into

specific strategies and values. And for other types of organizations—
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private companies, nonprofits, government agencies—business
value can be just about anything. Metrics like ROI can be interesting
and useful, but they are not what we mean by business value.

If I am right about this, then business value is not a given, but
rather something specific to the organization that must be discov-
ered. This idea might sound familiar: it is in fact the very idea of agil-
ity. Agile software development starts from the assumption that it is
impossible for the business to know exactly what its requirements
are in advance of a software development project. Requirements
must emerge; they must be discovered; an Agile process learns and
adapts. I am simply saying that business value is also not a simple
given at the outset of our adoption of Agile practices. Instead, busi-
ness value must be discovered, must be learned, must be turned into
a testable basis for valuing requirements.

Fortunately, it is there waiting to be discovered in the organization’s
institutional memory. Organizations have two convenient forms of
institutional memory: culture and rules. In chapter 3 we will explore
organizational culture and how to use it to learn what the business
values; in chapter 4 we will look at rules through their most powerful
instantiation: bureaucracy. The remaining chapters will turn to how

we can use these learnings to create value for the enterprise.

The Meaning: the mystery deepens; we have interrogated the
usual suspects but have learned little that will help us solve
the case. It is curious, though, that the financial experts seem

unwilling to cooperate.
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