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INTRODUCTION


America Online began in the early 1980’s as Control Video Corporation and produced online video games.  Due to small processing power and slow modems, the company failed.  James Kimsey and Steve Case reorganized Control Video into Quantum Computer Services in 1985.  Quantum Computer Services focused on developing online computer services for other companies.  In 1987, Steve Case made a deal with Apple to produce a software package to support a new online service.  In 1989, at the last minute, Apple withdrew from the deal.  Quantum decided to offer the software under the name America Online.


In 1991, Quantum changed its name to America Online.  In 1992, AOL went public and raised $66 million to use for expansion. At that time Steve Case was also named CEO of the company.  Using aggressive marketing techniques, membership began to grow so rapidly that the system could not handle all the users, causing customer complaints to flood in.  AOL then expanded its network and added modems in order to handle its growing customer base.  By 1996, AOL was available in Germany, the UK, Canada, and France and had over six million subscribers.



In early 2000, AOL announced its merger with Time Warner, which created the world’s first fully integrated communications and media company.  America Online brands included:  ICQ, CompuServe, Netscape, Digital City, iPlanet, Spinner, Winamp, and AOL Instant Messenger.  Time Warner brands included:  Time, Fortune, Sports Illustrated, People, Money, Southern Living, Parenting, Entertainment Weekly, Book-of-the-month Club, Warner Bros., CNN, TBS, TNT, Turner Classic Movies, Cartoon Network, HBO, Cinemax, Warner Music Group, and Looney Tunes.  Time Warner was also the second largest provider of cable TV, serving over 34 areas of the country.  Gerald Levin would serve as the CEO of AOL Time Warner (AOLTW) with Steve Case as the chairman of the board (Mannes). 
MISSION


AOLTW’s mission is to be the world’s most respected and valued company by offering entertainment, information, communications, and online service to people worldwide through innovative products that will continue to enrich their lives.

VISION


To make AOLTW an essential and ubiquitous component of everyday life by entwining AOLTW into society, improving customer lives and becoming the most valuable company in the world.

OBJECTIVES


One of AOL Time Warner’s strategic objectives is to continue to be recognized as the leader in technology and product innovation.  AOLTW will increase brand recognition and brand loyalty.  The company will also offer a broader product line than competitors.  AOLTW will continue to have the largest market share.  Superior customer service will be another of its strategic objectives.  AOLTW will continue to expand internationally by at least 10% annually.  The company will also expand broadband connections into at least two cities annually in the domestic market.


AOLTW’s financial objectives are to have a positive profit margin, providing an attractive investment to current and potential investors.  It will also focus on decreasing the average collection period to 45 days.  

CURRENT STRATEGIES


AOLTW’s corporate level strategy is one of growth.  This involves acquisitions, mergers, and alliances with other firms.  Through these actions, AOLTW is able to increase networks, improve software development capabilities, and expand geographically.  

AOLTW has a business strategy that establishes a sustainable competitive advantage.  This competitive advantage is accomplished through a differentiation strategy.  AOLTW offers products with many features not offered by its competitors.  It also differentiates itself by consistently being the first company to offer new and innovative products.

The functional level strategy is made up of research and development, marketing, and customer service.  AOLTW’s strategy for research and development is to remain technologically superior to competitors.  The marketing strategy is very aggressive for AOLTW.  Television advertising as well as direct mail is the method used most often by the company.  It often sends out mass mailings of CD’s to offer new customers a free trial.  Customer service has been a problem with AOLTW in the past so it has become a main focus of improvement.  AOLTW is improving its customer service through increased training of its customer service representatives.

PROBLEM STATEMENT/CHALLENGES FACING COMPANY


The biggest challenge facing AOLTW at present is whether or not it will be able to recover from the losses that accompanied the merger of AOL and Time Warner.  Another issue is whether or not the company can continue to be the market leader in the very competitive industries in which it competes.  An additional issue is AOLTW’s ability to continue the research and development, which brings innovative products to the customers before its competitors do. 

External Analysis

Macro-Environment

Technological issues appear to affect the Internet, media and entertainment industry the most.  There are significant pressures in continuously developing new and innovative products and services in order to remain competitive.  Staying ahead of competitors is trying even on the most capable firm.  Most of the ISP companies struggle with the ability to provide adequate server, network and system capacity; while, cable firms compete with various technologically advanced products such as Direct Broadcast Satellite (DBS), DirecTV, and even DSL providers.    These forces act as both opportunities and threats.  For example, if AOLTW is efficient in rolling out new services and products, then the company will reap the benefits of constantly winning new customers and increased revenues.  However, if AOLTW fails to provide innovation, it will face the consequences, which are competitors digging into AOLTW’s market share as revenue dives.

Economic issues include the current recession and the effect of increased interest rates.  These issues pose a threat during economic slowdowns, when people may decide not to pay twenty-five dollars a month for Internet service, or fifty-five dollars for digital cable, especially with the availability of free Internet access, and standard cable.  Social issues provide the largest opportunity. In today’s society people are spending more time online, and confined to their homes.  E-mail has become the communication method of choice.  With the endless amount of information available over the Internet, many everyday tasks are being carried out online.  Shopping, banking and all types of communication have migrated to the Internet.  Because the Internet is now nearly a necessity for millions of people, there lies opportunity for companies in this industry to improve revenues through increased subscriptions.


Finally, there are numerous political and legal issues affecting the industry.  Companies are concerned with the ability to expand successfully into international markets.  They also face risks from changes in the U.S. and international regulatory environments.  The cable industry faces increasing government regulation of basic cable and equipment rates, and its broadband cable modem service is subject to similar pending restrictions.  One other problem is the continued ability to protect intellectual property rights.  AOLTW has sued Microsoft over damage to the Netscape browser (Netscape is a subsidiary of AOLTW).  The suit alleges Microsoft monopolized the browser market and illegally tied its Internet Explorer browser to Windows (Wolk).  These issues also pose as both threats and opportunities to firms in this industry.  They are threats because any tightening of government regulations domestically or negative response from governments in a possible new market can hinder performance.  On the other hand, the release of governmental control can act as an opportunity.  For example, the FCC’s breakup of the Bell Companies in telecommunications was a threat for the Bell Companies as it invited new competition, but it was a huge opportunity for new entrants into the industry.

Industry Analysis

In conducting the external industry analysis, the first areas to look at are the industry’s dominant economic features.  There are many features that are shaping the Internet service provider and multi-media entertainment industry today.  Some of the dominant economic features are:  market size, scope of competitive rivalry, market growth rate, customers, degree of vertical integration, ease of entry/exit, technology and innovation, product characteristics, scale economies, and learning and experience effects.  With respect to market size, the potential customer base is enormous.  AOLTW currently has millions of customers worldwide, and everyone with computer and/or television access is a potential customer.  Looking at the scope of competitive rivalry in the online industry, there are very many competitors, but few with the diversity of AOLTW.  Local service providers make up a large group of these competitors, but they do not offer the number of services that AOLTW does.  Time Warner has competition with FOX, NBC, and others in the very competitive entertainment industry.  

  In this industry, the market is currently growing, but at a declining rate.  However, there is more opportunity for growth abroad in developing countries for both AOL and Time Warner.  Once current domestic technology spreads, the market growth rate should see increases as services’ initial offerings are opened in foreign markets.  This also speaks to the fact that virtually anyone is a potential customer for entertainment/online services.

Vertical integration in this industry varies significantly.  The majority of online service providers are not heavily integrated.  However, AOLTW obtains a high degree of vertical integration in that it owns, through mergers and acquisitions, every knowledge base necessary to compete on the Internet.  Time Warner’s television business unit has a lot of vertical integration, and many of its entertainment products are produced by Time Warner subsidiaries.

Regarding ease of entry/exit, the costs of entering this industry are very high.  The capital required to obtain and manage infrastructure, as well as pay employees and develop strategic partnerships is far more than a small company could afford.  Many online service providers thought initially that they could compete with little investment, and found out otherwise.  These smaller players were bought through mergers and acquisitions by larger firms such as AOLTW.  The company is so diversified that it could leave one segment of the industry and still be profitable in another.  Only its largest competitors, such as MSN and AT&T, are so fortunate.  Another feature, technology, is a barrier to entry because it is difficult to know what equipment is needed, and what services to offer upon startup.  However, this is the area where there is the biggest potential for growth.  Online, technology is one of the most important aspects of the business.  This technology is extremely advanced, and products and services are constantly changing and improving.  Innovation in product characteristics (or website content) is substantially different between the different brands of online service providers.  For example, AOL’s Instant Messaging service, Key Word service, and its use of Rich-media are a few ways that AOLTW has distinguished its service.  Local access providers do not have the website or strategic relationships that AOLTW has, and neither Prodigy nor any of its largest competitors, such as MSN or AT&T has them either.  

Economies of scale are not one of the larger differentiating factors in the ISP industry.  However, in the entertainment industry, economies of scale are important.  This is not to say that certain small competitors cannot compete effectively with the larger Time Warner (for example: The Blair Witch Project cost very little to produce and was very successful).  The larger a firm becomes, however, the more bargaining power it has.  AOLTW can negotiate prices in each of its business segments more successfully because of its size and the money it has.  These lowered costs are not always transferred on to customers, but are used for further growth and expansion in the company.

The learning and experience effects in the entertainment industry are moderate.  Those having been in the industry for a while tend to know more than the newcomers, but because of the growth in the industry, being educated on the latest innovations is the most important competitive success factor.  Those in the industry cannot sit idle, content with their current position.  They must welcome new ideas that help cater to younger generations.   The technical know-how is not a major limiting factor for competitors.  On the other hand, AOLTW does bring a history of success and brand recognition.  It is harder for newcomers to sell their ideas than it would be for AOLTW.


Each of these economic features contributes to the shaping of the industry.  These characteristics form an overview of the structure of the industry, and firms use these guidelines to help form strategy.  For example, faced with the opportunity provided by millions of potential customers, one of AOLTW’s strategies is to maximize new subscriptions.  

The second area of discussion is the strength of driving forces within the industry (using Porter’s model of the five competitive forces).  The first of the competitive forces is rivalry among sellers.  Rivalry is strong in this industry.  It is a fast paced environment where those who do not stay on top of things get left behind.  Differentiation helps firms separate themselves from the others, but all in all, the basic services are still the same.  When there are a myriad of competitors offering similar products, rivalry is very intense.  The second of the competitive forces is barriers to entry.  In this industry, this force is strong, as barriers to entry are high.  With few exceptions, enormous sums of capital are required to compete in the entertainment industry.  Another barrier, although much smaller, includes the many technological issues that require expertise in order to accomplish.  The third force is the threat of substitutes.  The broad expanse involved in what people consider entertainment makes the threat of substitutes very large.  AOLTW owns many different entertainment venues, but the company does not have golf courses, hunting lodges, ski resorts, and many other things that people think of as entertainment.  The online industry has substitutes from the growing number of wireless Internet providers.  Overall, though, this force can be considered neutral to weak.  The fourth of Porter’s five forces is the bargaining power of suppliers.  This force can be considered neutral to weak since AOLTW is a leading entertainment company that owns many would-be competitors.  AOLTW has the power, not its suppliers.  The entertainers themselves, however, do have bargaining power, and many command multi-million dollar salaries.  The fifth and final force is bargaining power of buyers.  There is limited power from the buyers because all service in the ISP industry is generally the same.  The main service is simply an Internet connection, however, AOLTW provides many more features. Because the cost of switching brands is low, AOLTW needs to try to satisfy its most profitable customers.  In its cable business, there are alternatives to Time Warner’s cable, such as DirecTV or Dish Network.  In this segment, buyers generally have more bargaining power.

The third area of the industry analysis involves looking at what is causing the industry’s competitive structure and business environment to change.  Here, analysis of several driving forces that are influencing the industry’s structure is necessary.  A few of the driving forces affecting the ISP and entertainment industry include: the Internet and new e-commerce opportunities, increasing globalization and product, technological and marketing innovations.  The Internet and e-commerce opportunities are significant because as the Internet continues to grow, and more and more companies are looking for ways to buy, sell, and market through it.  Also, AOLTW has entered into many strategic alliances with other online companies.  Globalization is a large factor in this industry because the Internet connects businesses and individuals, regardless of physical location.  AOLTW claims to be the “global leader in subscriptions” (AOLTW Annual Report 2001).   Also, new innovations in products and services, technology, and marketing are changing the industry.  Technology is constantly evolving, and AOLTW has taken a unique approach to marketing and promoting its services in its software disk mail-outs.

The next step in the analysis of the industry’s competitive structure is to study the market position of rival companies.  One important tool in this examination is a strategic group map. This tool identifies the pattern of competition and pinpoints a firm’s closest competitors.  As indicated on the map in Appendix A, some of the industry’s less threatening, less advanced firms are local Internet service providers, Juno.com and Netzero.  Some of the more advanced, more expensive firms are AOLTW, Prodigy, and MSN.  These firms offer a wide selection of products and services, and as a result, they are able to ask a premium price.  While some of the local service providers enable customers to connect to the Internet, no substantial services are included.

The fifth step in our industry analysis is to look at the industry’s key success factors (KSF’s).   KSFs are those factors that most affect industry members’ ability to prosper in the marketplace.  Several factors that are currently important in the ISP industry are technology related factors and marketing related factors.  More specifically, firms need to strive for technological superiority, being capable of constantly producing innovative ideas.  Also, firms should provide an extremely wide scope of services, offer helpful, friendly customer service, and constantly seek to increase the customer base (from the millions of potential customers).  AOLTW has done well so far in this area with its partnerships with many different companies to provide software disks (included in magazine subscription mail-outs, newsstands, cereal boxes, etc).

The final step is to analyze industry attractiveness and its profitability prospects.  The ISP and entertainment industry is attractive in that it continues to generate significant revenue and show a profit.  The volatility of this market and the rate of technological innovation leave the future of this industry uncertain.  Additional factors such as government regulation and the high cost of doing business leave no guarantees for success tomorrow.  This is not a good industry for new entrants because of the amount of capital and technology required.  The Internet revolution had its heyday, and those players that survived have many opportunities.  The recovery of these corporations after the tech bubble burst is the big question.  Only time will tell. 

Internal Analysis

The purpose of the internal analysis is to identify strengths, resource capabilities, weaknesses, and resource deficiencies found in AOLTW.

Organizational Structure

     The strength in AOLTW’s organizational structure lies in the company’s operations and how they produce value for the company by creating a competitive advantage.  AOLTW classifies its business into the following fundamental areas: America Online, Cable, Filmed Entertainment, Networks, Music, and Publishing (AOLTW Annual Report 2001). The company has undertaken a number of business initiatives to advance cross-divisional activities, including cross-promotions of AOLTW’s various businesses, cross-divisional advertising opportunities, and shared infrastructures. In coordinating these various cross-divisional activities, AOLTW has realized the strength of economies of scale and has gained far more in its learning curve than its competitors have in theirs. America Online and Time Warner each became wholly owned subsidiaries of AOLTW, which has allowed the new company to share infrastructures and intellectual assets. The results of the merger have also allowed for advertising opportunities that were not available before.  For example AOL ad campaigns ran for Time Warner movies, such as Harry Potter. The economies of scales created by these and other cross-divisional activities reduced costs. Therefore, the cross-divisional activities conducted by AOLTW are major organizational strengths for the company because they increase the competitive capabilities of AOLTW. 

Functional Areas

Human Resource 

AOLTW has several strengths and weaknesses in its human resources functional area.  The first strength here is Chairman Steve Case.  Case is a strength because he is able to turn mere visions into reality.  America Online’s growth is, in part, attributed to Case’s ability to turn his vision of an Internet-dependent world into reality.  When Case took over as CEO in 1992, he caused the company to grow at such an enormous rate that by 1997, the company had over 8 million subscribers, up from 200,000 in 1992.  (cite case). 

     A second human resource strength is Co-Chief Operating Officer (Co-COO) Robert W. Pittman, recruited by Case in October 1996 to pursue Wall Street’s Vision of a profitable AOL. Pitman is a strength because of his proven ability to reduce costs by making the company run more efficiently and increase revenues through arrangements with other companies.  For example the first thing Pittman did was to decrease the cost to sign up a new customer from $375 in 1996 to $77 in 1998.  Pittman also sold AOLTW’s data network to reduce the cost of connecting a member from $.90 per hour to $.45 per hour. Pittman initiated deals to increase revenue with companies like Tel-Save, which paid AOLTW one hundred million dollars for exclusive rights to offer long distance services to AOLTW customers.  He initiated a similar arrangement with eBay, which paid AOLTW seventy-five million dollars to link online auctions. Pitman was so proficient at driving cost down that in 1998, he was named one of Business Week’s “25 Top Executives” (Thompson C34).

     Another human resource strength is the employees of AOLTW. Steve Case has commented on numerous occasions that his people are the company’s greatest resource.  This is not merely lip service.  AOLTW recruits employees with diverse backgrounds and experiences who combine their skills and talents into a very synergistic culture.  This synergy is a strength because is saves money.  These intellectual assets can produce more and better quality work than can AOLTW’s rivals.  This culture has also created a charitable attitude among many of the employees.  Time to Read, the nation’s largest corporate sponsored volunteer literacy program, is coordinated by AOLTW employees, who donate time and skills to help children and homeless people learn to read. The employee’s charitable attitudes allow the company to achieve goodwill, which leads to corporate citizenship. Therefore, the employees add value to the company and are strengths.


AOLTW is hindered by a human resource weakness, also.  Ted Turner, a leader in the entertainment business and presently the Vice Chairman of the America Online business unit, is known for his criticism of Christians and Jews.  This has alienated many potential customers, but AOLTW has kept Turner on the Board of Directors.  His innovativeness has led to success in the past, but degrading comments against particular religions are very damaging to the company’s image.  Such negative expressions tend to overcome the many positives.

Marketing

A marketing resource strength of AOLTW involves its advertising and promotion plan. In 1993, AOL cut its monthly fee and began mailing out massive numbers of diskettes with free trial offers. AOL’s compact disks were handed out to United Airlines’ passengers with meals and inserted into boxes of cereal. This growth at any cost strategy caused the sharp increase in subscriptions as well as positioned the company to capture a large part of the rapidly growing Internet industry.  The Time Warner side of the business also owns the venues of promotion and has implemented extensive promotion in the last several years.  The combination of AOL and Time Warner has united two companies, each focused on brand awareness.  Currently AOLTW is one of the country’s biggest spenders on advertising (AOLTW Annual Report 2001).   


Financial 

         Based on trends in stock prices, the company has clearly had some internal trouble in the last 2 years in terms of how shareholders view the company. The current financial position of the company is weak with negative numbers in Net Working Capital, and the Company’s lack of profitability defines AOLTW’s greatest weakness. The greatest financial strength is the company’s borrowing capacity.  The company can take on additional debt because its capital structure offers safety to stockholders due to minimal use of leverage.  This is also a weakness, however, because the company could more adequately use debt to boost stockholders' returns.   Another weakness is the company’s accounts receivables. It is taking nearly 2 months to collect on its accounts.  Despite the little amount of debt that the company presently uses, it is having trouble paying the interest on it (AOLTW Annual Report 2001).

Public Relations Program

One final functional area strength is found in AOLTW’s public relations program. Mentioned in the human resource functional area above, corporate citizenship is very important to AOLTW and its employees.  Since its inception, the company has sprouted many organizations such as Time To Read, the nation's largest corporate-sponsored volunteer literacy initiative, graduating more than 170,000 learners since its inception. Today, more than 29,200 tutors and learners participate in the program at over 400 locations across the country.  Additionally, AOLTW’s employees are very giving in their work with Big Brothers and Big Sisters (Fact sheet 2001).  This charity is a strength because it gives back to the community, lets employees use their talents to help future generation employees learn to read, and strengthens AOLTW’s image with subscribers and non-subscribers alike.

The Combined Company

Time Warner Cable 

The first resource strength of Time Warner Cable is its size. Time Warner Cable is one of the largest operators of cable television systems in the United States, which allows for flexibility in terms of price due to economies of scale. Over the past several years, Time Warner Cable has been continuously upgrading its cable systems.  According to the 2001 Annual Report, upgrading is a strength because it permits the company to roll out new, advanced services, including digital and high-definition television programming, high-speed Internet service, video-on-demand, and Road Runner high speed Internet.  Additionally, multi channel HBO, the nation’s most widely distributed pay television service, and its sister service, Cinemax, are strengths for the Time Warner business unit because of their reputation of market dominance (AOLTW Annual Report 2001).   

Film Entertainment 

The first strength in the film entertainment business unit is its revenues.  This division had the highest domestic and international box office receipts among the major motion picture studios in 2001, with films like the Harry Potter and the Sorcerer’s Stone, which has become the second highest grossing film in box office history. These high revenues show that the company is reaching many people, improving brand awareness.  Additionally, hit films command high figures for companies wishing to advertise during them.  Thus, advertising revenues also increase with successful movies.  A second strength in this area is the fact that the division is one of the world’s leading suppliers of television programming.  Time Warner distributes programming in more than 175 countries and in more than 40 languages. This is a strength because it allows for cross-divisional activities, like advertising, to be successful due to the large client base. A final strength and one of its most competitive resources is Time Warner’s distribution library. According to the 2001 Annual Report, the company currently has more than 6,500 feature films, approximately 36,000 television titles, and 14,000 animated titles (including 1,500 classic animated shorts) (AOLTW Annual Report 2001).  This library provides an annuity-like income for the company for many years to come. 

Networks

The network business unit, also known as AOL, has strength in its number of subscribers.  As of December 2001, it had more than eighty-five million of them.  The number of subscribers is a strength because the company can use it to entice paying advertisers to the AOL site.  There are not many venues where a company can reach eighty-five million people (AOLTW Annual Report 2001).  (I thought there were only 33-34M AOL members?)
Music

The first strength in the music division of AOLTW is its subscription distribution platform.  This innovative new web-based music service functions as a wholesaler and interfaces with individual customers’ computers.  AOLTW has the ability and resources to make music on the Internet both accessible to millions and profitable for artists and record companies.  The new music software is just the beginning of the company’s success in the music field.  The second strength of the division is the ownership rights to more than one million musical compositions, including numerous pop music hits, American standards, folk songs and motion picture and theatrical compositions (AOLTW Annual Report 2001).  This ownership right, similar to that mentioned in the filmed entertainment segment, provides future income to the company every time these songs are used.

Publishing

The strength in AOLTW’s publishing segment lies in its expansive selection.  Time Inc., a subsidiary of the company is one of the world’s leading magazine and book publishers.  As of March 1, 2002, it had published 139 magazines, including Time, People, Sports Illustrated, Southern Living, In Style, Fortune, Money, and Entertainment Weekly. The strength here is in the number of subscribers these magazines reach.  Additionally, the direct marketing business of the publishing segment is among the nation’s largest for entertainment products such as music and videos.  This is a strength because Time Inc. has made a name for itself through the years.  This brand recognition is hard to quantify, but it is very rewarding for AOLTW (AOLTW Annual Report 2001). 

Financial Analysis 

A qualitative analysis of the company is not enough to understand its position or likelihood of future success.  We now look quantitatively at the past performance of AOLTW in order that perhaps we can draw some further conclusions about how this business has been run.  Recognizing that this company has gone through many mergers and acquisitions in the past several years, the financial statements of the company lack continuity.  AOL and Time Warner merged in 2001.  The financial statements for the new company, AOLTW, in the 2001 Annual Report include actual figures for the year 2001 and a pro forma for the prior year.  A copy of these statements is included in Appendix B.

Ideally, the financial analysis would include a comparison to the industry.  However, classifying AOLTW into a particular industry is difficult because of the diversity of the company.  Also, the financial statements of the company are consolidated, meaning that they are not broken down into online subscribers, movie revenues, baseball team income, etc.  While a period of two-years is hardly sufficient to analyze a trend in company performance, it is the best option offered for this situation.  Thus, the following financial analysis looks at the two-year trend of the company.  

There are four areas of importance here: solvency, asset management, capital structure, and profitability.  Additionally, this analysis will incorporate outside analysts’ reports on the company’s stock and future prospects because these analysts have valuable insights that many outside of the business are not afforded.  

Solvency and Liquidity Measures

Solvency measures evaluate a company’s assets compared to its liabilities.  In essence, assuming that all of a company’s assets will be liquidated, solvency ratios determine to what extent current assets will cover current liabilities.  These are the most elementary measures, providing an initial picture of the firm’s overall financial performance.  

	Solvency Measures

	
	2001
	2000

	Current Ratio
	.79
	1.08

	Net Working Capital
	$(2,698)
	$1,039


The table above shows the solvency situation of the company to be in poor shape.  The current ratio is below the generally accepted level of one.  This ratio indicates that, in 2001, the company had $.79 in current assets for every $1.00 of current liabilities.  Net working capital shows the ability to cover current assets without borrowing.  The higher the number, the better able a company is to cover its payables.  This figure dropped to a negative in 2001, so AOLTW is not generating enough from operations to sufficiently cover current payables.  In other words, the company has to borrow to cover the costs of operations.  The solvency measures above provide a bleak initial outlook for the company.

Liquidity measures deal with a company’s ability to cover its financial obligations in a timely manner with minimal cost.  The measures most frequently used to measure liquidity are the Cash Flow from Operations and the Average Collection Period.  The following table shows the results:

	Liquidity Measures

	
	2001
	2000

	Cash Flow from Operations
	$5,294
	$4,644

	Average Collection Period
	58 Days
	60 Days


AOLTW is generating more cash from operations in 2001 than it did in 2000, and it is collecting on its accounts more quickly than before.  There is an issue in the long collection period, however.  Nearly two months is a long time to collect on an account, and an improvement here would definitely improve the company’s overall liquidity.

Asset Management

Asset Management deals with how efficiently the company is using its assets.  The Total Asset Turnover and the Fixed Asset Turnover ratios are useful in this analysis.

	Asset Management Ratios

	
	2001
	2000

	Total Asset Turnover
	.18x
	.17x

	Fixed Asset Turnover
	3.01x
	3.24x


The Total Asset Turnover is very small for many reasons.  The largest category on the balance sheet is goodwill.  In both 2001 and 2000, the goodwill account totaled nearly $129 billion.  The numerous mergers and acquisitions of the company have made the amount in this account enormous.  The FASB initiated a new rule in 2002 that, on the surface, will make the 2002 numbers for AOLTW look even worse.  Nearly $60 billion of this goodwill account will have to be charged off in the first quarter of 2002 instead of amortizing the account over a period of years.  This has created concern among analysts and is going to take a tremendous chunk out of AOLTW’s “assets.”  The idea behind this rule is that many companies are claiming goodwill as an asset when, in actuality, when they acquired another company, they simply paid too much (Final).    

The fixed asset turnover ratio includes only the company’s plant and equipment.  This account is minimal compared to the numerous other assets the company has.  So, in essence, the quality of this number must be questioned, and a further look into the assets and liabilities of the company will paint a grim picture of its financial condition.

It is important to mention here that AOLTW has significant other assets tied up in investments.  These investments are included as assets on the balance sheet.  The company actually owned nearly $7 billion in investments in 2001 and $9.5 billion in 2000.  These investments are part of a larger strategy in that the company is influencing other companies by owning a significant share of that company’s stock.  Rather than a total takeover of a competitor, AOLTW in many instances will purchase a majority stake of a rival company’s stock.  This gives AOLTW control.  Stockholders, however, might not approve of the company reinvesting their money into another corporation.  The company does not have to disclose the firms in which it invests, and diversification could be an issue here.  If AOLTW decides that investing in other companies is the strategy it wants to pursue, then it must be sure that its portfolio of companies can provide at least the return that stockholders would have received had AOLTW not invested.  So far, we have seen an increase in the other expense account of more than 160% in 2001 from its 2000 level, signaling that many of these investments have not performed as expected.  Also, a diversified portfolio would include not only technology stocks but also stocks from other industries.  This risk-return tradeoff seems to have slipped the minds of managers at AOLTW.  Stockholders understand the importance of mergers and acquisitions in the growth strategy of the company, but they do not want to bear enormous risk if they are not going to be compensated.  So far, they have not been compensated.   

Capital Structure 

The capital structure of the firm helps in understanding the likelihood of bankruptcy if the firm’s revenues are not what they expect.  Below is a summarization of these figures:

	Capital Structure

	
	2001
	2000

	Debt Ratio
	.27
	.27

	Debt to Equity
	.37
	.37

	TIE Ratio
	3.04x
	-3.58x


Stockholders bear the bulk of the costs that the AOLTW incurs.  Creditors supply thirty-seven cents of every dollar; this leaves sixty-three cents to be supplied by stockholders.  The debt ratio shows that debt makes up only 27% of the company’s total assets.  This is important because the percentage of debt is very conservative, meaning that there should be sufficient equity resources to cover creditor’s demands in the case of a downturn.  The debt to equity ratio shows the safety net that stockholders have in the company’s capital structure.  When stockholders are funding the majority of the company’s operations, the risk of bankruptcy is lessened.  The TIE ratio for 2001 shows an improvement over the year 2000 figure.  This small of a number is a sign of financial trouble, however, because the company has so little debt.  When stockholders fund so much of the company’s operations, the TIE ratio should be much higher.

Profitability Ratios

Given the poor results of the previous sections, the profitability of AOLTW, or lack thereof, needs to now be assessed.  There are three ratios to be analyzed here: the Net Profit Margin, the Return on Assets, and the Return on Equity.  

	Profitability Ratios

	
	2001
	2000

	Net Profit Margin
	-12.9%
	-12.1%

	Return on Assets
	-2.4%
	-2.0%

	Return on Equity
	-3.2%
	-2.7%


The company has had fairly consistent results in its profitability; the problem is these results are negative.  For the past two years, AOLTW has had negative earnings.  This in turn translated to a negative Return on Assets.  The corresponding decrease in Return on Equity is expected because the capital structure of the firm remained the same over the two years.  These numbers are not very attractive to potential investors or to present stockholders.  The DuPont equations on the following two pages help to further explain the company’s profitability.  

Other Concerns With AOLTW’s Financial Position


The quality of the company’s earnings must be evaluated.  Recent events in the wake of the Enron controversy show the potential for large-scale cover-ups.  While we do not have much information regarding the company’s internal operations, certain analysts point out potential problems.  For example, an Associated Press article confirms that the investments mentioned earlier caused a $1.8 billion loss in the fourth quarter last year (Charges).  


The problem with many analysts’ reports is that their recommendations are biased because they have a vested interest in seeing the company’s stock perform well.  When researched further, the company’s financial position seems to have some fatal flaws.  


First, it is interesting to learn how the AOL business unit, performing so well in 1999 and 2000, turned sour in so little time.  Davidson in a Wall Street Journal article provides one explanation: “Much of AOL’s growth was overseas, where the company is not yet profitable (2B).   


Second, with the dot-com burnout, much of the advertising revenues that the AOL segment of the business had counted on are gone (ibid).  Certainly in 1999 and 2000, the company could command a pretty penny for advertising, but this is not true today.    


Next, AOL is facing difficulty transitioning into the broadband market on a large scale.  Time Warner Cable systems control only 21 cities, and cable companies in other cities are not excited about entering into a partnership with the company.  Additionally, the company is having difficulty convincing existing dial-up customers to pay the extra monthly fee to make the change to broadband (ibid).    
Stock Performance and Outside Analysts’ Opinions

Appendix C has a chart of the company’s stock performance, provided by Yahoo! Finance (2-year).  There has been a significant decrease in the performance over the past two years.  Additionally, the stock’s beta as provided by Value Line is 1.65, meaning that investors will see much volatility with this stock (Value Line).  This high of a beta value accompanied with the overall skepticism of investors to Internet-related stocks means that the company could have a hard time attracting new investors.  The accompanying poor performance of the company is not very appealing to investors either.

The Value Line recommendations for AOLTW stress the stock’s volatility.  There is also a concern about the company’s inability to meet publicized revenue and earnings targets in the past year.  As a long-term investment, however, Value Line gives a more favorable opinion (Value Line).

Insider trading at the company reveals that many of the company’s top executives and board members have been avidly selling off their shares (Insider Trading).  This is often a signal that these people are expecting a downturn in the company’s performance. Clues like this are important since it is easy for companies now to make their numbers look good.   

Recommendations

Its talented management has created a very strong brand, but the competitive environment in which AOLTW operates demands that companies continue attempts to strengthen brand image.  The first recommendation for AOLTW to implement is a strengthening of brand image and market share.  The company should continue to enhance public perceptions through its corporate citizenship.  Public service projects such as Time to Read and Big Brothers, Big Sisters help to differentiate the company and its workers from others in the industry.  

The company has the opportunity to increase brand awareness abroad.  AOLTW has already positioned itself to take advantage of the growing South America market by initiating AOLTW Latin America.  AOLTW must continue this strategy in other emerging markets, because the first company in an emerging market is usually the one that gets the brand loyalty.  Expansion by at least ten percent annually is feasible, but this expansion must be well thought out.  The company does not want to let opportunity pass by, but it cannot afford to be so aggressive that it damages its financial situation any more than it is presently damaged.

In strengthening brand image, AOLTW should eliminate the CompuServe brand and move those subscribers to AOL.  Having two service providers with similar missions, creates confusion for employees, and ultimately results in AOL and CompuServe competing with one another.  Divestiture of CompuServe will allow the company to focus on strengthening the AOL brand.

By strengthening brand awareness and market share, the company can initially expect expenditures to exceed revenues.  The divestiture of CompuServe should help to offset some of the financial stress that international expansion will cause the company.  Being the first on the international scene will mean that AOLTW will be reaping benefits of its brand image for years to come.  Stockholders wanting long-term gains should overlook the poor performance at present as long as they are aware of the rewards they can expect in the future.  With the implementation of this strategy, the company’s financial situation might not improve dramatically for several years, at least while the life cycle of the Internet is in the growth stage.  The next recommendation should help improve profitability immediately.  

The second recommendation for the company is to cut corporate waste in order that profitability is achieved.  This can be accomplished by continuing the vertical integration that the company has made through acquisitions and mergers.  To remain in the number one position, AOLTW must continue to forge alliances and partnerships with both foreign and domestic firms.  Currently, AOLTW is spending between twenty and twenty-eight percent of its total revenue on acquiring new subscribers.  A continuance of this strategy will enable the company to acquire new subscribers at reduced costs.  It is important, however, that the company think before acquiring costly firms.  In the past, the company has paid exorbitant amounts for companies that turned out to not be worth it.  The goodwill account balance is hurting the company at present because, although it was viewed as an asset, analysts have learned that it is not.  In essence, AOLTW paid more than these companies were worth, and it has not sufficiently recovered from many of these losses.  

An area where AOLTW can take immediate action in cutting waste is in advertising.  While most other major corporations are tightening advertising budgets, AOLTW is increasing by nearly twenty-two percent (Entrepreneur).  There is much waste in company mail outs because many current subscribers receive them even though they already have AOL Internet access.  Even if these mail outs cost the company only fifty cents each, with eighty five million subscribers receiving sometimes two or more disks every year, tracking who should not be receiving these disks could save the company one hundred million in advertising costs every year.  Everything else held constant, saving this money would make the company profitable.  
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Appendix A

Strategic Group Map of Competitors in the ISP industry
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