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BLOCK 1 CORPORATE STRATEGY
AND PLANNING

Corporate policy and practices is a challenging and fast developing field of study. It
looks at the organisation as a whole and helps to explain why some organisations
thrive while others stagnate, In today's dynamic environment, an organisation,
whether large or small, must be managed strategically. The decisions in an -
organisation cannot simply be based on long standing rules, policies, or standard
operating procedures. Instead the corporate management must look to the future 10
plan organisation — wide objectives. initiate strategy, and set policies. The
corporate management must answer these questions: firstly, where is the organisation
presently, and secondly, where it will be, il no changes are made, at some point in.
future? If the answer to the second question is not acceptable, then thie management
must think what specific actions are required to be undertaken and what are their -

risks and pay offs.
This introductory block is divided into three units.

Unit | acquaints you with the Concept of Strategy and its various elements. The

various aspects related with strategy, viz., missions, objectives and goals, and_policies

are explained with the help of suitable examples. The different types of strategies are
discussed. The importance of strategy hus been highlighted and the various phases
involved in the process of strategic management are described.

Unit 2 elaborates upon the components of MeKinsey 7°5 Framework. The seven Ss, ‘
namely, Strategy, Structure, Superordinate goals, Systems, Styles, and Skills are
explained and then examined in the context of existing literature in this area. The unit

. concludes with a brief discussion about the Framework's utility and limitations.

Unit 3 deals with Corporate Policy and Planning in India. The basic concept of
corporate planning and its characteristics are discussed. The various steps involved in
the process of corporate planning and the approaches that can be followed in
preparing corporate plans are described. The usefulness of Systems Concept in
constructling corporate plans and benefits from corporate planning are underscored.
The unit then focuses on why.corporate planning fails and what is required 10 make

the planning experience a successful one. .
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UNIT 1 CONCEPT OF CORPORATE . =

STRATEGY

Objectives
:The objectives of this unit are to:

@ develop your understanding abeout the concept of strategy and its various.

components .
_® acquaint you with various kinds of strategies that an organisation can follow.

Structure-

Introduction
Definition of Strategy
Organisational Purposes and Missions
Objectives and Goals

. Policies ’
Programme Strategies
Kinds of Strategies:
Importance of Strategy
Strategic Management Process -
Summary
Key Concepts/ Terms
Self-assessment Questions
Further Readings

:—‘:—:—‘_-':—-—-—-—-—._n_.._.,_.
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1.1 'INTRODUCTION

The development of concepts in strategic management has teken place during the last
three decades. The key concept ifi this field is that of “strategy™ which is an aid to the
top manager in déaling with the problems and dilemmas poséd by an increasingly
complex and competitive environment. IR '

The Twenty-fifth National Business Confercnce sponsored by the Harvard Business
School Association in 1955 made one of the earliest attempts to highlight the
potentially powerful concept of strategy. Subsequently, Chandler’s historical study of
the development of some of the American enterprises proposed “strategy” as one of
‘the most important variables in the study of organisations.' In 1965, Ansoff published
his “Corporate Siraregy”, and Learned, Christensen, Andrews and Guth of. Harvard
Business School published “Business Policy : Text and Cases”. Ansoff telied heavily
on his experience at the Lockheed Aircraft Corporation to develop a method for
formulating the strategy. The concepts discussed in the lext book developed by
Harvard Business Policy Group was an atiempt 1o understand the problems of
general management in business enterprises with the help of the concept of strategy.

From the literature on strategic management, it is-evident that long range planning.
and /or strategic planning refers to the management processes in organisations
through which the future impact of change is determined and current decisions are
made to feach a designed [uture. These concepts have far reaching influence on the
organisation. They include the entire process of determining major outside interest
groups and their stakes; gxpectations of dominant inside stakeholders; information
about past, present, and projected performance; and evaluation of company strengths
and -weaknesses; formulation of organisational purposes, missions, objectives, policies
and strategies. However, despite the fact that management experts have veen trying to
cmphasise the need for such long-term approaches in organisational management, -
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Cerpants Sirstrgy and Planning

they ure among the least developed and understood concepts in management. There is
empirical evidence to suggest that top managements of organisations recognise the
significance of strategic planning, but, paradoxically, they devote little time and effort
to it. In the emerging world of business which is likely to be characterised by &n
increasing pace of change and complexity, top managers would be required to devote
greater time and energy to the long-term and strategic issues confronting their

organisations.

. In this unit we shall explain the various terms related with the concept of strategy, its

importance and the steps involved.in the strategic management process.

1.2 DEFINITION OF STRATEGY

There is a considerable confusion in management literature regarding the meaning of
the different terms used in the area of strategic management. A survey conducted by
the American Management Association revealed that the respondents found it
difficult to define the word *palicy’. Various companies when asked to define ‘policy’,
used different phrases such as: a broad interest, direction or philosophy; an expression
of the corporafion‘s principles and objectives; guides to thinking and action; general
standards not subject to frequent change; and procedures and practices, etc,

The problem may be due to the fact that serategy, policy, and objectives, according to
Andrews, embrace a range of statements from the broad and important to the narrow
and relatively unimportant ones2. Policies merge into procedures and procedures into
rules. Strategies blend into tactics while corporate objectives shade into budget limits
thus creating an ‘ends-means continuum’. The following case ilustrates this ends-

means continuum,

A company decides upon a sales growth goal of 25 per cent per year and also decides
to achieve this by acquiring other companies rather than introducing new producls
developed through in-house research and dcvelophlenl. It may be said that acquisition
was the strategy chosen by the company. Once that is decided, the acquisition of a
company becomes an objective. The strategic choice then may be belween acquiring a
large or a small company. Assuming that the décision is to acquire a large company,
search for a large company to acquire then becomes an objective, and 50 on.
Depending upon the inclination, the word policy can be substituted in this illustration

with strategy.?

Some of the definitions of the term “strategy” available in the management literature
are presented below. According to Chandler, “Strategy can be defined as the
determination of the basic long-term goals and objectives of an enterprise, and the
adoption of courses of action and the aliocation of resources necessary for carrying

out these goals...™

Anthony defined strategic planning as “the process of deciding on ohjectives of the
organization, on changes in these objectives, on the resources used to attain these
objectives, and on the policies used to govern the acquisition, use, ond disposition of
these resources™.’ o '
This definition of strategic planning imi:licitly provides us a concept of strategy.

Ansoff developed a theory around the “strategic problem"; choosing a firm’s
objectives and goals; deciding whether to diversify or not; if so in what areas, how
vigorously and how it should develop its existing product market position, ¢tc.
According to him, strategy consisted of four components, namely, product-market
scope, growth vector, competitive advantage, and synergy.¢ The following example of

_ a chemical firm illusirates the congept. .

Objectives
Return on Investment ; Threshold 10%, goal-15%
Sales Growth Rate : Threshold 5%, goal 10% .

Strategy X .
a) Product-market scope: Basic chemical and pharmaccuticals

b) Growth vector: Product development and concentric diversification
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¢} Competitive advantage: Patenl protection, superior research competence
d) Synergy: Use of the firm’s research capabilities and production technology

Learned, et al. defined strategy as: “...the pattern of objectives, purposes, or goals
and major policies and pians for achieving these goals, stated in such a way as to
define what business the company is in or is to be in and what kind of company it is

oris to be,?

Chandler’s definition highlights the fact that strategy refers to long-term decisions.
Hewever, this is not made explicit in the other deflinitions. In explaining the

. definitions further the various authors, however, mention this characteristic of

strategic decisions. To Chandler, Anthony and Learned, ¢t al. strategy includes
objectives, goals and the courses of aclion adopted to achieve them, whereas, to
Ansoff strategy refers to the ways by which a firm can achieve its objectives. Product-
mnrkct scope, growlh veclor, competitive advantage, and synergy can be thought of
as “courses of action".

In the other definitions. There are other authors who also use the terms “missions”
and “strategies” as part of the overall term “strategy™ The differences in the meaning

of the term are quite evident™?#

Despite the lack of consensus on the definition of sirategy, there seems to be a trend
towards accepting a definition which includes the determination of the missions, and
the long term objectives of an organisation and the policies necessary for achieving
those missions and objectives. This is the definition we shall be using here.

In the following sections the components of strategy are elaborated.

-

1.3 ORGANISATIONAL PURPOSES AND MISSIONS

The strategic planning choice that must be made by an organisation is that of its

purposes and missions. An organisation’s statement of purpose and mission is its
raison d'etre, it tells what it is, why it exists, and the unique contribution it can maké.
The definition of organisational purposes and missions is one of the most important
and difficult tasks of top management. This is very well brought out by Selznick:
“,..The aims of large organizations are often very broad. A certain vaguenéss must be
accepled because it is difficult to foresee whether more specific goals will be realistic
or wise. This situation presents the leader with one of his most difficult but
indispensable tasks..."¢

Drucker elaborates: “...Nothing may seem simpler or more obvious than to know
what a company’s business is. A steel mill makes steel, a railroad runs trains to carry
freight and passengers, an insurance company underwrites fire risks, a bank lends
money. Actually, “What is our business?" is almost always a difficult quesuon and the
right answer is usuzily anything but obvious..,"™?

As mentioned previously, there is’'a semantic ambiguity around the terms “purposes™
and “missions”™. Some authors do not differeniiate between the two. Consider the

{ollowing:

*The strategic planning process begins with the delineation of tentative organizational
purposes, essentially a mission stalement describing the “business™ that the
organization might pursue in the future. This statement, preliminary in nature, is
intended to put boundaries on future opportunities and to provide a point af
departure from which the informational requirements for assessing future
opporlunities can be assembled and evaluated™.!!

In one of his cartier books, Steiner used the terms pqrpoécs, missions and objectives
interchangeably as revealed by the following: -

The socio-economic purpose rel’crs to those underlymg ends which society expects. of

its business institutions if they are to survive. At rock bottom this means that’ society-
demands thal businesses utilize the resources at their disposal to satisfy the wants of

Concept of Corporele Straiepy
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society. If this is done, a business will profit and sitrvive. I it is not done well, a
. business will make no profits and will die unless society wishes to subsidize it Lo
assure its survival .12 SN

The basic purpose or missions of the firm are those fundamental ends and lines of
business which it wishes to pursue. Basic missions are found in corporate charters, but
they are often so numerous and permit such a wide diversity of activity that they
provide little or no direction for planning. Managers must choose among them those
activities to which the firm is 1o be committed...."? -

In a more recent book, Steiner, et al. have attempted to explain and differentiate these
terms. According lo the authors the purposes of an enterprise should include larger
societal obligations expected of it and the fundamental aims which its top managers

'imp]icilly or explicitly determine. The latier may include both economic and ethical
purposes. Purposes arc stated in broad terms and tend to have long lives. For
instance, one company identified the basic purpose as follows: “To strive for the
preatest possible reliabitity and quality in our products™. Another said its purpose was
“to be recognized as a company of dedication, honesty, integrity, and service™.!4

The mission of an organisation, according to Steiner, et al. expreses its underlying
thrust, which may be stated at different levels of abstraction. In operauonal terms the
mission statement identifies the market 2n enterprise wishes to serve, the products and
services it wishes to supply and the manner in which it would like to compete.!s The
fundamental theust of American Telephone and Telegraph Company for over fifty
years was “'our business is scrvice”. An example of a more operational mission is,
“produce fabricated steel shapes and forms for the construction market”, Voltas
Limited, orfie of the large Indian private sector companies, defined its purpose or
mission as “profit, growth and excellence”.

On the nature of missions, King and Cleland aver that broad statements are not useful
as guides to management. They suggest that the mission should be clear to outsiders
as well as to the key internal stakeholders. A sample of such attitudes is: “We are in
the business of supplying components to a worldwide non-residential airconditioning
market”. According to them the mission may be built around technology, preduct
characteristics or needs. Missions built around customers are likely to have short lives
as the customers might change as a result of environmental changes. |6 Nearer home,
the Gujarat Pharmaceuticals and Chemicals Works, a small pharmaceutical company
in Ahmedabad expressed its mission as: “To be a small honest company putting out
dependable, standard drugs at low prices™. Another example of a mission statement is
that of the Oil and Natural Gas Commission (ONGC) of India: “To stimulate,
continue, and accelerate efforts to develop and maximise the contribution of the
energy sector to the economy of thc coumry "[ONGC — Company Annual Report,
1981-82).

1.4 OBJECTIVES AND GOALS'

Ob_]ECT.IVCS and goals provide the foundation for all managerial actwuy, they are the
ends or aims (oward which all activities are directed. They serve s:vcral funcnons.

According Lo Brown and Moberg.”?

¢ Goals aid in legum-uzmg an orgamzanon and creating a place for it in the
environment

® Goals help managers identify mtcrorgamzatmna] relationships

® Goals have public relations value; they might help in attracting support from
various groups in the cnwronmenl and also in attracting the right people to join
the organization

¢ Osxpanizational goals can alse help in image bunldmg with supphers customers,

public policy makers and the government

® Goals can help in coordinating the multiplicity of 1asks in organizations; conﬂlcts .

can be more casily rcso]vcd if re]e'{am stated goals ara avmlable.
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* Goals provide the fundamental standardSTor measuring performance -
'® Goals act as molivators. They provide a challenge to many organizational . .

members. They penerate commitment. - oL - :
King and Cleland identificd a few more functions in addition to the above list: They '
are; lo establish a gencris! tone or organizational climate; to serve as a focal point for
those who can identify with the organization’s purpose and direction and to deter ‘
those who cannot, from participating in the organization’s activities; to Tacilitale the
franstation of the broad purposes and missions into identifiable tasks and their '
assignment (o responsible groups within the organization and to help in allocating -
organizational resources. ¥ T ' ' Lo

" Coheept of Cotporate Stratagy’
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Sears, Roebuck and Company (of USA) has expanded from beiﬁg a catalogue
merchant into a fabulous range of services as a result of a continuing redefinition of
its objectives. The uselulness of defining objeclives is apparent from this illustration.

Robey has further elaborated upon the list of funclions of objeclives mentioned
above. According (o him, the goals reduce uncertainty by clarifying what the
organization is pursuing and providing a lactual basis [or actions. They help an
organisatién to learn and adapt by highlighting the discrepancy beiween itself and the
actual progress, thereby providing fecdback for learning.!” An organizalion falling
short of its 1argets might sct up a task force to develop new policies for achieving a
higher level of goal attainment. Goals can also provide a rationale for désigning thz
organizalion. A goal of rapid growth through introduction of new producis may lead
an organization Lo create a strong R&D department and to create mechanisms for
closer integration between the engincering, marketing and R&1> departments. ;
. E

Uptiill now we have used the terms “goals” and “objeclives” synonymously, But some
authors differentiate objectives from guals. According to King and Cleland objectives
should be broad and timeless statements, though they may be stated in quantitative
or qualitative teems On the other hand goals are specific, time-based points of
measurement that.the organisation intends to meet in the pursuit of its broad
objectives. Usually, goals are staled as specilically and as quantitatively as possible, b
the cmphasis being on measurement of progress toward the achievementof ' =~ - [
objectives.? - _ ‘ |
For instance, among the stated objectives of the Oil and Natural Gas Commission

[Company Annbal Report, 1981-82] are to: _ :

‘# Continue and expand exploration efforts to convert in the {astest time possible,
the country’s prognosticated hydro-carbon resources to established reserves.

& Build up relevant technology, scientific knowledge and expertise in relevant areas
of exploration techniques, exploitation practices and techriology, engineering,
construction and maintenance. . '

LREE L= TN L SR

® Generate and maximise internal financial resources for enhancing growth,
consistent with environmental requirements and maximisation of the rate of
returh on investment. ’

RO EE L R R

Organisational goals may be expressed for example as a target of 109 increase in
market share; improveraent of productivity by 5%; or an annual cost reductidn of :
15% through a material cconomy programme. ) : ) !

Types of Organisational Goals

Organisational goals may be classilied into three 1ypes:

The Official goals are the general aims of the organisation as described in a
~memoarandum of association, charter or annual report. They may also be found in
public statements by 1op cxeculives. As mentioned previously goais have a public
relations value, and the official goals are the ones which serve this function. The
~official goals or the staled goals also perform the function of legitimising the
-organisation in its environment, .

The Operative goals indicale what the organisation is really attempting to do.
They may be infecred [rom the actual operaling policies of the organisation. They
_help organisational managers Lo [ocus attention, reduce uncertainty and choose
among orgamisational design alternatives.

The Operational goals.are uscd by supervisory personnel or managers in
organizations to influcnce the behaviour of subordinates and to teasure their
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- the organization must achieve a satis
_perspective. '

performance.i! An.illustration is given by Robey. The official goals of the
Metropolitan Comprehensive Drug Programme'in the USA, as stated in their charter
were, “to locate and assist individuals who suffer from abuses of alcohol and drugs, to

. provide medical and counselling services for these persons, and to evaluate the

effectiveness of various drug assistance programmes™, The emphasis was clearly on
rehabilitation, service, and research in the official statement.2?

The “operative goal” inferred from the actual operations was, however, to maintain
levels of funds from external sources. This concern, though ultimatety significant in’
the achievement of the official goals, sometimes conflicted with the latter. An '
innovative programme for prevention of drug abuse could not be pursued as the
federal funds were allocated on a per client basis. For the MCDP this approach was
self-defeating, since the drug programme had 10 justify financial needs on the basis of
the clients served. The implication was that the larger the number of abusers the more
the funds. The operative goal was therefore to ensure funding levels by serving people
who had been formally defined as clients rather than pursug a preventive programme ~
catering to potential drug abusers. :

The “Operational goals™ in the drug programme stressed the measurable factors such
as the number of clients seen, the number of referrals made, and counsellor absence
‘and tardiness. Counselling skills, empathy with clients, and quality of assistance were
neglected as these factors were difficult 1o measure. The resuit was that members did
what they were rewarded for, that is, they pursued the operational goals rather than

the official goals.

The official goals are abstract, idealistic and outer-directed; the operative one
actual goals of the organisation but are not articulated and the operative goals are

detailed, measurable and directed downward.

s are the

" Tmplicit in the framework of goals described above is a hierarchy which has been very

well elaborated by Granger. He says that firstly the objectives or aims are involved in
a complex relationship with other guides to action such as purposes and missions,
internal and external constraints, measurements of success, budgets, annual and long-
range plans. Secondly, there is a hierarchy of objectives proceeding from the very
broad to the specific. The specific or more limited objectives should not be in conflict

with the broad abjectives-?

Should an organisation have a single objective or multiple objectives? If an
organisation were to have a single goal it would be very easy to determine its
effectiveness. The Microeconomic Theory of the firm dssumes that the organizations
pursue the long-run goal of profit maximisation. However, in reality, organizations
are constantly required to attend to demands that necessitate short term orientation.
Multiplicity of goals is an organizational reality. An organization has multiple
stakeholders: shareholders, managerial personnel, workers, customers, competitors,
suppliers, politicians, the government, eic. The different groups of stakeholders have
their own goals and hence to keep the various inside and outside groups in balance
factory level of goal aitainment from each one’s-

Drucker? has suggested eight im;;ortant areas of business objectives:

Marketing

Innovation .

Human Organization ' ‘
Financial Resources
Physical Resources
Productivity
Social Responsibility
Profit Requirements, .

00 ] Ch LA P Lo B —

1.5 POLICIES.

Policy is a guide to action. Newman and Logan define policy as 3 standing plan
which is used to guide specifications.? Steiner, Miner and Gray consider policies as
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"guides to action or channels to thinking".?* These definitions of policy more or less
. convey the same meaning of the term, i.e..policies are guides to action in
organizations. A similar meaning is conveyed by a definition, used by the General

Electric Company (of USA).7?

A policy 1» a definition of common purposes for organisation components of the
company as a whole in matters where, in the interest of achieving both component
and overall company objectives, it is desirable that those responsible for
implementation exercise discretion and good judgement in appraising and deciding
among alternate courses of action, )

Though the above definitions connote broadly the same meaning of the term
“policy™, in the business world there is a lack of consensus abput it.28 The confusion
about the nature of policies arises from a number of factors, Policies are not always
clearly demarcated from the other elements of planning and plans. The process of
strategic planning, which somfetimes encompasses the formulation of important
policies, is not publicised; hence it is shrouded in some kind of a mystery; and in some
organizations some policies are considered (o be confidential, As mentioned earlier,
policy and strategy are sometimes used synonymously. This is true when._strategy is
considered to be a means for achieving the broader organizational purposes or
missions, Some authors have conceptualised policies in a Hierarchical relationship.?
Figure 1.1presents a hierarchical relationship between policies of great significance
which are at the top of the pyramid and rules which are of much lesser importance.

Figure 1,1 -
Pyramid of Business Policies

MaJor Pollcy
(Lines of Business})
(Cade of Cihics)

Secondary Policies
(Selection of geographic area.
major customers, major products)

Functional Pollcles
{Marketing, Production, Ressarch,
Finance, Procuremenl, etc.)

Procedures and Standard Operating Plans
{Handling incoming orders, servicing
customer complaints, shipping to
foreign countrics)

Rules
{Delivery of paychecks, loitering around plant,
security guard duty, use of company car, '
smoking et¢.)

Source : Steiner, G.A. Top Manageme.-;t Planning, p. 268

Policies, procedures, standard operating plans and rules are all guides to action but
differ in the degree of guidance provided or the freedom given. A procedure is a series
_of related steps in a sequence to achieve a certain end. A well-established and
formalised procedure may be called a standard operating pian. A pfoccdqre or
standard operating plan is in other words a means to implement a policy. Rules are
specific courses of action whlch permn very little flexibility and frccdorn of
interpretation.

.
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Actlvity 1
A) Describe the following with respect 10 the organisation you arc working or

familiar with:

‘ay Its mission or purpose

b) lts objectives

¢) Its goals (corporate lebel)
d) Dis policies (corporate level)

B) Does the organisation in question have a strategy? Spell out ‘what that strategy is
and how it is arrived? If necessary, you may tatk to a knowledgeable person in the

" corporate planning department {or cell) at the headquarters.

1.6 PROGRAMME STRATEGIES

Purposes, missions, abjectives and policies are known as master strategies.?®
Programme strategies refer to the specific action plans or methods to be used to
achieve an already established objective. An ‘organisation might have decided upon a
long term objective of growth in sales turnover at the rate of 25 per cent per year. Ta
achieve this objective, the organisation would have to formulate relevani programme
strategies e.g., new product development programmes, product improvement
programme, programme for certification of products by renowned inspection agencics,

A programme is a colection of activities that are designed to achicve.a certain end or
a specific purpose. Programmes and projects have a finite life and have very clearly
defined goals, e.g., “to improve productivity by 15 per cent in 2 period of one year”.

1.7 KINDS OF STRATEGIES

Though there is no universally accepted typology of strategies, there are certain
common classifications which are in use by practitioners and management '
academicians, Some of the well-known strategies are mentioned here.

Growth Strategles ,
Growth is a major objective of most organizations.

strategies, . .
i) hold relative position in high-growth product/ market area;
ii) increase market share in high growth market;

iii) increase market share in mature markets; -

Guth has discussed seven.growth

iv) hold strong relative position in mature market, and use “excess” cash flow, fungls |

capacity, and other resources to support penetra

_ tion in multinational markets
with existing product line; oo P C o

.
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on in maturing market, and use “excess™ cash flow,

hold strong relative positi
tration of new-

v
. external funds capability, and other resources to support pene
product/ market areas domestically;
_-vi) hold strong relative position in multinational
and usc “excess” cash flow, funds capability,

. products; and : . .
“vii) hold strong relative position in diversified product line domestically, and use
' “excess” cash flow, funds capability, and other resources to diversify markets.?

.markets with present product line,
and other resourcesto diversify

'Dependency Reduction Strategies :
Mariy organisations seek to reduce their de
Thompson 2 describes six strategic alternatives ai

~ dependence on the environment, '

i) “Maintaining alternatives™ refer (0 options like arranging for alternative sources of
supply; entering additional geographical regions to reduce uncertainty due to '
dependence on local market conditions; and diversifying into coal and shale (in the
"ease of companies) Lo assure themselves of some source of coergy.

pendence on other organisations.
med at reducing an organisation’s -

ii) Organisations can reduce dependency by building a “pnsitive image™ as many
organizations prefer-io do pusiness with those that have prestige.

iii) “Direct confrontation” is a strategy that organisations can adopt to acquire power
over Lhose on whom they are-dependent. [t involves a direct show of power, which
might involve price cutting, unfair pompi:lilivc‘practiccs, esplonage, pirating or
sabolaging resources, law suits, and takeover, £tc. ) . :

-

1o reduce uncertainties associated

iv) “Contracting” is a strategy used by organisations
d by organizations with their

with some dependencies. Contracts may be negotiate
suppliers, competitors, customers or regulators.

the strategy by which organisations atlempl to achieve certainty of

v) “Cg-optation” is
[ other organisations into policy-making

future, by absorbing representatives o
positions. .

vi) j'Coalilions“ arc cooperative relationships formed by organizations to achieve -
commeon goals like opposing a common cnemy, promoting a product or Service;
construction ol commen facilities; and sharing the costs of expensive programmes or

equipment, etc. o

Vertical Intcgration Strategies

An organisation’s move 10 produce inputs into its own#manufacturing process is

termed “backward vertical integration”™, while a move to gain control of the
distribution of (he outputs produced is called wforward vertical integration”. Harrigan
has analysed the advantages and disadvantages of vertical integration. The basic risk

is that of losing flexibility.?” '

-

Géneric Strategies . . .
there are three potentially successful generic compelitive

According to Michael Porter™
strategic approaches:

i} overall cost leadership

il} differentiation

iii) focus

eduction from experience,
&D, service, salesforce,
tegy must have a high

Overall cost leadership requircs efficient-scale plants, cost 1
tight cost and overhead control, and cost minimisation in R
etc. Other implications are that the firm which pursues this stra
relative market share, and possibly a favourable access to raw rnat.erials.

A firm pursuiﬁ'g a strategy of differentiation idcally dii_'fgre'ntiali:s jtsell alonpg several Co.
dimensions like design, technology, features, customes-service, dealer network, etc,, 1o
creale an i_gl_du_ét_gwide perception of unigueness. - '

Focus takes many forms: concentiating on'a particular buyer gqup. segr_ﬁcnt of the:
proeduct line, or geographic market, The entire strategy is built around serving a_

particular targetavell, and each functional policy'is désigned with this in mind. -
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Merpers and Jolnt Ventures
Merger involves the complete

organisation instead of

the personnel of the acquired firm are retained. What chan
Contro! of resources and competi
‘Firms Lhat view merper

businesses may not hav

Joint ventures result from the co
jointly controlled and owned by two or

mingling of assets. This strategy permits
{-the-art air transportation, oil exploration, etc.

research in state-o

Turnaround Strategles

Strategies adopled for reviving sick organ
* strategies”. Hambrick an
two types; entrepreneurial and efficiency. The
refocusing and efforts to increase market share.

accomplished through

improved product quality.
lowering of operaling costs through reduction of direct pro _
and reduction of assets.? Khandwalla’s research on I

employee productivity
wurnaround manageme

turnarounds are: one or more powerful change ag
actions by change agent, mobilisation of organisa
"emphasis on"companywide missions and goals; co
and the involvement of personnel in the turnaroun

badly necded cash and

negotiating with key outside pressure groups to get temporary

opportunistic harnessing o
the mechanisms for influencing the external environment, se

product-mix; selective.
strategy; coordination
of the appropriate sty!

Aclivity 2

vou must have recently rea
industrial enterprise. I not,

You are sure lo co

qurnaround’ drimi

blending of assets and the formation of a new single

the two original ones, in many cases, the name, facilities, and
ges is the ownership. '

lion are probably the main reasons for mergers.
s from a portfolio perspective often acquire firms whose
¢ any relationship to their existing businesses. This kind of .

" merger is called a conglomerate nequisition.?

llaboration of two or morc organisations. They are
more parents and involve only a partial'
the pooling of risk in uncertain activities like

izations are referred to as “turnaround

d Schecter have classified turnaround strategics into

former type involves product/ market
Product/market realignment may be
new products, enhanced research and development and

Efficiency oriented turnarounds are characterised by
duct costs and increase in

at the major ingredients of successful
ents; dramatic credibility building
tion for turnaround through

nt in India suggests th

d; quick pay-off action to generate

providing a success experience to cynical rank-and-file;
relief from pressure,

{ external environment; selective strengthening of some of
lective changes in

professionalisation of management systems; motivational
stralegy; performance control stralegy; and institutionalisation

e of management.?

1L Cross such a story.

ain actors in the
17 liring vul the essential clenents of the turnaround stratcfy.

-Business l.fnit Strategy and Corporate Stratepy

Strategies may elso be classified in terms o
corporation would have several separate

strategy. Hence inad

f organisational level. A diversified
businesses, each of which would have its own

.-

ivisionalised corporation there would be at least two levels ol

strategy; business unit strategy and corporate strategy. The concept of strategy is

applicable to both the levels in general but there are some

differences in fhe concerns

_of management and the specific content of strategy statements at the two levels. In
operational terms a business unit strategy normaliy should indlcate business domain  —

and the products and

services to-be offered; differential advantage sought in terms of

d an interesting story about ‘turnaround’ of a sick §
then read a few issues of some business magazines. f
Read 1he story Lthoroughly and assess 1

the causcs that led to the sickness of the enterprise (or unit}. How was the

qurnaround’ of the enterprise broughl alout? Who were the m

I3 { FOF [T7-"-teatd
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neretisation of goals and problems ]
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quality, price, service, and the basis on which these are to be achieved; stratcgic
ttrusts through selected programmes and their timing and the goals, Corporate stratogy
is concerned with the total company consisting of a number of business units. Some
units may have to be developed, some maintained and others liquidated. Aiso new
units may nced to be acquired or developed. The main clements of a corporate
strategy should indicate the desired portfolio of business units and major moves
regarding retention, addition or deletion of business units, consolidated resource
mobilisation and plans.

Actlvity 3
What kmd of strategies discuissed in this séction have been or are currently at work in
your organisation and for how long? What results they have borne? Analys¢ critically.

1.8 IMPORTANCE OF STRATEGY

Determining the strategy is the most significant area of management decision making
and the most important one to make right decisions, According to Ansoff, there are
three types of management decisions : strategic, administrative and operating.
Operating decisions in a business organisation are concerned with resource conversivn '
process and involve allocation of operating resources, Actual decision making tends
to be with the operating managers in different units (or sub-units) of the organisation
- and decisions at this leve] are made all the time In an organisation. Many such
decisions are repetitive. While such decisions may invelve sone risk and uncenninty,
they are. generally characterised by relatively short time perlod between recognising
the need to make such decisions and the completion of all the effects following from
them. Administrative decisions within an organisation are essentially facilitative, They
establish policics and procedures for acquiring resources and ensure an appropriate
 internal structure of authority and responsibility among those working within the
organisntion and for managing the flow of information.

'Y

Strategic decisions.in contrast to the above two types of decisions, relate to the
Interface.between the organisatlon and its oxternal environments, Sueh degislen ' -
making tends to be centralised at tho top level of the organisation as the decisions grg
concerncd with the alldcation of the total resources. In contrast (o operating
decizions, strategio decisions are made relatively infrequently though the analyses
required for making such decisions may be o continulng exercise, The effects of
strategic declsions wll normally be felt by the organisation over a considerable period
of time, The most challenging characteristic of strategic declsions is that in many cascs
the monagement does not receive any forewarning that such decislons are required to
be made. That is why Ansoff refers to them ns “non self-generative decisions”, This
implics that olthough strategic decisions ray be relatively few in number, the
organisation must be constontly aware of a nced to make such decisions. Therefore, it
must ensure that a mechanism exlsts Wthh would draw their atiention to making

such decisions, '

.

Although In several cases an organlsation's short-torm survlval ls mora affected by ita
operating and administrating efficlency, its succoss or fallure in the long run however :
depends upon right strategle declsion making, Lc,, upon dolng the right things rather "
than upon dolng things right, Indeed, one of the problems faced by senlor e
management, arising from the nonsgencrative nature of strategic decisions, is that of

Concept of Corporate Birstagy
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-concentrating upon-day-to-day operating and administrating issues-to the almost ¢’
neglect of strategic issues. Two authors contrast the relative importance and outcd'mc

" of efficiency in the arca of operations and strategy in the form ol‘a matrix shown in

Tablc I1.
Tal:ﬂg 1.1: Comparlson of Operaiing and Strateglc Declslons
What STRATEGIC DECISIONS
. How : Clear . . Unctear
o E to- . n
P r . .
E’ f Clear sirategy and cffeclive Unclear strategy but
R c operalions heve contributed cflcetive apecations
A c 1o success in the past and will - have conbributed 10 success in the past
T t contribute tosuccess in the but subcess in the future is doubuful,
[ i future. )
N v
G ‘e
b { I v
E n :
C € Clear strategy but ineffective Unclear swrategy and,
[ r operations ineflfeclive operalions
5 f have somelimes worked have meant [ailure in
1. e in the past in the short the post and will be so in
o c run, but increasing compelition the future
N 1 makes succass
S i - doubtful in the future
Y .
c

Adapted from: Tragoe B. and J Zimmerman. 1980. Top Management Steategy, John
Martin: London, p, 20.

The goal of top management should be the achievement of elficiency both at the

‘strategic and operational [ronts, While efficient-operations without current strategy
may ensure short term survival for the business, no organisation can survive without a
clear and appropriate strategy in the long term.

1.9 STRATEGIC MANAGEMENT PROCESS

In this course we will be more concerned with the processes of strategic decision
making rather than simply with strategic decision makmg How slruleglc dcclswns
are urrwed :at would be our prirnary concern. . .

 The blrﬂlcglc decision makmg proccss may be viewed to compnsc seven .dlslll'lcl but -
. inter-related steps as shown in Flgure 1.2, It would be desirable for the top management

- to make a strategic dcclslon aftcr gomg through the procch outlined in this Flgurc

Al stage [, the strategist musl delcrmme corporate mission in terms oi' what do we

intend (not just desire) to accomplish and for whom.
, T I

Stage.2 ol the strategic decision making process would involve appraisal of current

" and likely future external environment of a business; its market opportunities and

threats. The opportunities for the business may include new market areas into which -
existing products could be sold or new markets or new demands which would match-
with unique sucngths of the company. Threats might be posed by the decline of -
markels upon which the business has béen dependent in the past, e.g., upward -
movemen! in raw material costs or demographtc changes hkely toahavc an, adw:rse
impact on the orgamsatmn -

TUITIMES
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Figure 1.2 : Strateglc Declsion-making Process

3 : o o 2

Environmental
A Assessment

Qrganisational Dclermination of

Analysis Mission or purpose
(strenghils &. . (threais & opportunities)
weaknesses ' .
(_ T
Redctermine as needed
\ "
-
. : 4
Redefine & revise as needed Specification of Objectives [
) .
-
5
| Reformulate as needed Formulation of stralegy or
_ — stratcgic plan {to achieve
objectives and goals)
' T
) 6
—1 Rework us needed Implementation or Exccution of
\ - - R sirategic plan
4 ) \I{
7
4 Recycle Lo phases 1, 4, §, Monitoring. Reviewing &
L and 6, as needed y Evaluation

By contrast,stage 3 of the decision making process involves an organisation’s
thorough analysis of its own internal capabilities, its unique strengths and weaknesses.
Such an analysis will enable the business to identify the key factors upon which its
success in exploiting markets and surviving against compelilors depcnds.‘SL'Jch an
analysis would also reveal weaknesses that should be remedied if the business is Lo
continue to operate in its markets and survive against competitors. For example,
(irm may have particular strengths arising from its posjtive image in the community
which it has built assiduously over the years by supplyilng high quality producits and ,
prompt and cfficicnt after-sales service, or it may have considerable financial
resources accumulated over the years as a result of past successful performance.
However, such a business may also have weaknesses, for example, in the area of
productjve efficiency due to its outmoded technology, or in the area of physical -
distribution network due to the nature of its present business. in choosing a strategic
option, a company would like to capitalise on its strengths while at the same timé * ~
remedying or in the short run minimising the consequences of i1s competitive-

weaknesses.

At stage 4, the management of the organisation must idenlily its objectives and goals
in terms of its basic mission or purpose, ¢.g., whal would be the nature of the business
in the light of the environmental and organisational -analysis? It must broadly
determine its corporate objectivés in quantifiable terms over the next 5 or 10 years. In
the case of a business firm, its basic mission or purpose should be expressed in terms
of the market in which the business sees itself operating ¢.g., chemicals industry,
banking services, Lransportation services, informalion processes, travel and tourism,
e1c. The objectives can be in broad terms along gimensions of profitability, srowth,

clc. .

Formutation of strategy at the next stage would be preceded by 2 cunsideration ot-as

many options as could be possible 10 the organisation. A'ier all these oplims (e.g.,
expansion or consolidation of existing activities) are carefully weighed in werms of

. Conceptof Carporate Siratepy
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organisation’s bwn strengths and weaknesses, a particular strategy is selected and then
formulated in detail. At this stage the organisation in foét attempts lo seek a match

_between its objectives that it has set for itself at stage 2 and the results obtained from

the assessment of external environment and the examination of internal strengths and
weaknesses in stages 2 and 3. The formulation of strategy is a difficuit task. The
techniques discussed in Block 3 of this course would be helpful to you in improving
strategic decisions. It must however be admitted that the success of a strategy,to a
great extent,depends upon the judgement of the organisation strategist. - .

Implementation of strategy is concerned with the preparation of plans for putting the
strategy into action, The necessary mechanisms and support systems will have to be

. established or the needed reshuffling will have to be undertaken.For this purpose, the

design of the organisation may have to be restructured, a distinctive competence may
have to be built up, resources may have to be reallocated, people may have to be
motivated and a resuli-oricnied climale may have to be created, or a culture -
supporling to the strategy may have to be created.

The last stage involves monitoring and evaluating the strategy in order (o ensure the
achievement or organisational objectives defined at stage I. In the light of the ©
feedback obtained at the implementation stage, the basic mission or purpose of the
organisation may have to be redefined, objectives may have 10 be revised, strategy
‘may have to be reformulated, and implementation itself may have to be reworked.
Figur-e 1.2 amply demonstrates that strategic decision making process is'an on-going
exercise.

Activity 4

Describe Griefly the vurious stuges ilivolved in the formulation end implementation of
siralegy in your orgunisatioh ot the organisation you are familiar with. What stage or
stages you regard s the riost eruciol and why?
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1.10 - SUMMARY

In this unit what is the concept of strategy and how it is related with its various other
components were explained. Strategy is an all encompassing plan of the organisation
in which its long range objectives are laid down and the route or routes through which
these objectives would be achieved are specified. Strategy includes all those actions
which an organisation intends totake in order to bring it to the position where it
wants to be. Strategic mission consists of a long-term vision of what an organisation

seeks to do and what kind of organisation it intends to become. It attempts 10.answer

questions: like what are we presently and what we want to become in the future.
Objective and goals indicate the specific kinds of performances and results which an
organisational seeks to produce through its various activities. Organisational goals
may be official, operative, or operational. Policies are guides to specific actions

and therefore, stimulate thinking in specific directions. Policies sometimes may not be
very explicit and therefore have to be inferred from the actions of the responsible

managers.

There can be different types of strategies. Growth strategy stipulates direction in

" which the organisation wants to move for further growth. Dependence reduction

strategy aims to expand the area of independence for the organisation, thus making it
more self-r¢liant. Vertical integration strategy can be upstream or down-strgam, While
in the former case it aims to reduce the organisation’s dependence on inputs, in the
latter case it reduces its dependence on channels of distribution etc. Strategy can-be for
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merger or for a joint vemure or for bringing about turnaround of the orgamsatlon Concept of Comporste Seategy

Strategy can, be formulated for the entire orgamsauon or for its various units.

In the dynamic | environment of today, it is not only desirable but rather gssential for
any-kind of organisation to have a strategy. The operating decisions, however
eﬂ'eeuvely made and implemented, cannot ensure long term success. As strategle

., decisions tend to be non. self-generatwe the management of the organisation must see
ta.it that such decisions are made and constantly updated. The strategic managemcnt
i progéss consists of determination of mission and obJectwes of the orgamsatlon in the |
. light of its unigue strengths and weaknesses and assessment of opportunitiés and
threats. It then goes onto formulation of strategy, its implementation, monitoring .
and evaluation. The feedback obtained from the revrew and evaluation can be used "

for revising the objectives and strategies. !

111 KEY CONCEPTS/TERMS

Lo

chcr_adcooc .
Growth-Strategy.
" Joint Venture Strategy,
Mission, ° . o o
© Merger Strategy,
Objectives-and Goals.
Official Goals,
_Operative Goals,
Opr:raiio_nal Goals.
Policy,
Procedure,
‘Programme Strategy . -
Strategy - - -
* Strategic Management ‘
* Turnaround Strategy '
'.'_Vertical’ Integration Strategy,

Ce3

_'_;".:_12_‘ SEL‘_F-ASSESSMEN.T QUEST_IONS

l Explam whal do you understand by the concept of Strategy" Throw some llght on
the. semanuc confusion that prevail in this respect. -

2 What is strateglc mission and what is ifs importance in 'strateglc formu]atron? Ca.n
. there be a strategy without a mlssmn" Gwe examples of mlssmn for the followmg
: orgamsauons ,

“a)-a passenger transport organisation |

b} an electronic orgamsatlon manufaclunng TVs and VCRs
h'c) a private sector hospital and nursing home

d) an e!ectncny supply undertakmg

39 D_lffe_rcntlate_ bet\_veen the followrng and explain their inter-relationships:
a) Objectives and Goals ' ' |
b) Objectwes and Pohcws

L

c <), Pohc:es and Procedures SR . . o : 19

u) What are drfferent types of goals?
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Corporate Strategy and Planning

4 Enumerate different kinds of slrateg:es which an organisation might follow. Can
" an orgdnisation have more than one strategy at a time? Elucidate by giving some
examples. :

5 What is turnaround strategy? Discuss some possible elcrhenlgr of a turnaround
strategy lor reviving a sick cotton textile enterprise which has been in existence
for the last about 40 years and which has been accumulating losses for nearly a

decade.

6 Discuss the lmpurtance of Strategy. What m:ght happen to a company il it docs
not have a clear strategy?

7 Describe the strategic managerent process. What mechanisms you would like to
suggest for ensuring that a right strategy is formulated?
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UNIT 2 THE 7-S FRAMEWORK

- Objectives

The purpose of this unit is to discuss the essential elements of the McKinsey 7- S
Framework and link them with the existing literature in the area.

Structure

2.1 Introduction .
2.2 McKinsey 7-S Framework

. 2.3 Strategy and Super, ordinaie Goals
24  Struclure '

2,5 Systemns

2.6 Style

2.7 Staff

2.8 Skills .

2.9 Review of the Framework
2.10 Summary

2.1l Key Concepts/Terms
2.12 Self-assessment Questions

2.13 Further Readings

2.1 INTRODUCTION’

Strategic planning refers to the management processes in organisations which help the
management to determine the futurc impact of change and take current decisions to
reach the designed future. The management literature is replete with instances of
organisations which have laid stress on strategic planning but have not been
phenomenally successful. The question then arises as to how organisations can
ensure that they reach their envisioned future. The answer perhaps lies in the proper
implementation of strategies. It is in poor implementation that many organisations

having gbod strategics meet their waterloo.

"The 7-S rramcwork was developed by the consultants at The Mckinsey Company, a
very well-known management consultancy firm in the United States, towards the end
of the 705 to diagnose the causes of organisational problems and to formulate
programmes for improvement. In the following sections we will discuss the major
aspects of this framework.

2.2 McKINSEY 7-S FRAMEWORK

-According to Waterman et al., organisational change is not simply a matter of
structure, although structure is a significant variable in the management of change.
Agdin it is also not a simple relationship between stratégy and structure, although
strategy is also a critjcal aspect. In their view effective organisational change may be
understood 1o be a2 complex relationship between strategy, structure, systems, style,
skills, staff and super ordinate goals 1 The complex relationship is dfagrammatically

prcsenlcd m Figure 2.1.
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coart 3,1 2he McKinsey 7-8 Framework

.- Struclure
- " Ssteategy - : Systems
. . Super
ordinate
‘ Goals
Skille Syl
yle
Stalf ¥

Souree : Thomas J. Peters and Robert H. Waterman, Jr., In Search of Excellence: Lessons frum America¥
Best Run Companies (p.10)

The [ramework suggesls that there is a multiplicity of factors that influence an
organisation’s ability to change and its proper mode of change. Because of 1he
interconnectedness of the variables it would be difficult to make significant progress
in onc area withoul making progress in the others as well. There is no starting

point or implied hierarchy in the shape of the diagram, and il is not obvious which of
the seven factors would be the driving force in changing a particular organisation at a
certain point in time. The critical variables could be different across organisations and
in the same organisation at different points of time.

2.3 STRATEGY AND SUPER ORDINATE GOALS

The concept of stralegy, you are aware, was dwelt upon at length in the previous unit,
and hence it would not be discussed in detail in the present one. However, it would be

*useful to point out (hat the concept of strategy, as discussed in the previous unit,
* include purposes, missions, objectives, goals and major action plans and policies. -

Theconcept as applicablé to the 7-S framework is somewhat narrower in scope. In the
7-5 framework there is one variable termed as “super ordinate goals™ which may be
considered to be the equivalent of the term “organisational purposes™ discussed in the
previous unit, According to the proponents of the McKinsey framework, super
ordinate goals refer to “...a set of values and aspirations that goes beyond the
conventional formal stalement of corporate objectives. Super ordinate goals are the
fundamental ideas around which a business.is built They are its main values. They
are the broad notions of future direction. That is the way the top management as a

tcam wants to express itsell. Examples wonld include Theodore Vail's “universal

services” objectives, which have dominated AT & T of USA; the strong drive to
“customer service” which guides IBM’s marketing; GE slogan, “progress is our most
important product,” which encourages engineers to tinker and innovate throughout
the organisation; Heéwlett-Packard's “innovative people at all levels in organisation™

The T-8 Framewoik
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* Corpotate Sirategy and Pitnning

. “superstructure” of an organisation. The other component of structure, accarding to

the top: and 3-M’s dominatihg culture of “new ventures”. Super ordinate goals may
be compared with basic premises in a mathematical system. They are the basis on
which the system is logically build but are not themselves logically derived...™ They
are expressed at high levels of abstraction and may not mean very much to outsiders
who are not very familiar with the organisation. But they have tremendous
significance for those inside the organisation. Super ordinate goals when.properly
articulated can provide a strong basis for the stability of an organisation in a rapidly
changing setting by providing a basic meaning to people working [or the organisation

Aciniy | :

What are the super ordimate goals {values and aspirations) of the corpore ]
witnzement in your orpansabog? Are such goals recorded in any document? How

the orgamsation easures that these goals are translated into action at ail the levels of

the orrgmsadion? . .

2.4 STRUCTURE

e E Cn e B

The design of orzanisational striicidré i$ & ¢ritical task of the top management of an
organisation. It is the skeleton of the whole organisational edifice. Organisational
structure refers to the relatively more durable organisational arrangements and .
relationships, It prescribes the formal relationships among various positions and
activities. Arrangements about reporting relationships. how an organisational .
member is to communicate with other members, what roles he is to perform and what.
rules and procedures exist i guide the various activities performed by members are
all part of the organisational structure. Organisational structure performs three major
functions; i) it redu:ces external unceriainty threugh forecasling, research and

planning in the organisation; ii) it reduces intetnal uncertainty arising out of variable,
unpredictable, random human behaviour within the organisation through control _
mechanisms; iii) it undertakes & wide variety of activities through devices such as .
departmentalisation, specialisation, division of labour and delegation of authority; :
iv) it enables the organisation to keep its activities coordinated and to have a focus in
the midst of diversity in the pursuit of its objectives?.

LT EES T SR SR Bl

Organisational structure as described in the 7-S framework may B.c cornpared with the

Khandwalla, is the “infrastructure”. The design of-the superstructure involves such
issues as division of organisational tasks and allocation of responsibilities among
various positions, relationship between different departments. The superstructure of
an organisation indicates how diflerentiated it is or in other words to what extent the-
aclivities of the organisation are specialised. One organisation may have an -
engineering department, a manufacturing department and a quality control department,
Another may hdve an engincering department, a manufacturing department, a ’
production planning and conlrol department, a materials planning department and a
research and development department. The superstructure also indicates some of the
ways in which the organisation’s tasks are integrated or coordinated. The . . —
superstructure is commonly depicted by the organisational chart.
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According to proponents of the 7-S framework the relations
structure, though an important addition to the organisationa
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2.5 SYSTEMS

“Gystems” in Lhe 7.8 framework refer to ali the rules, regulations, and procedure's,
both formal and informal that complement the organisation structure. In other words,’
it is the equivalent of the term «infrastructure”, which was used in the previous section.
1t includes production planning and control systems, cost accounting procedures,
capital budgeting sysiems, recruitment, training and development systems, planning
and budgeting syste™s, performance cvaluation systems, etc. Often changes in
strategy may be implemented with some changes in “systems” rather than in the
organisation’s structure. Changes in organisational structure, for instance from
functional to divisional or functional to matrix or divisional to matrix would also
necessitale changes in the systems in various degrees. The significance of “gystems” in
whe functioning of organisations is aptly expressed in the {ollowing words:

dding middlc-management sound. Yetitis

ems™ has a dull, plo
ectjvencss—without the

hanges ¢an enhance arganizational cff
< (rom changes in structures.?

To many businessmen 1he wurd “syst
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2.6 STYLE

cven levers which (op managers can use to bring about
It is one of Lhe so-called “soft” Ss, Organisations differ from
orking. The style of an organisation, according to the

dent through the patlerns of actions taken by
e. The aspects of business

Style is one of the s
organisational change.
cach other in their styles of w
McK insey framework becomes evil

members of the tep management team over a period of tim
most emphasiscd by members of Lhe top management rend Lo be given more attention

by people down in the organisation. Reporting relationships may also convey the style
of the organisation. [nsome organisations the quality control function is embedded in
\he manufacturing function. but in others it is a separale function directly under the
chief executive officer. In some organisations an R&D department may exist as a part
of an engincering department, but in others it may be a separate one under the 1op
man. Within the same organisation reporting relationships may change as a part of
the cvolutionary process;thus conveying changes in the style of management.

rk considers "style™ as more th

ple of an organisation which acquired another

.company afier a thorough analysis but {ailed to niake it successful, Waterman, ¢t al.,
contended that (he [ailure was gue 1o the mismatch of the corporale culture of the
acquired organisation with that of the parent. In their own words, "...The acquisition
had failed because it simply wasn'( consistent with the established corporaie culture of
{he parent organisation. It didn't fit their view of themselves, They will to make it work
was absent. Time and again strategic possibilities are blocked — slowed down -— by

The Mcﬁ.inscy framewo an the style of 10p . .
management, Giving the exam
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' Corparate Siraiegy and Planning

cultural constraints...”.* In the McKinsey framework, aspects of organisational ctlture
also seem to be encompassed by the term “style”. Waterman and his colleagues,
however, have not attempted to elaborate on.this.

Of late organisation theorists have showed an increasing interest in studying
organisational cuituye, There may be several reasons for this. Firstly, culture provides
a way 10 bring in the people dimension in macro organisational analysis without using
psychological models of human behaviour. Sccondly, the concept of culture describes
organisational realities that are difficult to define but are accepted by managers as
relevant to running organisations, Thirdly, organisational culture requires researchers
to study organisations in depth like anthropoligists. A majorimpetus {or the study of
organizational culture has come from the recent focus on Japanese corporations
because of their phenomenal sucess.” Scheint, defines culture as:

The pattern of basic assumptions that a given group has invented. discoverad, or developed in learning
to cope with its problems of cxternal adaplation and internal integration, and that have worked well
enough to be considered valid, and. therefors, 1o be taught 10 new members as the correct way to
perceive, think, and feel in relation to these problems.

Sathe defines culture as “...the set of important understandings that members of a
community share in common™.? Rue and Byars have drawn an analogy between
culture In an erganisation with personality of a person. Humans can be warm,
aggressive, friendly, open, innovative, conservative, and so forth. So can be
organisations. Organisations’ culture is expressed in a variety of ways: unwritten rules
and iraditions, shared norms about what is important, prejudices, standards for social
etiquette and demeanor, established ways of relating with peers, subordinates and
superiors, etc. The cullure that an organisation wishes to develop is conveyed through
rites, rituals, myths, legcnds and actions'?.

Different organisations develop different cultures, Some illustrations of the cultures
developed by three well-known American firms are provided below in the Lable.

Table 2.1
Cultursl Characteristics of Three Firms

Firm Characreristics

§: 151 Concern lor marketing drives a service philosophy that is olmost unporelleled. The
compeny maintains a hot line round the clock, seven days a week, to serviee its preduels.

1Tl . Financial discipline demands total dedication. Once, an sxecutive phoncd former

chairman Harold Geneen at .00 a.m. to beal out the competilion in o merger deal.
Delta Air Lines  Focus on customer service produces a high degree of framework. Employees will glad)y
subslitute in olher jobs 10 keep planes flying and baggzge moving,

Adapted (rom Leslie W. Rue and Lloyd L. Byars, Management: Theory and /;pp!.-'cafion, 1986, p. 568..

2.7 STAFF

-

Staffing is the process of acquiring human resources for the organisation and assuring
thal they have the potential to contribute to the achievement of the organisation’s
goals. Brown and Moberg deline stalfing as, “the selection, placement, training and:
development of appropriately qualified employees™, which implies that it includes two
I'undamentally different processes: selecting people for specific organisational T
positions and developing in them the abilities and skills that they would need to be
effective in those and subsequent assignments.!!

The staffing function applies to the wholc organisation, i.e. it cuts across ail
organisational levels thaugh the processes may be different for different kinds_ofjobs.'
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In the McKinsey 7-S {framework the term “staf{” has a specific connotation.
According to Waterman and his colleagues the term "staff™ refers to the way
organisations introduce young recruits into the mainstream of their activities and the
manner in which they manage their careers as the new entrants develop into future
managers.'? They found that superbly performing companies paid attention 0 the
development of managers. They pointed out the examples of IBM, Texas
Instruments, P&G, Hewlett-Packard, or City Bank whose top managers took extra-
.ordinary care in moulding the young persons into future managers'?. On the Indian
scene there are some examples of [irms which are relatively more concerned about the
process of management development. Larsen and Toubro Limited has a well-
“established system of recruiting graduate engineers from well-known technical
institutions and providing them with on-the-job trainingin a number of {uncticnal areas
before deciding on the final placement in consultation with the person concerned.

During the period of training the irainees are also required to undergo short duration’
training programmes on a variety of management related subjects. Hindustan Lever
Limited is well-known for its marketing orientation which is considered to be one of -
its main strengths. To imbibe a marketing orientation all new recruits for future
management positions are required to spend a certain minimum peried of time in the
field. Both Larsen and Toubro and Hindustan Lever arc well-known for their
consistently good performance. Japanese firms are known for their considerable

investment in the development of their managers. Matsushita is one of the well-known’

examples.

2.8 SKILLS ' .

Waterman, et al., consider “skills” as one of the most crucial attributes or capabilities
of an organisation, The term “skills” include those characteristics which most people
use to describe a company. Hindustan Lever and Richardson Hindustan are known for
their marketing skills. Larsen and Toubro and the Tata Engineering and Locomotive
Company (Telco) are known for their engineering skills, IBM is known forits
marketing orientation, customer service and market power; Du Pont for its research
skills, and Sony for new product devclopment. Organisations have strengths in a
number of areas but their key strengths or dominant skills are few, These are
developed over a pericd of time and are 2 result of the interaction of a number of
factors; performing certain tasks successfully over a period of time, the kind of people
in the organisation, the top management style, the organisation structure, the
management systems, the external environmental influences, ete. Hence, when
organisations make a strategic shift it becomes necessary to consciously build new
skills. ' o

Skills in the Mckinsey [ramework are the equivalent of Selznick's “distinctive
competence™?, The dominant skills or the distinctive competence of an organisation
are part of the arganizational character. Consider this example: a company

which decided to mass-produce a comparatively low cost speed boat for wide
distribution was unable to cope up with the effort to shift commitments from its
carlier products which were high quality craft, made of the finest materials and built
by master boat-byilders. Workers and supervisors continued to be preoccupied with
high cost and superior quality craftsmanship. The sclling and marketing people could
not shift emphasis from “snob appeal” 1o price appeal. The quality commitment was
s0 strong that a new plant, hundreds of miles away from the existing one, had to be set
up and new people had to be recruited t0.do the job successfully!d. '

Activity 2
Wrile the main element

s of the various components of 7-S Framework in the relevent
columns. :

Super ordinate | Structure | Syslems Style _ Staff Skills Strategy
Goals - '

Concepl of Corporate Stratcpy
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Corporate Strategy and Flanning

2.9 ‘REVIEW OF THE FRAMEWORK

The successful implementation of a strategy requires the right alignment of various
activities and processes within the organisation, viz., structure, resource sllocatjon,
staffing (both managerial and technical), skills, styles and competences rewards and
incentives, policies and procedures, shared values and beliefs. The McKinsey
consultants call “strategy™ and “structure” the “hardware” of the organisation and

suggest that the other five-5s, i.e., systems, style, staff, skills and shared values are the

“software" and are often ignored by corporate strategists (some authors'consider
“systems” also as a constituent of “hardware™). While strategy and structure are
important to the organisation, they by themselves cannot assure success which comes
about by corporate commitment. It is thé other five S5 which play an important role

in creating a climate of.commitment. The better the alighment between and among all

the seven levers of the organisation, the better are likely to be the results,

Shared values, the central core of the Framework, give rise to a certain spirit
amoeng organisational members regarding “'who we are and where we are headed.”
The spirit permeating in the organisation in wrn is reflected in the values, attitudes
and philosephy of its members. The corporate values define the ideals and beliefs
which guide the orpanisational operations. They lay down the foundation of the -
organisation’s management philosophy and give rise to a particular culture.

The virtue of the 7-S framework is that it highlights some important organisational
interconnections and their role in effecting change. Whether and to what extent the
organisation Wwill be able Lo bring about the needed shifls in strategy would depend
upon the extent of and pace of accomplishment of actior plans in the spheres of seven
Ss. The 7-S framework illustrates, in a simple way, that the real task of implementing
sirategy is one of bringing all seven-Ss into harmony. “When the seven-Ss are in
good alignment, an organisation is peised and energised to exccule strategy to the
best of its ability.” The McKinsey model provides a convenient checklist for judging
whether organisation is ripe for implementing strategy. It also helps in diagnosing
why the results emanating from the implementation of a strategy fell short of
expectations and thercfore what new “fits" would be required. The Framewuork helps
strategists in evaluating their organisations along each of the seven dimensions,
thereby identifying organisational strengths and weaknesses. Argumg forcefu]ly for
their model, McKinsey consultants say :

In retrospect, what our frumework has really done is 10 remind the world of protessional panagers thar
“soft is hard." It has enabled us to say, in effect, “All that stalf you huve been dismissing for so long us
the intractable, irrational, intuitive, informal organization can be managed. Clearly, it has us much more
to do with the way things work {or don') around your cempanics as the formal structures and strategies
do. Not unly are you {oalish o ignare it, but here's a way to think about i1, Here are some tnals for
managing it. Here, really, is the way to develop 2 new skill.

The McKinsey Company was not the first to propose a multivariable model of
organisational change. Harold Leavitt had many years ago proposed a2 model for
analysing change in organisations. According to that model organisational change,
whether it originated in the organisational structure, the tasks, the technology
deployed for performing the tasks, or the organisation's human component, was likely
to have elfects on the other three,'S The 7-S model, however, emphasizes a few
other variables which Leavitt had not considered, Tought the research base for Lhe
fraimework may be the subject of considerable academic discussion and criticism, the
Framework is useful Lo practising managers as it 1§ easy Lo remember because of the
alliteration and also because il provides useful checklist for a comprehensive look at
managing organisational change.

Thus,7-S lramework is a powerlul expository tool. However, it may be stated that
changing the culture of the organisation which is pivotal to the McKinsey model is a
difficult task. Even after prolonged effoits spaning a period of 5-7 years, the
organisation may achieve only partial success. Nonetheless; the organisation must
endeavour to recreate its culture if it is regarded a: an important delermmam of. its
success, as is envisaged in the 7-S model.
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210 SUMMARY

The 7-S framework was developed by the McKinsey Company towards the end of
the 70s in response to a growing feeling of inadequacy of the then well known
structural solutions for strategic problems. The proponents of this framework
emphasized that in a large number of cases the problem in strategy lay in its
execution, and structure was only one lever in the hands of management. The other
levers were systems, staff, style, skills and supercrdinate goals. '

The successful exccution of a strategy &cpends on the right alightment of all the Seven
Ss. The shared values (a compenent of culture) play a erucial role in creating a
climate of commitment among the members of the organisation. The 7-§ framework
highlights the importance of some inter-connections within the organisation and their
role in successful execution of sirategy. Changing the culture of the organisation

however is not an easy task.

2.11 KEY CONCEPTS/TERMS

Skills

Stafi

Structure

Style

Super ordinate goals
Systems

212 SELF-ASSESSMENT QUESTIONS

| What are the distinctive features of the Mckin: ¥ 7-8 Fran.ework?
2 Are the Strategy and Super ordinate goals the same?

3 What functions the organisation strueture periorms?

4 Differentiate belwecen organisational structure and organisational infrastructure?
How do “systems™ fit into these concept?

5 “Style is more than the style of 1op management”, Explain.

6 “OI late theorists have shown an increasing interest in studying culture in
organisations” What are the reasons?

7 What connotation the term “Staff™ has in the Mckinsey Framework?

8 Discuss, with suitable examples, the relationship between strategy and skill
development. ’

9 What is the meaning of “distinctive competence™ Illusirate with examples.

10 What are the major implications of the 7-S Framework?

[t Critically examine the 7-5 Framework.
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UNIT 3 CORPORATE POLICY AND
" PLANNING IN INDIA

Objectives

The objectives of this unit are Lo :

® provide you a broad overview of the process of corporate planning and policy
making and the genesis of planning in India '

® understand the basic nalure and elements of corporate planning )

e develop an understanding of corporate plarfning by discussing the case of a large
public sector corporation -

® discuss various planning approaches and their characteristics

® upderstand the reasons for success and failure of corporate planning at the firm

level

Structure

3.1 Introduction

3.2 Corporate Planning: Definition

3.3 Corporate Planuing: Important Characteristics
3.4  Corporate Planning Process: An Overview
3.5 Corporate Planning and System Approach
3.6 Benefils of Corporate Planning )
3.7 Corporate Planning at BHEL

3.8 Planning Approaches and Characteristics
39  Why Corporate Planning Fails

3.I0 Prerequisites for Success

3.1 Summary

3.12 Key concepts items

3.13 Self-assessment Questions

3.14 Further Readings
Appendix — | ’

~ Appendix — 2

3.1 INTRODUCTION

Corporale planning had its genesis in India sometime in the sixties when a number of
subsidiaries of multinational companies introduced the process in compliance with
their parent companies’ directives. Since then quite a few companies have introduced
formal planning for a variety of reasons, Some introduced it because their top
managements felt that it would help them achleve their long term objeclives; some
introduced it because of a fad, not wanlting to be left behind by others, and some
others because they were directed to do so. Many public sector enterprises adopted
corporate planning because they were directed to do so by the Bureau of Public
Enterprises, the governmental body that regulates all public enterprises. Despite the
fact that there are now quitc a few firms which have introduced corporate planning,

such firms still constitute a small minority. - ,

O the academic side, rescarch in India on corporate planning has not taken off.
“There are very few studies on corporaie planning practices in Indian firms. Of late
same leading Indian management education institutions have begun to offer short
duration sxecutive development programmes on corporate planning. A quick
examiration of the teaching materials used in these programmes clearly shows a
predominance of materials originally developed in the United States. This is not
surprising becausc strategic planning at the enterprise level Had its genesis there.
Strategic planning or corporate plzaning is a management process which enables a
firm’s management to explore the iuture impact of change and make current decisions
to move towards the envisioned future. The Western economies, characterised by a

31

MRl - sim T

17T mrrm




Corporate Sirategy and Planning

Ly

rapid rate of change and fierce competition became an ideal home for the
development of the concept of corporate planning. The Indian economy till recently
provided protection to firms from change through a plethora of regulations which did
not provide an impetus {or the development of a planning orientation. However this
scenario is changing rapidly as a result of increasing liberalisation effected by the
Government in its policies towards industry. A number of industries are now -
charactzrised by a high degree of competition, e.g., textile, television, passenger car,
two-wheeler, commercial vehicles, cable, paint, etc. It is therefore very likely that
corporate pranning will be adopted by many firms in the near future.

In this unit we shall discuss the concept of corporate planning, its major
characteristics, and the imporlant steps involved in corporate planning and then
provide some illustrations. .

3.2 CORPORATE PLANNING : DEFINITION

Though corporate planning has been widely used in the United States and some
European countries for the last twenty five years or so, there seems to be a lack of
consensus on its definition. There are also many misconceptions about it. These
misconceplions exist even in the very place where it has had the greatest development.

Corporate planning is concerned with changes in the overall shape of an organisation
and these changes usually take many years to fructify, which implies that corporate
plans are-necessarily long-rangc. However, corporaté planning and long-range
planning do not mean the same thing. Long-range plans can be prepared for anything,
like building a submarine or modernising the manufacturing plant of 2 company but -
they carnot be called corporate plans!.

Long-range planning in most cases is carried out on the assumption that current
environmental factors relating to the organisation will continue to affect it in the same
way as in the past and is often simply a forward projection of existing operations.
Long-range plans are normally set down in financial terms, and by their nature are
built up from the lower level of the organisation. By contrast, strategy begins by
asking what activities the organisation should be in and what its long-term goals
should be on the basis of its present and likely future rescurces and bpportunities
available 1o the organisation. Strategy making, implied in the corporate plan, must be
carried out on the basis of very wide range of data and inevitably begins with the first
step taken by the top management.

The two main features of a corporate plan are : i) it denotes planning for future of the
organisation as a whole, and ii) it considers all aspects of organisation activities. Peter
Drucker delines corporate planning as “a continuous process of making
entrepreneurial decisions systematically, and with the best possible knowledge of their
futurity; organising systematically the effort needed to carry out these decisions; and
measuring the results against expectations through organised systematic feedback™
This definition clearly emphasises the relation of corporate planning to strategy. In
nutshell corporate planning medns a systematic approach to strategic

decision making.

According to Hussey? "...corporate long range planning, is not a technique, it is a
complete way of running a business. Under it, the future implicatinns of every
decision are evaluated in advance of implementation. Standards of performance are
set up beyond the time horizon of the annual budget, The company clearly defines
what it is trying to achieve. A continued study is made of the environment in which
the company operates so that the changing patterns are seen in advance and
incorporated into the company's decision process. There is no magic in this, so
corporate planning cannot guarantee that the company will never again be affected by
adverse circumstances : just as when we walk on a crowded city street we cannot
always avoid being jostled and bumped — but that is no excuse for walking with our
eyes shut! Corporate planning is a way of keeping the company’s eyes open.” :

Steiner, Miner and Gray? use comprehensive corporate planning, comprehensive
managerial planning, strategic planning, long range planning, formal plahning, over




all planmng, corporate planning, and other combinations of these words

B synonymously In this unit we shall use the term “corporate planning” in the same
way as Steiner, et al. did.

3.3 CORPORATE PLANNING : IMPORTANT
CHARACTERISTICS

Some important characteristics of corporate planning are as follows :

¢ Corporate planning deals with the futurity of current decisions. It involves the

" systematic identification of threats and opportunitics, threats that lie in the future
which, in combination with the current and potential weaknesses of the
organisation, provide a basis for making current decisions to exploit the
opportunities and avoid the threats. :

o Corporate’planning may be viewed as an organisational process that results in
the development of the organisation's purposes, missions, objectives, goals,
strategics, policies and detailed action plans 1o achieve the objectives.

¢ Corporale planning in a philosophical sense may also be considered as an -
attitude, a way of life. The underlying belief is that planning must become
integrated with management,implying that the management must be dedicated to
decisions emgrging from the planning process.

e . The process of corporate planning integrates strategic planmng with short range
opcrauonal plans. -

Activity 1

Name your organisation and idenlify it in terms of its main objectives and functions.
Does your organisation have a corporate plan? Since when it is baving such & plan?
What are the main characteristics, including the approach followed, of the corporate
plan presently in operation in your organisation.

3.4 CORPORATE PLANNING PROCESS AN
OVERVIEW

Figare 3.1 depicts a typical medel of a company-wide pianning process which includes
medium-range programming and programmes, short-range planning, implementation
and review.* The Figure describes the process of corporate pianning which may be
followed in the form of a procedure to be followed by concerned executives in an
organisation, Planning systems in organisations may be simple or complex depending
upon their particular situations. The folle .ing description of a typical planr_ling
process is" based on Chapters 2 and 7 of Steiner, Miner and Gray.’ '

The purpaose of strategic planning process is to formulate the organization's pirposes,
missions, objectives, goals, policies, programme strategies and major action plans to
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achieve 1(s objectives. 1 ne strategic planning process requires a number of inputs:
expectations of dominant inside interests; expectations of major outside stakeholders;
information about past, current and forccast performance; and assessment of the
arganization's strengths and weaknesses - the outputs of the situation audit. The
organization's mission, purposes,objectives and major policies arc called “master
strategics” by some authors. The term “corporate strategy” is also used by some
people, These terms have already been explained in detail in Unit 1 and hence would
not be claborated upon here. Medium-range programming refers to functional plans
that are required 1o implement strategies. Typically, the planning period is five years
but there i3 a tendency amang high-tech companies to plan ahead in some detail for
seven or more years. Medium-range plans generally cover only the major functions
and are quantified on relatively simple [orms. Large decentralized companies prepare
functional plans for major programmes only. In the majority of firms these plans are
translated in financial terms in the form of proforma profit and loss staiement.

Short-range planning and plans refer to actions that must be taken today or in the

very near future to implement medium-range programmes and strategies. Thereis a

divergence of opinion on the desirable extent of linkage between medium-range plans

. and short-range plans..In approximately fifty per cent of the firms in the USA that
practise formal corporate planning, the numerical information for the first year in the
medium-range plans is the same as-in the annual operational budgets. Some planners
believe that a close linkage between medium-range plans and annual plans or budgets
is necessary for achieving realism in long-range plans. The other view is that-a tight
linkage will create a bias towards current issues and as a result creative alternative
strategies may not get generated. If the linkage is loose the strategic planning process
can .provide a perspective and influence the short-range planning process. In some
companics short-range plans have a one year or two years horizon. In others the
annual operating budget and the short-range plan are almost synonymous. Short-
range plans are numerically very detailed. Short-range plans may include plans for

_production, plant lecation, warehouse location, setting up of distribution network,
setting up a R&D [acility, work methods analysis and improvement, employce
training, negotiations with unions, etc.

Impiementation sefers to those activities which are necessary for achieving the plans
afrcady formulated. Quite often companies having good strategies are not successful
in the market place. Often the reasons for corporate failure arc associated with poor
implementation. Allisson gives the example of the case of the Cuban missile crisis.
President Kenncdy had several times ordered the withdrawal of U.S. missiles from
bases in Turkey, but in vain. Though the strategy was clear in the mind, it was not
iranslated into action. Nearer home, the Planning Commission in India has
formulated very claborate plans for poverty alleviation throuph a number of
programmes but it is 2 well-known facl that the achievements in terms of the original
goals are far from the targets. Elfective implementation of strategy requires the design
of appropriale organization structure, management Systems, and organizational
culture so that.the people in the organization can be motivated to perform in the

desired manner.

Review and cvaluation of plans refer Lo the analysis of actions Laken to determine
whether they are in accordance with the plans. Plans and also the planning process
must be reviewed and assessed periodically. The review and evaluation process should
highlight the lacunac in the strategies, methods of implementation and the planning
process itself. The planning process may also need {o be adapted to the peculiar
characteristics of a firm. It cvolves over time.

An alternative presentation of corporate or strategic planning in the form of &
flowchart is given in Figure 3.2, ’

Activity - 2
Lelentily the main steps involved in the covporate plaru
and present them in the form of flowchar

ing process in your

arganization t. What steps of the process
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you regard as crucial 1b the success of the corporate plan. How well these steps are
being performed presently in your organisation. Evaiuate. ;

1
\,
Flgure 3.2 Strategic Plunning Flow Chart
ENYIRONMENTAL APPRAISAL ! '
Markets, Economy, ) v
Competition,  Government : . . . A
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. — H '
. rs ~ environmental ; management
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CORPORATE APPRAISAL reselrees
Source : B.W. Denning {cd.), Corpora:e-'PJﬂnning(L‘ondun: McGraw-Hill, 1971} p.a.. :
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3.5 CORPORATE PLANNING AND SYSTEMS -.
APPROACH

of great help iz planning in a large enterprise. The

he repercussions of decisions \:.*ilh respect to any onc of _
¢tor) on'the total system or'company as a

h an approach is sel{-evident when the

The systems,approach can be
.systems thinking implies (hat-t
the systems {e.g. a division or a business 5¢€
“whale should be examined. The need for suc




organisation is running a'physical network such as railway or gas.t_iistribﬁtio'ﬁ system,
or when a company has several units located at different places. While formulating.a
plan for the organisation as a whole, it is desirable to take a corporate view and .
consider the implications of the developments in any part of the company on the

overall performance.

- Computer models ¢an be used as an adjunct of the systems approach. You will recatl
that a model is a simplified representation of reality and embodies the significant
‘factors in 2n adequate measure to give a satisfactory answer to a problem in hand.
Mgdels are particularly uselul in handling planning problems of farge integrated
enterprises with'a number of inter-reiated plants, especially for financial for financial
evaluation purposes. A typical model represents cost and capacity at various
manufacturing plants, and prices and sales volume in the market served by such
plants. The model can be used 10 estimate revenue, costs and profits year by year for
different combinations of new &nd existing plants on various assumptions about
market potential. Further, in a large organisation, planning models may be
constructed at several different levels of the organisation, for example, at corporate
level, divisional and plants levels, or for different products or groups of products. The
higher the organisational level and greater the area of activity covered, the less is the
amount-of delails required on an individual plant or product. -

However, constructing models for a large enterprise with multiple divisions or units
located at different places is frought with some serious rianagerial problems. Further,
for using the computer models elfectively, the data must be regularly updated. The
use of modets shold neither create any tensions in the organisation nor should it
linder the objective analysis of the strategic problems under consideration.

o

3.6 BENEFITS OF CORPORATE P_LANNING

planning can reap several benefits. Corporate

An.cnlerprise practising corporate
hnological changes and achieve strategic

planning enables a company to anticipate tec
objectives and goals successfully. It ensures a rational allocation of resources and

improves coordination between various units or divisions. A more formal approach to
planning forces the managers to think forward and anticipate problems before-they
oceur. A habit of forward thinking is encouraged. The main benefit from planning
_arises from a continuing dialogue about the future of the organisation, between top
“management and middle management, petween Jine and staff, between divisions and

liead office. and even belween management and unions.

Once the process of corporate planning gets established and accepled, it becomes a
part of the corporate approach to management, Due emphasis therefore is likely-to be
given lo manpower development, new product development and long term '
Tnvestments that zre considered essential to the survival and growth of the company.
With corporate plaaning, management ‘mains a new sensc of direction. Thereisa
greoter awareness of the business cnvironment, and a sénse of making a systematic

and critical review of the business is developed.
Corporate planning can lead to significant improvement in performance. Studies in
. The USA indicate that companies using corporate planning outperformed _

. companies that uéed informal planning methods, Companies with corporate planning
perfermed around 3040 per cent better in terms of earnings per share, earnings on
conymon cquity and earnings on tolal capital employed. The performance of the
companles improved after they introduced corporate planning. The improvements
were impressive : sales grew by 38 per cenl, earning per share grew by 64 per cent and

the share prices increased by 56 per cent.? _

4 formai planning system can help the management in responding'-to a dynamic
-environment and in managing a strategicatly complex organisation with limited -
vesources. Armstrong analysed relevant behaviouya: science experiments and
Coneludad 1hat formal planning systems are more useful when Jarge changes are
occurring either in the eavironment or in the organisation. It is also helpful when

uncertainty: is high or when complex tasks are involved.$
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3.7 CORPORATE PLANNING AT BHEL

Bharat Heavy Electricals Limited (BHEL) is a highly diversified public sector
undertaking operating in a number of businesses based on complex technologies. It is
regarded as one of the most promising public enterprises in the country. BHEL is
known for the professionalism of its maragement and was one of the earliest public
enterprises to adopt corporate planning.? '

BHEL is basically engaged in three broad business sectors: energy, industry, and
transportation. Corporate planning at BHEL follows the general pattern in other

public sector enterprises in India, Public enterprises in the country have emerged as a .

part of the natianal planning exercises. At the time of the inception of many of the

“public sector enterprises (PSEs), detailed feasibility reports with a long term

orientation were prepared. However, there were no buili-in eontingency plans

for tackling uncertainties and discontinuities. When these public sector )
enterprises reached a stage when the original concepts and forecasts were no longe
applicable as a consequence of environmental changes, they faced enormous
problems. Enterprises operating in high technology areas and which had a high
investment found it extremely difficult to cope with the changing environment. BHEL
was no exception. However, it was able to overcome the problems by adopting
comprehensive corporate planning. Planning had commenced at BHEL from the very
beginning. Till 1969, planning was done with a short-term orientation. The real ciforts
in the direction of long-term planning were started during 1970-71. It was during this
period that an Action Cominittee consisting of professional managers and
academicians was constituted to examine the working of various PSEs including
BHEL. The committee suggested a reorganization, including the merger of Heavy
Electricals India Limited (HEIL) with BHEL. An analysis of the corporation’s
strengths and weaknesses, and the opportunities and threats that were present in the
external environment was undertaken and a detailed action plan was developed for

achieving rated capacity. Beginning in 1973-74 efforts were made to build systems for

comprehensive planning, programming and budgeting. A corporate plan was
developed and circulated among executives. Initially, revenue budgets for each
division were prepared for a two-year period which also incorporated the objectives of
the division for another two years so as to achieve linkage between short-term and
longterm plans. Frequent discussions were held, functional and cross-functional
committees were appointed for achieving integration between head office and the
divisions. The organization’s structure was changed to transform the company from a
manufacturing orientation 1o an engineering orientation with an increased emphasis
on marketing. A Corporate Planning and Development Division was created at the '
corporate level with each division having ifs own planning and development cell.

The Corporate Planning and Development Division was placed under the charge of
an Executive Director. The division was organised around the following groups :
investment and facilities planning, long range planning, operations planning, rnd
optimisation and modelling. The investment and facilities planning group was
responsible for company-wide investment programimes,

Various activities included project formulation and appraisal, coordination of review
committees, project monitoring, and preparation of ‘annual capital projects. The long-
range planning group was responsible for environmental analysis, review and
appraisal of long term plans, review of integrating devices, transfer of technology,
collaboration, subjcct licensing,and training. Operations planning included analysis of
performance budgets, coordination of operations,monitoring, project management
studies for industrial projects, production coordination and materials management.
The optimisation and modeling group was responsible for undertaking the
development of various models using quantitative techniques and studies relating to
optimal utilisation and scheduling of machines and facilities, investment analysis and

energy modeling.

The role of the Corporate Planning and Development Division could be summiarised
thus: i) planniny for modernisation and expansion of manufacturing, ii) ‘development




of technology management capability in the context of rapid rate of technological o : Corporais Policy and
‘ Planning [z [ndis

obsolescence, iii) assisting in the development, review and evaluation of praduct
plans, iv) synthesising divisional plans and product plans into the sectoral plans and
weaving them together as a corporate plan, v) introduction of contingency planning in
all areas, vi) improving planning capability at the divisional level, vii) providing
assistance in the preparation of functional plans, viz., engincering plans, technology
plans, etc., viii) undertaking organizational studies, ix) strategic management

. development, x) monitoring of divisional performance, xi) enhancing information

' processing capability and analysis of environmental conditions. -

" The Corporate Planning and Development Division was responsible for directing and
coordinating the total planning activity in the organization. But the basic inputs into
the plan were generated by the various units. Each division prepared its long term
plans keeping in view its relevant envircnment. Each division also developed product

plans, which included an analysis of technological gaps and actions required for
bridging the gaps. Based on these technology plans of the units, a corporate

technology plan was prepared which provided direction for technology acquisition
and/or development. Product plans and divisional plans were reviewed, evaluated
coordinated and integrated into sectoral plans.

The development of the corporate planning function over time is captured in

Appendix [.

Activity 3
Watch the video programme on “Corpratc Planring Process” with particular
relerence 1o the four phases in the evaluation of carporate planning. At what stage is

the corporate planning at BHEL according to your assessment,

3.8 PLANNING APPROCACHES AND
CHARACTERISTICS -

The short description of (he corporate planning process at BHEL provided some

glimpses into its complexities. The experience of BHEL is not typical because

organizations of the nature and complexity of BHEL are not too many in the country. ,
~ Corporale planning systems vary from organization to organization dependingon &

varizty of factors: environmental conditions, organizational size and complexity, age,

top ~anagement values and styies, initial trigger for the commencement of planning,

‘etc. Varialions in the corporate planning systems across organisations may be found

first in the lop management's basic approach to doing corporate planning. These

approach may be any of the four typess: top-down approach, bottom-up approach,

hybrid between top-down and bottom-up approaches, team approach.

ch: Firms adopting this approach plan at the top and the various
39

.Top-down Apprc-
do what they are told to do by the top management.
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Bottom-up Approach; In firms adopting this approach the tdp management asks the
departments or divisions to submit their plans. These plans are then reviewed by the

 top management and accepted or sent back to the originating départmenis or

divisions-for modifications. The consolidated divisional plans in the'case of a
decentralised company may not add up to the top management's targets. Additional

plans are'then required 1o be prepared which might riecessitate-ptanning for

acquisitions or diversification into highly unrelated business areas.

- Hybrid Ap'proach: A combination of top-down and bouom-ui:‘_appro'alu;hes is li1.c

approach which is generally used in decentralized companies. In firms using this

~approach the top management provides cerlain guidelines to the divisions or strategic’

business units (SBUs). The SBUs are distinct businesses with their own set of
resources that can be managed in 2 manner reasonably independently of other
businesses within a firm. The top management guidelines are sulficiently broad to
permit ficxibility to the SBUs in developing their plans: There is a vertical .
communication between the top management and the divisions or SBUs at different’
phases of the planning process. Broad objectives, policies and siralegies may be o
arrived at through a dialogue and negotiation between' the top management and the

divisional or SBUs managers.

Team Appraoch: In smaller centralized firms where lateral communication between
the top managers is easier than in Jarge.decentralized firms, the chiel executive may
himself,in collaboration with the senior managers, prepare corporate plans. In some
very large firms also this practice has been found 1o exist.

" Differences, in the planning systeins in organizations may be in terms of the

approaches adopted, as noted éarlier, and also the dimensions given below:

{Adapied from G.A. SlEil:lcr; et al., 1982, Management Policy and Strategy.,
Macmillan: London, pp. 186-159.) ' S

& Completencss of Planning Cycla

¢ Depih of Analysis .

l‘ Degree of Formeality . .

# Use of Stall and Corperate Planning Specialists
@ Linkege among Plans

® Method of Introducing Fianning

# Degree of Documentation

® Paricipation of People

e Role ol1he CEQ

3.9 WHY CORPORATE PL{&NNING FAILS

Academics, corporate planning practitioners and consultants have been attempling to
uncover the factors responsible for success or failure of corporate planning. Check
lists of reasons for failure of corporate planning or major pitfalls that should be
avoided are available in most books on corporate planning.? No research seems 10

have been done on the reasons for the success or failure of corporate planning in India.

S.K. Bhattacharyya (In a talk given in an executive development programme on

Corporate Planning at the Indian Institute of Management, Ahmedabad in 1986},
attributed the failure of initial efforts in introducing corporate planning in.India to
the following faciors: . L ’

® Often corporate planning is introd‘uced-by the chief executive after he had been 1o
a short course on the subject. The chief executive asks an MBA to prepare a

TIRRT T TS
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corporate plan, He thus hands over the task of corﬁérate planning fo a corporate
" plannet. ' ‘

¢ Insome companies a corporate plan is prepared and circulated among senior
managers and external consultants for comments. This approach also [ails in
many cases beczuse senior managers do not have the time to go through the plans
nor do they have the skills to look at the future. They are good at budgeting but
often do not understand or make an assessment of the external environment.

e In many firms there is an overemphasis on hard data. The companies which hadc)
* introduced corporate planning found it difficult to manage the conilict between
the available soft data whose reliability is debatable and the manager’s need for
hard answers.

In many companies the corporate plans are not accepted by  large number of d)
middle level managers who play a leading role in implementation. There is a high
degree of alienation among them. The reasons could be attributed to a lack of
understanding of the role of corporate planning and the nature of inputs required
10 make it successful. For instance, engineers do not understand economics,
chartered accountants do not appreciate the technological imperatives, etc.

Bhattacharyya’s observations on the reasons for the failure of initial corporate
planning efforts in many Indian companies is corroborated by the observations of -
corporate planning specialists in Western countries. A list of the common reasons for
the failure of corporateplanning is given in Appendix 2. .

%

3.10 PRE-REQUISITES FOR SUCCESS

Bhattacharyya and Chekravarti [ 1981 : 253] have observed some commonalities in
instances of successful introduction of corporate planning in Indian companies. The
most important characteristics found by them are the following:

® The chief executive (CE) of the company believes that corporate planning is
absolutely necessary for providing direction to the company in an uncertain future.

® The CE is totally committed and involved in the corporate planning process.

Though he might appoint a corporate planner to provide him assistance, he does
not delegate the task of planning td the planning department.

® The initiation of corporate planning is preceded by an attempt to learn aboul the

process from other organizations. A managerial education process is set in motion
whereby it is ensured that the senior managers understand the various aspects of -
corporate planning 2nd are convinced of the need for corporate planning,

¢ The CE understans that the real purpose of corporate planning is not management -

control but providing direction to the organization just as the Pole Star used to
guide ship navigators when sophistricated instruments had not been invented, He
understands that the organisation can derive immense benefit from the
pfxrticipation of creative people, in the planning process. .

® Tht CE realises the need for participation in the process by those executives who

w;puld be responsible for implementing the corporate plan so as to ensure
¢ommitment.

® The CE realises the nced for a continuous corporale planning process to cnable the’

company 'ac'lapt to-the changing external and internal conditions.

e The CE uses the corporale plan to allocate resources for achieving future

_objectives. He realises that the most important benefit of corporate planning is the
. /development of middle and senior managers into potential general managers with
mutlti-functional orienlation and an ability to think strategically.

Corporate Policy and
Planping in Indla
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Activity 4

List and analyse the causes,’fac:ors for failurefsuccess of corporate planning in your
organisation.

311 SUMMARY

Corporate planning is a structured approach to achieve long term objectives of an
organisation. The purpose of corporate orstrategic planning process is to formulate
the organisational missions, objectives, goals, policies, programme strategies and
major action plans to achieve its objectives. The company-wide planning process
includes medium-range and short-range programmes, implementation and review.
Shorl-range plans are often very elaborate and encompass all the sub-usits and
functions of the organisation. The corporate plan however elaborately conceived and
formulated is likely to fail if its implementation is deficient or faulty. Effective
implementation of corporate strategy requires an appropriately designed
organisational structure, management systems, and a right culture and climate.
Further, the plan must be reviewed periodically so that corrective measures are taken
in time.

Different approaches to formulating the corporate plans (top-down, bottom-up,
mixed) can be found in practice. The use of syslems approach is implicit in corporate
planning. Computer models are being increasingly used_by business enterprises in the
West for formulating corporate plans. The practice of corporate planning encourages
the members of an organisation to take an overail view in making decisions and
planning their sub-units. Corporate planning ensures rational allocation of resources.
It makes the managers forward looking and encourages vertical and lateral
communication and interaction between them. Further, it encourages a sense of
direction through out the organisation.

Several enterprises in India, both in the private and public sectors, have introduced
corporate planning in their organisations, With increasing liberalisation of
government policies and consequently the enhanced role of competition, corporate
planning in India is likely to pick up greater momentum in the near future. Bharat
Heavy Electricals Limited (BHEL) is one of the earliest public enterprises to adopt
corporate planning. Engaged in diversified business sectors like energy, industry and
transportation, the company, with the help of corporate planning, has been able to
come to grips with problems.of uncertainties created by changing technological and
socio-economic environment. In the initial phases, corporate planning in BHEL had a
short-term orientation. However,in recent times this has changed into quite a long-
term one. Besides, corporate plans are comprehensively prepared. The company vicws
itself not merefy a manufacturing company but an engineering company with

.emphasis on marketing. The corporate planning and development division, which is

organised around various functions,is responsible for tolal corporale planning activity
inthe organisation. ‘ .

Barring a few organisations, the <orporate planining in India does not secm to have

“made much progress. The reasons are: lack of planning, preparation and casua!

approach to introducing corporate plannmg, lack of systematic studies preceding

"
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corporate planning exercise, over-reliance on numerical data included in the corporate
plans, and alienation of middle level managers from corporate planning process.”

To be successful, therefore, corporate planning cffort needs the whole-hearted support
of the Chief Executive of the organisation, and education of all managerial levels
regarding the potential benefits of corporate planning and their participation in the

PTOCESS.

3.12 KEY CONCEPTS/TERMS

Bottom-up Planning
Corporate Planning
Corporate Strategy

Master Strategy
Medium-range Planning
Review and Plan Fvaluation
Short-range Planning
Top-down Planning

3.13 SELF-ASSESSMENT QUESTIONS

I What is Corporate Planning and what are its important characleristics?

2 “In general the environment for business in India is highly fluid and uncertain,
Corporate Planning is therefore meaningless?" Do you agree with the statemnent?
Comment,

3 What would be the various sieps in the corporate planning process in a large
industrial enterprise like BHEL? Can we develop a generalised corporate planning

model which would apply to all sorts of organisations?
4 “Corporalc Planning is as good as is its implementation™. Discuss

5. “Corporate Planning should not become a number game.” Examine the
statement tharoughly.

ate planning at BHEL was short-term oriented. Later it

(erm orientation. What were the reasons for this

lanning? What differences do you note in
BHEL in terms of their focus

& 1o the initial stage corpor
develop a sufficiently long-
change in the complexion of corporate p
the 1st and the dth phase of corporate planning at

and value sysiems.

7 Why Corporate Planning often fails? In what way can the failure be prevented?

Discuss.

enty seven reasons are listed for {ailure of Corporate Planning.

g2 In Appendix 2, tw
u the most important ones in terms of

ldentily [ive rcasons which appear lo yo
your own experience.

9 “Corporatc Planning is nothing but pudgeting lor an extended period.™ Critically

-evaluate.

10 In what way “systems approach™ can be helplul in corporate planning.

11 Discuss the benefils of Corporate Planning.

3.14 FURTHER READINGS

Argenti, John, 1980, Practical Co-rporare Planning: George Allen & Unwin: London.
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Bhatlacharyya S.K, and G. Chakravarti, July 1981, “Initiating Corporate P!anmng.
Content, Process and Roles, "pp. 249, 266. .

Hussey, D.E., 1971, Introducing Corporate Planning, Pergamon Press; Oxford ’

Steiner, Q.A., J.B. Miner, and E.R. Gray, 1982, Management Policy and Strategy:
Text, Readings and Cases, MacMillan Publishing Company: London,

Appendix 1
Development of Corporate Planning Function at BHEL
S.,No. 'Phese Period Functions Performed
‘1 Project Implemen- 1964-1969 @ Monitoring and review of new projects
tation and Initial ® Maintenance of Liaison with Govt.
Production Phase ‘ agencies, collaborators, site organiza-
tions.

® Planning for projects -
¢ Sales Coordination .
~® Strategies for pricing
I Preparation for 1969-1974 ® Assist Chairman in generating and
Developing . evaluating alternatives
Corporate Plan ® Integrating, programmes of divisions
¢ Organisation Development’ :
® Improving: communication and coord:-
. nauon

® Preparatory work for ﬁrsl Cnrporatc Plan

¢ Esiablish data base for planning and’
developing the planning systems

I Implementing the  1974-1979 @ Structuring planning function and

first Corporate ' defining responsibility matrix,
Plan ® Assist in developing strategies.
' ¢ Studies for fulfilling the planning
programmes. -

® Environment analysis.
¢ Monitor implementation of long-term
end short-térm programmes,
¢ Stimulate formal planning in divisions.
¢ Bring out formal planning decuments.
® Monitor transfer of know-how and
overseeing, .
¢ -Orgenisation design
® Assist various. functional/ product
commiltees in drawing pragrammes
o Secretariat for executive committee.
® Dovetailing operational planning with
 strategic planning
. Liai_son.with Government agencies.

1V Corporate Refoun- 1980-1990 ®Planfor modernisation and expansion of

ding for the 80s ’ manufacturing - base.

¢ Develop technology. management capa-
bility in view of the rapid rate of
technological obsolescence.

¢ Assist in the development, review and
evaluation of product plans.

# Synthesising divisional plans and
product plans into secloral plans and
weaving them together as a corporate
plan.

® Introduce contingency.planning in all
arcas of business operation,

B A
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"Corporate plafinier tries to do all planning himself.

Corporuts Poller und

® Raising planning capability at divisions
Planalng In Indfa

by conducting workshops on strategic
planning, etc. '

® Assistin preparation of functional plans,
viz. Engineering Plan,Technology plan,

® Swdy reorganisation needs.

, Appendix 2

Reasons Why Corporate Planning May Fail
Failure to dévelop throughout the company an understanding of what strategic
planning really is, how it is to be done in the company, and the degree of
commitment of top management to doing it well.
Failure to accept and balance interrelationships among intuition, judgement,
managerial values, and the formality of the planning system. ’
Failure 1o encourage managers 1o do effective stratégic planning by basing
performance appraisal and rewards sotely an short range performance measures.
Failure to tailor and design the strategic planning system to the unique
characteristics of the company and its management.
Top management becomes so engrossed in current problems that it spends
insufficicnt time on the strategic planning process, and the process becomes
discredited among other managers and staff.
Failure to mesh properly the process of management and strategic planning, from
the highest levels of management and planning through tactical planning and its
complete implementation. '
Failure to modify the strategic planning sytem as conditions within the company
change. .
Eailure to keep the planning system simple and to weigh constantly the
cost/benefit balance. ,
Confusing the extrapolation of financial and/or economic projections with
strategic planning. i
Management's {ailure to understand the analytical taols used in different parts of
the planning process and thereby becoming captive 1o staff experts. .
Failure to secure in the company a climate for strategic planning that is necessary
for its success.

" Failure to balance and link appropriately the major clements of the strategic

planning and implementation process. .

Failure by managers to undersiand the importance of implementation of strategy
and how to make that process efficient and effective,

Blame strateic planning for failures in other managerial and staff procedures.
Chief executive does not believe in it, but has a planner becuase other firms also
have such a person. . :
Insufficient backing by chief executive leads line managers to underestimate its
importance,

Chief executive instructs planner to avoid upsetting line ma
busy with current activities.

Chief executive gives planner too low a status that he is unable to converse with
general managers on cqual terms.

Chief executive creates a planning committee rather than give planning task to
one individual.

Chief executive allows some managers 1o opt out of the system.

Chief executive spends too little time on planning,

nagers, as they are too

Planner of low calibre. 45
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Corporate Strategy and Planning

24 Planner has only a part-time interest in planning and has te spend much of his
time on other activities.

25 Planner is a narrow specialist who lacks ability 10 see full scope of his task and
views planning only in terms of his own discipline {e.g. O.R., Accounting).

26 Lack of attention to one or more of the basjc steps.

27 Company tries to move into an advanced management area before it is ready (e.g.
companies with no accounting function).

Source: Compiled [rom G.A. Steiner, ct at., Management Policy and Strategy,
p- 195 and D.E. Hussey, fntroducting Corporate Planning, p. 24.
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"BLOCK 2 CORPORATE MANAGEMENT

This block is concerned with the functioning of corporate Board of Directors and the
role of top management. This block has (wo units.

Unit 4 deals with the functioning of Board of Directors (BODs). The legal and
managerial expectations of the board and their responsibilities in general are
discussed. The role of the boards and their involvement in strategic management are
examined. This is followed by a discussion on the size and structure of boards in
private and public sectors. Some other matters and issues relating to boards are also
dcalt with, and suggestions are offered for making the functioning of boards more
elfective. In the end, some incidents relating to what happened in a real life case are
mentioned, and the emerging issues are examined in the context of a management
framework. ' ’ .

Unit § examines the role and skills of top management. First, the role of Chief
Exccutive in a corporate entily is discussed. Ther, the role of the top management
and their values and styles vis-a-vis stralegic managemenl are examined and
analysed. Furiher. skills required of top management are discussed. '

I LTI SRR 1 TR R 1

ST TorTS TR O r I

L L e T B o o T SPE RS




i er

Leoems:;




UNIT 4 BOARD OF DIRECTORS.: ROLE.

AND FUNCTIONS.

-

Objectives
_ The objectives of this unit arc to heip you :

" ® 1o appreciate the nature ‘of the long-term policy and stratcgy-making role'of

Boards of Dircciors (BODs) in industrial enterprises -

e (o cvaluate the degree ol success achieved by the BODs in the role expected of
L ) . 4y B T

them.*
e (0 anticipate future changes for improving the effectiveness of BODs in India”™ -

Structure

4.1’
4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9
4.10
4.1l
4.12
4.13
4.14
4.15

Introduclion

Law-related Expectations
Managerially-derived Expectations
Responsibilities of BODs

Stralcgic‘ Management : Role of the Board
Size and Composition of Boards

Board Structure and Corporate Performance
‘Boards in Public and Private Sector Enterprises
Board Commitices

Two-chr Boai‘ds .

Chairman vis-a-vis Managing Direclor
Directors’ Remuneration and Fees

MIS for BODs

Board Mectings—Process Aspecls
Enhancing BODs Effectiveness

4.16 The EID-Parry Board Tussle—Some Insights from a Real Case

4.17
4.18
4,19
4.20

Summary

Key Concepts/ Terms
Self-assessment Questions
Further Readings

4.1

INTRODUCTION

Large organisations usually have an apex policy making body-which is known by
differens-names. to the industrial and.commercial enterprises, whether in the public

or privalc scclors, su

¢h 1op level bodics are known as Board of Directors (BODs), -

The members of the Board exercise their authority and responsibility collectively.
“The composion of the Board, the professional credentials and commitment of the -
members have far-rcaching. impact on the Tortunes of ‘the company. This unit **
discusses law and management related expectations of the BODs and séveral other
issucs connected with their (unctioning. How the functioning of the BODs could be
madeé more effective is examined towards the end of the, unit. Some insights based on

the analysis of a rcall life case are also provided.

4.2 LAW-RELATED EXPECTATIONS

The lrfdian' Companies Act does not define the Board of Diréctors (BODs). Even
*Director™is defined blandly as: 'it includes any person occupying the position of -
Directer. by whatever name calfled’ [sec. 2(13)]. With the help ol this open definition

'of Director, we- fnay inler that a Board of Dircctors is a group ol individuals cach, o,
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whom is labelled .as ‘Director’ (or_by any other title with identical substantive

intention), No person is ‘to_hold more than 20 directorships.

" Sec. 269 says that, with the commencement of the Companies (Amendment) Act '
1988, certain specified public companies or private companies which arc subsidiaries
of public companies, shall have a Managing or Wholetime Director or a Manager,
and cach such appointment must be made with prior approval of the Central

Government.,

What is a BODs supposed to do? This again we can know inferentially by referring
to the definitions of *Manager' and “Managing Director” in section 2 ‘of the Act, and
also sections 291-93. Both these incumbents have to exercise their powers of .
management ‘subject to the superintendence, control and direction of the Board'.
Thus. the BODs, in bread terms, s expected to perform the role of overseeing the
running of the enterprise by its Chiel Executive, ' ' :

On whose behalf does the BODs perform this role of overseeing? It is expected 16 do
this .on behalfl of the shareholders. It is they who elect the directors on the board.
And it is the BODs which. in turn, selects the Chief Executive.

The directors individually have no powers in the eye of law. It is only the collective ~
body of directors, i.e., the board which has a superior toral power over the Chief
Executive. The intent of the Indian Companies Act appears to be to include only
outside non-employee directors on the board. Otherwise, if internal wholetime
cxeeutives (say the MD) were to be the directors on the board, how could they
exercise ‘superintendence, control and direction® over themselves? We shatl discuss

more about this aspect later.

Sec. 291 stipulates that the BODs shali be entitled 10 exercise all such powers, and lo
do all such acts and things, 'as the company is authorized to exercise and do, except
those things which can be'done in‘a general meeting of the company. The powers
exclusive to the BODs (sec. 292} are:

¢ to make calls on shareholders in respect of money unpaid on their shares

¢ to issue debentures
® 1o borrow money otherwise than through debentures
® 1o invest the.funds ol the company

e 1o make loans

Correspondingly, sec. 293 restricts the powers of the BODs, by making them subject
to the consent of a general meeting of the company, in respect of selling, leasing or
disposing of the property of the-company; remitting debt duc by a director,
borrowing money to an extent which exceeds the net worth of the company ctc.

The Board of Directors is expected to meel once in a quarter, and the quorum for a
. valid BODs. meeting is one-third of the total strength or two directors whichever is.
higher. The power to declare.dividend is exelusive to the ' BODs.

Sec. 327 of the Companies Act allows the ‘memorandum of association® of a limited
company to provide for a direclor or dircetors.with unlimited liability,

‘4.3 MANAGERIALLY-DERIVED EXPECTATIONS

The ‘dimension relating to the managerially-derived expectations of the Board of
Director’s role seems to be of relatively recent-origin. In the last two decades or so,
industrial development has been marked by far-reaching technological changes,
jeading to equally fundamental competitive reorientation at the global level. As a
result, many erstwhile great names in industry have been humbled. With such rapidly
mdunling_,changes and uncertainties, the role of BODs has begun to be viewed from

" much wider and long-term perspective—beyorid the minimum requirements of law,
. Probably, upto the 1970%, the duty of BODs to ‘superintend, control and direct’ had

gone by default. Stable environment had helped this key role to remain dormant.
Whay are then the renewed famifications of this role at present? These are meant to
ensure that: - ) ' C
o, the enterprise continues 10
paramelers. : -

remain effective on the'sténdpoint of technology
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. Itis 2 common obscrvation

" ‘manage’ such cnterprises loo—for a §lipu
] d P 10

‘e the ‘enterprise-continues to achieve healthy market growth in cornpeiitiwz--'-'i.'l ICHIR T

e,

-conditions, -

_ & divesiment and diversification take.place on sound lines.  ° ' S ity

“ o Jong-term productivity and guality are never sacrificed at the altar of short-term .

- profitability. .

‘e -judicious earnings retention policy is adopted for
ete,

. sr.:_riou's and sustained atlenion is devoted towards building a sound sysiem of

human values-and exalted corporate culfure. : .

arc sclected not because of their knowledge of the specific functioning of the
company which they are supposed 1o oversec but because of their compatibility, -

_ prestige or esteem in the community. Traditionally, es it happens, the board
‘members are expected (or requested) to approve the proposals put forward to them

* by top management. Usually, the Chief Exceutive Officer (CEQ) or the group of
promoters have a free reign in choosing the directors and in having them elected by the
sharcholders. The CEO or the promoter group may select board members who, in
their opinion, will not disturb the company’s policies and functioning. The directors

50 sclected often feel that they should go along with any proposals made by the CEO
and 'his group. Thus, a strange or somewhat paradoxical situation arises. The board
mcmberslfl'lnd {hemselves accountable to the very management they are expected Lo

oversee.
Even today, the boards in India, especially in family owned or closely held
companics, arc mere figur

" The investors and government in genera
{n general, it is feit that there is a critical lack of responsibility on the part of BODs.
Though the Companies Act throws some light on the powers of BODs and the Ve
restrictions placed on those powers, it does not specify to who

and what,for. However, there is a broad agrecement that B

. by theshareholders are expected, to: )

e ‘oversee the management of the company’s assels

o cstablish or approve the company's mission, objeciives, strategy and policies,

e revicw. management aclions and financial performance of the company e

"e Jiire and firc the principal executive and operating officers of the company.

An important issue in this context is * should BODs merely ‘direct’ or may they
'‘manage’ alsp? Many experts and practising lop managers say that BODs should
only oversee and direct, and never get involved with detailed management. There arc
others who feel that, [ordirection to be realistic and sensible; some indepth,
.invelveiment with deails is neccssary. The majority view, however, is in favour of
directors directing th. af(airs of the company and'not managing them.”"

_Probably, in the majonty of cases in India, the real problem is one of non- '
involvement of board members—almost Lo the ¢xtent of callousness—in enterprise

" alfairs. Especially in those enterprises which are sick, or are near 1o this state; it

should be clearly decided whether their BODs will merely ‘dircct” and fcel satisfied,
So, whom would

for such enterprises often lack competent managers al all levels.
BODs direct? Is there a need, therefore, [or the BODs here Lo spend moré timc ‘and
lated period of time? ' .

financing growth, modernisation”

that BODs function rather passively. Ol’len.lhé members -

cheads. Over the recent past, however, lending institutions,

financial.media and corporate analysts have seriously questioned the role of BODs.. -
| arc now better aware of the role of:BODs. <.

m they are responsible- -
ODs appointed or cleeted. - -

""44 RESPONSIBILITY OF BODs

The board is expecled 1o el with wdue care”. Thal is, they “musi acl with that
degrec of diligence, care, and skill which ordinarily prudent men would exercise
under similar circumstances in tike positions.” If a director or the Board as'a whole
'fails to act with.due care and, as 2 result, the company in some way is, harmed, the
careless director or directors may be held personally.liable for the harm done.
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Further, they may e, held personally, responsible not only for their own actions but
also for the actions of the company as a whole. . e .

In addition, directors rmust moke certain thet che company is managed'in accordance -

with the laws and regulations of the land, They must also be aware of the needs nnd
demands of the constituent groups so that they can bring about a judicious baldne¢™
between the interests of these diverse groups, whrle ensuring at the same time that
the company continucs to function. . .

‘ROLE . OF THE

4.5 STRATEGIC MANAGEMENT
BOARD

According to Bacon and Brown o BODs m terms of strateg:c managemem has
three basic lasks

». To lmtlate and: determlne . A board can delineate an orgamsauon s mlsswn and
spec:l’y slrateglc opuons Io |ls managcmem :

* To evaluate and mﬂuence A board can cxamine management proposals,

deeisions and actions; agree or disagree with them; glvc advrcc and offer- R

suggcsllons dcvclop alternatives, . . -

* To momtor By acung lhrough its committees, a hoard can keep abreast oI'
developmcnts both inside and outside the organisation. It can thus bring new
dcue[opmcn!s t’o thc attention ol’ lhe management thCh it mnghl haw: overlookcd

[ - . . o

. The members ol' the board may be hawng varymg commument’s to the orgamsauon
in terms of their involvement with the-above strategic tasks. The degree of -: '~ 't =x: .
"involvement of thie board in-the organisation’s strategic nffairs can be viewed asa « !

continuum, ranging from "phantom’ boards, with.no real involvement, to catalyst:. ...
boards, with a very high degree of involvement, Expeclcdly. highly involved boards
tend to be very active. They take their task of initiating, evaluating and mﬂuenclng.
and: monitoring seriously and provide advice to management- whenever it is felt
necessary and.keep them alert. As depicled in Figure. 4.1, a catalyst board may be
deeply involved in the strategic management process. The BODs of some public
enterprises (e.g., BHEL and HMT) and some private sector companies with
multinational links (e.g., Hindustan Lever and L&T) have a. reputation for their
active involvement in strategic alfairs. You will see that the degree of involvement
lessens as we move further 1o lhe left of the continuum. The three types of boards

Figure 4.1
Board of Directors Contnurm

DEGREE OF INVOLVEMENT IN STRATEGIC MANAGEMENT

LOW

(Passive)

Phantom )
Never knows what

. lo do, if anything,

- (Adapied from Wh:clnn, Thomas J. and J.

no degree of
involvement.

o o,

HIGH
: {Active}
Rubber Min!mal Nominal Active )
Stamp Review Partlcipatlon "Participation Catalyst
Permits officers Formally reviews Involved to & Approves, Takes the leading
to make all selected issuss - limited degree in queslions, end role in estnblishing

decisions. It votes
as the officers
rccommend on
action issucs.

. that officers

bring toits |

ptlenlian

- key declslons,

_ the performance or . -

review of selected
indicators, or
programs ol
management.

makes final -.
declsionson -
mitsion, strategy,
policles, and
objectives. Has
aclive board
commiltees.
Performs [5cal
and management
audits.

_ and modifying the
, miseien, objestives,

atrategy, and

pollcies. It mey have o
very active siralegy
committee,

g

'David Hunger, Siralegic Management and Business Policy, Addison-Welsey. 1983. p. 49)
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towards ‘the Icl‘t ol‘ the conlinuum can be described as passive boards Such boards-in”
general do not initiate or determine strategy. The board members' interest may be .
"arouscd only when'a crisis overlakes the company. Very few companics are fortunate

' 10 have catalyst boards er even boards with active participation. The boards of most

“of th com’ anies in the private.sector will fall in any onc of the four cnlegones on
the left side ot the continuum,

A great rcsponmbllu\* lics on the chairman of the BODs. 1l is he who ‘can ensare that
the hoard funcuons cfrccuvcly The influencial shareholders, (inancial msmuuons.
_ managcmcms of holding companies can also play an- important role in'this rcgard.

IE
-

While a BODs is not expected 1o involve itsell in day-10;day operating decisions,
they are nonctheless expected to consider and give their views on all such matters
that have long:-lerm connglalions. In fact, such matters by convention are referred to
the board. Theése relate to issues such as introduction of 3 new producl new
technology, collaboration agreements, scnior management appomlments and major
dcc15|ons rcgardmg |ndustnal relations.

The “directing™ function of the.board has internal and external components. Internal
component relates to various actions taken by the executives and their implications
for the organisation, including R&D, capital budgeting, new projects, new
competitive thrusts, relationships with financial institutions and banks, forcign
collaboratars, major customers and suppliers. External component ‘relates (o
identifying broad emerging epportunilies and threats in the environment and feeding
them Lo the management 5o that “strategic mismatches™ do not otcur, The board
should see that the erganisatien always remains in alignment with the social.
cconemic and peliticu] milieu,

N-is quite likely that many Chicf Excecutive Officers {CEQs) and even some board
"members may not want the board to be involved in siralegic matters at more tham a

" superficial level. The reasons are not far to seck, Many companies may not have an

explicit or well'articulated strategy. The management of such companies take
strategic decisions intuitively rather than through a rigorous process of search and
analysis. Furlhcr, the managements of some companies do not like outside directors
to I\now enough about the new strategic decisions or postures, They may percgive’
the “involvement of board members in stralegic decision making ds a threat to lhclr

power,

4.6 SIZE AND COMPOSITION OF BOARDS

Section 252 of the Companies Act says that every public company shall .have al least
three directors while others may have daly two. In practice, the variations‘are very
wide indeed. The size of BODs ranges between 2 or 3 in small private limited

_ companies to 20 or so in large public limited compantes (especially the sick ones)

where numercus public agencies are involved, The Act, however, lays down that only
individuals can be directors. The BODs caf also appoint additional directors il
authorised by the Articles of Asscciation. Onc of the guiding principles for
constituting BODs s (o include direclors representing key constituencies interested in
the performance of (Le cuterprise. Thus, worker directors’ are now being elected or
rnominated to the BOD. . an increasing number of public sector enterprises. Views

. oh this issue are quile divergent, Even the most well-meaning worker director often

" faces the dilemma of reconciling the direct interests of the employees he represenis

and the oycrall interests of ‘the enterprise. ¢.g., bonus award in a ycar of poor
performance. So he has to resorl Lo the policy of running with the hare and hunting -

" with the hound. In the Board meeting hie insists on geiting his dissent. minted if the

bonus decision is below the union’s demand, while privately he tells the top
management that he will go through the moticns of protest along with the cmployecs
without really harming the functioning ol the enlerprise. In situations with much luss

_trust and understanding, the Chairman or Managing Dircctor and the Worker
Director may engage in lengthy verbal fights in the Board over such contentious
" issues. In certain cases, inter-union rivalry may be so intense and prolonged that, in

spite of the provision for a Worker Dircctor, the BODs may go without such a
person for years (e.g., L1C). One thing lfowever is clear: such Employce Directors on
Board are not considered by most as amounting Lo increased parricipation of fabour
in management.

The movément Lo place cimployees on the BODs in public enterprises has bogun to

-
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gain ground in India, The European experience reveals an inureasing acceptance of
workers participation ‘on corporate boards. The Federal Republic of Germany
pioneercd the practice with Co-Determination Act of [951. Workers® representatives
in the coal, iron and steel industries were given equal status with management on
policy makmg boards.

"Although in public enterprise boards all the directors are the nommnees of the
President of India (as their sharcholder), in private sector enterprises Nominee
Dircctors (NDs) constitute a distinct and important category (although some pcople
argue that even the other directors in most such companies are really the ‘nominces®
of the dominant controlling group). These NDs come to the board as represenlativas
of the financial institutions who have large stakes in the enterprise through
substantial term loans. Such large-scale térm-loans arise either because of the
financial needs for rapid growth and diversification of healthy firms or because of
the sick {irms engaged in the process of rehabilitation. A nomineedirector is
expected 1o take active interest in the overall managenient policies, without
interference.in the day-to-day working of the concern. While the ND has an |
obligation to safeguard the interests of his financial institution, yet he is not
supposed to act merely as a watchdog on behalf of his erganisation. Qf course such
balancing requires considerable maturity and integrity. It is-alsc said that the NDs
should -help personalised managemeni styles to be converted into professionalised
ones,

Other kinds of constituency-based dircctors eould belong to agriculturists, artisans,
consumers, supplicrs and so on. Bank BODs usually consist of most of these Lypes.
Besides, some aéademics also find their way into these Boards, as well as
professiorial accountants and lawyecrs. These last three groups do not really belong to
any intergsted constituency (although many people think that accountants and
lawyers could use their directorships.to promote their own business interests). The
inclusion of academics of standing is advocated by many to lend a touch of high
perspective and detachment to the complex socio-economic or value oriented aspects
of policy-making,

Of course, the opposite view also exists: BODs must not reflect a constituency-based
composition, For then the BODs meetings may turn out to be battle-grounds for
conflicting interests and decisions. The BODs should be constituted purely on the
basis ol expertise, knowlcdge and abilily to see ahead etc., among the candidates lor
directorship. Perhaps, constituency-based BODs reflect bowing down to shortsighted
populism which aims to please everybody.

The categpry of Governmenl Directors (one rom the concerned Administrative
Ministry and one from the Finarnce Ministry) in the BODs of public cnterprises is
similar in nature to that of NDs in private sector companies. Although the
Government Directors (GDs) are also nominated by the Government of India, yet
they oo are supposed to perform the same balancing act as the NDs. However, it
appears that in practice the actual role played by GDs attracts relatively more
criticism than that of NDs. Thus ono 1CS (retd.) had remarked a few years ago that
these boards are susceptible to governmental influence and thus the autonomy is
eroded. A few others, however, say that there are cases where GDs have worked
harmoniously with the Chairman or MD of the enterprise.

In Central Government enterprises. MPs or politicians do not figure on BODs
though in state-level public enterprises this is quite common. Often the experience is

not too happy.

Ac[h'i!y 1

Analyse the tap leve! body (by whaiever name called e.p.. Board of Directors. Board
of Gavernari. Board ol Trustees. ete.j of the organisution m which you are \\ur!\!nb
of with which vou arc familiar in terms bl..

it Their ;'Jcader_nic qualiﬁca;ions.'
i) ‘Their experience and professional attainments

hi) Strenpth of the Board

w3 “Nature of Directorships

whether whole-time. or part-time, pari-time Nominee Directors, Dircctors
represeating particular interests, etc. ’ '
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'v) '_whethei- Chairman is whole-time or part-time - ' - :
S ] Board of Dirgetors: Rok
vr:) total member o_f Directorships held by cach member. o ' and Functions

......................................................................................
.........................

.........................................................................................
...............................................

'4.7. BOARD STRUCTURE AND CORPORATE
‘PERFORMANCE |

This section is relevant to the BODs of privale sector companies. By board structure .
we mean the ratio of Whole-time Directors to Total Directors (WTD/TD). In private
sector companies, several directors.could be executives from within who have been
promoted to the board. Of course there can also be WTDs who have come from
another company. Bul the truc criterion is; they are on the regular payroll of the
company. ) ' : :

The other set of part-time directors (PTDs) would b the ones whe are ¢lected to the '

BODs from outside to fepresent shareholders only at board meetings. Of course, like
PTDs, WTDs are also formally approved by the shareholders at the Annual General

Meetings of the companies.

Multinational companies in India like Hindustan Lever, ITC.1IEL have BODs with
~a very high proportion of WTDs to TDs. On the other hand, companics like Larsen
and Toubro and TISCO (an Indian company) have BODs with a nearly cqual or one-
to-one ratio of WTDs to TDs. And apparently both groups of companies have been
‘petforming consistently well over the years. : , )

There is'also a third category of BODs where the entire megbership consists of
PTDs. The Department of Company Affairs calls them as ‘Board Managed
Companics’. On the other hand, where the board has one whole-time employce MD
and a few more WTDs, besides PTDs, the firm is viewed as a *‘MD Managed
Company. .

An empirical survey in respecl of companics with paid up capital of Rs. 50 lakh or
above had shown that in'1979-80, 17 of the 22 Tata group companies were MD-
managed and only 5 board-managed. For the Birla group, however, only 6 werc
MD-managed, whereas 24 were board-managed. In these laticr companies not even

 the MD is on the BODs, although he may sit chre'o_n invitation. As mentioned
arrangement, however, scems to be more consistent with the Company

earlicr, this
Law definitions.

As for the effect of these alternative BODs siructures or company performance (e.g.
profitability of sales. or profhlability of assets) there is some empirical evidence that
mixed boards of MD-managed companics L.e., those-with a mix of WTDs and PTDs
generally perform betier than purely board-managed companics.

Whole-{imé Directors Vs. Part-time Directors

Whether a company should have on its board only Whole-time-Dircctors {or
Internal Executive Directors) or only Pari-time Directors {or External Non-
exccutive Direclors) is adebatable question. A board consisting ol only internal
Whole-time Dircctors may be 100 su bjective in its thinking to be effective in its

. functioning, 1t can also become insulated from the environmeni. Similarly. a bowd
consisting of only PTDs may not be able to bring.the kind of realism to bear on the
decisions that would effectively contribute to the functioning of IHC o1panisation.
Such a board may not be fully conversant with the organisation’s peculiar situation,

its power structure, and its well cotrenched cthos. It may follow “ivory tower”

Lo
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approach in its decisions. Hence, neither of the two extremes are desirable. A
judicious mix of the two types of directors is called for. While Whole-time {Internal)’
‘Directors bring to the deliberations of the board, their understanding and insights
which they have developed as a result of their long expericnce of working in the -
organisation,the PTDs seive as a link between the organisation and the external
environment (economic, social, legal and- political). The External Dircciors are
expected to initiate in the board meetings discussion on environmental developments
and their implications for the organisation. The organisation would -immenscly
benefit il people of emin¢nce in sociely in the areas related or relevant to the
organisation are selected for appointment as PTDs. People from the following walks
of life can make significant contribution to the effectivencss of the board: '

. . . ' . . . ]
¢ an outstanding technologist with a considerable cxperience in a related field

* a repowned marketing expert

® an experiericed person [rom the world-of banking, finance or taxation

& an eminent person from legal profession
¢ a well-known business economist or @ management consultantfacademician who
can contribute innovative ideas or generate fresh thinking ’

e a distinguished administrator who had his uselul innings in the government
administration. :

A survey sponsored'by the Financial Executive Institute (USA) found that an
average of 72 per cent of the board members of nearly 800 responding publicly held
companics were outside directors. .

It would be appropriate if the board appoints a Nomination Commitice which would
identily the potential incumbents for PTDs for their eventual selection and
appointment. '

In fact, the role of whole-time and pari-time directors is complimentary in nature.

The secret of success lies in pooling together the strenpgths’of the lwo groups so as to

derive the maximum advantage of the mixed boards. In a.larpe measure it would
depend upon the Chairman who can create a sense of parinership, collective.
leadership, mutual understanding, respect and commitmerit 1o the common goals on
the part of the groups. He also plays a key. role in ensuring that outside directors
identify with the board and the organisation. It will be no exaggeration to say that
the effectiveness ol the board depépds on the effectiveness with which the Chairman
manages the sensitive relationship between the executive and the non-executive
members and develops a team spirit, He can tonvert this sensitive relationship into a
synergistic one to the mutual benefit and satisfaction of both the enterprise and the

individual directors,

Thus, the view that the composition of BODs should be neither wholly internal nor
wholly external is increasingly gathering momentum. It should be a mixed BODs,
with the PTDs being probably a few more than the WTDs. This should provide a
safepuard against the BODs being used merely as & rubber stamp to approve the
decisipns of WTDs. This could also ensure better strategic. long-term management of

corporate affairs,

4.8 BOARDS IN -PUBLIC AND PRIVATE
SECTOR ENTERPRISES

Some passing references to the differences amongst BODs in these two groups of
enterprises have been made in the earlier sections. So far as public enterprise BODs
arc concerned. many ‘observers comment quite adversely about their role Thus. one
public servant has said that the supervisory system {(BODs), by its sheer
incompetence. has forced the functional Directors and plant level managers to
acquire much superior excreise and a keen awarencss of their 1asks and
responsibilities. Another management expert has discovered that in public enterprise
Boards the Ministry representatives adopi the owner's perspective and. therefore, the-
final decision on important matlers is rarey taken by the Board although it is legally
responsible for it. Important decisions taken by the Ministry are automatically
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“accepted by the BOD. But another management expert who, like the previous one, - Board of Dlrectors; Role !

has had personal experience of serving oty public enterprise Boards, feels ‘that it is _ and Functions .

ficither fair nor feasible 10 draw any delinitive conclusion about the-institution of
governmeni diréctors'. For, there are cases where good support and hndcrstzirfding :
have ffowed rom the povernment joint secrclaries, Of coursce, there have been cases.
. in his expericnce, where an undercurrent of lension has also prevailed between the
 +  Chaitman or MD and the Government Dircciors. A seasoned bureaucréil‘ of the'ICS
. vintage has remarked that autonomous BODs are meant to insulate the public™ ~
enterprises they manage from the variety of pressures which a parliamentary
.democracy is necessarily subject to, But, according to him, the present BODs
functioning in public enlerprises has not I?ccn able to [ulfil this criterion.- :

’ Many informed peaple feel that the BODs in the p'rivalc scctor fare no better.
Instead of the overriding influence of the Ministry in the public enterprise, it is the
owning family or dominant controlling groups which play the decisive cards in
evaluative or manpagerial roles in Lthe private sector enterprises. The Board meets
merely. to clear the legal formalitics. In multinational companies, at least in form and
structure, the evaluative and manageria! roles merge in the same set of Direclors
because practically all the Board members,. including the Chairman, are whole-time
insiders. . : .

4.9 BOARD COMMITTEES

The proviso to scc. 292 of the Companics Act provides for delegation of powers by

the BOD 1o a Committee of Directors of the powers regarding {a) borrowing money

for the company otherwise than by debentures, (b} investing the [unds of the

company, and (¢) making loans by the company. Other than this, the Act does not

mention anything ¢ls¢ about. Board Committecs. ‘
. | .

- - In practice, however, Boards do appoint—probably more frequently in public °
enterprises—specific committees for indepth cxploration of certain matlers e.g..
diversification projeet. shutting dewn a plant, These Committees work {or a specified
‘period and.submit their views to the full Board. There are standing Committces of
the Board as well c.g. ‘Audit or Credit Commitiees in patiohalised banks. These
Committees meet in he interval between Board meetings, and arc expecled to devot
preater attention o delails in important matiers arising from those functions. It is

- the outside dircctors who officially comprise such Committees. Usuatly a few top .
tevel cxecutives of the enterprise are also associaled with these Committees. At times -

.. it is found, however, that some Board members resent the use of smaller Committees
of the Board, They apprchend that {ull information on important matters may 1hus
remain hidden from the BODs as a whole. Some experts feel that. at least: in private
sector companies, there should be a *‘Compensation Committee' of the Board-to plan.
-ahead for top management remuncration, and probably managerial succession too. .

410 TWO-TIER BOARDS

Some cxper)s, with a view io toning up board-room ¢lfectiveness, have in the recent
past-been referring to the system of two-tier boards in Germany and several ol_hcr 8
European countries. In this system Lhere is a whole-time, non-cxecutive Supervisory
- Board, and a wholly executive Managemenl Board. No member is common to both--
. the Boards. Thus. the policy and dirccling role of the Board is separated from the
. - operational and management role. The Chiel Executive Officer (CEQ) is available to
- the Supervisory Board to present his analysis of performance and prospects. The .
‘Supervisory Board has the power to hire and [ire the CED dnd other inside
‘Directors. o . ' - ‘
'?_ln the light of this background, it has been suggested that in India too we should
have a *Policy-Board® and an *Exccutive: Board’. The former should consist only of
- .‘b'ulsiders, However, (he CEQ of the company should be its member. These Policy
' Boards should comprisc senior members of various professions, distinguished -
- ncademics. onc or lwo senior MPs, scnior executives who are merhbers of the
" fxecutive Boards of other compinies (not competing with this company however).
rominees from Workers' unions, and business leaders. g
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However. the Bullock Committee had examined this issue in the UK some years ago
(1977). It had opposcd its introduction on the ground that there was no easy way to
distinguish between the functions of BODs (i.e., Policy Board) and those of senior
exccutives. [t felt that such artificial separation into (wo Boards could cause
perpetual conflicts betwween the two-tiers—as in France. The Sachar Committee
Report (1978) had also negated the idea of two-tier BODs for India, Few Japanese
companics have cutside Directors on their Boards; most of the Directors are

wholetime employees.

-4.11 CHAIRMAN VIS-A-VIS

MANAGING DIRECTOR

The Companies Act does hot refer to *Chairman’. Yet, each board meeting requires,
in practice, to be chaircd by somcone, The following combinations of Chairmah and

MD are noticeable in India:

a) Part-time outside Chairman, plus whole-time MD
b) Whole-time inside Chairman, pius whole-time inside M D,

c) Whole-time inside C}!airman-cum-MD '

Combination (a) seems (o be more widespread in private sector companies, while (c)
is more prevalent in public enterprises. Model (a) is defended on the ground that an
MD, especially if he is relatively young can benefit from the malure guidance of a
scnior outside Chairman. Besides, if the real intent of the Act 10 make the
MD/Manager function under the supcrintendence, control and direction of the
Board is 10 be satisfied. 2n outside part-lime Chaifman has better potential to make
this happen than combination(c).

As regards rhodel (b)there seems to be a theoretical problem; that of the principle of
*unity 'of command®. Since the Act does not recognize the “Chairman’ as such, and
casts the.entire responsibility on the MD, could the existence of a separate
whole-time Chairman cause conflicts? Where the personal equalio'ns between the
Chairman and M D are healthy, the process might operate smoothly. Otherwise, this
desipn can cause. a lot of harmful frictions. In some companies a whole-time
Chairman exists. while there is no MD (e.g. ITC or Hindustan Lever). The insider
Direciors: are all chosen by such a Chief Exccutive. In this scenario, there is
potential for ‘yes manship® from the other directors.

Probably in recognition of the difficulty just cited, the majority of public cnterprises
in India have a single person who is the MD, assuming the additional temporary role
of Chairman when the BODs meets. Against this arrangement also there is an
important argument: it confers absolute power on one individual only. However. .
here again, the.existence of Government Directors on such BODs probably is a
safeguard against potcntial misuse of power by the CMD.

In the case of BODs of sick companics. a sﬁcc_ial category. it may always be better to

. either go for medel (a) or {cJ. Divided accountability at the top, implicit in (b} is

undesirable for the effective working out of revival strategies with speed. In such
units the BOD has really o get down to managing’ in a broad scnsc. and not remain
satisfied with merely ‘directing’. In fact, sec. 408 of the Act docs envisage
‘management” by the Board under special circumstances—even though they may not
necessarily imply sickness. In such cases a whole-time non-cmployee Chairman and
other Directors from outside could constitute the Board, '

4.12 DIRECTORS’ REMUNERATION AND FEES

CEE BN

Sec. 309 of the Companies Act provides the broad framework for Directorial
remuneration. and the Articles ol Association being left with the task of working out
the details. Whale-time Directors: and MDs can be paid in"terms of monthly salary
and}dr a percentage of net profils {calcutated according to sec. 198), pravided that
the (otal remuneration so paid does not exceed 5% of net profits if there is one such
Director. or 10% for all of them if there is more than onc such whole-timer. For part-
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lime D:rcclors the sitting fee for each Board meeting does not usually cxceed
-Rs: 250,

. During rceent years the Governmenlt has been fixing ceilings on Dlrcclorml
remuncration in absolute terms, although increasing Lhem over lime. A major
consequenc of this has been that. since the remuncration for below-Hoard-level
cxccuuvcs has not been so regulated, many Brsl.whl]{‘. MDs and Directors have moved or
arc moving oul ol tlic BODs, and assumed or assumlniz the titles of President and
Vice-President and thus protect their original remuneration.. These people arc now .
present in boird meetings as invilees, while the formal board consm:. wholly of

outside part-timers,

5

So [ar as parl-1im¢ dircctors are concerned. it is widely felt that a paltry.sum of

Rs. 250 or so lor cach mecting is hopelessly inadequarte for them to take such
mceungs seriously. For many cxperienced senior people, who take up thc career of a
' “professional’ director, accepting up to 20 -Dircctorships becomes a means of nou:hmg
up a reasonable Tevel of regular monthly income. In the West this is bemg chdngcd
Handsome fees are now being paid to part-time D:rcclors also for scrvirig as. the
Boards with dedication and hard-work.

‘Acﬂ'lty 2 g

The noucc of the Annuitl General Meeting ol a public-limited Lompdn\ semetimes
-contains & proposed resolution to be moved in the megting purports which 1o f1x the
remuneration and perquisites in respect of a Whole-time Director of the company.
Place possible values to the various perquisiies mentioned in the proposed resolubion.
Find our. the total 'compensation payable o a Whole-time {2rector meleding the

. valuc of pcrqumtc: and commeAt upon It ) - o

4.13 MIS FOR BODs -

This is o rather nebulous aspecl of board lunctioning. So far as purl-timc'oulsidc
direclors are concerned, they normally receive & file ol papers, onc week in ndvance
of the board mecting, from the company sccretary. The.agenda is prepered by the
. enlerprise itsclf, consisting ol certain regular features e.g.,-quarterly or monthly
‘business performance, progress reports on projects etc., and.certain non-recurring
items ¢.g., decision to declarca lock-out. The initial agenda is drafted by .the
Seeretary, and then the MD takes & hard Yook at it. Often he retains all the law-’

" related issues as “szcred cows’, while axing down many crucial aspecis on long-term
policy matters which -ould have been aired in the full Board meeting..Qutside

« directors are nol requesicd 1o initiate agenda items on their own. While attending
board meetings, if such directors ask for more or undisclosed information. it is not
dircetly dcmed : .

In those prwatc companies which are board managed (i.e. all board members are
outsiders. with possibly a.family member of the ownets being the chaitman, usually
litlle information is available 1o .the boards regarding the leng-térm strategy of the
firm. In. public enterprises. however, the situation is much better. More detailed
_papers are available on Iulurc projects and plans in such compantes than in private

scclor firms.> oo

_Howcver, durmg the intervals between board meetings therc is absolutely no
commumcallon between the company and its part-time Directors—except may be
with the Governmenl Direciors on public entgrprise BODs. Some standing sysicm
should be evolved to Ml up this MIS-gap, in consultation with the parl-l:mc
directors.’[n the absence of a regular inierim MIS, such people participate in Board
meetmgs in a rather listless, haphazard and superficial manner. Much to their own
dislike, they feel that they are not ‘in it” as it were. Many of thern do not have a

Board of Directors Role
and Functicns
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cursory acquaintance with even Lhe plants and laciories or other physical uspects of

‘the enterprisc they arc suppésed 1o direcl.

4.14 BOARD MEETINGS : SOME PROCESS ASPECTS

A tremendous degree of rcsponsibilily‘ rests on the person who chairs a board .
meeting for making it work purposively. He has to avoid wastefu| debate and
talking. He must be able to draw out the relatively quict board member to share his
views, and to stop judiciously the too vocal members.

If the chairman is a pari-time outsider, elected so to say, by the other insider
directors, then he should act his role with high integrity. Often it is found that such
chairman begin to form cliques with certain members of the board—may be to
ensure the renewal of their own term of appointment. Nor should chairman or other,
parl-time directors approach or entertain lower level employees and develop informel
communication links “with them. '

An important impediment in the eflectiveness of Boards is that 100 much time is
often taken up in law-related or routine aspecls. As a result, little time is left for
meaningful deliberation on-key long-term aspects’of enierprise functioning ¢.g.
building a sound corporate culture.

All decisions in BODs arc deemed Lo arise from consensus, Notes ol dissent from
any Director are indeed very rare. The minutes are taken down only for the final
decision. But the crucial dimensions debated upon. befare the decision 15 reached, are
not at all noted. This is & drawback bceause at a laler date, when' present Board
members may not be there, the genesis ol a past decision in a given context would
not be available 10 the new BODs,

Another crucial problem of board meetings refates (0 their dales, Very few

enterprises sce the practical meril of convening such meetings on tixed dales in each

month or cach quarter which all the directors can.notc for the year in their diaries,

and plan other evolving commitments around those dates. In the absence of such a
discipline, Board meciings—especially in the majority of public cnterprises—are
decided on the basis of dates suitable to the government directors. 1t soon becomes
clear to the other part-time directors that they are after all not so essential to the
decision-making process.

It is often observed that where a board meeting is held over a full day, and a lunch
break mtervenes, cerlain delicate or thorny issues, eluding frank airing and resolution
within the board room, somehow get tackled through smail informal parleys in the
lunch room. So. when the Board meeting commences again after lunch, it may take
a few minutes culy to reach a decision on such matters. This kind of in-group
solidarily of select members of the-Board is crucial when contentious.issucs are on
agenda Of course, ai fumics the reverse may also happen—attitudes across groups
may harden further during the tunch interval. and the post-lunch spel! could be more

acrimonious,

4.15 ENHANCING BODs EFFECTIVENESS

'The BODs as an institution at the corporate apex is there Lo stay. It has, however

begun to be subjected to closcd st wtiny only recently’ Many of its weaknesses have
alrcady been mentioned [rom various viewpoints in the previous sections. In this
concluding section we may 1hink ol some of the following idcas and plans to
improve its effectiveness in the {ulure:

1) Corporate shareholding should be widely dispersed. This will help the BODs to
hecome more autononious and self-directing. Public enterprises and companies
belonging to family business houses suffer more on account of narrow base of
investors. ' : -

2} Part-time, non-executive-Chairman of BODs should not be just ornamental,
They should accept the positive responsibility of welding all the Board members
into a cohesive and forward-looking team. while allowing constructive debgte (g

flow freely.




3) Functioning in a BODs as a dircclor is different from working as a top -
excentive. This change in the role’of an insider should be deeply internalised to
avoid the mentality of a Tunctional head or a profit-centre head to dominate
onc’s thinking in the board room too. ' ’

4) To be really useful in furnishing deeper and long-term insights, quarterly BOD
meetings should last for two days in a row. Overnight rest intcfvening between
intensive discussions on,a single strategic aspect chosen for each meeting should
be useful in erystallising valid and reliable solutions.

5) Fees for outsider Directors in cach such meeting should be at 'Icaslt Rs. 2,500.

6) Number of Directorships licld by onc person, in the I.ighl of (4) and (5) above,
should not exceed five or six al the most. . ;

7) The BODs, especially those consisting wholly or nearly wholly of outside
Directors, should care to renew and refierate confidence and trust between
themselves and the executive management of the company. This is vital because
the BODs is a peculiar-unit of corporale management: it-has no line or
functional authority, yet has all the responsibility. )

8) Wh‘i!'e the BODs may not consciously own up pﬁblic responsibility, ‘yet
safeguarding public interest must be its overridirig value-orientation. .

9) As a general rule, the BODs should refrain from interfering with-actual
operations andl policy iniplementation after its decisions are passed on to
executive management.

10) An Institute of Directors, providing a forum [or regular inleraction and
interchange of experience amongst Direclors who have high tevels of
professional experience. could be constituted. Such an lnstitute, over-time, ¢ould
become a sort of certifying or screening body, for inducting a professional into

the Director’s role for the first time.

' 4.16 THE EID PARRY BOARD TUSSLE—SOME
INSIGHTS FROM A REAL CASE™

Earlier we had quoted Indian Company Law on the subject ol the role of the MD of
a company, who has substantial ‘powers 10° manage the-compeny. sub}gct 10 the ~
superintendence, control and direction of the Board. With the rcsigna'lion of EID

~ Parry’s MD in May, _198[. the MDvs. Board warlareexploded into the open.
Unlike MD vs. Chairman (part-time or whole-time) conllicts cited carlier, this case
was of a whole Board lined up against its Chairman-cum-MD. Let us sumimarise 1.2
key facts: :

1) During the period 1976 10 1979 E1D Parry had been incurring heavy losses. This
was a neafly 200 years old company, and was amongst the top 100 companies of
India in terms of sales and assets.

2) During 1his pericd the company had a non-Exccutive Chairmép.’ and there was a
Vice Chairman-cut:.-MD who had risen from the ranks within the industry.

1) About 6ﬁ per cent of its shares were held by the pubiic, 2nd about 10 ]Sr:r cent -
by various financial institutions. :

4) The financial institulions decided 10 strengthen the management of the company,
. and in 1980 the Unil Trust of India nominee on the Board was chosen as the
MD. After joining, the new MD feli that a part-lime, non-Executive Chairman
was nol an answer to, E1D’s prpblerns. Sohe was made the full time
Chairman/MD. The previous non-Executive Chairman, however, stayed on as
anr ordinary-part-time Board member, but not before he had: unsuccessfully
brought o couri injunction restraining such an appeointment.

Pl

Al the tjme when the internecine quarrels became public. the full Board of EID
Parry consisted of 20 members—6 inside fulltinie Dircctors (including the MD

. 3nd llfrcq'spccizil Directork). 9 outside parl-time non-institutional Directors and
5 financial institution part-time nomince Directors,

v, =2
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" 6) Nearly all the ouiside direciors were aged above 65. The ncv..r' Ghaiz’:manfMD.,
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was younger, had a Ph.D, in linzncial management lrom an Aliciis
university, and had held senior exccutive positions in India and the U.S.A,

7)  Some of the major sieps taken by the new Chairman-MD. and that 1oo a1 zrem
speed without prior Board approval, were: .

a) A large number of previous special Directors (5 out of 7) were “allowed’ to
resign. '

by Two new special Directors werc appointed [rom outside, and so were two
General Managers.
Both these steps were deemed necessary by the Chairman/ MDtostrepatben ad
revamp sloppy top management. Insiders resented this move Broenuse th
convention was lo appoint special Directors from within as an ineontive (¢
worthy aspirants.

¢) An internal audit was conducted: and a report highlighting several
irregularitics in financial and business mallcrs was submitted straightywiry o
\he linancial institutions, by passingthe Board, The institutions, hovrever,
scemed 1o tuke no heed of the Report. :

d) In order Lo avoid labour unrest, the 1979 bonus issue was seltled on the
basis of a flat-sum of Rs. 750 to all employees. including those driwing i
salary over Rs. 1,600 per month. This agrecment emailed a total eash
outflow of Rs. 12 lakhs, and 1979 was a loss ycar.

#) The performance ol the sugar division was boosted appreciably by am
aprecment with the sugarcanc suppliers to supply maximum sugarcane to the
firm’s sugarcane [aclory. This deal was the ouicome of personal visits and
discussions made by the Chairman/MD wilh the sugarcanc farmers.’

8) The Board. including financial institution nomineces, was relusing to approve ot
ratily any of the above steps ol the Chairman/MD. '

9) In early (981 a group of 123 shareholders submitted a petition to the Madras
High Court allcging that the affairs of the (irm were being mismanaged, and tha
the Chairman/MD was being restrained by the Board. in his endcavours 1o
improve things. S0, an investigation ought to be conducted, -

10} In March 1980 the Board had passed a resolution placing all executive or speci
Directors under the supervision and control of the Chairman/MD. Howcever,
contrary 1o this resolution, in March 1981 the Board decided to terminaie the
services of the Legal Adviser and a special Director. despite the ChairmanfAiDYs
disapproval. The Board contented that this resolution had to be read alorg with
a subsequent clause which stated that the Chairman/ M D shall exercise such
rights and perform such duties as may be determined by the Board from time o
time.

The High Court judge ruied in favour of the Board and the company. declaring
that the Board of Directors was the supreme body to decide its destiny. The
judge saw the Companies Act as contemplating the creation of a Board which
should assurmie regponsibiiitics for the affairs of the company, and the Chiel
Executive had to stand and serve according to decisions approved by the Bonrd
(an almost Miltonic verdict!). ' ' .

—

s

The purpose of EID Parry during £1975-81 was 10 stem the erosion of tls wiability .

“and then to reinvigorate it. (This and the [ollowing paragraphs make use of somc

basic concepts in the two books by Stafford Beer, Brain of the Firm (1981} and! the
Heart of Enterprise (1979)—both published by John Wiley, England.) Viability i the
s wvinhle

capacity of an organisation to maintain its.separate existence. For a firm fo bz v
Beer supgests the cybernetic framework of a 5-step systems model:

System 1— the various operational units or divisions of the (irm;

System- 2— the various common service departments which. help to cocrdinnis and

create orderliness in the functioning of operational unils, .,
maintenance, accounting. purchasing and stores and so o

System 3— the various specialist Directors who preserve the syncrgistic thrust in the

ERITdl
P

funclioning of operational unils c.g.. Marketing,
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Manulacturing Direclors who cut across various operating divisions which
have their own functional heads in these areas tealled Operational
Dlrccloralc)

System d—  While S.)'sl(:m 3 is concerned with the ‘inside and now’ of the firms
operaiions, system 4 is intended to look after the *outside and then' for the
enterprise ¢.g. management development, R&D. corporaie planning and
s¢ on (called Development Directorate),

Sysremt S5— " to monitor and inlegrate the apparently polarised concerns ol systems 3
and 4,

Although the aboye scheme seems hicrarchical, it is not so in the purcly mechanical
sense of superior-subordinate implied in organisational charls. Individuals could and
should when cenditions, demand, swilch roles across these systems.

Now, what the Chairman, Managing Director of EID Parry was doing. in terms of
the major steps he took n his Mirst few months in that role, was to step into system 2
{c.p- internal audit and his own report thereon) and gystem 3 {e.g. appointment of
new special Directors). Let us remember, he had prior knowledge of-EID and its
problems as an ordinary part-time Board member. Probably EID Parry had no
system 4 worlh the name. Se far as the Board is concerned, which eould fit in with
the concept of systemt 5, we have seen its composition and age mix alrecady. A body
as large as & score ol members. meeting four 1o six times a year over a duration of
three to four hours cach, is supposed to decide policies for the firm, synthesising
systems 3 and 4 ideas and deliberations: Anyone connected with any administritive
or managerial job in any kind of institution would appreciate that policies for eritical
problenis can never be cvolved without close and continuous fine-tuning wilh the
myriad aspecls of any major issue at hand. Since a predominantly outside and over-
aped Board can scarcely be expected to grasp the nettle (especialty in the current
milieu of Board room protocol of going by pre-sclecied agenda items), it may cither
turn into a puppet playing to the tune of whatever information is fed 10 or hidden
from it, or-it may lake a pretentious stance of omniscience and pronounce irrelevant .
.policics. (Of course this danger is even more severe for constituency-bascd Boards
whose members may amongst themselves know everything about the world éxcept
the true nature of the business of the firm. Unlike id affluent. industrially advanced
ecanomices, the notion ol constiluency-based Board is an ill-conceived one for [ndia

today.)

‘Clearly. the important and urgent task for the Chairman-Managing Director ol ELD

Parry was to plug the gaping holes for saving the erganisation from rapid collapse.

_ The legal purpose of the Board o4 enuncialing policies for EID Parry often turned
out to be a mere platitude. Instead of wailing for niceties about getting policies
established al the Board level, and then 1aking action steps (meaning inevilable loss
ol 1ime), the Chief Execulive scemed to be catching the bull by its horn in a crisis

“silualion, When the Board itself had appointed a particular person as the Chiel
Excculive of the organisation—who is a professional by any standard—it would p:=ve
been correct for it 10 show patience in regard 1o his decisions, except those relahnb
to some alleped sackings al senior levels,

[ a scparate p.u. une Beard Chairman was expected 1o play the role of system 5.
along with the Bou.d, evidently this had not happened'in the past. The fusion of the
Chairman’s and Managing Dircclor’s roles into one individual could be seen as an
attempl to integrate systems 3, 4 and 5 all into one vigorously active point. Crisis
situations prebably inevitably demand this fusion, But the old-style Board obviously
had no perception about the nced (o1 a change in its stance when a Chairman-
Managing Director of its own choice was ptit in place, and who had begun shaping
his rele, unknowingly perhaps, within a ¢ybernetic [ramework.

We are awarc of another case—that of the National Rayon Corporation—where the
Government had appointed seven Directors in 1977, all outsiders—to manage the
company under chi provisions of scction 408 of the Companies Acl. This was a crisis
situation too—cven more severe than that of EID Parry. The Beard here was Jully
part-time. Yet it worked wonders for NRC. Why? This is because while trying io
play the system 5 role, it soon discovered that its members had to get involved
deeply inte the system-of 4 and 3 levels also. Board members bad to divide up
specific arcas of managenment amongst themselves, and become accoustable for
betler results therein, And all this was donc along with the existing executives of the
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organisation. Th}:s, no glib talk of a policy-making Board was allowed to come in
the way of reviving the firm. When sysicm 5 policics evolved, they ‘were born of ‘

intimate understanding gained through association with system 4 and system.3 [evels.

Here was truly a Board-managed firm. In the EID Parry case it was never a Board-
managed firm. Nor was it later allowed to function as a Chief Executive-managed

firm either.

r\Cli\'“y 3
main facts of & Board roem drami whieh you miht B dung defoss

Mention the
nal or newspaper. Critically comment on what

or studicd recently in a business Jour
went on and what ultimately happene
Jong-term interests of the company?
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417 SUMMARY

In this unit we began by first discussing the provisions of the Company’s Act in’
regard to Board of Direclors and Lheir powers. We have seen that legal provisions
are rather scanty. With mounting uncertainties and changes taking place in the
environment, the role of BODs has begun (0 'be viewed, in a broader-frame. There
arc perheps inherent limitations of the legal provisions in capturing the vital
ramifications of the changing role of BODs. Whether- members of BODs should
oversee the operations of the company from a distance or limit themselves to taking
broad policy decisions, or should get themselves involved in detailed operational
aspecls of management continue to.be debatable questions.

"

In terms of the involvement of the members of the board in strategic tasks, boards )
can be of varying types, ranging from phantom boards to catalyst boards. It is-
common knowledge that boards in India, in-general, function rather passively:
However, the importance of the role of the board has begun to be appreciated. A great
responsibility lies on the Chairman of BODs to galvanise the -members for a

significant contribution.

The size and composition of the BODs varies {rom compaﬁy to company. Recenily,
the practice of appointing a director representing the interests of workers’ a
constituericy in public enterprises has gained currency. This practice, however, has -
met with mixed reception. While all the directors on-the boards of public enterprises
are essentially Nominee Directors, such directors constitute a distinct and important
category in privale sector enterpriscs. In such' enterprises these directors generally-
represent the interests of the financial institutions whose sizeable.funds are often
invested in the company. The views differ on the merits of the constituency-based

directors.

An eflective board is the keystone in a modern organisation. The BODs may consist
of internal whole-timers or external part-umers, or both. The composition or
structure of a BODs may have an imporlant bearing on the performance of the
organisation. The opinion seems o be converging on the desirability of having-a
balariced mix of internal and external directors. The roles of whole-time directors and
part-time directors are complimentary in nature. It depends upon the Chairman of
the Board to converl the relationship between internal and external directors into a

synergistic one for beterment-of the organisation.

In some European countries. the practice of having two-tier Boards is guite common.

However, whether this practice can be adopted in India remains corilroversial. TH¢
- = 1
s of the

capacity of the board members. Lo contribute to the welfare and progres

d? Do you think whatever happened was in the.
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company, in a-large measure, depends on the outlook ot the Chief

- Exceuliveffunctionary ol the company, the infermation provided to the members
before and during the board meetings, and the manner in which deliberations are
handled by the Chairman.

It is expected that there will be greater emphasis on systematically monitoring and
appraising top managemenl’ performance by the board in future. The board will also
be more involved in the management succession process.

4.18 KEY CONCEPTS/TERMS

Board of Dircctors

Beer's 5-step System Model

. Chairman—tum-Managing Dircctor
Constituency-based Directors
Committee of Directoss
Dircctor

External Dircectors
Government Dircclors
Internal Dircctors

Managing Director

Nominee Directors

Part-time Dircctors

Two-tier Board of Directors
Whole-time Directors

Board of Directom: Rob
and Functlons v

TS T

CE Fery == hatr=s T

4.19. SELF-ASSESSMENT QUESTIONS

[

What are the key provisiond of the indian Companies Act to regulate the
functioning of BODs?

What are the pros and cons of having Directors who represent specific

constiluencies? Discuss in this light the role of ‘nominee’ and ‘worker’ Dircciors?

Offer 2 comparative assessment of ‘completely outsider BODs", *wholly insider

"BODs" and "‘mixed BODs". '

Examine the major drawbacks of prevailing Board room functioning in India.

Examine the Jifferences between Board room functioning in public enterprises
and private secior companies,

Should the Chairrian and MDD roles be combined into on€ individuzl? Give your
arguments [or and against.

What are the legal and managerial roles of BODs?

How would you like Lo organise the information supplied to BODs to enable
them 1o [ocus on strategic thinking in 1he choice of technology, business finance

sources, competitive markeling and development of personnet?

What are the major lessons of the EID-Parry Board room affair of 19817

What are the basic tasks of a Board of Directors in terms of strategic
management? Analyse the Board of Directors of your organisation (or the
organisation with which you are familiar) in terms of the involvement of its
members in strategic affairs.

. Examine the controversy relaling 1o whole-time-and part-time directors on a

Board and offer your comments on a wide spectrum.
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UNIT 5§ TOP MANAGEMENT: ROLE
AND SKILLS

" Objectives

The objectives of this unil are to enable :,;ou:

e to know who the members of tep management are

‘e to understand roles usually performed by top managemént and their strategic siyles

e 1o identify skills that [acililaie performance of top management tasks -
e to appreciate the importance of corporate valués

Structure

5.1 Introduction
5.2 Chief Executive Officer
5.3 Role of Top Management
54 Funclions of Top Management: Some Views
5.5 Skills Required .
5.6 Corporate Values
5.7 Top Management and Strategic Styles
58 Summary
5.9 Key Concepis/Terms
5.10 Self-assessment Queslions
5.11 Further Readings
References

5.1 INTRODUCTION

Who are the persons who constitute the top management in an organisation? In a
rclatively small organisation this may be a simple task. But in a large organisation it
may not be simple to identify the persens belonging to top management if their roles

" are not clearly defined. What is at the back of our mind when we identify top

mandgers? Obviously, it is Lhe tasks which arc performed by them. We single out
thosc who perform such tasks, But then, what.are the tasks usually performed by top

managers?
It isrelatively easy to identifly top management in the above manner than to define
it. EVen practising managers, who are usuaily better informed about the functioning
of organisations, are not-so clear as to what conslitutes top management. 1f such is
the confusion. one might ask why does one necd to define top management.
Nonetheless, it is widely agreed that top management provides direction to the’
organisation and mou'ds, its future, People generally look to such persons in case of
need. Thus, top managcaent provides leadership to the organisation.

Activity 1

a) List the name of persons who constitute the top management in your

-organisation.

b) Try to recollect if your organisation has changed ils main areas of operalions.
and the persons who suggested such a change. Also recall whao is responsible for
setting largets. not for the current year but over a longer period.

.........................................................................
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orporate Management

‘Let us be a little more specific now. The top management function is usually

performed by the Chief Executive Officer (CEO) of the organisation, by whatever
name called, in coordination with the Chief Operating Officer {COO) or
President, Vice-Presidents, and divisional and departmental heads. The top managers

are also known as general managers. -

Top management especially the CEQ is responsible to the board of directors for
overall management of the organisation. The job-of the top management is multi-
dimensional and oriented towards the welfare of the total organisation. Though the
specific top management functions may vary from organisation to organisation, one
could have a good idea about it from an analysis of an organisation's mission, '
objectives, strategies and key activities. ' ' . ‘

In this unit, we will first talk specifically about the role of the Chief Exccutive

©fficer (CEQ) of a dorporate body. This will be followed by a discussion on the role, '

skills and values of top management in general, .o

1

5.2 THE CHIEF EXECUTIVE OFFICER

The Chiel Executive in most of the companies is called the Managing Director

(Chairman-cum-Managing Director) or President. [n the discussion that follows we'
will be concerned with the role ofthe principal executive leader of the entire
organisation. Where the executive head of the organisation is the Managing Director
or Chairman-cum-Managing Director, the President'is usually in the position of the
Chiefl Operating Officer (COO). The Executive lcader of a major segment of the .’
organisation such as a division, department or unit is typically called a general

manager.

The Chiel Executive Officer (CEOQ) is a strategist, organisational builder and leader.
The CEQ is the principa! strategist of his organisation. Although the BODs and, .
other members of the top management play an important role, the CEQ carnot
really delegate all his strategic responsibilities to anyone clse. He is in fact a strategic
thinker. He is the person who links the internal world of the corporation with the
external world. This role can be describéd as the “gate keeping™ role of the CEO; it
is both “flag flying" and “transmitting” to and rcceiving signals . from the,cxte'r'nal
environment. 1t is he who has both the corporate understanding and the vantage -
paint perspective swhich is required to wranslate the signals from the outside world.
These signals may often be subtle, and not very perceptible. He has to sow seeds for
new thoughts within the organisation and has 10 nurture and sustain those which

come {rom outside. ) .
Many CEOs arc so involved in the day.—imday operations that t}icy hardly hav:é'-any :

“time lelt for strategic matters. 1t has been rightly said that routine drives out

creativity. The CEQ has to se¢ to it that he is lelt with sufficient time for strategic, -
responsibilities. An American Survey! indicated that the executives who reached to

“the top allocated the largest part of their time to long range planning and palicy . - -

"

setting. They even wished that they had more time for long range planning and
human réseurce management. ' : .

While operating within the envirenment and the rescurces at hand. the CEO has to, ~
build the organisation. Organisation building is a continupus process involving
organisational change. Some of organisational-building responsibility can’certainly

be delegated but the CEO, being at the hielm of the alfairs, has to remain the

initiator for experimenting with new ideas, approaches and systems. He is the key
person in the organisation. The organisational changes should be made gradually and
regularly, and not suddenly or spor_adicnl]y..l'l is a human tendency Lo resist change

_for a varicly of reasons, the main being uncértainty. It is therefore important-to- :

recognise resistance o change prior 1o attempting to make organisational changes.
. - ' v . . =
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The common reasons for people resisling change arc: vested interests, differing
perceplions, misunderstanding and lack of trust, and low tolerance for change. Some
uselul ways to deal with resistance are: education and communication, participation
and invoh ement. and facilitation and support. All these ultimately lead to the -
creation of a climale of better confidence. - '

The CEO is the first among leaders ol his organisation. He must have the will to
manage. “To manage well a person has Lo want to manage; he has to really love it™.
How a Chief Exccutive can’turn around a company is amply. revealed in a.case
history?, An expatriate was called to India to boost the performance of an Indian
subsidiary in the processing-marketing, industry. The company had tremendous
goodwill in the market but its performance was wholly out of alignment with its
image. 1n spite of good products, the company was not able to do well-because of
traditional management which was characlerised by lethargy and lack of articulation.
The new CEOQ, who was gentle in his speech, sensitive to human refations and had
charming social manners, was often perceived by company executives as an academic
who had somehow sirayed into the world of business. However, soon after joining
his new position, the new CEO staried questioning the current assumptions relating
to product strategies, marketing and distribution. He started the system of target

seiting and performance appraisal,

It soon became clear that the velvel glove concealed an iron fist. He left nobody in
doubt about his conviction that if the company had to move forward it had 1o be
sensitive to the environment and regulatory policies, and pull itsell up by the
organisational boot straps. He redefined product-market posture and reconstituled
product groups into divisions with profit responsibility, after taking into
consideration the technological, markeling and managerial dimensions which have an
impacl on-performance. He sclected the heads of the new divistons carefully.
Planning systems were streamiined, targets regarding sales, cost, profit, product
development etc. were developed on the basis of open discussion and information
sharing. Considerable autonomy was devolved upon the divisional heads with
regard to staffing, resource allocation, 2nd marketing strategics.

Many cyebrows were raised about his style of tough minded behaviour, quite
unknown in the history of the organisation. Within a period of less than two years
the organisation turned the corner and was found attempting for market leadership
in the industry.

Mentoring and helping others along Lhe road to success is an important activity of
managers and more so of CEO. The higher a manager gels in an organisation, the
more responsibility he has [6r such helping activities. It is a characteristic of a really
penujne leader at any level to lift others up, even beyond his own level at every
legitimate opportufity.

Thus, a CEO is simultancously a strategic thinker, an organisational builder, and a
leader. He is also a spokesman, an innovalor, a father-figure and a prime decision
maker, as will be borne oul in our later discussion.

53 ROLE OF TOP MANAGEMENT

. You will now appreciate that lop management comprises a team of people, including
the CEO, who perform-certain vita) tasks. Although there may be diflerences amadng
writers as 1o whether people holding certain positions in a2 body corporale can be
regarded as members of top management ot nol, yet there is a good deal of.
agrecment on tasks performed by them. The lasks performed by the team or group

of people who can be regarded as constituting top management are:

e Providing direction
& Sectting vision

e Sctling standards.

Direction

is expected to give direction to the orgahisation.

Top management, undeoubtedly,
duce goods and services provided hitherio?

Should the organisation continue Lo pro

Top Managemeni: Role and Skills
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Shoulc there be a change in products supplied? What are the areas from which the

organisation should withdraw? What arc the new areas into which it should.enter? ;-

In a rcasonably stablc environment these questions are not that relevant. Butin a
changing environment there is a need to keep a close watch, Some L
products/ businesses which were doing we'l in recent years may not continue to do -
so. What should the organisation do? Disinvest, but what are-the new areas into |
which it could go? Most big industrial houses have gradually withdrawn from textiles y
or are in the process of doing so. These include Birlas, Tatas, Shri-Ram Group,
Modis. They have entered into new areas such as chemicals, automobiles, tyres,
electronics, reprographics. Who decided about these?. Of course the top management

or more specifically top management team.

Vision setting

Having given the direét_ion to the organisation, 10p management team is expected to -
set standards for the short run and the long run. What is to be achieved, say 5 to 10

years from now? What are the targets for the given years?

Can you guess which task is more important—setting standards for the short run or
the long run? Of course, both are equally important and are interconnected. An-
ovcr—emphasis: on the achievement in the short run may mean that the organisation is
not able to initiate action in time for moving into more promising areas in the long
run. Similarly, an overly concern for achievements in the long run may put the '
organisation. in difficulty for meeting the short term requirements of cash and other
facilitics. Evolving a balanced perspective of the.short term and long term interests
has been emphasised in the literature. It is argued that the top management needs tc
have bifocal glasses which help it in managing the short term as well as long term
interests of the orpanisation simultancously. )

Standard Setting
Top management not only sets standards but evaluates the performance of various™ .
units or groups of businesses. Setting standards has no meaning without some system
of control. Developing a system of control is one of the tasks of top management. ™ |
The frequency of such excrcise on evaluation differs from situation to siluation.
However, the evah.llation should provide scope for initiating corrective action.

One of the formal ways of having a system of evaluation is provided by Management
by Objectives. In this approach an attempt is made to arrive al an agreement on-*
what is 10 be achieved. These targets, then constitute the basis on which evaluation is_

attemnpted. -

54 FUNCTIONS OF TOP MANAGEMENT :

SOME VIEWS . o ,

Reilly? describes the functions of top managemient as:

o sciting the objectives of business

o cstablishing policies '

» assigning responsibility

e sclecting and developing key pcrsonncl‘ .
e integrating people's efforts in'achieving company’s objectives
e stimulating creative thinking

. meas-uring and evaluating results

Mintzberg? identifies three sets of behaviour—interpersonal, in.l'brmai_iongl and
decisional. The interpersonal roles he designates as figurchead {primarily for
ceremonial duties), leader (to provide direction) and liaison agent for.cohtracts

outside his unit. Informatioral roles can be described as monitor.{of information), o
disseminator (within the organigation) and spokesman (to the externial organisations’

TS
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Decisional roles are called entreprencur, disturbance handler, resource allocator and
negotiator. :

Steps given by Reilly have a lot in common with the steps in formulating corporate
strategy. It may be worth the effort to refer to these steps. A few distinguishing steps
relate to (i) pianning for succession and (i) encouraging creative thinking.

Planning for Succession

Small organisations and closely controlled organisations may have more clarity in
this respect. It is fairly well established that the eldest son shall take the position of
.the father. However, at times, the sudden demise of the head of the family may
create a void and the organisation may experience preat difficulties during this
period. '

. Contrast this phenomena with the experience of the more mature organisations. The
exit of Individuals does not create such a void and hardship. One way of planning
for succession is to make the next in command as the incharge during the absence of
the chief executive. Possibly, a better way may be to run the organisation by a team,
A meeting of the team may be held every week.

The reasons for not giving sufficient attention to the training for succession may be
because of:

¢ inferiority complex on (he part of top manager. This also includes the fear that
the person so trained may bxcel and thereby reveal the shortcomings of the
present incumbent, and

¢ lack of time. Toi) managers are usually busy in day-to-day fire-fighting.

Both factors are a manifestation of malfunctioning of the organisation. Experience
indicates that the organisations doing well (above average performance according to
.accepted norms) are the ones where Lop management attaches considerable

i importance to the training of young managers and planning for succession.
Multinationals are known to give high importance to training. Organisations
belonging to big industrial houses also atlach importance to training. Reilly is of the
opinion that selecting and developing key personnel is one of the most important
tasks performed by the top management '

‘Encouraging Creative Thinking

The second distinguishing characteristic i.e. stimulating creative thinking is an aspect
which determines the long-term success of any organisation in the fast changing
environment. The products generating profits presently may cease 1o be so once they
arrive al the declining phase of their product life cycles.

A look at the functioning of successful organisations reveals that they have a system
of phased withdrawal of preducts. This is particularly true of organisations in
consumer non-durable goods where the brand loyalty is an important factor. The
introduction of new brands of cigarcites and soft drinks by different companies”

. confirms this point. At thelevel of strategy formulation, it means the introduction of
new businesscs, though the rate of natural obsclescence of the business or industry
may be rciatively slow.,

What is important in this conlext is the system that ¢xists in the organisation to
encourage creative thinking. A chief executive who has a dominating personality may
in general be an obstacle in encouraging creative thinking.

To cuole a phrase used by Drucker, the real lesk of top management is to identify
the ‘bread-winners of tomorrow’. The other tasks are auxiliary which facilitate the
-realisation of the expectalions of the orpanisation. These include:

i) mairtaining contacls with important people,
iiy portraying a good image of the company, and
it) ensuring that the organisation discharges its responsibilities to society.

Thus, the tasks performed by a chicl executive include autending ceremonial
-functions, maintaining liaison with government, attending meetings of different types,

Top Management: Role .. - :
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and portraying the right image of the organisation..

Pareeks identified the tasks of top managers ns institution builders. The tasks the top
"managers perform include several roles:

identity creating role by creating special position .

cnabling role by creating men, material and other facilities

synergising role by creating.overall favourable cffects

balaneing role by creating a proper balance between conformity to rules and to

creativity-

linkage building role by mainlaining proper. contacis

futuristic role by identifying alternative businesses of tomorrow .

impact making role

super-ordination rale for employees -

Y

According to astudy® it may be interesting to know how a change in the chief

exccutive brought about a change in one of the public sector undertakings. Some of

the changes introduced by him are tabulated under “situation after change™in -
contrast to the situation that existed belore change. '

Situation before change

role ambiguity

tmpersonal touch

fault-finding culture
doing things-right

centralisation

blocked communication
sccrecy

aponymity

distancing the
subordinates

inward looking orientation
1

indifference towards human resources

indiffercnce -
government department

stagnation

Situation after change -

role clarity in assigning
responsibility

personal touch

supportive culture
(imaginative direction)

'doing the right things (a component
of providing direction}

decentrmiisation

free flow of communication
openncss .
public identity

closer interaction with subordinates
(sense of belonging) )

outward looking orientation |
treating human beings as assets
appreciation

* 1

trading housc’

innovation

Probably, the [actors listed above may have emerged on account ‘of the framing of
questionnaire in a particular way. But, what is more significant is the fact that -
managers belonging to all the three levels {op, middle and supervisory) gave a
similar. feedback. : C

Activity 2

a) What are the main functions performed by the 16p management in your "~

- organisation? Are they different from the-furictions described in the above
section? ‘What three functions; in your view, are:the most important ones?-Rank -
them in order of priority.. "~ . - - e A neT
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b} Does the top nwnagement ... your organisation believe in succession planninj .
and encouraging creative thinking? Cite evidence and BIVe 1easons in support of
your answer whatever it is, :

¢} If you were the Chief Executive of un organiation (deseribe your organisation),
how would you encourage a climate of eremive thinking

55 SKILLS REQUIRED

If the task of tgb management is regarded as fulfilment of the objectj{.rcs of the
organisation, then top management must have the skills which enable jt to.i:arry :

people along with it to attain the goals and objectives of the organisation. This calls
for some special skills: such as : '

i) Ieadership'q'ualilics.'.

ii) ability lo formulate organisation’s purpose
Leadership qualities embrace all those characieristics which make people cooperate
whole-heartedly with the top management. Some of the imporiant characteristics are:

. Dy:]:mﬁism

¢ Decisiveness

* Humane approach

¢ Conscientiousness

* Ability to understand workef’s nceds
* Appealing personalily

* Objectivity

*” Abilily to communicate

The above mentioned characteristics are quite self-explanatory. Dynamism, for
cxample, will enable the leader to develop a new point of view to the various
problems. This also represents the ability to take a stand other than the expected
‘one, People with such a characteristic are not averse to 2 change. This, in part
reflects their confidence in themselves. Decisiveness will impart spontaneity to his
Tesponses to various situations that he may experience. Some people are so
meticulous that they are unable to decide. In the process, the decisions get
postponed. This may mean loss of opportunity. in general, people who lack
competence and con!:dence are indecisive.

Human apjproach enah ~ the leader to appreciate the point of view of the workers.
This characleristic is also known as cmpathy, meaning “the imaginative projection of
one's conscicusness inté another being”. Humane ‘approach would reflect in the
behaviour of the person who then will be viewed as a sympathetic person. However,
human approach does not mean lolerating indiscipline or injustice, Empathy
represents the attitude of a person, for instance, his interest in finding out the cause

of misbehaviour of an erring employee, and his willingness to pive benefit of doubt,eic.

Next, the leader is expected ta set an example for others by working hard. Top
managemeni should appreciate the workers® requirements. both at the individual and
the group levels. A visit to the plant. in the case of production units, and office, in
other cascs, can provide some information on their grievances and difficulties.
Informil get-togethers where workers, both skilled and unskilled, are present, can
provide additional information on their requirements. Farewell functions for retiring
employces and funclions organised to accord them recognition for excellent ‘work
provide such occasions. A pleasing personalily is always an added advantage,
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The workers and the other employees ekpect their leader to be impartial,, Absence of
objectivity may create groups within the organisation and the leader may lose the,
respect and cooperation of all the émployees. Maintaining objectivity, however, is
most difficult to manage. Knowingly or unknowingly, some people tend to come
closer to lop management. It requires more than a shrewd person to take harsh
action against such employees.- Another important quality of good leader is to
communicate effectively so that his commands are understood without any

. ambigusity. Katz and Kahn? describe leadership as “the influential increment over and

above the mechanical compliance.” It is acknowledged by praciising managers that

the ability to communicate effectively 1s a great strength: This, however, has to be

distinguished from oratory. An ex-president of Ford Motor Company once
acknowledged that the ability to put-one’s viewpoint ‘effectively and clearly wins half
the battle. ' _ : I CoL
Rarely, will an individual or his team possess'all the characteristics of good
leadership. However, deficiency in some characteristics may be compensated by

- superiority in' somie other characteristics. Unfortunately, there are no empirical : -

studies on the relative importance of various qualities. A'top manager requires skills”
to deal with humian beings, both within an- ouiside the organisation. Since top
manager can draw on the support and assistance of other managers who can provide
him technical advice, he dacs not need to know the technical details of different
aspects. But, a familiarity with them is always an added advantage. )

Contrary to the skills required of top managers, middle and supervisory level
managers requirc more competence in technica! aspects, and a lot more ability to

deal with human beings. The need for conceptual skills, especially of the supervisofy
levels, may not be as marked as in the case of top management. e :

Activily 3
a) In view of your organisational experience. what skills you think are the: most important
for the lop management to possess? Runk those skills. K
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b) Narrate some siluations,’incider_zts whic_h were the-direct consequen ce__‘olf your
immediate supervisor's lack of skilts ‘which-you think he ought to prossess. If you--

were an outside consuitant to your immediate supervisor {or boss), what would” -,
you suggesl (o him to-develop those skills? . b

LY - .
- . to. [ -

¢) A manager in the years to come will have to increasingly deal with chinges in
organisation. methods, processes. .technolopy’ etc. Io the light of th.cse likely ~
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changes, what skills should the top management possess or acquire? How can top
management prepare itself o deal with these changes effectively?

5.6 CORPORATE VALUES

Corporate values reflect the values of its managers, especially the managers at the .
top level. What estcem or place the business enterprise will have in the community
and whether it will be successful in the long run depends, to a large extent, upon the
values held dear by its managers. Yalues are the beliefs held by members of an
orpanisalion concerning what is desirable or good, Values result from choices
between compeling human'interests in pursuit of geals. For example, one.
organisation may cmphasise integrity. independence, hard work and internal
competition while another may underscore interdependence, awareness and
cooperation,

Values consistently held by the 1op management result in organisational norms.
When actions of the members of the organisation are in accordance with the norms,
- they are supported and approved by the superiors. This in turn reinforces the norms.
Actions which are not in tunc with the norms receive reproval and hence are
sanctioned. The values held by the corporale management sometimes are reflected in
slogans like “customer is always right”™, and “our motto is excellence in whatever we
‘do",
Some organisations may have many stated values while others may have few. The
. strength with which corporate managers hold values may ajso vary in different
organisations. In examining values we have 1o recognise that different managers may
value a thing from different perspectives. For instance, if senior managers in a
business enterprise are asked to rank in order of importance objectives or goals like
orpanisalional effectiveness, high productivity, profit maximisation, growth,
industrial leadership and organisational stability, their ranking might differ. One
could, however, deduce corporate values from the views held by a majority of its
senior managers. If a survey covering large number of industrial enterprises were to
be conducted, this would give us some 1dea regarding corporate values (as held by
the executives). A study®, in which 65 large companies in the Indian private
corporate industrial sector responded and in which 45 per cent of the respondents had
their objectives explicitly defined, indicated that “growth” and “maximisation of
prolits™ were the most valued objectives in terms of the strength of the responses and
the priority (or preference) accorded. 92 and 75 per cent of the companies
respectively held “growth™ and “maximisation of prolits™ as one of their objectives.
64 and 33 per cent of "¢ respondents respectively gave “growth™ and “maximisation
of proﬁl" as their'first ranking objectives. As many as 39 per cent of the companies
gave “maximisation of profits” objective as their second prcfercncc Supply of quality
products, employee satisfaction and other objectives like increasing returns to '
sharcholders, employee and community wellare, funds management etc. were polled
by 58 per cent, 50 per cent and 42 per cent respectively. It is interesting to note that
most of the companies accorded these objectives a lower ranking (3rd or 4th rank).
Thus growth scems to be the preoccupaltion or almost an obsession with our
corporate managers. Though the finding that only ane-third of the respondents gave
“maximisation of profits” as their first ranking objective may sound somewhat
paradoxical, yet it is quite understandable. Emphasis on growth in itself is an
emphasis on long-term maximisation of profits. Growth through expansion in the
existing product lines or diversification into new lines of business is considered as a
very important means for maximising profits in the long run. It is also quite likely
that some companies might have underplayed the importance of maxirnisation of
profits lest they are misunderstood. Unfortunately, with some people maximisation
of profits is still a dirty phrase with an unpleasant connotation. A company
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maximising profits is considered as a company necessarily, following undesirable
practices, )

The above findings reflect the intended values of the responding corporate managers
as reflected in their objeclives. One however nceds to distinguish between intended
values and operating values which may be at variance wilth each other. One would '
imagine however that both these values would mesh with each other in course of
time if the intended values are held and pursued consistently.

There is another group of values which relates to people and their relationships.
Ability; ambition, skill, loyalty and trust may be considered to be very important as
they are ofien connected with success. This sct of values describes o person’s
individuat characieristic and the way he carries out his tasks, Another set of values
related to relationships among people is concerned with values like cooperation and
aggressiveness. Though both these values may seem inconsistent and self-cancelling,
yet the managers usually have'to have both these at the same time. A manager needs
aggressiveness in advancing the interests-of his company, and cooperation with those
within the company or oulside who can contribute to getting goals accomplished. -
Without both these valucs a manager may not be fully successful in the long run.

values like tolérance, compassion, willingness to take risks, willingriess to change,
delegate and lrust subordinates, in a large measure, percolate from the upper levels'
to the lower levels. If senior managers display these characteristics in their
managerial behaviour in dealing with their subordinates, such a behaviour is

emulated and imbibed by the rank and file.
Aclivity‘fii. S '

) Erumesate,the values,the orgapisation in, which you arg warking qr, . shich yaN,
“have bosn assopiated cherishes in, order.af priority, of pyeference: . . . nnias

%)

b) The abovi’ Wsfé e Vahits tnierided by the organisation. Ard e vanes'if aciidl
operdtion -"_J,ir\l;d"j.’:i{m_"'l'ol't}',ll‘fé s intenided by the organisation. Menition thése ™
operating values'(in order of priority). - T ' SR

1) -

2)

3)

4y

¢} Winigli values Eii'plén'éai.!]'agcq;b'y the orgenisalion in__sc_) far as the bchpl; ﬂndlhew
relitionships are, conceried.. - S

v Values. ' - Rank (In order of.Jmporiance),

Y
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57 TOP MANAGEMENT AND STRATEGIC STYLES -

ou had noted that from the staridpoint of involvement, in the
‘the BODs may vary widély on the continuum.’A_~ ©
d with regard to top management's involvement’ |

In the previous unit ¥
strategic management process,
similar situation can also be observe
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in strategic management. Often, it will be'0bsérved ‘that functionally oriented top
management tends to have a low involvement:in‘strategic management. It will focus
more of its encrgies on day-to-day operating'probléms. This type of top management
is likely 1o have a dominant CEQ who continues to identify with his old functional
upit. In centrast to this 2 top management group_with high involvement with
strategic matlers will be active in long range planning. it witl iry 1o involve
funclional or unit managers in forward planning so that it will have more time Lo
scan the environment for challenges and opportunities.

Both BODs and top management can be placed on a matrix to reflect four basic
styles of corporate strategic management. These styles can be depicted in Figure 3.1,

Fipure 5.1 : Stralepic Management Siyles

=

il ' )

= 5 High - Emreprencurship _Parinership
Yoz Management * Management
8

? < Chaos Stipendiary
z é Low - Management Management
5 2 -
w = Low Iigh

Infe)

z -

@ s DEGREE OF INYOLVEMENT

[a]

BY ROARD OF DIRECTORS

{Adapted (rom ‘Yheclan, Thomas, J. and J. David Hunger. Strareglc Management and Business Policy.
Addison-Welsey, 1983. p. 61) -

Partnership Management

"The most effective style of stralegic management, probably, is the partnership
management which is characterised by a highly involved board and a’highly involved
top management. The board and the top management team work closely to establish
mission; objectives, strategies and policies. Board members are-active in committee
work and provide useful feedback to top management on its actions in implementing
strategies and policies. Many successful corporations owe their success to this style of

managing corporate stralcgy.

Stipendiary Management

Stipendiary. management occurs when the BODs is deeply involved in strategic
decision making bul the top management is primarily concerned with operations-
Though a rare form, this style evolves when a Board is composed of key sharcholders
who refuse to delegate strategic decision making to the CEO or the President. In
such conditions CEQ in fact is working as 8 COO (Chief Operating Officer). He can
do only what the board allows him to do. In some cases the board may be so
involved in management that CEO has even to take the permission from the board
for using a particular paint and a particular colour for offices.

Entrepreneurship Management

The company with an uninvolved Board of Directors but with a highly involved top
management has entreprencurship management. The Board allows itself to be used
as a rubber stamp by the top management. The CEQ, with or without his team of
other top managers, dominales Lhe company and.its strategic decisions. Whatever the
CEO desires and whatever changes he wants to initiate are fully endorsed by the
beard and nobody raises an eysbrow, ' g

Chaos Management

When both.the Board of Directors and top management have little invelvement in
the strategic management process, their style is referred te as chios management,
The Board and the top management arc both inactive in initiating new strategic
decisions. They keep on looking at each other for initiatives. The top management is
operationally oriented and sulfers from the hangover of the past. They continue 10
carry out strategies, policies and programmes initiated or started by the founding
father who died years apgo. The basic philosophy secms te be, “if it was good ¢nough
-for GDB, it is good enough for us". Virtually, there is no strategic.management in
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the company worth the name. In a competitive enyimn;'nl:ﬁt. companies with this
strategic management style often perform poorly and lag behind in the race for
success. In the long run they often get pushed 1o one of the back seats.

Activity §

\Examine the relationship that has existed between the Board ol Directors and the
top management over the five ycars in the organisation in which you have been
warking or with which you have been associated. Identify this relationship in terms
of the four styles of strategic management discussed in the above section. Do you
expect any change to occur in this relationship in near future? -

58 SUMMARY

In this unit we discussed what constitutes 1op management. It is easier to identily

persons belonging to top management by reviewing the functions usually performed
by them. An altempt was made to present the tasks traditionatly performed by top

managers. Though the views on relative importance of different functions of top
management differ, yet there is a good dea) of agreement on what tasks top

managers perform. Providing direction, setting vision, and setting standards are the

three main tasks performed by top managers who are also known as general
managers. Different authors have given different views on specilic functions -
performed by top management.
required to effcetively perform lop management tasks were identified. The values’
held by top (general} managers in a large measure reflect the values of the body

corporate. The broad objectives pursued by a pusiness enterprise and the priority

assigned to these objectives may give some idea about its corporate values. Values

also relate to people working within the cnterprise and their relationships, €.g.

loyalty, trust, coopgration and aggressiveness. 1f senior managers set an example by

imbibing and practising certain values consistently in their conduct. this has a
perméating effect on-the junior or subordinate. staff.

The strategic involvement of top management may. vary from company 1o company.
d of directors may be more involved in sirategic
be more active. From the standpoint of

While in some companies, the boar
decisions. in others the top management may

the relative involvement ‘of BODs and top management in strategic affairs, we
identified four types of combinations, viz., partnership management,
management, cntreprencurship management, and chaos management.

We described some of these views. Next, the skills

stipendiary

59 KEY CONC_EPTS/'_TERMS

Chaos Management

Creative thinking

Decisional role

Direcling

Entrepreneurshkip Management
Informational role
Interpersonal role

Partnership Management '
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Standard setting

Stipendiary Management

Succession planning

Yision sclling

5.100 SELI-ASSESSMENT QUESTIONS

Who is.the Chicef Exccutive Officer (CEQ) of the company? Discuss his role. How
important you think his role is? Cite some real life examples of which you mighl

be aware'in supporl of your answer.

What are the main tasks of top management? Describe briefly some functions top
managers perform. Rank these [unctions according to your priority.

Which skills are required of top (general) managers? Briefly explain,

What do yau understand by “Corporate Values” and why they arc important?
How would you judge the valucs of 2 particular corporate entity?

What are the four basic styles of corporate-strategic management? Explain bricfly.
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BLOCK 3 SWOT ANALYSIS

The strategic planning process can be seen as a four step iterative exercise a§ shown '
below:
The Total Planning Process

/7//4/

- Environmental
Analysis
- Competilion

NN

1. ‘ /e 3,
Corp. Objective / Carp. Sinategy

R 7777 77 et

\\

-Nuture of businers
4. a /
Corp. Appraisal
of slrengthy,
weaknesses and /
problems

777

In this block, our concern would be with Cells 2 and 4 of 1he above Exhibirt, i.c.,
environmental analysis, competitive analysis and analysis of corporate strengths and
weaknesses. This kind of analysis is also known as SWOT analysis, L.e., analysis of
Strength, Weaknesses, Opporiunities, and Threats,

This block is divided into three unils. -

Unit 6 deals with environmental analysis. The environment is classified into various types
and components. How to assess the impact of opportunilies is discussed and the oility of
certain matrics is explsined.

Unit 7 is coneemned wilh analysis of competition. The importance of competitive analysis

is highlighted. Various approaches to underlying competition in general and immediate
competitors in particular are explained. This is followed by a discussion of the ways and

means by.which a firm could gain a competitive advantage.

Unit 8 deals with intemal analysis of a corporate entity which is usually done in terms of
its strenglhs and weaknesses, How do we determine strengths and weaknesses. how do we
measure them and how do we identily them are explained. In what ways we can match the

strengths and weaknesses is also discussed. Lastly the concept of synergy is explained.
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UNIT 6 ENVIRONMENTAL ANALYSIS

Objectives

After reading this unit you should become familiar with:

® [(zxonomy of the environments

® constituents of 'Mepga® and ‘Micro’ environments

e melhods of identifying covironmental threats and opportunities

® melhods of analysing the impact of environmental threats and opporiunities.

Structure

6.1 Introduction
6.2 Environmental Threats and Opportunities: Definitions
6.3 The Environment: A Taxonomy
6.4 The Environment: Constituents and [mpacts
6.5 Assessing the Impact of Opportunities
6.6 Summary
6.7 Key Concepts/Terms
6.8 Seclf-assessment Questions
6.9 Further Readings
Appendix 1
Appendix 2

6.1 INTRODUCTION .

No organisation operates in a vacuum. It derives its existence from the environment. The
formulation of carporate strategy, the identification of its business mission and purppses
are largely governed by the top management’s views of environmental opportunities and
threats. A number of forces and factors combine to form an opportunity or threat.
Scanning the external environment thus becomes a prerequisite in any strategic decision. In
your MS-3 package (Economic and Social Environment), you had an exhaustive exposure
Lo the mega environment of an organisation. In this Unit our focus is on individual
organisation and its interface with the external environment. Though the discussions are
bizsed towards business organisations, concepiually, however, these would also be relevant

for non-business organisation.

6.2 ENVIRONMENTAL THREATS AND
OPPORTUNITIES: DEFINITIONS

Kotler defines environmental threats and oppoertunities.

‘Environmental Threal; An environmental threat is a challenge posed by an-unfavourable
trend-or development i, ¢ cnvironment that would lead, in the absence of purposeful
action, 1o the erosion of the company's position.

Environmental Qpportunity: A company’s environmental opportul_'fity is an attractive

arena for company’s action in which the particular company would enjoy a
compelitive advantage. A message which emerges from these definitions is that the threats

and the opportunities are to a large extent functions of managerial viewpoint and

action.

6.3 THEENVIRONMENT: A TAXONOMY

ective of Corporate policies and practices, is lo identify
opportunities and threals present in the environment. It may therefore; help il we can
project the total environment into three segments. We would call thcse classes: (i) Mega
Environment (i) Micro Environment and (ili) Relevant Environment. Exhibit 6.1
provides a graphic view of 1his classification. -

‘Our purpose, from the persp
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Exhiblt 6.1 A Toxonomy of the Firm’s Environment

Mega Enviomnmnt

‘Relevant Environment

Micre Environment

Intemal Environment

You will notice thal the ‘mega’ environment, skirts the ‘micro’ and the 'relevant’
environments. .

The Mega Environment

The major constiluents of mega environment are technological, social, political and
cconomic environmenis. These environments can furlher be classified into international,
regional, nutional, elc. Thus, depending upon the situation, an analyst may refer to the
global cconomic environment, the regional polilical environment or the national social
environment. The trends in mega environmenl, from the yiewpoint of a company, have
long-term implications.

The Micro Environmenu

. This environment has a substantial impact on an organisation’s current business.
Consequently, developmenis in micro environment become the deminant preoccupation of
the management for siralegic decisions. The constituents of tie micro environment are
competilion, suppliers, cuslomers, financial institutions, regulatory organisations and
channels of distribution, etc. To a large extent, ‘micro environment' is similar to what |
cconomists describe as industry envirenment, e.g., “soft drink industry’, “textile industry’,

‘computer industry’.

The Relevant Environment, :

As indicated earlier our primary focus is on the business fiom e.g. BHEL, TISCQ, L&T,
ITC or TELCO. A firm like L & T for instance has a diversified product mix-which
includes produci lines like machinery for cement plants, electrical switchgear, material
handling equipment, machinery and equipment for dairy plants, computer peripherals and
so on. Each product line belongs to a specific industry implying many micro

environmenis; onc for each specific industrial group. However, due to limitations of range ..
and specifications, eptire micro environment of an industry may not be relevant for each of -

its specific product lines, Similarly, ar the *mega’ level, in spite of being an engineering
company, it may find only a limited portion of ‘mega environment® relevant to it as
compared to another engineering unit like BHEL. Equally important to recognise that all
those opporiunities which may exist in mega and micro environments may be beyond the
capabilities of one organisation like L & T, BHEL or TELCO. '

In this sense, a firm has 10 resisict the scope of its search for business gpportunities as well
as safeguard against threats present in what we would call a “relevant environment’. It -
should, however, be kept in mind that environmenial changes are frequent and
unpredictable. No finn or organisalion can ever assuimne the environment 10 remain static

' throughout its life. Thus, over a period of time, both micro and relevant environments may’

change for a firm along with the changes in the mega environment. By now you should
begin to sense that though all firms operaie within same mega environment, yet each firm
operates in an environn ent which is unique to itself. No mwo firms, unless they arc mirror
jmages of each other, would ever have the same ‘relevant environment’. As a siudent of
corporate siralegy you should also begin to appreciate the strategic importance of defining
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rests the most fundamental question for any

a firm's "relevant environment' as on U
d what business we want (0 be in?"

organisation: “What business we are in en

6.4 TE% ENVIRONMENT: CONSTITUENTS AND
IMZACTS ‘

stituents of environment and

In this section, we will discuss in some more detail the con
their impact in terms of opportunities and threats,

The “Mega’ Environment

Traditionally the constituents of the *Mepa Environment” have been social, political,
economic and technological. Over a period of time, authors have added areas like
knowledge/information, regulations, and geographic considerations as constituents of the
mega environment. Exhibit 6.2 provides the conceptual framework.

Exhlbit 6.2: Constituents of the Mega Environment

3 3
Regulaiory  fgep Political 3 FEconomic Q_ﬂl_'rcchnolngical — Social
L \ T “\
k!
¥ The Mepa "
Environmen: €
Technology

From the viewpoint of corporate strategy, a5 stated by Andrews, technological
developments not only the unfold fastest but they are the most far-reaching in expanding
or contracting opportunities for an organisalion. There is no evidence of decline in the
pace of technalogical advances which have ubiquitous impacts on all the constitents of the
environment. An idea of this pervasiveness und rapidity of developmenis can be had from
" a few examples. The overwhelming mazjority of all materials consumed today in our daily
lives has been developed withiin the present century. This proliferation and rapidity of
product development is not limired to an industry Jike electronics which is subject to racid
obsolescence, but has extended even to stable industries like food and textiles. It is being
speculated that the future is likely to sec more inventions and faster pace of technological
developments. According to some authors this will occur due to the presence of a large
number of scientists and engineers in the decades ahead. Way back in 1963, Bright had

identified seven major areas for technological advances:

Increased trans;  °lion capatility
Increasc mastery « -~ €nergy
Increased ability to extend and control life and serviceability

Increased ability 1o alter characters of materials

Extension of man's sensory capabilities '

Growing mechanisation of physical activities

Growing mechanisation of intellectual processes.

:n the affluent and developed economies. In
ents which have so far been
des. Increasing populanty of
of telecommunication sysicms

Most of the above have become realities India.
liowever, the pace and impact of technological developm
comparatively slow are likely to pick up in the nexi deca
personal computers, industrial electronics, electronisation

are a few cxamples.
The Indian. government's new “tachnology missions” is likely to heighten the impact of
technology in India in recent years. These missions are: '

@ Providing drinking water

Enylronmental Analysis
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Promoting literucy

Stepping up child immunisation

Hiking up production of oil seeds, and

Linking remote rural arcas with the country’s telecommunication network,

Q00

An inielligent corporate response ta the ever increasing technological advances should be
entreprencurial ratker than reactive. This would require a different outlook and risk-taking
capabilities. Failure to do so may have serious implications on survival and growth. Thus,
[ailure 0 modemise and include in its product-mix the clothes made from man-made
fibres have been ideniified as the major reasons for the decline and sickness of the textile
industry in India. It is. thercfore, important thal certain minimum technological
considerations should atways incorporated in the environmental analysis for strategic

decisions,

® Future Form of Product Group

Future Processing Technology

Fulure Form of Raw Maierials

Technological Developments in unrelated Areas

Stages of Technological Development in terms of invention, innovation and diffusion.

The Social Environment

Unlike technology. changes in social area occur gradually and not ovemnight. Further, it is
not easy to predict the timing as 1o when changes in the social environment would have
substantial impact on the corperate strategy. Unit 2 of MS-3 provides a comprchensivc'
view of the socio-cultural environmenl. Some areas where social changes may have
strategic implications especially for business in the forescable future are:

Population on [Scmogmphic characteristics

Pace of urbanisation and its impact on Family and Societal values
Spread ol literacy

Health und its impact on average life

tncome distribution

Sociul values and expectations from business

Ethical standards. '

Sacial values play a preminent role in strategy and policy formulation of any firm. Since
organisations exist in society. they must medify or change their goals as society demands.
Unfortunately, instead of conforming to the desired values of the society, the general
ethical standards in our country are falling rapidly. This has led J.R.D. Tata, Chairman,

Tata Sons to comment as fallows’;

The Fact remains, however, that under cconomic, political and other pressures, the
general ethical stundards in our country have been falling rapidly in recent years and
tax evasion, giving and taking bribes, the widespread use of black money and other
anti-social devices are corrupting the whole fabric of our society. Unless, we find a
way, and soon, 10 clear the Augean slables in which we wallow today, there will be
one day such a public cutrage as to [ead to the kind of chaos and revolutionary action
as has overwhelmed so many other countries and, in the pracess, snuffed out
individual freedom and democracy. ’

Such practices lower.ethical standards and generate severe pressure and frustrations for the
honest, law abiding, socially conscious and conscientious bussinessmen. They challenge the
basic tenets and long cherished values of honest business men, The dilemma is whether to
use unethical meuns for business gains or stand by the values and lose the business. As can
be sensed, lower ethical standards can become a threat to a business organisation which

wanis Lo be honesl.

Besides cthical standards, other factors like population characteristics, attitude of people,
income distribution. spread of literacy also throw up newer cpportunities and threats. -
Thus, increased concern for healh is opening up newer opportunilies for service
organisations like health parlours, ‘yoga centres®, and the like. Similarly, the fact that
nearly 50% of our poputation is below twenty years of ape provides tremendous
opporiunities for products and services of use to youth and chitdren.

The Economic Enviroament
Continuous monitoring of the economic environment is a pre-condition for any slrategic
decision. A close look on some commonly used economic indicators like GDP and its
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growth rate, proposed planned outlays. capilal output ratios, money supply, balance of Enviranmenial Analye!s

wrade berween imports and exports, movement of wholesale and retail prices, inlerest rates,
_ per capila income and its growth can give a good idea about the health of the economy.
Today, the..: aie several organisations which are involved in analysing and publishing
information relating o the Indian economic ¢nvironment. Some of the sources on
economic environmental trends, information and views are memioned in Appendix-2.
What is important from the viewpoint of an organisation is to collate the relevant
information which may aid in the identification of opportunities or threas. The

eveloping country like India is full of opportunitics which [0 a large

environment of a d
1 courage these problems .

number of people might appear as problems. Wilh entrepreneuria
can be converted into opportunities. The last decade has scen the emergence of new
entrepreneurs who virally had no business background. The fudia Today in talies issue of
October 31, 1987 makes an interesting readings of these new multimillionaires. In India, a
critical aspect affecting strategic choices relates Lo the government’s economic policies and
regulatory mechanisms, The model of mixed economy had ils root in the desiré to make a
welfare state, It reserved certain areas for government organisations and also resiricred
entry of big and large business houses in certain areas. These restrictions and reservations
constraint the flexibility and choice for strategic decisions, and may prevent business from

becoming éfficient and effective.

The Political Environment
At this point of our discussions, you might begin to feel uneasy due 10 the overlapping of
the issues. What appears to be a political issue may essentially be economic and vice-versa.
This should not worry us so long as we are able to decipher the total impact of a trend or

" development in terms of threats and opporwnitics of the extemal environment. To us the
precise semantical classification is nol as important as is ability to comprehend he
complexities of the exercise in environmient scanning. Political environment, for a country
like India starts from our constilution, the directive principles, the fundamental principles
and the democratic process to maintain a parliamentary form of govemment. But from the
viewpoint of a business organisation, the regulatory and legal provisions which afler its
day-to-day as well as long-term operations are perhaps more relevant than the provisions
fine prints in the constilution. In Unit 3 of Block I of MS-3 you had a fairly goed

-legal envirgnment of India. We would not repeat all this. For a

re important are the actions of the functionaries of the

f the written laws and constitutional provisions.

exposure. to the Politico
corporale strategist what are mo
political system rather than the provisiens o

The “Micro’’ Environment

Some important constiluents of the “Micro Environment” are shown in Exhibit 6.3

Exhlill 6.3: Constituenls of the “Micro Environment”

Murketing Markel Markel Compelition
Intermediarics Types ’ Demard

\ |

Supeliers

THE MICRO ENVIRONMENT : \

Firuncisl Regulatory Industiral " Availability of
Institutions Provisions g}::::' Sxilled Manpower
imate-

we had explained micre environment as having substantial
tion. “Compelition” is an mportant area from
in India it is becoming an important

We wil), therefore, discuss in detail, the

Fl

In our discussions on [2XCROMy,
impact on the present business of an crganisa
the viewpoint of business performance. Even
consideration in shaping corporate sirategics.
issues related to competition in the next unit.
Here, we will confine our discussions (0 some arcas which affect the micro environment.

The analysis of the micro environment will lead to:

& an indication of where opportunities in the industry exist
® g grasp of the major sources of threals to the industry
@ an indication of the critical requirements for success in the industry- |

We will now discuss the implications of various constituents of micro environment.
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Swat Analysis

Suppliers

Here the “suppliers” would include all business firms and individuals who provide
resources Iike raw material, componenls and parts, machinery, exper services, fuel,
electricity, i.e. basic inputs which help in the production of goods and services. A ban on
the mining of limestone in Dehradun-Mussoorie hills created problems for certain lime
users who, based on ihe specification of such high quality limestone had installed plants
and machinery. Dependence on single source for supplies always poses threats to
continuous production. The acute power shortage and shortages for long periods in many
states in India have become a major Lhreat 1o industrial units. Likewise, high cost of power
can become a major disadvantage for aluminium plants.

Till the recenl pasl, in a shortage economy like India, a firm which had control on the
regular flow of supplies also had a major sirategic advantage over its competitors. To
obviale the threats from an vpcoming compelitor, some large marketers have used their
purchasing muscle to prevent their competitor receiving supplies regularly and at
competitive rates from their existing supptiers. Similarly, proximity to supplies can also
be a bip strategic advantage. In short, a firm's management of the inflow of inputs
determines the areas of threats or opportunilies.

Marketing Intermediaries

Primarily, marketing intermediaries include distribution channels, physical distribution
firms like wransporters, marketing services agencies like advertising and marketing research
firmns. Some fifly years ago, the non-avaifability of right channels, persuaded tea
companies 1o have their own depols i remote areas. This helped in deep and wide
penetration of the market. Bul over a period of time, with the development of
infrastructure, this way of direct distribution has become very uneconomical. A big
managerial challenge therefore is to reduce the strength of this large salts staff. Limited
retail outlets are becoming a serious threal to a large number of new and unknown brands.
On the other hand, an old and loyal distribulion system of a company like Hindustan
Lever, gives it a tremendous advantage to disiribute its products. Even though not
permitied by law, firms with sirong market positions prevent their dealers/distributors
from dealing wilh competing brands. Absence or presence of marketing intermediaries can
become both an opportenity or a threat for a firm.

Market Types

Concepually the markets for goods and services can be one of the following customer
markets: . .

Consumer Markets: Individua! and houschelds that buy goods and services for personal
consumption.

Industrial Markets: Organisational customers which buy goods and services for
producing other products for the purpose of making profits or achieving other objectives.
Institutional Markets: Organisational customers who buy goods and scrvices either for
their own use or transfer these goods and services to those who need them. ’

Internationa! Markets: Foreign buyers including producers, resellers, government, etc.
Rescller Markets; Organisational customers who buy goods and services for the purpose
of réselling at profits. ’ )

A large number of products may be purchased by customers belonging to more than one
markets. For instance, many household customers may buy goods from reselters. However,
cerlain commodities raw materials, chemicals, like plant and machinery are essentially -
required by industrial customers. A firm's opportunities and threats would be closely
related with the vicissitudes of the markets it depends upon, Relation with volatile markets
like high fashion goods would also imply wide fluctuations in the eamings of a firm. On
(he other hand., association wilh stable markets may imply slow and steady growth.
Linkages with differcnt markets also determine the marketing effort. Failure to recognise

this can become a major threal.

Market Demand

Market demand characteristics may also unfold opportunities or pose severe threals. From
the viewpoint of corporate strategy, the guantum, behaviour and structure of demand
brcome Impertant strategic considerations in investment decisions and business
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performance. “Quantum’ refers to the sum total of the demand (in-terms of rupees and Envirenmental Analysls

wnits) that would be purchased in a given period of time. You must haye heard statements
like: demand for two whecelers is 2 million units in 1988, or demand of ice-creame was
around k< 40 crores in 1987, This is the indication of the market size. ‘Behaviour” refers
to seasonlily, cyclicality and trends in demand for production. You mighr have heard
executives stating markel reaching saturation (indicative of slow 1o ne growth) for product
X and markel growing at 25% per annum for product Y. The low growth rate may be seen
as a threat by some: and faster growth rate a5 an opportunity. Similarly, seasonal and
cyclic situations can make firms vulnerable ut times ol lean periods. Fertilizers, pesticides,
cement, woollen clothes, fans, air-coolers, diesel generators are a few examples.
'Structure’ of demand implies the kind of markets a firrn has. Seme products like ball
bearings are required by both, Original Equipment Manulacturers (OEM)—an example of
industrial customers, and also for replacement markets. The total requirement may be 50%
for OE and 50% for replacement, On the other hand, “toys'‘may have anly household
customers. Similarly, geographical concentration of customers may mean a different
market structure than the one made by an evenly distributed demand over the entire

country.

Fhe books on Economics are full of discussions on demand. From the viewpoint of
corporale strategy in the indian conlext it is important 10 remember that:

@ In case of developing and poor economies the marker behaviour for a large number of
products is highly unpredictable and unforcustable.

@ Inspite of perpetual shortage situations, market sizes are very small. This prevents the
Indian entreprencur from sceking ‘scale benefits’. On the other hand. creation of large
capacities to avoid shortages, al limes, may lead 1o idle capacity, causing losses {or
considerable period, '

e The life cycle curves of targe number of products may have 1wo o three growth
phases, before the final maturity of markeis is reached. Strategic decisions like
expansion or diversification would require a malure thinking distilled over a long

period of time.

In short, opperiunitics and threals would be more a function of the mental frame and
outlaok rather than statistical records of the past. The old adage ‘convert problems imo
opportunities” may reveal several opportunines. Magnifying problems and thieats may

mean decay or doom,

Financial Climate

Alttmctive opportunities in stirming up are caused by entrepreneurial activities availability
of easy lerm loans, eany availability of working capital limits, cxemptions and concessions
on eertain duties and tuxes for selting up industries n certain specified areas, incentives for
exports and import substitution and availzbility of funds for modemisation and
rehabilitation, A positive climate tor tajnd industrialisation can be created in a developing
country like India, through the policies and provisions of term lending institutions kke
[DBI. ICICI, and commercial banks like SBI and- PNB. The recent consumer loan schemes
of commercial bank.. for durables like two wheelers, TV sets ete. would spurt the demand
for these durables. Piavisions like these become opporwnities for marketers. Absence of
these can glut the markets and cause major 1hreat 10 marketers.

Regulatory Environment )
The regulatory environmenl, at the micro level, varies from industry to industry and also
from location to location. You must have heard of the ‘excise heaven’ which existed in
Sikkim and certain north eastem states to promote industrialisation. Similarly, you may be

_aware of free trade zones like Kandla and Santa Cruz (Bombay) 1o boost cxpors.
Provisions like these unfold attractive opportunities. The structure of commercial taxes like
Sales Tax, Oclroi is also an important arca of opportunitics and threals. Thus, absence of
first point sales tax has made Delhi one of the biggest re-distribution cenlres in the country
for a larpe number of industrial and commercial praducts. Thus. goods from the factories
of Bombay and Madras began to be despaiched back 0 the markets of Bombay and
Madras. Some State Governments. ia order 1o promete local industries, also give 1ax
rebates which makes the price, of these products alractive compared to the prices of

competilors in other stales,
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Swot Analysis

Industrial Relations Climate

A peaceful or disturbed induslrial climate can make or break an organisation. It has had
strategic implications on the corporate strategics of a large number of husiness
organisations in India. The disturbed indusuial relations in West Bengal during late sixties
led to the flight of indusirics and stified growth. Similarly, the hoslile labour rclations
climate of late seventies and carly eighties in and arcund Bombay-Pune belt, affected the
performance of the companies. On the other land, an excellent industrial relations
management has helped TISCO 10 maintain tnore than 100% capacity utilisation inspite of
the old age of the plant, A disturbed industrial relations climate affects both the .
productivity and the morals of both workers and managers. Peacefu! climate can be a

major opportunily and absence of it a major threat. )

Availability of Skilled Manpower

You musl have heard of the high ingenuily of mechanics of Batala and Ludhiana in

Punjab. You must have also known about the famous craftsmen of Jaipur producing
attractive handicrafts, printed fabrics, jewellery, brassware and paintings. Presence of the
needed skills helps a great deat in boosting the cconomic and entrepreneurial activities in
an zrea. Due to the availability of skilled labour, Agra has become a big source of supplies
for shoe uppers, and Calcutta has become - big exporting centre for industrial gloves,
teather bags and ganments, Howrah belt bousts of its engincering skills; but only 120 km.
away, industries in Kharagpur suffered due to lack of skilled labour. Like other factors, the

availability of skilted labour can be seen s an opportunily.

6.5 ASSESSING THE IMPACT OFF OPPORTUNITIES

So far, we have discussed the constituents of environment and how an issue within lheéb
conslituents can become a threat or an opportunily. As a corporate stralegist, you have (o
identify the impact of threats or opportunitics. Some framework to analyse their impact are

suggested in this section.

The Opportunity and Threat Matrics
The Threat Matrix: Exhibit 6.4 shows the threal matrix,
Exhibit 6.4: The Threat Matrix

1 2
High Major Threat Moderaic Threals
- Serousness .
Low 3 ) 4
Moderate Threats Minor Threats
[igh Low

' Probabllily of Oceurmence

A company, after identifying various tireals, can use its judgement to place the threats in
any one of the four cells. Thus, for an aluminium plant emratic availability and high cost of
electric power can become a major tireal if the probability of ils occurrence is high.
Placing of this threat in cell-1 would imply strategic decisions like setting up of caplive

plant or shifting the. plant to another location.

The Qpportunily Matrix: Similar Lo ihreal matrix, we can have an opportunity matrix as
shown in Exhibil 6.3. : '
Exhibit 6.5: Thce Qpportunity Matrix

—————— —— e — — —— et — — —— A—

- High ’—’ Very Atlractive T Moderatcly Auractive

AlRCHiveness

Low . i
Mederately Atnctive l Least Alwractive

— o — W —— — — — ——

High Low
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Envlronmental Analysls

A company's SUCTESS probability wilh a parlicular opportunity depends on whether is

Dusingss strength (i-c. distinctive compelence) matches the success requirement of the
industry {rcmember our discussions on the relevant environment). For instance, entry into .
light comnercial vehicles was an alractive opportunity for TELCO in which it had
distinclive competitive advantage. A company based on its own asscssment and judgement,

can place the trends in various cells.

The Impact Matrix ,
We can also visuafise the impact of the trends (opportunities and threats) on various
sirategics wilh the help of an impact matrix. This is shown in Exhibit 6.6. Afler
identifying the emerging wends in mega, micro and relevant environments, the degree of
their impact can be assessed with the help of an impact scale. The maltrix enables us 10
have a conselidated view of the impact on different stralegies which a firm may be
following. The strategies may relate to various functional areas (e-g. markeling,
production) within a specific business unit or they may relate to overall company for all s

business units e.g. diversified company.
Exhlbit 6.6: The Impact Matrlx

—| Impact on Sirtegies
51 52 53 54

Frends Probability of occurence

e —n m——— -

Tl

T2

T3

T4

The Impact Scale

We can use a five-point impacl
trend on different strategies. The paiterm 0

scale to assess the ‘dcgree; and “quality’ of impact of each

f scoring can be:

+2  Extremely favourable impact
+1 moderately favourable impact

0 no impact )
-1 moderately unfavourable impucl
-2 extremely unfavourable impact
matrices, assign probabililies of occurrences for
frameworks help 2 great deal in maintaining
uraged to development similar

We can, like the “trreat’ and ‘ppportunity’
each trend. You vouald observe that the above
objectivity towards various developments, You are cncd
frameworks wlhich may abet objectivity.

bility to synthesisc are
hole organisation. No

for sharpening our ana
hile the second on 2 8

wo critical requirements for

w we will do some activities 10
Iytical abilities. The first
pecific firm siiuation.

A lturistic orieniation and an
strategic decisions affecting the w
identify the threats and opporlunities,
aclivity-focuses on the ‘mega’ cnviromment W
Activity 1
Reproduced in Appendix 1 is one ol the several addresse
and R.M. Lala, Keynote : JR.D. Tata, Excerpis from his
Siatements to Shareholders, (Eds.), Tala Press Lid., Bom
seading, you should do the following: )

¢ the trends in social, political. ecanomic an
robability (you may eXpress it in terms of
of these trends.

s of J.R.D. Tata [Sabavala S.A.
speeches and Chai=man’s
bay, 1986]. After 3 careful

ay lsolat d technological areas.

by Use your own judgement 10 assess the p
‘high’. ‘medium’, ‘low '} of gccurrence
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¢) Identify the impact of each trend with the help of an impact scele or threat of
opportunity matrix'for an industry with which ¥ou nre familiar with.
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Activity 2 .
Reproduced in .-\ppcndix 2 is the suceess story of “Skypak’ (The Skypak Story, India
Toduy, Ocl., 1987). Use your knowledge of the Indian environment in assessing the

business 'SL)p'lk i5 in": identify the threats and epponunities which the anagement of
‘Skypak’ may face in furure.

6.6 SUMMARY

A firm operates in an exiernal environment full of opportunities and threats. From a firm's
viewpoint, it is helpful to_visualise the total environment comprising mega, micro and’
relevant environments. Though the "threals” and *opportunities” of ‘relevant environment'
are nomally the major preoccupation of a firm; it is equally important to monitor the
other two cnvironments, There has 1o be 2 tontinuous distillation from mega and micro
environments as they have an impact on the ‘relevant’ environment. This implies a look
beyond the ‘relevant’.

As you go along with the other units of this Block, you will realise the importance of
‘strategic advantage’. A successful firm distinguishes itself from not so successful firms on
its abitily to identify opportunities much earlier than others. By analysing and synthesising
the threats and opportunitics in a systematic manner this can be made possible.

6.7 KEY CONCEPTS/TERMS

Environment Opportunities

Environmental Threals ‘
Impact Matrix .
Market Types

Marketing Intermediaries

Mega Environment

Micro Environment

Opportunity and Threat Matrix

Relevant Environinent

The Impact Scale

6.8 SELF-ASSESSMENT QUESTIONS

I Classify the total environment into its various segments, Which segment of the
environment, you believe, has the mest impact on the organisation?
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2 What are the constituents of Mega environment and how are the various constituents
inter-related? Why is il important for a business firm to study demogrophic
characteristic of the population and (he changes taking place in them?

3 Briefly cxplain the constiluents of the Micro environment of a business firm. What can
a firm do, individually and collectively along with other firms, to improve industrial
relations climate within and outside in a particular locality?

4 How would you identify the impact of opportunities and threats? Have a conversation
with the officials of your orpganisation concerned with stralegy {formulation? Identify
1he strategies decided upon and the trends in the environment for-the next few years.
Prepare the impact matrix and then interpret and draw some inferences.
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APPENDIX 1

India 2030 A.D.
Address at the Special Convocation of the Universiry of Bombay held to confer on J. R. D.

Tata, the Honorary Degree of Docior of Laws (LL.D.), April 10, 1981.°

Let us try 1o visualise through the eyes and hopes of the young men and women of 1oday

what the India of 2030 will or might be.

T think, assume and must firmly intend, that India will adhere to the
democratic form of government and ideals it adopted from the start, even though the
conlinuous deterioration taking place in our political life may raise doubts in the minds of
some of us. On the economic front, however, there is clearly morc than one road ahead,
and what we shall find at the end of our journey will depend on the road we choose 10
take. If it is substantially the same as the one along which successive Govemments have led
the nation in the past thirty years of planned development, we need only project the rates
of economic and population growth and current trends actually cxperienced to sec at the
end of that road an India of about one and a half billion peaple who will carn at best twice
what they cam today, and will still be amoengst the poorest in the world. Perhaps the
poorest, because, by then, olher developing countries will have climbed to still higher

levels.

Politically, we may,

Can we believe that our people will patiently accept such a prospect of doom?1 for one am
convinced that they will not, for the time has long gone when they were ignorant of the
conditions of life elsewhere to compare with their own. Thanks to the many media of
today, they are well aware of the immensely higher standards enjoyed by their counterparts
in other countries and by a minority of their own countrymen in India.

1 to the endurance and patience that can be expected from them and is
it not reasonable to fear that their frustration and anger would explode and lead 10 chaos? I
submit, therefore, that we cannot possibly follow that same road and must imperatively
choose one which will lead us more quickly Lo higher levels of economic life. -

ogress and the act.-vement of material well-being
. should not be the main objective of growth; that in the affluent countics of the West
excessive concentralion on personal consumption has led 0 overindulgent, spiritually
barren and unhappy societies. That may well be true, but surely in a country like ours,

There is surely a limi

It is often argued that economic pr

Environmental Analysle
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Swol Analysis

where the bulk of the people siill live in deep poverty and a perpetual struggle for a berter
life, fear of meral decay due to over afﬂucncc_ would be a cruel excuse for perpeluating

their misery.

If we accept then that the quickest possible climb to higher levels of employmerit and
income is an absolute prerequisite of a better and happier life, what are the possibilities of
2 rate of growth faster than (he miserable 1.4% per capita achieved during the past thirty
years? Qur low per capila income is clearly due to our producing too little for-too many. It
is therefore equally clear that to increase our per capita income we must not only accelerate
cconomic grow]h bul also decelerate the birth rate which is still abous thinty-six per
thousand, as against the twenty-[ive per thousand which twelve years ago the Planning
Commission had 1argeted for 1980. Here then lies the problem of our time. And yet,
believe it or not, the total allocation to family planning in the Plant outlay was actually
reduced from 1.8% during the Fourth Plan 10 0.9% in 1979-80, while the provisionin (he-
Sixth Plan is still 2 mere | %! ' -

Iis to me a mater of dismay and despair o find that this grievous threat to our very
survival as a natjon is still largely ignored in our country and that most people, including
perhaps many of those present in this hall, seem to be recongiled fo the inevitability of the
continued excessive growth of our population in the belief that there is no practical way 1o
reduce it. Such pessimism is in my view, totally uncalled for.

To start with, the birth Tate in the seventies did show a reduction from forty-one per
Ihousand in the sixtics o thirty-six in (he seventies. If despite that the total population still
rose at practically the same rate as in the sixiies it was because of a corresponding decline

" in the dealh rate.

Secondly, there is growing evidence that the women of India, even the poorest and most
uneducated amongst them, have begun to see the benefit of smaller families to themselves
and their kin, and are becoming increasingly responsive to family rlanning when the
necessary means and facilities are made available 1o them.

Thirdly. recent spectacutar and acceleraling developments in the fields of molecular and
microbiology, biochemicals, genetics and allied sciences opén up promising new avenues
of successful research in the-field of fertility control. I therefore urge Government to -
launch in India a massive programme of concentrated scientific research in that field and
call upon foreign science and industry to participate in it.

Fourthly, I believe that a breakthrough could be achieved by exploiting to a much greater
extent than'up to now the potential of monetary inceatives. Sadly, but factually, experience
has proved that because of the widespread poverty of our people, such incentives are
indeed a potent means of molivating people to submit to, the minor, surgery involved. Up
to now, even such small sums as Rs. 200 have produced appreciable results, A much

larger figure might well produce spectacular ones. The present capital cost 1o the nation of
providing to every additional citizen the required minimum of food, goods, services and
other necessities has been estimated 10 be over Rs, 7,000 even at the low levels of

present consumption. The cost would be significantly Higher in practice in later

years.

As the average viumber ‘of children born per couple in India is known to be at least four,
the prevention of one birth today would save at least five more births during the nEXI LWo
generations or so and therefore save a capital expenditure of Rs. 42,000 in today's rupecs.
An offer of, say, Rs. 2,000, or even Rs. 5,000 per vaseclomy- or tubectomy would give a

very high retum indeed,

If in response to such enhanced monetary incentives fifty million births could be prevented
in the next five ycars, our population could be reduced by this means alone by about 300
million by the year 2030. These arc obviously lentative figures but they surely justify, 1
suggest, urgent consideration by Govemnment of the passibility of introducing. without
delay a major scheme of incentives. The possible inflationary consequences in the short
term of such a programme, if il proved exceptionally successful, would in practice be more
than offset by the drastically reduced demaznd in later years. ‘

Betler Management for Iligher GNP o
If we continue at the present rate of our GNP growth at 3.5%, the per capita income 'of our
people in fifty years will be only 1wice the current Rs. 1,800 per year. -

oo




Considering that the average rate of annual GNP growth in the three decades between 1950 Environmental Analyals

and 1980 was well over 8% in Japan and nearly 8% in South Korea, and the economic

base already built in India, it would be, I submit, within our power and capacity, with

. beltet 1 anagement and a lower capital-output ratio. to achieve an average growth rate of

_ 6% during the next filty years. o
Such a rate of growth would require India to open its doors more widely to foreign
investment, which as we all know, our successive Governmenls have been reluctant to do,
backed by many of our own entrcpreneurs. basking happily in a protected market.

e litde Fisk and much to gain in allowing forcign capital to contribute to this
of ours. The process would be throughout under the control of our own

1 the asscts and jobs created by it would be Indian; the improved
dvance our own, and, last bul

There would b
great adventure

Government; al
technologies brought by the foreigners would autemaiically a
‘not teast, it would release a larger proportion fo dur own resources for employment-

intensive development, particularly in agriculture and agro-based activilies essential to the
rapid development of our rural areas. - ‘

Even after fifty years of industrialisation, India will remain a country in which the land,
the foresls, the rivers, the sea and the sun will provide a large part of the national income.
In fact, if in these fifty years we take full advantage of our tremendous ;gricullural
potential, we could, apart from feeding oursclves, become a major supplier of food 10 the

world, caming cnormous foreign exchange in the process.

To sum up, Iridia has come a long way and has achieved much in the past fifty years:

Independence was won in a magnificent and unigue struggle: the ragic problems of

Partition were resolved; the country was united; democracy was eslablished and staunchly .
" preserved in contrast with many newly-lreed countries now under dictatorship.

But despite immense cfforts and resources spent on economic development, our people

have remained amongst the mest deprived in the world owing in targe measure 10 the
galloping growth of our population, but also to the resirictive and poorly implemented -
economic policies followed by our successive Governments. If we cannot do betier in the
years to come the future will be bleak indeed. We must
rate, come what-may. We must stimulate the growth of our GNP by all possible means and
be prepared 10 shed in the process the preconceived ideas, prejudices and holy cows which
have up to now se_verely_restricled growth and initiative at enormous Cosl 10 the country.

id qur population down to no more

n with determination and the right
2030 an annual per capita income of
I times what it is today. This, though
7, will meet all the

do better; we must curtai) our birth

If we achieve an annual GNP growlh of 6% and ho
. than abillion,.both of which I firmly believe we ca
- policies, we could ensure to our peoplc by the year
over Rs. 22,000 at presenl prices, or iwelve and a ha
still only about half of that enjoyed by the people of Europe today,
necessities of o decent and fruitful life, free at last from wanl and squalor,

outh of today be able to look into the [uture and sec a rainbow in (he
ey see loday, and at the end of that rainbow not the

fe for themselves and their children in which the tears and
are replaced by happiness and growing

Only then will the ¥
sky instead of a dark cloud th
proverbial pot of gold but a li
_poverty which ar the lot of mosi of them today

prosperity.

APPENDIX 2

-A Courler Takes Wing .
Cars somelimes matter more than money. And Dilip Mahibal Kulkarrii loves cars. He

drives around in a Honda Accord, and owns two Peugeot 404s. a Mercedes 230, a Maruti
Deluxe and a Maruti Gypsy. He has driven in car rallies, and clearly likes being in the fast

lane.

Qut of cngineering college in 1974, Kulkarni decided that being in someone clse’s
employ was a mug’s game: you would always be paid less than your worth. So he went
inlo business, and ran into repeated faiture. As an agent for textile exporiess, he found the
margins too low. Engineering expors were no berter. And a unit he set up in Goa 1o
make pilfer-proof caps was shot through wiih holes because aluminium was in short

supply-
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Swul Aunlysis

Finwlly, real opportunity presented itself. DHL had just come 1o Indiy, und Kulkarnl was
keenly nware of the vital importance of speedy communleationa, Ho flow to Singapore,
with a friend Dlnesh Arya, to persuade DIL's rival Skypak, 1o strike a deal for Indlo,
arguing that “we have no other Interests, so we'll glve thls ali wo have"

Till two years ago, they worked cut of n 500-sq {t Bombay office, and the business was
mostly international, No one had realised there was a vast domestic market available. Then
Kulkami and Arya lurmed inward, cpened 20 new offices in the country (in Morzdabad,
Ujjain, Bhilai nnd Erode, for instance), and the wumover shot up from Rs 45 lakh in
1983-84 1o Rs 15 crore this year. Just five years ago, the business was only Rs 5 lakh.

“And yel; we've just scratched the surface, I tell my people that we’re like Columbus,
charting a new course,” Kulkerni says in childlike excitement. He has had his set-backs in
the, courier business too, of course: an arrangement to charter four Vayudoot aircraft every
night for inter-metro runs' — fer a nightly bill of Rs 4 lakh — kicked up a storm from
rivals and didn't work because, says Kulkami, Vayudoot missed too many flights and the
service became unreliable. But he has recovered from that set-back.

Stll only 36, Kulkami says: “I don't see Skypak merely as a point-te-point delivery
system. I leck around this immediate function to sce what else we can go into.” That’s
straight out of Harvard Business School. So he is already running a Rs 4-crore travel
agency, and amranging visas for clients outside Delhi. Using 8,000 sq ft of new commercial
space in north Bombay, he will soon provide companies with archives space away from
expensgive downtown areas. So the millions are now his; and quite clearly, he isn't getting
less than what he is worth. :

REFERENCES

1 Sahavala, SA and R.M. Lala (Eds.) Key Note — JRD Tata, Tata Press: Bombay,
1986, p. 138.
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UNIT 7 COMPETITIVE ANALYSIS

Obj.ctives
Afte, v cading this wait you should be familiar with the:

impaortance ol studying competition

alternalive views on competilion

means of analysing the competitive environment

ways of gaining and maintaining competitive advaniage
approaches for formulating competitive strategies.

Structure

7.1 Intreduction

7.2° Why we need to study competition

7.3 Competition: Some theoretical constructs

7.4 Competitor Analyses: A closer look . .
7.5 Roules to Competitive Advantage _ ) .
7.6 Generic Competitive Strategies

7.7 Competition: A Marketing Warfare View Point

7.8 Summary

1.9 Key Concepts/Terms

7.10 Self-assessment Questions

7.11 Further Readings

7.1 - INTRODUCTION

One of the importart considerations in formulating corporate strategy is the competitive
advantage. As mentioned by Ansoff, unless a firm has a “"Competitive Advantage” it will
fail to achieve its goals of market share and profitability. For years, Indian economy has
been plagued with shortages. Whosoever had the capacity had the market. The Indian firms »
which have operated for long in sheltered environmenis have now to gear up to operate in
the competitive environment. This requires a new set of competencies and outlook. In this

. section we will discuss the issues retated to the understanding of and gaining competitive

advantage for a firm.

7.2 WHY WE NEED TO STUDY COMPETITION?

Competition implics rivalry between twa or more interested parties for similar goals. In
business it refers to the drive for the share of market consisting of similar customers. The
traditional view of Lhe competition has been around the variables of market strategy like
praduct quality, adherence to delivery schedules, attractive prices and aggressive
promotion. This view or knowledge about the performance of compelitors on various
elements of marketing mix is useful but not sufficient. There is a need to go beyond the
‘product-service’ offerings to the deep rooled ‘whys’ and ‘hows’.

This would be possible anly when we are able 10 make a conscious attempt seeking
answers (o some of the following questions:

® Whal is driving compelilion in a specific industry?
® What actions the competitors are likely to take in the wake of increased competition?
® How can a firm position itself 10 maintain competitive advantage in over the long run?

Authors like Ohmae' distinguish bejween ‘operational’ competitive advantages which may
be of short duration, the *strategic’ competitive advantages which enhance and ensure long
term profit potentials. At the level of corporate sirategy, our emphasis will be for ‘strategic
competitive advantages’. This calls for a comprehensive and wholistic approach. This'ls
possible only if we have a sound theoretical and conceptual understanding of forces and
factors creating the competitive environment. This also requires a different frame of mind
and deeper insights. An excellent illustration of the practical application of strategic
.competition is Henderson's comparison of Japan and the USAl
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Swot Analysls

The difference between Japan and the U.S. deserve some comparative analysis, Thcrc
are lessons 10 be leamed. These two leading industrial powers came from different
directions,developed by different methods and folJowed different strategies.

Japan is a small group of islands whose total land arca is smaller than a number of
our 50 slates. The U.S. by comparison is a vast land.

Japan is mountainous with very little arable [and. The U.S. is the world’ s largest and
the most fertile agricultural areas in‘a single country.

Japuan has virtually ne encrgy or natural resources. The U.S. is ﬁchly endowed with
energy, minerals and cther vital resources. -

Japan has one of the oldest, most homogeneous, most stable cultures, For 2,000 years
‘or more, there was virtually no immigration, no dilution of euliure or any foreign
invasion. The U.S. has been a melting pot of immigrants from many cultures and
many languages over one-tenth the time span. For most of our history, the U,S. has
been an agrarian society and a frontier society.

The Jupanese deveioped a high order of skill in living together in co-operation over
many cenluries. We Americans developed a frontier mentality of self-reliance and
every man for himself.

The evolution of the U.S. inio a vast industrial sociely was a classic example of
natural competition in a rich envirenment with no constraints or artificial barriers.
This option was not open to Japan. It had been in self-imposed isolation from the rest
of the world for several hundred years until Commodors Perry sailed into Tokyo
harbour and forced the signing of a navigalion and trade treaty. Japan had been
unaware of the industrial revolution already well underway in the West. It decided to
compele inthat world, But it had no resources.

To rise above a medieval economy, Japan had 1o obiain forcign materials, To obtain
foreign malerials, it had 10 buy them. To buy abroad required foreign exchange. To
oblain foreign exchange exports were required. Exports became Japan’s lifeline. But
effective exports meant the maximum value added, firsl with minimum material and
then with minimum direct labour. Eventually 1his led Japan from labour intensive to
capilal intenstve and then to iechnology intensive businesses. Japan was forced to
develop slrateg:c business competition as part of ndtiznal policy.

You must have noticed Henderson's use of the terms 'natural competition' for the U.S.A.
and ‘sirategic competition’ for Japan. This is an important distinction. Natural competition
implies survival of the [ittest under given circumstances. It is growth for growth sake. - -

Strate

gic compelition aims to achieve whart we want to achieve. In subsequent section we

wiil discuss various issucs which may hLIp in moving towards strategic compelitive

advan

tazes,

7.3

COMPETITION: SOME THEORETICAL
CONSTRUCTS

-,

Gaining stralegic compelitive advantage requires thorough understandifg of the forces
and 1he circumstances underwhich they combine and operate. Over a period.of time; &
number of views have been developed te pravide altemative theoretical frameworks. We
will discuss some of these in this section.

The Economists’ View Point

The economic theory provides useful insights into the nature of industry structure. This, to
2 large exlent, determines a firm's behaviour (belonging 10 an industry) in market place.
Exhibil 7.1 provides the conceplualization of this view point,

w

Exflbil 7.1: Types of lndustr:,:Slruclurc

Foctor Perfect Competilion MonopolisticCompetition Oligapoly Monopoly
Number of Factors Many Mony Few One’
Product .
Differentiation No Yes - Yes Unknown
Entry or exit Open ) ~ Open Restricied Blocked'
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.. you might have observed in u perfectly competlilve industry there |s o large number of
sellcrs marketing undifferentinble products, In a menopolisile competltlve sitation there
are many sui' ., many customers wd a differentinted product, An oligopoly situntlon lles
between mei.  listic comy tition and monopoly situations. An emerging trend the world
aver is that ot consolidation and merger of competiting firms leading to oligopolistic
situations. In the U.S.A., ‘Auto industry, Beer industry, Telecommunication industry and
Airlines industres are a few such examples. Even in India the two-wheeler industry scems

|o be restructuring into an oligopolistic situation.

Competltlve Analysls

The Marketing View-Point
Here, competition is visualized through 2 buyer’
her need, a buyer may have many allernatives or choices. For example, if the need is
‘entedainment’, a buyer may consider choices like visit 10 park, a social call on friends, a
visit 1o a restaurant, listening to music. going o a theatre. seeing a movie, playing cards,
g'oing for a picnic, watching T.V, and so on. In this sense, even though ‘physical producls’
may belong to different industries or technologies, they become compelitors fo each other
to satisfy a specific need or desire. This ubiquitous view can be perceived as belonging to
four types of compelitors. Kotler® has labelled them as ‘the desire competitors’, ‘the

_ generic competilors’, ‘the form competitors’ and ‘the brand compeltitors'. Exhibit 7.2
provides an illustration for a situation where the need is 1o *break monotony’ at the ‘desire
level’ and terminates into a specific ‘brand’ situation for a south Indian Restaurant.

Exhible 7.2: The Marketing ¥lew of Competltlon

s viewpoint, In his drive to satisfy his or

What desire do What do Which Lype of Which South
I wanl Lo | 1 want Reitaurant Indian
Salisly (Bresk 10 eal { want b Resuurant 1
Monatony) visit want Lo visit
\ |l
e Sports ¢ Home Food # South Indian | # Lodhi Holel
@ Video Film ® Restaurent & Mughlai ® Andhra
o Bt O & Fast Food & Chinese Pradesh
Bhawan !
e Indian
Coffec
House
Desirc Generic Produes Form Brand
Competitor - Cempelitor Competitor Competifor

the South Indian Restaurant OwWners would be myopic
if they focus only on their brand competiters. A challenge 10 any marketer is to expand the
primary demand and hence enhance the area of opportunities. To do this, the Socuth
Indian Restaurant owners have Lo be concerned about the trends in the ‘eating-out’
environment. And this has been done very successfully by some of the South Indian
Restaurants in large cities. Having gained a wide popularity amongst a large segment, they
have also started offering Non-South Indian dishes and have thus expanded their market -

size and finaily their opportunities.

This kind of a view provides a wide termmain to radar the compelitive environment.

x

In the backdrop of this framework,

Levit's
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Swol Analysls,

classic article “The Marketing Myopia™, is an excellent illustration of shifting the focus
from product to need to ensure long term survival and growth of a firm.* However, this
view of competition has certain operational problems,

Porter’s Framework to Analyse Industry Structure

Michael E. Porter® has developed an excellent and comprehensive framework to analyze
the industry structure to develop competitive sirategies. According to-Porter, the industry
structure has a strong influence in determining the competitive rules of the games as well
as strategies potentially available to the firm. To him, the competition in an industry is
deep rooted in its underlying.economic structure and goes well beyond the behaviour of
curtent competitors. The intensity and the state of competition depends on five basic forces
which collectively determine the ultimate profit potential in the industry. These five forces
are: 1) rivalry amongst the current competitors 2) threat of new entrants 3} threat of
substitutes, 4) bargaining power of suppliers and 5) bargaining power of buyers. Exhibit

SUPPLIERS (4)

Supplier
Concentration
Number of Buyers
Swilching Costs
Substitule Raw
Materials

Threat of Forward
Intergration

7.3 provides the details and also identifies the factors within each constifuent of this

framework,

Exhlblt 7.3; Porter's Model of Indusiry Competition

POTENTIAL ENTRANTS (2}
e Economies of Scale
e Absolute Cost Advantage
_ © Brand Identity
® Access o Distributicn
@ Switching Coru
& -Government Policy

Threat of _Nr.w Entrsats
THE INDUSTRY COMFETITORS (1) BUYERS (5)
DEGREE OF RIVALRY e Buyer Concenination
. ¢ Number of Competilon . ® Number of Supplicrs
Bargaining & Industry Growth Bargaining ¢ Switching Costs
Powerof ®  Asset Inensity Powerof ° ® Substitute Products
Supplicrs ® Produa Differentistion Custovmers ® Thicatof Backward
. * Exit Barrierns Intzgration
Threat of Substihae Products or Services
SUDSTITUTES (3)
® Fundional Similarity
® Priec/Performancs Trend
¢ Produa [dentity

Industry Rivalry: You may observe that the degree of rivlry among different firms isa
function of the number of competitors, industry growth, assels intensity, product
differentiation and exit barriers. Amongst these, the number of competitors and the
industry growth are the most influential. Industdes with high fixed cost are likely to fact
price wars in case of stagnant market or over capacity situations. Perceived or real product
differentiation dampens rivalry. Similarly, difficulties in exit from an industry intensifies
competition. Steel tubes, sulphuric acid, cement are a few products where fixed costs are

high and price were are frequent during depressed market situations.

Threat of Entry into the industry by new firms may increase the competitive intensity,
especially in matured market situations. During introduction and growth stage, a firm
within an industry may welcome entry of new firms as this helps in cxpanding the market.
On the other hand, in matured market situation, barriers to entry can be due to several
factors like high capital requirement to seek scale advantage, proprietory technology,
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inaccessibility of the distribution network etc. Idlers and rollers needed for conveyor belts “Compelitive Analysls
for handling materials like coal and iren ore is a good example where low entry barriers )
lcq to the entry of large number of small manufacturers. This has intensified competition
in the in. stry leading to price wars, Old and established manufacturers are experiencing
profit crie ‘o as the exil varriers for them are high due to large expenses in specialised
. capilal equipment. H T Fastencr industry is also facing a similar situation in India.

Substitute Products salisfying similar needs of (he same customer group can also
intensify competition. Steel tubes are loosing markets 1o PVC tubes which are nearly-one
fourth the price of steel 1ubes but have almost the same life. Similarly,in the field of
materials, copper has lost the market to aluminium and plastics have affected the market
for steel. Railroads lost their market to autemobiles and airlines. L

Bargaining Power of Buyers refers to the ability of the industry’s customers to force the
indusiry 1o reduce prices or supply with extra features at the same price. This can usuaily
happen when buyers liave choice of substitutes or atternative source of supplies for the
same product. Further, high buyer concentration, threat of backward integration and low
switching costs add le the power of buyers. A large number of imponrters, especially in
textile garments and leather goods are able 1o bargain a better deal from exporters from
developing countries like India and China.

Bargaining Power of Suppliers is a siluaticn where suppliers can force buyers to pay
higher prices and thus affect their profitability. This would happen if a supplier enjoys
monopoly like Indian Oil with regard to fumnace oil, or where the switching cost of the
buyer is very high. The collective strength of these five forces determines the attractiveness
of an industry, The strongesi forces which affect the profitability become the focal points
in stratcgy formulation. In India, firms like TISCO and TELCO had rightly identified the
threals due 10 shortages of raw materiuls and components. A scries of timely backward
integration decisions helped them maintain competitive advantages.

Activily 1

a) Consider a firm {like DCM. L&T. BHEL) you are very well familiar with.

b) Examine the indusiry and compelitive structure for this fim along all the live forces of
Porter's model. For each farce as you must have noted. Exbibit 7.3 provides various
componemts. You should first examine as ro how the behaviour of exch component
within a force can affect the campetilive intensity, With the help of this compoenent
analysis you may be able to visuafise the aggregale impact ot mach fores more clearly.

7.4 COMPETITOR ANALYSES: A CLOSER LOOK -

The framewarks and views discussed thus far provide a global perspective. For long tem
survival a firm has to scan the larger environment, and indentify newer opportunities and
threats. In the pracess of strengthening long term profit potential, a firm, at any point of
time (except may be in case of government monopoly), has to compele within industry i.e.
with firms of similar type, supplying similar products to satisfy-the needs of similar target
segments, Thus, even though plastics may pose 2 serious threat to steel, TISCO still has to
compete with SAIL. Likewise it has to monitor the developments and the impact of
plastics on sieel markets, but it may not monitor the performance of Poiyolefins Ltd. (PIL}
a leading manufacturer of basic plastic raw material as its close competitor. For a corporate |
sirategy in a workable time frame. we nced to have a closer look on the immediate
competitors. This calls for a knowledge of competitive behaviour of each competitor. This

can be done by raising some basic questions like:

® What is their current strategy?

o How are they performing?

® What are their strengths and weaknesses?

® What actions can be expected from them in the near future?

We will discuss each question separately. 23
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Compeiitor Strategy _
A useful way 10 know ind anulyse competitor’s stratogles 11 to follow the same framswork
of formulnting (he corporate stratogy us for your own orgonlsatlon. Thus, some of theso

could be!

@ How is the competitor defining the business in terms of customer groups, customer
functians, and technologies and how vertically inegrated is he? How is he segmenting
the markets and what are his target segments?

e What ate his missions for the specific product
whole? .

& What arc the specific contribution expecta
and for the total organisation?

e What arc lhe dominanl policies
markeling and so on?

@ What arc his financial res
anits and business functions? _ .

ove and similar questions, and attempt can be made to know more

lines, business units and firm asa
tions from cach product line, business unit
for cach functionat area Jike production, design,

ources and low are they being allocated over varicus business

With the help of the ab
compelitors strategies.

Competitors Performance _
The acutal performance of competitors, should be ascertained with the help of published
information in terms of sales, profits, retum on investment. market share, cash and cash

(low sitwation. This should be a regular activity rather than a ong 1ime or ad hoc activity.

Competitors Strengths and Weaknesses
Wilh the help of a framework, compelilors major areas of strengths and weaknesses should
be ascertained. Ansoff has suggested one stch framework. This is shown in Exhibit 7.4

Exhibit 7.4: Areas of Sirengths ond Weaknesses

Functions Facilitics Personne! Orgnr'limtlonal 1 Management
and Skills Capabilities * Copubllitles
Equipment
1. General
Management
2. Finance
3. R&D
4, Operations
5. Marketing 8 Warchousing] @ Doorto Door | @ Dircet ® Industrial
{examples) & Retail Selling Sales Marketing
Quilels 8 el ® Aflwer ® Houschold
& .Sagles Offices Sclling Sales Markeling
© Traicing ® Advertising ® Service & Large
Facilitics @ Afler Nelwerk Cuslomer
for Salcs Soles @ Customer Base
Suall Service Loyalty

with the liclp of Exhibit 7.4, 2 fairly pood iden about strengths and wenknesses of the

competitors can be had. This should help in the identification of areas for gaining
competitive advantage. The management and performance of organisation can also be
analysed with the help of 7-§ Framework, devetoped by McKinsey and Co., a leading
consulting firm of USA. You will recal! that this model was discussed at Jength in unit 2.
According to this Framework, strategy is only one element that determines the

performance.

The first three elcments: sirategy, struclure and syslems are considered the ‘hard’ elements
and the next four shared values,.skil's, staff and style ar
With'the help of this framework a comparalive competitor analysis can provide deep
insights on the strengths and weaknesses of the competitors. .

Competitive Reaction

An analysis of compeiitors reaction
build up. Competiloss ceactions can be studied ar 1wo leve

helps in the kind of *defense’ or ‘offense’ one has to
1s. One Is its reaction to the

¢ considered as the ‘soft’ glements.
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Seculur wrends and developments in the oxicrnal envirenment. This may indicate the kind of
company the compelitor is keen to became. The other level is to examine a competitor’s
reactian to the moves and initiatives of the other competitors. A common move is the
reactions 1o the price reduction by one gompetitor initiates a price war. Immature and weak
corpelitors coxid succumb 1o the pressures soon and this would'lead to their bankruptey.
The mature and sirong competitors may change the battle grounds and aveid competition
cn price. At the level of marketing strategy, a competitor has four variables: '
product distribution, price and promotion. In an oligopoly situation, a small manufacturer
can disturb the equilibrium by aggressively promoting almost similar quality product at
low prices. In such situations, larger cusjomers, if not careful, ger trapped from both the
sides: Nirma, Khaitan Fans are classic examples where they have completely changed the
competitive structure and also the rules of competition. Large manufacturers which
remained indifferent are now fighting the batle on a ground largely unfamilidr 1o them.
Siwations like these highlights the importance of developing strategic competition rather a
tendeney of natural competition which majority of leaders follow. Competitors reactions
dre likely to be different: a company having 2 wide product-mix will reacl differently in a
single product for which the performance of the product is ‘a matter of life and death for it,
Some practitioners use the term ‘competitive muscle' which may be a function of many
factors. While analysing and evaluating competitors reaction, it is important to keep the’
‘muscle’ in mind. A ‘track record’ of competitors’ different moves over a period of time
muy provide geod insights to anticipate the future.
Activity 2

Like Hindustan Lever (2 multi-product company) and Nirma Chemical Works {a
single product company), identify some more 'pairs' of sintilar companies in India.
After identifying these 'pairs’ speculate on their moves regarding changes in prices,
promotion and products,

7.5 THEROUTES TO COMPETITIVE ADVANTAGE

The discussion in this section is mainly based on the book by Ohmae. So far we have
discussed the various perspectives on compelition and competitor analysis within an
industry group. We will now discuss the most critical issue which is at the heart of any
corporaic stralegy namely the issue of identifying and gaining competitive advantage,
Obmae suggested four ways of strengthening a company's position relative to that of its’
competitors. These are: ' ‘

i) Intensify functional differentiatjon (key factors of stccess)
ii} Exploit competitor's weaknesses (relative superiority)

iti) Ask *Why-Whys" (ag; restive initiatives)

iv' Maximize user benefit (strategic degree of freedom)

Focusing on Key Factors of Success (KFS)

Ohmae suggests that in the event of limited resources, it may be wise to concentrate on key
functional or operating areas that are the delerminants of success for a particular business.
This calls for identifying the key factors of success for a given industry, There are two
approaches to identify the KFS. The first is to disect the market as imaginatively as
possible to identify its key segments; the other is 1o discover what distinguishes successful
companics from [osers, and then the analyze the differences beiween them. '

The key factors for suceess of different industries may live in different functions, areas,
distribution, chennels and o on. These can be identificd along the various functiongl
netivities of business'starting from raw material 1o customer servicing. Exhibit 7.6
provides the key faclors for success 10 increase profit and gain market share for various
industries.

Compethine Amalysin
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Exhibt 7.5: How Success Foctors Yary by Indusiry

. weaknesses. The case of Japanese colour

Key facior or ..t0 increase profis ..lo gain shore
funcilon.... '
Raw malerials sourcing Uranium Petroleum -
Procluciion facililies Shipbuilding. Shipbuilding,
({cconomics of scale) Steelmaking Steelmaking
Design Aircrall Aircraft, Hi-Fi
Production Soda. Semiconduclors
technology Semiconduclors

Producl ragefvariety Depanimental stores Companents

Application engineering/engincers | Minicompulers LSI, Microprocessors

Sales Force (quality x quanity) ECR Aulomebiles

Distribulion network Beer Files, Home appliances

Servicing ’ Elevators

Commercial vehicles e.g. 12xis

Kenichi Ohmae, The Mind of the Stralegist: Business Planning for Competitive Advantage, 1983.
Penghin books. paT.

Source:

Business, history indicates that the “most effective shoricut 1o major success appears (o be
10 jump quickly to the 1op by concentraling major resources early on a single strategically
significant function, become really gaod and competitive at it, and then move 1o
consolidate a lead in the other functions by using the profit structure that the carly top
status has been made possible. All of to-day’s indusiry Jeaders wilhout exception, began by
bold deployment of sirategies based on KES™.® (Chmae)

Building on Relative Superiority
A fim can compare its products with that of its competilors in order to identify the -
product superiority. Operation ‘lear down’ to compare each and every component in an

assembled product like automobites is commonly used to identify the areas of strengths and
film indusiry as mentioned by Ohmae’ is an

excellent example of building relative superiority:

ample of relative, superiority is found in the colour film industry.
rket is currently dominated by three companies, two
of them Japanese: Fuji, which leads 1he market and Sakura. For the past fifteen
years, Fuji had been gaining market share, while Sakura — the market leader in the
carly 1950s with over hali the market — had been losing share 10 both its
competitors, Blind test results showed that the problem was not product quality.
Rather, Sakura was handicapped by an unforlunate word association: its name in
Japanese means “cherry blossom,” suggesting a scft, blurry, pinkish image. The
name Fuji, on the other hand, was naturally associated with the brilliant blue skies
and whitc snows of Japan's sacred mountain. Sakura was gravely handicapped by its
unfortunate image but all its effons to overcome the handicap through

advertising were of no avail. At length, Sakura wumed to analyzing the market from
structural, economic, and cuslomer points of view to see whether it could uncover
any opportunity 1o develop a pasitive competitive advantage. Here is come upaon a

clue.

An inleresiing ex
Japan's amateur colour film ma

What Sakura giscovered was a growing cost-consciousness among film customers.
Pracessors of exposed film reported that amateur photographers commonly left one
or 1wo frames unexposed in a 36-exposure roil but almost invariably tied 1o squeeze
extra exposures from the 20-exposure rolls. Here was Sakura's opportunity. It
decided 1o introduce a 24-exposure film al the same price as the competitors’
20-exposure film. Tts marginal cosls would bé trivial but its big competitars would
face significant penalties in following suit. If they moved instead to lower the price
of their 20-frame rolis, Sakura was prepased (¢ do battte. Its aim was two-fold. First,
it would exploit the growing cost-mindedness of users. Second and more important,
it would be drawing attention 10 the cconomic issue, where it had a relative
advantage 1nd away from the image issue where it could not win.

TSITIEITTET

BEEE- TP OPY T ITI O TR TTOOTS




Pursulng Aggressive Initiatives Compotltive Analyils

A third alternative route 10 gain competitive advantage to iniliate an ngpressive search for
improveme i« is 1o relent!nssly challenge the prevailing assumptions with a singie

question "v ill major Lieakthroughs are achicved, [n some business situntions a
slalemate appears when the older key factors of success no longer held any competitive
advantages. This approach has enabled excellent breakthroughs in products, processes and
services, Thus, “a camera manufaciurer wondered why a camera could not have a built-in
flash that would spire users the trouble of (inding and fixing attachment. To ask the
question was Lle answer it. The company proceeded 1o design a 35-mm camera with built-in
flagh. It was an enormous success, sweeping the Japanese medium price lens shurter

market,”™

As Ohmae suggests. “'the results of this kind of change in the direction of strategic thinking
can be speculator. The basis ol such an approach 1s always to confroni whal is taken for
granted in an industry or business wilh the simple question, ‘Why'?™

Exploiting the Strategic Degrees of Freedom

This is the last route, suggesied by Ohmae 1o superior compelitive performance. There can
be siluations where due to operational and resource constraints (time, energy and altention)
there may be limited scope for improvements and manoeuvrability in a given key facior of
sueeess, The cancept of Strategic Degree of Freedom (SDF) helps in tackling such
situalions to mainizin the edge. Chmac” mentions the following case:

Consider the example of a coffee-making business. Suppose we have determined
threugh market rescarch that the objeciive function of our target customers is
superior taste. What can we do 1o deliver that? What are the variables that
fundamenially determine the taste of a cup of coffec?

When we think abour it, there are guite a number: kind and quality of the beans, type
of roast, fineness of grind. clapsed lime between grinding and brewing, water
hardness, water temperature, mode of conlact between waler (or steam) and ground
coffee, temperature at which the brewed coffee is maintained, elapsed time between
brewing and drinking and so on.

These are just a few of the variables that can change the taste of a cup of coffee.
Seme of them, being outside the manufacturer's control, don't qualify as degrees of
frecdomn. Others,such as hardness of waler, are conceivably within the
manufacturer's power 1o aflect (for example. by incorporating a regenerable filter in
the machine) but are conventionally regarded as out of bounds. This means that we
are net fully utilizing the degrees of freedom available to enhance the user’s
objective function, i.e. taste in this casc. Instead of continuing to think in terms of
the conventional alternatives — Should we make a percolator or a filter pot? Would .
the users go for glass or aluminium? We ought to look for unexplotied degrees of
freedomn and ask whai possibililies they may harbor. Whether A is better than B, or C
is betier thun B, may be the obvious issues — but it is only by going outside of them
and looking at K, Q and Z that we will ever hit on a source of real competitive

differentiation.

7.6 THE GENERIC COMPETITIVE STRATEGIES

We have carlier discussed Porter’s framework 1o analyze the forces driving industry
competition, In order (o gain competitive advanlage, Porter has also suggested a three
generic strategies framework, You may like 1o compare Porter’s suggestions with the.
four alternative routes suggested by Ohmae, which we have discussed in the previous
section. According to Porter, there are three potentially successful generic strategic
approaches to cope up with the five competitive forces as well as gain compelitive
ndvantage. These arc:

@ Overall cost leadesship
@ Differentiation

@ Focus

The scheme is shown in Exhibit 7.7 27
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Indusirywide Differentiation ) Overall Cost
Stralegic Leadership
Targel

Exhiblt 7.6: Three Generle Strotegles

Slmt;gic Advaniage

Particular < ——— FOCUS —— >

Scgment only

Uniqueness Perceived by - ) Low Cost
the Cuslomer _ Pasition

Overall Cost Leadership

In this strategy company makes ail possible attempts to achieve the lowest costs in
production and marketing. The aim is to gain a large market share. Efficiency is the
keyword guiding all decisions to keep the costs low. Bajaj ‘Auto Limited and TELCO
appear to be following this strategy in India. .

Differentiation

Here the aim is to achieve class leadership by creating something which is perceived as
unique. It can be achieved by creating highly differentiated products and marketing
programmes — like design or brand image, customer service or dealer network, or any
other feasible dimension. Companies pursuing this strategy have major strengths inR&D,
design, quality conirol and marketing. Chiragh Din Shirts, Bata Shoes, OTIS Elevators,
Cini.Fans are some examples where this strategy seems to be the dominant guiding force.

Focus , ' .

The underlying assumption in ‘Focus' is that a.firm should be able to serve a narrow
strategic target effectively and efficiently. As a result the firm achieves either
différentiation from meeting the need of a particular target segment better, o lower costs

_in serving the targel, on both. ‘Genteel’, a liquid detergent for expensive clothes by
Swastik, and Ponds Talcum Powder are some handy examples for this strategy.

7.7 COMPETITION: A MARKETING WARFARE VIEW

POINT ,

In their recent book, Marketing Warfare, Al Ries and Jack Trout have developed a war like
analogy for marketing in competitive environment. The compelition in the marketplace,
especially in affluent and developed economies like U.S.A., Japan, end Westemn Europe
has becomie very severe. "“The true nature of marketing today is not serving the customer;

it is outwilting, outflanking, outfighting ‘your competitors. In short, markeling is war
where the enemy is the competition and the customer is the ground to be won", say Ries
and Trout. They suggest four ways o fight this war by following the principles of:

® Defensive warfare

® Offensive warfare
e Flanking, warfare and,
¢ Guerrilla warfare

The Defensive Warfare ,

This is essentialty recommended for market leaders. It aims at protecting against regulatory
provisions like M.R.T.P., industrizl licensing restrictions,etc. According to authors, a
leader has to spend more time in safeguarding its interests against government,.social and
public environment rather than the immediate next competitor. Thus, for companies like
TELCO, Hindustan Lever, Bajaj Auto, the major worry may be the interference with the
govemment. At the same time, a lcader cannot afford 10 overlock the moves of the
competitors. TELCO demonstrated its tirnely move by placing 407, a light commercial
vehicle, to check the possibly successful entry of famous Japanese makes in this growing ,

market segment. A leader should also be able (o attack itse!f i.c. drop products which may __

appear to make the leadership position vulnerable. The three principles of‘dc{ens_ivc'
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warfare arc: (i) only the market leader should consider playing the defense, (ii) the best Competitive Anglysls
defensive strategy is the courage to attack yourself, (iii) strong competitive moves should '
always be hlocked.

The Offunsive Warfare _
*Offensive’ warfare is almost like a mirror image of the defensive warfare, The number
twos of the industry are suggested o follow the offensive sirategy by identifying a
weakness in leaders strenglh and artacking at that point. Thus, very high prices of steel
tubes of Tata Steel gave an opportunity to olher pipe manufacturers like Zenith Tubes,
Gujarat Steel Tubes and the like to caplure sizeable at lower prices. Similarly, a very
offensive launch of 'Nirma detergent’ has helped it to take away markets both from the
marke! leader and other manufacturers. The principle of *offensive warfare’ are: (i) The
main consideration is the strength of the leaders position, (ii) Find a weakness in the .
teader’s strength and attack at that point, (iif) Launch the attack on as narrow a front as
possible.

IS TR

The Flanking Warfare

According to Ries and Trout, 'flanking’ is the most irnovative form of marketing warfare.
Over the years, most of the biggest marketing success have been flanking moves, It is
recommended to firms with limited resources. These firms cannot afford to fight the large
fimns holding number one or 1wo position on the same battleground. The entry of
‘Fromise” loothpaste with ‘clove oil’ clout is an examplé of the flanking warfare in
toothpaste market. *Cini' fans is anather excellent example of ‘flanking warfare’. Flanking
can be achieved in any manaer such as flapking with low price, flanking with high price, : E
flanking with small size, flanking with large size, flanking with distribution, ﬂanklng with '
product form. .

PRt ar e e

You would see a parallel between a marketer cutling a'*niche” and flanking. Basically they
mean the same thing i.e., creating a distinctive pasition for itself and avoiding any head on
collision with the leaders. The principles of flanking warfare are: (i) A good flanking

move must be made in an uncontested area (it) Tactical surprise cught to be an important ) h
clemcnt of the plan (iii) The pursuit is just as eritical as the attack iself. {

The Guerrilla Warfare

The last form is the guerilla warfare. Most of the players in a marketing war would be
fighting in the markel place like the guerillas. According to Ries and Trout, “smaller
companies can be highly successful as long as they do not try to emulate the giants in
their field.” Like flanking form there canbe many guerrillas: geographic guerrillas,
demographic guerrillas, mdustry gucmllas product guerrillas and high end
gucm]]as

1wt e RN

In each state, -for instance, you will find local make suitcases and other luggage items
alongwith the well known national brands. Lecal brands of rubber gnd plastic chappals are
other examples of a low price ead guerrillas. Chiragh Din shirts, Metro shoes (both
Bombay based organisations) arc some examples of high pricc end form of guerrilia
warfare. The principles of gucrrilla warfare are: (i) Find a segment of the market small
enough to defend, (ii} Nc matter how successful yau become, never act Tike the leader -
 {iii) Be prepared to bugout at a moment’s nolice.

Activity 3
You may like w grasp well the concepts of marketing warfare. For this let us take lhc

followu;}g sleps:

a) List some indusiries you are well familiar with,

by Identify down the competitors. Make sute thal you have number one, number two and r
somie small orpanisutions, (You may follow the size of the market j.e. Lhe market share
as'a criterion for ranking poshions).

¢) Classify the strategy which they appear to be following or have foliowed in past. You
may label it as “offensive’, ‘defensive’ and so on,

d} Try 16 ascertain the results of the study in lerms of successes or failures.

e) Analysc the Teasons for successes or f'nlurcq and compare them with the *principles’ of

various warfares. . -
fy You should nnw be in & posilion tn comnent as 10 whether a war like” view to analyse
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the competition is helpful or nol. In other words, critically ppraise the suggestions of
Al Rics and Jack Trout of using military strategies for the market place.

7.4 SUMMARY |

in this unit our aim was 10 study campetition to scek competitive advantage. Ta do this we
have to do a lot more in terms of theory, frameworks and analytical tools. No one tool cdn
work in all the situations, The discussions in this vnit should give you ideas 1o develop
your views and frameworks. You were exposed (o 3 number of concepts and approaches.
You may benefit a great deal if you start using these approaches and concepts to

communicale your views.

79 KEY CONCEPTS/TERMS .

Aggressive initiative

Brand competitor

*Desire’ competitors

Differentiation, Focus and Overall Cost Leadership

Generic competitors

Key Factors of -Success

Monopolistic competition

Mancpoly

Natwral competiltion

Oligopoly

Perfect competilion

Product Form competitors

Relative Superiority

Sirategic Degree of Freedom

Stralegic competition ]

7 S’ Framework of McKinsey and Co.

The Marketing Warfare

The Five Forces of Porter's Model ~
The Industry, Potential Entrants
Suppliers, Substituies, Buyers.

ITETr T

710 SELF-ASSESSMENT QUESTIONS

1 Why is it necessary (o sludy competition? Is “strategic competitive advantage” different

from “operational competilive advantage?” Discuss.

2 In what way Economists’ viewpoint regarding analysis of competition is different from

the Marketing viewpoint.
3 Describe Porter’s framework for analysis of industry
framewrek,

structure. Critically evaluale the

competitars, you need to fully

4 “If you want to have 2 closer Jook at your immedialc
accomplished? Explain fully.

know their compelilive behaviour”. How can this be
5 How can a business firm gain competitive advantage? When is the concept of ‘strategic
degree of freedom’ helpful in this comext? : '

6 Whart are the threc generic strategic approaches to gain competitive advantage and 10
cope with 1he competitive forces as suggested by Porter? Under what conditions would

the three approaches be particularly useful? Give examples.




7 Explain the Marketing Warfare viewpoint of competition. In what different ways the
marketing war can be fought out? Under what condnlons different Warfare strategles

would be appropriate? Give exemples.

711 FURTHERREADINGS
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UNIT 8 INTERNAL CORPORATE
- ANALYSIS ,

Objectives
After reading this unit you should become familiar with the:

Meaning of corporate strengths and weaknesses
Bases for classifying situations and qharaclcrist_ics into strengths and weaknesses

Procedures for evaluaring the impact of corporaie strengths and weaknesscs
Meaning of Synergy. -

Structure
8.1 Introduciion
82 Meaning of Strenglhs and Weaknesses
8.3 Criteria for Determining Strengths and Weaknesses
8.4 Measuring Strengths and Weaknesses
§.5 Altercalive Formais (o Analysc Strengths and Weaknesses '
9.6 Identifying lhe Strengths and Weaknesses
8.7 Mauching Strengths and Weaknesses
8.8 The Concept of Synergy
8.9 Summary
8.10 Key Concepls/Terms
8.11 - Self-nssessment Questions
8.12 Further Readings
Appendix

8.1 INTRODUCTION

nvironmental opportunities and threals (Unit 6),

You will recall that in our discussions on ¢
ironment’. We had mentioned that a firm's

we had introduced the concept of “relevant env
relevanl envirenment, o a’large exient, is a funclion of corporate strengths and
weaknesses. In other words the opportunities which can be successfully exploited largely
depend upon corporale capabilities. In our discussions on competition (Unit 7) we had
emphasized the importance af Stralc'gic competitive advantage which implies that o firm’s
capabilities, for a given product market situation, should out-perform its competitors, You
should, therefore, begin 1o realise the pivatal role which corporatc capabilities play in
stralcgic success. Corporale capabililies, in this sense, become a lynchpin over which
hinges the performunce and survival of a firm, But identifying and exploiting the strengths
and removing the weaknesses is not an arithmatic game of addilions and sublractions. It is
much beyond the quantifiabic numbers like sales, profils, net worth and assets. It is an
issue largely linked with one’s state of mind and his outlook. Yes, it is a mater of
entreprenearial interpratation. For example, [0 a large majority of pcople huge population
may be a major weakness of India, but to a few may be a major asset i.e. ils strenpth. In
this unit we will make attempis 10 approach the subject cnabling a better perspective on
and an entreprencurial view of corporation sirengths and weaknesses. Even at the cost of
repetition, it may be @ good idea 1o remember that corperate stralegy is ultimately a
‘matching game’ betweed enviranmenta! opportunities and organisational strengths 1o gain
competitive advaniage. The process of assessing organisational strengths and weaknesses is

als0 known as ‘organisational audit’.

8.2 MEANING OF STRENGTHS AND WEAKNESSES

Corporate strenglis and weaknesses, as stated earlier, are a matler of interpretation. Thus. a
large cash reserve may appear 10 be a strength for a firm, but if it is not invested well it
may cease 10 b a strenglh. Similarly, absence of own fleet of cars may be taken as a
weakness. bul if cars are freely available al cconomical rentals it may cease 10 be a
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weakness. Though, no definition may ever be complete, we would define strengths and
weakuesses as follows: .

Corporat» Strength: [ refers to competitive advanlages and olher distinct competencies
whicli a coonpuny can exot in the markel place.
Corporate Weakness: It refess to constraints or obslacles which check movement in

certain desired direction, and may alse inhibit organisation in gaining a distinctive
competitive advaniage.

8.3 THE CRITERIA FOR DETERMINING STRENGTHS
- AND WEAKNESSES

A major. problem which must be resolved prior to any analysis of corporate capabilitics is
the criteria that would determine whether an element under examination is a strength or a
weakness. Earlier we had mentioned that to a large extent it is ‘state of mind® which,
determines whelher o purticular element or situation is a strength or a weakness, Judgment,
in this sensc, is an implicit ingredient in our analysis. However, this judgment, as you will
appreciate, is also a function of the criteria which is used. Four types of criteria have been
suggested to classify an element into strength or weakness. These are:i) historical;

if) rormative; iii) competition parily; and iv) critical factors for success.

The Historical Criterion

Here, the analyst compares the characteristics under examination with past performances.
Thus, sales, profits afier tax, capacily wtilisation etc. may be compared with those of the
past. Ar improvement over the past performance may be seen as a sirength, and a decline,
a weakness. Before, arriving al such conclusions, it is always advisable to check the
replicabilily of the *past’ in future. In a large number of situations *past’ may not be valid
for future and this would certainfy invalidate our assessment or judgment.

The Normative Criterio’n

Here, the basis of judgment is *what ought to be' the level of performance 1o classify a
particular element into a strength or a weakness. Thus, based on theory, expert opinion,
induslry practices or personal opinions,.one can develop ‘norms' for evaluation. For
example 80% capacity utilisation for thermal power plants may be considered a strength
and below thar, a weakness.

The ‘Competition Parity Criterion

As ils basis for judgment, this criterion utilises the action of successful direct competitors
or potential competitors. It is based on the premise that a firm must, at the minimum, meet
the actions of the competitors. This, if the indusiry praclice of providing 60 days credit to
the trade is not followed, it may be considered a weakness. As a comparative yardstick, it
is always desirable to know and compare with what other compelitors are doing, but it may
not be prudent lo limit the assessment to only this criterion, At times, industry practices
may not be optimura and as such not generalisable for all the firms as the product market
stopes may vary amongst the members. Besides, the competition eriterion, it is always
advisable to identify the dimensions of uniquenesses and use other criteria to classify a
particutar situation either as a strength or a weakness. -

The Critical Factors for Success Criterion

Each busincss, in some sense, is unique. It requires a sel of minimum performance
standards and henee capabilities. We would call these as *critical factors' or ‘key faclors”
of success {remember KFS to gain competitive advantage which we had discussed in unit
7). The three criteria discussed earlier in this secrion do not directly assess along the KFS.
This criterion helps to examine the strengths and weakness in the context of meeting the
minimum requirements for success. For example, if T.V. advertising is 2 must and a firm
is pot able to afford it, then it may be considered a weakness.

QOne ¢rterion is seldom sufficient for a complele evaluation of a fimn. Some elements like
“financial sirengths’ may be evaluated better on ‘historical’ and ‘competition’ criteria; and
‘markeling' may be best evaluated on the basis of ‘compelilicn’ and ‘critical factors for

Internal Corporate Analysis
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success criterion’, Likewise, ‘managerial climate' may be better ascertained on a

‘normative criterion’, To cover all the facets of corporelc capabilities and weaknesses, it
may be desirable to follow 2 'multiple criteria method'. It is important to recall that (o a
large extent, your assessment of strength or weakness of a firm, depends on the criterion

you have selected to cvaluate and your frame of mind.
Activity 1
a) Identify a company you are familiar with,
k) List all elements you consider as its important strengghs or weaknesses.
¢y In terms of various criteria (historical, normative, competition parity, and critical
fuctors for success), evaluate ils strengths and weaknesses, '

d) Sugpest some correclive actions based on your assessment.

8.4 MEASURING STRENGTHS AND WEAKNESSES

Sirengths and weaknesses may exist in varying degrees. Some may view an organisation as
very strong which others may consider it not that strong. The same may apply to its
weaknesses. This would call for measurement of strengths and weaknesses. In earlier
section we had discussed various criteria for assessment. In this section, we will discuss the
techniques which an analyst can apply to judge the degree of a strength or a weakness.
There are three ‘measures': i) Attnbute Measures, ii) Effectiveness Measures, and iii)

Efficiency Measures.

Attribute Measures

This statement is developed to identify or list a characteristic or quality which an
organisation possesses of is gxpected 10 possess in the near future. Some examples of
attribute measurements are: ‘our key sirength is the high moral of the workers® or ‘our
bigger weakness is the lack of cenrralisation of the control Systems’. Stalements like these
reflect the presence of a characteristic without aitaching a unit of measurement, i.c. to what
extent the strength is genuinely contributing to gain a competitive advantage. It might be &
strength for strength sake with no substantial purpose behind it. Thus, leaving the analysis
only at the ‘atribute statement’ jevel may be incomplete and inadequale. In many
situations it may however, be the only alternative to express one's strengths or weaknesses.

Effectiveness Measuces ,

In this approach, 2 characleristic is represented by a statement that identifies a capability of
an crganisation that will help in the accomplishment of a particular task or objective. Thus,
a statement like “our company exercises for fitness plan have helped in maintaining the
high energy levels of our managers who are now able to devole one more additional hour
of work each day” is reflective of an cffectiveness micasure of a strength, Similarly, a
statement of weakness could be. *‘the location of our plant entails more travel time 1o reach
the market place, heace it dissuades our sales people to achieve their targets for field

visits”

The Efficiency Measures

As the word ‘efficiency’ suggests,
converting inputs inte desired outputs. Thus,
our production”, is a stuiement of weakness
Apparently efficiency measure is implementa

The use of three types of the measurements is a function of the degree of specificity _
is simply a listing of

possible for & given clement of characleristic. Atribute measurement i
the capabilitics of an organisation; an effectiveness measure relates 1o the abilities of an
organisation to achieve objeciives; and an efficiency measure is concemed with the

it measures the productivity of an organisation in

"ten per cent rejection rates is a big loss to
hinting at poor quality control arrangements.
ble only in quantifiable situalions.
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optimum conversion of finn’s resources into desired output. The type of measurement a
firm would empioy will be a function of (a) the characteristic (in terms of strengths or
weaknesses) which is being measured and (b) the level within the organisation which is to
utilize the nv surement. In sany sitvations, especially when dealing with softer variables
like *shared values', *managerial climate and culiure’, ‘depth of mangerial competence’,
‘human relationship skills’ ete., it may be difficult 1o use effectiveness and efficiency

* measures. Only atiribute measures are used in such siwations. You would soon begin to
realise that at lower levels i.e. at the functional levels like, marketing, finance, etc.

.efficiency and cflectiveness measures can be usefully applied. However, at higher levels
which is concerned with the total organisation, attribute measures and effectiveness
measures are more feasible. To put it differcntly, attribute and effectiveness measures
increase in importance as the scope of internal analysis is brondened to meet the demands

of the higher management,

8.5 ALTERNATIVE FORMATS TO ANALYSE
STRENGTHS AND WEAKNESSES

A comprehensive and objective analysis of strengths and weaknesses may be facilitated by
the use of a format or a framework. In this section we w:]l study a few of such formats or

frameworks.

The Check List .
Some wrilers have suggested the use of organisational checklists 10 evaluate organisational
capabilities and weakncesses. One such checklist contains 446 checkpoints. Obviously, all
446 checkpoints may not be relevant for a particular organisation. Pearce and Robinson!
suggest the following checklist.

Marketing

Firm's productsfservices; breadth of preduct line,

Ability to gather needed information about markets,

Market share or submarket shares.

Froduci/service mix and expansion potential; life cycle of key products; profit/sales
balance in produce/service.

Chanrels of distribution.

Effective sales organisation; knowledge of customer needs.
Concentration of sales in a few products or to a few customers,
Product/service image repulation, and quality.

Imaginative, efficient, and effective sales promotion and advertising. .
Pricing strategy.

Producers {or digesting ma.rkcl feedback and developing new products/service or
markets.

After sale service and follow—up

Goodwill/ brand loyalty.

Finance and Accounting
Ability to raise 'short-term copital.

Ability to raise long-term capital; debt, equity.
Corporale-lpvcl resources (multibusiness firm).

Cost of Capital relative te industry and competitors,
Tax considerations. .

Relations with owners, investors, and stockholders,
Leverage position: Capacity 1o utilise altemative ﬁnanclal stralegies such as leasc or
sale and leaseback.

Cost of entry and barriers to entry.

Presence of financial planning and budgeting practiges.
Working capilal.

Effective cost control; ability to rcducc cosl.

Financial size.
Efficieat and effective’ accounnng system for cost, budget and profit planning.

- e W W W WO
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Production/Operations/Techrical -

Raw materials cost and availability.

Inventory control syslems.

Location of facilities.

Layout and utilisation_of facilities.

Technical efficiency offacilities and utilisation of capacity.

Effcctive use of subcontracting.

Degree of vertical imegration: value added and profit margin.

Efficicncy and cost/benefits of equipment. . .
Effective operation contro] procedures: design, scheduling, purchasing, quality conirol
and cfficiency. . ,

e Costs and technological competencies relative to indusiry and competitors.
6 Research and dcu;elopment}teqhnology}'innovalion.

o Patent, iradesmarks, and similar legal protection.

Personnel

e Management personnel,

e Employees’ skill and morale.

® Labour relations/costs compared to industry and competition.
@ Efficient and cffective persennel policies.

o Effcctive use of incentives 10 molivate performance.

® Ability to level peaks and valieys of employment.

@ Employee lumover and absenteeisim.

© Specialised skills.

@ Experience.

Organisation/General Management

Organisational structurc.
Firm's image and prestige.
Finn’s record for achicving objectives.
. Organisation communication system.
Overal] organisational control system effectivencss and utilisation.
Organisational climate.
Use of systematic procedures and techniques in decision making.
' Top management skill, capabilities and interest.

The Conceptuza! Approach

Bates and Eldredge? have suggested what has been described as concepiual approach to
analyse strengths and weaknesses. According to them, the format for analysis can be
divided into Lhree dimensions: management, operations, and finance. These three
dimensions would be common fer a majority of the crganisations. ‘Management’
dimension covers top management functions and broader issues encompassing the total
organisation. Some of these could be strategic planning processes and systems, organisation
climate and culiure managerial succession, lop management values, etc. *‘Operations’
dimension includes resource conversion and distribution functions like production, material
management design, markeling, ctc. ‘Finances' include issues like capital structure,

working capital, credit policies, elc:

Analysis of Management Dimension

At the corporate level, i.e. at the level of corporate sirategy, the strategist must begin the
assessment of erganisalional strengths and weaknesses with an analysis of firm's
management. To a large exlent, the quality of top management determines and affects
corporate strengths and weakness, not only the current but the ‘potential’ strengths as well.
As an illustration, Bates and Eldredge have suggested 1he following dimensions to avaluate

the sirategic planning sysiem of a firm.

Critical Factars: [dentification of the present and future conditions having a bearing on
the achievement of objectives.

Resources: Identification and provision for resources required to meet present and future
conditions for achieving objectives.

Objectives: Clearly spelt out results and delails of the means to be used to measures
accomplishment.
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Appraisal: Compairing aclual with expected performance that results in timely corrective Internul Corporate Analysls

action.

Deployment of Resources: Estblishing and delegaling areas of responsibility and
authorily fe. -ticel facte,  For ils sirutegic planning system, a firm's strengths and
weaknesses cin be evitluated on the above dimensions.

Analysis of ‘Financial’ Dimension

A [irm's performance is largely delermined through its financial ‘performance like sales
revenue, profits nel worth, divided pay out, elc. A number of dimensions withir finance
capital structure, capital budgeting, dividend policy, debt policy, interest cost, credit
policies, management of working capitul etc.. need 10 be examined to assess a firm’s
strenpths and weaknesses. A caution, hiowever, needs to be observed while drawing
inferences ‘financial analysis® may reflect only the 'symploms’ and not the causes. For
stralegic decisions, we need to unfold the underlying causes and their relationship with
other business funciion. Thus, an outstanding receivable account with 30 days may reflect
poorly on the working capiral management, bet if it is a marketing necessity, then it may
not be interpreled as a weakness.

Analysis of the ‘Operations’ Dimensions

The resource conversion process requires operitional arrangements. The efficiency of the
‘conversion’ process reflects irenpths or weaknesses. Besides conversion, the organisaiion
also needs to transform the products and services through the process of markeling and
distribution into liquid or cash resources which are then recycled. Organisalional audit,
therefore, musi include the asscssmenl of corporate strengths and weaknesses in each
functional area. In the are2 of marketing, this may medn assessment of factors like
familiarity with the industry breadth of the producis/services offered, quality of the
marketing research, customer pre and after sales service, consumer loyalty, etc. A similar
type of “audit' can be done for human resources, malerials management produclion and so

on.

Strengths and Weaknesses Profile

Afler the corporate audit on three dimensions; management, finance, and operation has
been done. Bales and Eldredge? suggest consolidation of all these dimensions to develop a
profile. This is shown in Exhibit 8.1 :

Exhib!t 8.1 : Strengths nnd YWeaknesses Profile

F

Dimension Basls of Ronklnp? ' ExIstlng® Strengths
Comparlson' or weakneases

Managemenlt

Financial

Operations

1 The purpose is lo er: ure thal the strategisr is aware of a basis of comparison and its
appropriateness 10 1 ¢ ctor under assessment.

2 Ranking indicates deg,. :f importance of the factor under assessment to the
organisalion’s success. All critical faclors should have a ranking of 1 in their respective
dimensions. .

3 A bricf description of what exists.

4  Strengths or weaknesses are coded as follows: 0 = neutral; + = strength, and the more

pluses, the greater Lhe strength; - = weakness and the more minuses, the greater the

weakness, The profile gives a quick view of the (otal situation as well as the critena
which an analyst has used to arrive at conclusions. By ranking, it also helps in focusing
allention on more important rather than less important factors.

The Grid Approach ‘

The earlier framework of Bates and Eldredge suggested a diagnosis around three

dimensions: management, finance, operations. Almost a similar approach has been

suggesled by Ansoff?, This is shown in Exhibil 8.2,
A
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Exhiblt 2.2 : 'GRID’ for Corporate Audit

* as an jllustration, provides the au
comprehensive checklist (one suc

FACILITIES PERSONNEL ORGANISATIONAL MANAGEMENT
EQUIPMENT SKILLS CAPABILITIES CAPABILITIES
General
Management
& Finance
R&D
Operations
~ Marketing Warchousing Doos-1e-door Direct sales Induscial
Retail outlets, selling Distributor chain markeling
Sales offices Retail selling Retail chain Consumer
Service offices Wholesale selling | Consumer service meechandising
Transportalion Dire¢t industry organisation Dept. of Defense
equipmenr sclling Industria) service marketing
Training Dept. of Defense organisalion State and
facilities for selling Depl. of Defense | municipality
sales slaff Cross-industry product support . markeling
Data processing selling Taventory disiri- Well-informed
equipment Applications bution & Conlrol and respeciive
engincering - Ability 10 meke manegement
Advertising quick response Large customer
Sales promotion 10 customer base
Servicing requirements © Decentralized
Conirucl Ability to adapt cantrol
administration to socio-palitical Favourable public
Sules analysis upheavals image
Dal unalysis in the markel Fulure orientulion
Forecasting place Ethical standards
- Computer Loyal set of
modelling cuslomers
Product Planning Cordial relations with
Background of media and ¢hannels
Peaple Flexibility in al}
Corporate culiure phases of
corporate life
Consumer financing
Discount policy
Teamwork
Product quality

Thie *rows’ contain various functions and take ‘columns’ capabilities'. The above Exhibit,
dit poinis for marketing. With the help of a
h list was mentioned earlier), you can identify the

relevant characteristics for a firm vis-a vis various functions.

n used to indicate the swrengths or weaknesses., It

You will observe that ‘atributes” have bee
by using both ‘effectiveness’ and ‘efficiency’

may be necessary Lo complete the exercise
measures, wherever possible.

Another ‘grid analysis’ which takes into account the ‘measures’ mentioned earlier is shown
in Exhibi1 8.3. This was developed for a hypothetical company. You will observe that the
grid highlights a number of weaknésses and a limited number of strengths for the

organisation as a wholc,

MAJOR FUNCTIONS

Exhibit 8.3: The Grld
ATTRIBUTES MAJOR FUNCTIONS

Morketing - Humon Finance Mig. Systems Corp. Orgnal.
' Resources . Strategy. Struciure

Efficiency and Goad for Poor Pocr Good for Ave. Foar
Effectiveness AVE. the present the present o Avg.
Stability AVE. Averuge Poor Yel o No Averge No
and 1o good pe-cstab-  cOMMENTs comments
Flexibility lished :
Fuwre - Avg 0 Needs Needs Needs Needs This Needs
Development Goad impIove- top mast conseli- tabe concept reorgant-
and Needs re- menl Priority dation formalised  needs to be - sation
Dircciions  éxamination , al this slage introduced
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Aclivity 2

What would be your recommend
help of the grid as showw in Exhibit 3.

ation to the management of the company with the

The 7 ‘S’ Framework ‘
You will recall that in our discussions on competition in Unit 7 we had indicated about the
usefulness of 7-S Framework. We had indicated that the three Ss i.e. strategy, structure
and systems were the 'hard variables’ for an organisation and the remaining four 3s ie.
shared values, skills, staff, and style the four soft variables. This framework can also be
used to perform corporate audit for an organisation. The 7'S' framework can be used both
at 1he corporate fevel as well as at the functional level. One such matrix for the corporate

level is shown in Exhibit 8.4.

Exhibit 8.4; The 7 *5° Framework
Functlons

HUMAN PRODCUTION

DIMENSION MARKETING FINANCE
RESOURCES

Sirufegy
Siruclurd
Syslems
Shared Values
Skills

Siyle

Snaff

-~ OO b L —

re are many approaches to performing the corporate
eaknesses. The selection of any.
nd upon some of the following

'Ypu should begin to app-reciate that the
audit and identifying the carporate capabilities and w
approach of framework would ultimately, however, depe

condilions/situations.
a) The level al which the exercise of corporale audit {strengths an

performed.
b) The ‘characteristics' which are being examine
culture, marketing management, distribution system elc. ]
¢) The ‘use' which management wants 10 make of the strengths and weaknesses analysis.
If the idea is 10 reformulate a corporate stralegy, management may employ two or
three frameworks to have different viewpoints for the total organisation. If the use is
'gap analysis® in some specific functional area, it may confine 1o oniy one framework,

using the varfous-'vic 'sures’ to come 10 sound decisions.

d weaknesses) is being .

d i.e. approach 10 planning, management

8.6 IDENTIFYING STRENGTHS AND WEAKNESSES

with "what" are strengths and weaknesses and

fly importait step in the whole exercise of

lyst can follow to identify. diagnose, and assess
Basically, there are three approaches

So far our majof precccupation has been
‘how’ they have to be measured. An cqui
corporate audil is the process which an ana
the situation in the form of strengths and weaknesses.
to performing the ‘coporate audit”: '
i) Ask questions: That is some form of execulive survey. ILcan involve the raspondents
from both within the organisation and from oulside; those who are well familiar with
the organisation ¢.g. cuslomers, and supplicrs are two such examples of outside
respondents. There can be many forms to this survey like structured questionnaire,

-* informal depth interviews and so on.

ji) Observation: Here the analyst observe the behaviour and reactions of the corporale

Internal Corporats Analyslhs
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executives to draw his own inferences on some specific situations. Issues like
leadership styles, work culture, participation are best studied by observation.

iii) Examine Records: Records are an excellent source of past performance and a number,
of other issues which are seldom articulated in a ‘questionnaire survey” or .
observations, Usually, examination of records becomes essential for all the
‘characteristics’ where ‘cfficiency measures’ are being used.

A good and comprehensive audit would reguire the use of all the three appreaches. This
requires enormous amount of information and efforts, At the corporate level especially for
large organisations, this may require a 'ieam effort® and may take 6 to 8 months before a
review of organisation's strengths and weaknesses can be complete. A major pre-requisite
for the analysis would be the ‘breadth’ and the ‘depth’ of their experience and an ability to
‘muddle’ through a vast poal of information, opinions and reactions. '

8.7 MATCHING STRENGTHS AND WEAKNESSES .~

We have been discussing corporate strengths and weaknesses, The purpose is to arrive at e
‘match’ between corporate strengths and environmental opportunities for competitive
advantage. The purpose is to improve corporate performance. A simple but powerful

-question Lo keep us on the right track, lest the exercise become unwieldy and an end in

itself is to ask: ‘so what'? This ‘so what’? question should lead us to recognise the pay off
from a stréngth. 1t should also enable us to identify the degree of damage or hinderance
which a weakness can cause to corporate performance. If the response to a ‘so what'?
question is neutral or inconclusive, Lhen the characicristics have to be dropped from our
analysis. The corporate audit of a company revealed a supplier's excellent reputation for
consisiency in the supply of high quality products. However, its limited production
capacity prevented.it from becoming a market. leader in terms of market share. It will,

 therefore, be a strategic eror to assume that expansion may lead to a larger market share as

large markels may essentigily be for low price, low quality products. Thus, an exceltent
strength may have limited to no pay off unless the entire corporale Stralegy is!changed.
Similariy, presence of highly qualified scientists and engineers for R & D may become
meaningtess if there is no opportunity forR & D 1o flourish and make worthwhile
confribution. In short, a strength is meaningless if it cannol abet in the corporate
performance present and future. In the same way présence of a weakness may not always

be damaging.

8.8 THE CONCEPT OF SYNERGY

Upto this point we have been discussing the issues related to coporate audit, Before we
conclude it may be a good idea to briefly introduce the concept of synergy. In its simple
form, the concept of synergy recognises thal in the organisational context, the combined
effect of certain parts is grealer than the sum of their individual effects. For instance, if
produced separately, the contribution of product A may be x and product B's contribution
may be y. The concept of synergy, implics that if preduced jolntly, their contribution may
be x + y + z instead of x + y alone. This extra contribution i.e. ‘2’ is called the synergistic
effect of A and B together. Thus ‘z’ represents positive synergy. There can be negative
synergy slso. Some writers describe synergy as a 2 + 2 = 5 effect. This concept, which is
difficult 1o quantify, is a very helpful conéept in identifying what we would like to call
‘potential strengths’. Thus, the ‘reputation’ of a firm can provide positive synergeslic pay
off to launch high quality products. Corporate image, R & D fecilities, availability of
competént professionals are some mere examples where an organisation can reap
synergestic benefils for competitive advantage. o

Activity 3 .

Step 1: Consider a company of your interest and collect, at least for two years, copies of
its annual reports and chairman's statement to the shdreholders. -

Step 2: Analyse company's performance for the last lwo years and compare it with its
COMPpeEtiors. ' '

Step 3: Try 1o identify its key strengths and weaknesses with the help o
annuai reports and the chairman’s stalement.

f the analysis of the
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Step 4 Speculnte as to whut best use the company can make of its strengths, Also. which
weaknesses need 1o be removed un, '

'
........................................... O T T e P T PP R PP IO REL T R L ELRN LR RERR R RN LR LR

8.9 SUMMARY

The analysis of corporate capabilities and weaknesses becomes a pre-requisite for
successful formulation and reformulation of corporate strategies, This analysis can be done
at various levels: functional, divisional, and corporate. The classification of an item or
-characteristic in terms of strength and weakness can be done on the basis of some criteria
like historical criterion, normative crilerion, compelitive parity criterion and the critical
factor of success criterion. In order to measure the degree of strength or weakness, we can

- use three measures; awribute measures, effectivencss measures and efficiency meesures. A
format like a ‘checklist’, a grid or a matrix helps in making a comprehensive analysis. [t
also helps inconsolidating the analysis on corporate audit. While performing the audit, it is
importan? to remember that in the uhimate analysis, it is the entrepreneurial viewpoin of
strenglhs and weaknesses which can make or break a company. In this view, the concept of
synergy holds the key to enhance the pay offs from the existing corporate capabilities. A
strong mind, even with limited capabilities, may build a giant organisation and a weak
mind may cripple a sound organisation by magnifying the minor weaknesses. The frame of
mind, thus, may appear 10 be a more important intangible sirength than all the tangible

assets.
- 1

8.10 KEY CONCEPTS/TERMS

Attribute measures

Corporate strengths

Corporate weaknesses )
Competition criterion for strengths and weaknesses
Critical faclors for success

Effectiveness measures

Efficiency measure

Grid for corporate audit

Historical criterion for sirengths and weaknesses
Nomative criterion for strenglhs and weaknesses
Strength and weakness profile

LB I BR- IR BN N B BN O

811 SELF-ASSESSMENT QUESTIONS

I How would you dejermine whether a particular elemert is a strength or & weakness?

2 What are the different criteria (or classifying elements into strengths and weaknesses?
Explain briefly by giving suitable examples. Are different criteria exclusive?

3 What measures cap be used for judging the degree of a particular strength or a
weakness? Are they equally applicable in all siluations?

4 Insection 8,5, améng others, checklists for analysing strengths and weaknesses in the
area of marketing and personne! are provided. Think of some more items which could
be added to these checklists.

5 Critically evaluate the following for analysing strengths and weaknesses and give your
views as (o which is a better one:

a} The Conceptual approach

b) The Grid approach
¢) The 7-s Framework

Internal Corporuts Analysls -
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6 If you were to conduct a corporate audit of a business firm, what approaches would
you use? Discuss briefly. -

7 “The purpose of analysing corporte strengths and weaknesscs is to ultimately match
them.”" Explain,

8 Explain the concept of synergy. Drawing upon your organisational experience, recall
sitnations/decisions in which the concepl of synergy came into play or it played a major

part.

8.12  FURTHER READINGS

Abell, Derek E. and John S. Hammond, 1979, Strategic Market Planning: Problems and
Analytical Approaches. Prentice-Hall, Inc., Englewood Cliffs, New Jersey 07632,

Andrews, Kenneth R., 1971, The Concept of Corporate Sirategy, Dow Jones-Irwin. Inc.,
Homewood, lllinois. '

Argenti, John, 1947, Systematic Corporare Planning, Willmer Brothers Limited,
Birkenhead.

Ansoff, H. Igor, 1969, Business Strategy, Penguin Books Ltd., Harmondsworth.
Middlesex, England. ’

Porter, Michael E., 1980, Competitive Strategy: Techniques for Anafyzmg Industries and
Competitors, The Free Press, A Division of Macmillan Publ:shmg Co., Inc., New York,

APPENDIX
Some Useful Sources of Information on Indian Business
Environment
{Common for 6, 7 and 8)
a) Related 10 a company

Annual reports

Chairman's speeches

Company's advertisement

Company's house journals .

Company's execulives

Bombay Stock Exchange — the relevant volumes.

Related 1o the environment

Kothari's encyclopaedia
Annual issues of leading commercial pericdicals
Report of the Indusirial Licensing Policy Inquiry Committee.
M.R.T.P. Publications.
_ Anticles published in [eading newspapers, journals related to the mdustry of the
company under study
Hindu Annual Review.
Times of India Directory.
Reserve Bank's Annual Reports.
Publications of Chamber of Commerce, trade associations and export counclls
Commerce Annual on public secior undertakings.
The Economic Scene. published by TECES.
- Data India.
Business India, Indta Today, Busmess Wosld.
‘Journals like Commerce, Economic & Political Weekly, Joumal of Industry and Trade,
Industrial Times, etc.
Guidelines 1o industries.
Newspapers like Economic Times, Financial Express, cic.

000 -
S8 00FS 20000 T 00800

————

Pei-ant I e | oY

T

e Tl T

e eqempeE g o Tm =

=




Interont Corpurnte Anolysls

REFERENCES

1 Pearce 11, John A and Richard B. Robinson, Jr.. 1982, Strategic Management!
Strategy, Formulation and Implementation, Richard D. Irwin, Inc.

Bates, Donald L. and Dallid L., Eldredge, 1980, Strategy and Paolicy: Analysis,

"
Formudation. and Implemvntation. Wm., C. Brown Company Publishers, Dubuque,
lowa.

3 lbid.

4 Ansolf. H. Igor. 1965, po, 94-99. Corporate Strategy, McGraw-Hill Book Co.. New
York.




NOTES

AL AL ML RS E - L] ik




MBA-3.1

Corporate Policies
and Practices

Uttar Pradesh
Rajarshi Tandan Open University

Block

4

STRATEGIC ANALYSIS

UNIT9 : _
Cost Dynamics | 5
*. UNIT 10 ,

Portfolio Analysls and Display Matﬁces

UNIT 11
Operating and Financial Analysis

47

oo

e

STy e




i

BLOCK 4 STRATEGIC ANALYSIS

In this block we focus our attention on a number of techniques and-approaches for
strategic analysis of a business. These techriques, developed in the last two decades,
can help in understanding the cost structure, the product mix, the related cash effects
and other strategic clements of a business. Such analysis cun be helpful in developing
cifective business strategies. This block has three units.

Unit 9 gives you some idea about the cost levels in some selected industries in Indiain
the international prospective. You will note that the cost levels in India are
comparatwcly higher. The causes and effects of higher cast levels and the role of cost
in different market conditions are examined. The unit then discusses the concept of
experience curve and its effects. The uses, applicability and limitations of experience
curve effect are considered. In the last part ofthc unit, break-even technique, alongwith
related issues, is explained.

Unit 10 introduces to you the subject of portfolio analysis and display matrices, the
latter facilitate the former. Some well-known display techniques and their relative
merits and demerils are discussed. The utility of display matrices in general and their
applicability in the Indian situation are explored.

Unit 11 describes certain techniques for operating and financial analysis from the
strategic point of view. The unit begins with a discussion of a technique for exercisiag
control over movement of raw material, semi-fidished goods and finished goods. The
Pareto or ABC analysis for maintaining cffective control on stores is explained, The
uscfulness: of ratios for strategic financial analysis is indicated. Some other techniques
which can be useful for assessing and managing portfolio of businesses are discussed.
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UNIT 9 COST DYNAMICS

Objectives _
The objectives of this unit are to acquaint you with:

‘@ cost levels in Indian industry ‘
® experience curve, its effects, factors causing such effects, its uses and limitations

¢ break-cven analysis (linear and non-linear) and its essumptions.

_ Structure

9.1 Introduction

9.2 Cost Levels in India : .

9.3 Causes and Effects of High Costsin Indja

. 9.4 Relationship between Cost and Size of Production

9.5 Changing Role of Costin Different Market Conditions
9.6 The Experience Curve

9.7 What Causes Experience Curve Effect?

9.8 Some Additional Considerations for Using Experience Curve Effect.
0.9 Uses of Experience Curve in Competilive-Strategy
9.10 Applicability of Experience Effect

9.11 Limitations of Experience Curve Eifect

0.12 Break-even Analysis

9.13 Sensitivity Analysis

9.14 Non-Linear Break-even Analysis

9.15 Generalised Break-even Analysis

9.16 Relative Cost Advantage and Competitive Strategy
9.17 Summary '
9.18 Key Concepts/Terms

9.19 Self-assessment Questions.

9.20 Further Readings

9.1 INTRODUCTION

Cost analysis occupies an important place in business strategy. In order to galn and

sustain competitive advantage, a firm should not only monitorits cost performance but. -

also should endeavour to gontrol it. Several stratcgic decisions like fixation of

competitive prices, rovision of after-sale services, quality of the productsetc. depend

. upon relative cost level of the business firm. This unit highlights the clements and role
. of cost in overall business strategy. The unit begins by acquainting you first with the cost

levels for some industries in India. Therole of cost in different market conditionsisalso

cxamined. The unit then shifts its focps to two techniques which can be helpful in

strategy formulation and implementation in 50 far as the role of costis concerned, These '

- are Experience Curve and Break-even Analysis.

9.2 COST LEVELS IN INDIA

Itis widely accepted by the industrialists as well as the planners that Indlan economy
and industry are becoming increasingly high costoriented. This has narrowed down our
domestic market particularly for consumer durables and has also impeded Indian
Products from competing inthe :nternational markets. To understand this observation,
et us consider some specific examples of different industrial sectors in India.

Textile Industry
Clothing is one of the three basic human needs alongwith food and shelter, Further,
Indin wos once known all over the world for s fine clothes made from silk and cotton,
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ond was a major supphcr of lexulcs to the rest of the world. But today our own pcop!L
can't afford to heve cloth at reasonable prices because of our high cost of production.

A comparison between Indian and International Costs and prices for polyester fibre

{produced from DMT route} is given in Table 9.1.

Tatle 9.1
Synthetic Flbre Costs Comparison

Indlap

International

. (USA) Large Medium Small
Capatity _Tons/Yr 30,000 "30,000 15,000 6,000
Total Invesiment - Uss 73 million 106 m Hm - a0m
Raw Marterial Cost USS$/Ton 1,17¢ 1,360 1,360° 1,380
Operating Cost US$/Ton 350 350 430 560
Manufacruering Cost! L85/Tan 1,760 2,030 2,240 2,590
Sclling Pricc? USSTon 2,490 3,090 3,640 4,590
Difierentialin Price % — 24.1% 84.3%

46.2%

Tt ETT o

TITTTTTT T

T T T

t Including depreciation, taxes and insurance.

2 With 30% pre-tax relurn on investment included,

Source: Economic Trends (FICCI)

Thys, for comparable pre-tax return on investment, a typical Indian plant with a

capacity of 6,000 tons/year polyester production has more than 84% Higher selling price

than a typical U.S. polyester plant with a capacity of 30,000 tons/year. Even when a

comparablc capacity plantof 30,000 tons/yearis set up in India, the differential in selling

price is 24% hlgher because the raw material cost in Indiais 15% higherthan i in the U.3.
The capital reqmrement is about 40% more in India than in the U S,

Textile Fabrlc Production

First yarn is spun out of synthetic staple fibre and then the fabric is woven out of it. A

comparison of the relevant costs for these two stages of textile production, between

Indian and the international prices (in this case for U.K.} are given in Tables 9.2 and

9.3.
Table 3.2
Spinnlsg Costs for Polyeter/Cottop Yarn
Unlts ‘International  Indien Difference
. IniIndia
Total [nvesimenr Uss 6.8 miI_Iion i 8.7milllon + 28%
Row Material Cost $7Ton 2,170 4,940 +128%
" Qperating Casl 5/Ton 2,830 2,160 - 3%
Manufacturing Cost! §Ton 5,000 7,100 + 42%
Selling Prices? $/Ton 7,300 " 10,000 + 37%
! Manufacturing cost is excluslve ofpfoﬁt on investment.
* Sclling price is inclusive of profit on‘investment.
Source: Economic Trends (FICCI)
Table 9.3
Cosl of Textlles Fobrie Production
nlts “Lnternational  Indim " Difference
) ] inIndls
Tortal [nvestinent ss 11.6 million 138million + 19%
Raw Malerial Cost $/Ton 6,300 9,250 + 47%
Operating Cosl ifTon 4,510 3,360 --30%
Manufacturing Cost! $fTon 10,810 12,650 + 17%
Dyeing & Fini Cast &Ton 4,600 4,600 —
Sclling Prices® $fTon 15,410 17,250 + 12%

' Manufacturing cosl is exclusive of profit on investment.
* Selling price is inelusive of profit on investment.

S.urce: Economic Trends (FICCI)

Irom these compartisons it can be seen that at the spinning stage the raw material costs

inIndia are 128% and at the fabric production stage 47% more than in the international
markets. Gonsequently, the manufacturing costs in India are 42% higher at the fabric
production stage. Thus, the selling prices in India are dearer by 37% =t spinningstage
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urn on investment. This
30% lower at spinning
tes in India).

and 12% at fabric stage under cumparablc assumptions for ret
is so despite the fact that the operating costs in India are about
as well as fabric production siages (because of cheaper wage ra

Tyre aid Tube Industry

Road transportation represents an important component in the life-line of economic
aclivity of any country, and tyres and tubes form a significant input of the operating
costsin this section. A comparison between the costs for the raw materials which go into
the productien of tyres and tubes is given in Table 9.4. Again we sce that these inputs
cost the Indian tyre and tube manufacturers much more, and in turn thisis reflected in’
the tyres and tubes as paid by the prices of transporters: This cost is then passed on to
1he industriat customers using the services of the transporters. Thus there is a cascading
effect whereby costs get accumulated over different stages and the {inal consumers have

to bear the cumulative costs.

Table 3.4
Costs In Tyre and Tube Industry
(Rs./Ton}
Raw Materlal - Interoational Indlan Dlfferencein Indla
Natural Rubber T 17,000 + W%
* Synthetic Rubber 10,500 25,500 +143%
Polybuladiene 14.280 20.720 ) + 5%
_ CarbonBlack 8,700 19.010 +18%
Nylon Fabfic 36.000 91,000 +152%

" Seurce: Econemic Trends (FICCI)

i1 is often observed that the leading tyre
| in supplying and pricing their products. To
he Government allowed

Of course, as regards tyre industry,
manufacturers have operated like a carte
make up for shortages and to provide price competition t
substantial imports of tyres recently.

Aluminium Industry
In aluminium industry also, considered today the parameter for determining the
industrial development of a pation, the Indian costs are much higher than the

international prices. This is despite the fact that India has an advantage in this sector
because of the natural resources. But, even without the excise duty and taxes, the prices

of aluminium in India are 140% higher than the U.K. prices (indicating international

levels).

Steel Industry

In the case of stee] products also 1he prices are high in India. This is so even after
excluding excise cuty, freight equalisation levy, Steel Development Fund levy,
Engineering Export levy and asma
of various steel items.

The comparative figures for Indiaa
given in Table 9.5. The Indian prices 0
the international prices.

nd in ihe international markets (for 1985-86) are .

1l cess, together amounting to about 30% of the price

f steel produets are more by 85% to 150% over

Table 9.5
Prices of Sicel Products
{In R=/Ton)

SteelItem Internatlonal Indlan Differencein Indla
Stecl Bars 2,745 5,080 £ 85%
Sections 2,730 6,900 +153%
Hot Ralled Coils 2,990 6.150 +125%
Flates (5-10mm & above) 3,270 6,570 _+101%
Cliequered Piates ) 1,420 6.670 + 95%
“Cold Rutled Coils : 3,600 8040 +123%

Suurce: Lconomie Trends (FICCI)
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Stratcgle Analysls -

Here, it would be interesting to note that till a few years ago the ex-works prices cfsome
of the steel prodiicts were lower in India compared to prices in U.S.A,, Japan eiz.

Activily 1

Arrange o meeting with the Cost Accountant of the organisation in which you are
working and try Lo ascertatn (he cost level (average cost per unit) of the major product
(or service) of your orginisation for the latest completed year. Is il different from the
cast level in previous years? Account for the reasons. How doces the cost level so

obtiined compare with the cost level for that particular industry (or service)?

9.3 CAUSES AND EFFECTS OF HIGH COSTS IN INDIA

The cost differences mentioned above for some sectors of the Indian industry are
illustrative of a somewhat general situation prevailing in India. A large number of
factors go into the high costs of Indian products, such as 1the growing excise, customs
and sales tax levies ete. But a significant component of these high costs may be due to
uneconomic production levels, use of obsolete technology, high fixed or variable costs,
high break-gven points or excessive dependence on imports of semi-finished goads, etc,

Itis pertinent for us to consider the effects of such high costs in India. Asthe component
of government imposed levies in the prices increases, the rising prices cause a shrinkage
in consumption and demand. For instance, in terms of 1970-71 prices, the average
houschold expenditure on essential consumer goods like sugar, clothing and footwear
etc. has actually declined from Rs. 2,802 in 1977-78 to Rs. 2,778. Similarly, for the
industrial goods, the household expenditure correspondingly declined from Rs. 1,106
1o Rs. 1,092. A recent manifestation of such high cost of production and the
corresponding shrinkage in demand created havoc in the Light Commercial Vehicle
(LCV) industry where there was an added burden of high exchange rale between Yen
and Rupee onthe imported components from Japan. The present situation is that some
of the recently set up units manufacturing LCV are operating much below their rated
capacily, and are accumulating losses with time. -

In the international markels also there are serious conscqﬁences of higher costs for
India. India’s share in the global markets has reduced from 1.88% in 1950-51 to 0.8%

“in 1965-66 (when devaluation 100k place}, and further fell to only 0.48% in 1984-85.

This shrinkage in India's share is taking place despite the fact that international trade
has been expanding at a fast rate, and the share of smaller nations like South Korea,

Taiwan and Hong Kong is growing at a faster rate. This is again perhaps attributable to
our high cost levels at all stages from raw materials to the finished products.

9.4 RELATIONSHIP BETWEEN COST AND SIZE OF
PRODUCTION

Here it is important to consider the relative size factor between the Indian industry and
the international industry. .

¢ The 1981 production of the largest integrated steel plant of India was only i/12thor ___

8% of that of Nippon Steel of Japan. Even if the production of al) the units of steel
Authority of India Ltd. (SAIL) is taken together, it would beequal to only 22% {or _




eel, the largest stee! producer, and 31% (or Cost Analyss

st steel producer in the world. Later in this
d the accumulated

1/5Lh) of the production of Nippon St
1/3rd) of U.S. Steel, the second large .
section we will consider the effect of different production levels an
expe.icnce on the cost of production.

in the synthetic fibre industry, the plant capacities in India are much lower .

e Similarly,
than those in the developed countries, as shown in Table 9.6.
Table 9.6
Plant Capacliles In Synethetic Flbre Industry
Product International indian  Capacity Factor
Polyesier Staple 1,00,000 7,000 : Tw
Polyester Filament 70,000 2,000 3%
Nylon Filament 30,000 3.000 10%
" DMT 2.00.000 24,000 12%
* Caprolactom 75,000 20,000 -30%

source: Ecanomic Trends {FICCI)

It will be seen that plants in ndia have much smaller capacity compared to the plants

operating in the developed countrics.
e In the cement industry in India, the Indian plants produced between 600 and 1,200
tons a day, compared to 8,900 1ons per day of Kawasaki, and several other plants
making 3,000 to 5,000 tons per day in Japan and other countries. Cost advantages
arising from bigger sized cement plants have been calculated by the industry.

e A'1,200 wons/day plant with pre-calcinator technology requires Rs. 787 in fixed and
working capital per ton, compared to only Rs. 655 for plant of 2,500 tons/day
capacity. Similarly, it has been established that by raising the capacity from 200
tons/day to 8C0 tons/day of cement, 18% saving in cost of production of cement can
be achieved. If there is a further quadrupticating of capacity to 3,200 tons/day,
another 18-19% can be saved. Empirically, the cost is following an Experience Curve
kind of effect which will be described subsequently.

o Similar economies have been established for higher capacities in other industries. -
For integrated steel mills producing flat-rolled-products, there is a 20% cost saving
for ~ach doubling of mill capacity 8,00,000 tong/year, and a further 10% saving on
redoubling to 1.5 million tons/year. .

e Regarding production levelsin India for scooters, in 1984-85, all the Indian units put
together produced 3,47,000 scooters, whereas Kawasaki alone praduced 5,00,000
and Honda 3,00,000 scooters per annum. Asa result of this, scooters in India still
cost very high, even afier long years of producing them, whereas Japan which
entered in this sector in a big way was only recently can afford 1o sell them at a
cheaper price.

e Ip the petrochemical plants, the doubling of capacily gener
investment costs. While in paper and pulp mills, as the capac

tons/day, investment costs are reduced by 25%.

The above empiricai data, accurnulated over many years, has been mentioned here o

show how casts are related to the plant capacities and production levels, Larger sized

plants not only save on the initial investment cost but aiso on the operationat costs. The
manager has to be conscious about these factors, some of which would be given to him,

whereas others could be planned carefully in order to be competitive in the market.

In the next section we will consider how the role of costs changes as the competitive
conditions with respect to supply and demand change in the markets.

ates 25-30% savings in
ity is doubled upto 1,000

9.5 CHANGING ROLE OF COST IN DIFFERENT
MARKET CONDITIONS i

Cost is an important aspect of running any businéss operation. It is a major lever for
running the business activities, and has its influence on the progress of an organisauon.
Acceleration, stagnation or deceleration in progress are affected by it
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. Cost in Sellers® Market

. While the markets arc operating as sellers’ markets, the cost may not be considered so
critical in determining the profits of a running organisation. Under sellers’ market

" boosted cost figures, adds his desirable profit margin and sells the goods at the enhanced]:

. as he can pass on these additional burdens to the customers.

- Under the new conditions, the price of a product is decided outside the organisationin .|

" also gets fixed by the market forces, and the firm has to decide whether it can survive

9.6 THE EXPERIENCE CURVE

- aircraft manufacturers to predict the cost of man-hours required to manufacture in

B

conditions, price is fixed on cost plus basis. So whatever isthe internal cost, the desired |
profit margin is added 1o it by the business firm, and the price is derived accordingly.

Thus, Price of Product = Internal Cost -+ Desired Profit Margin.

Here, the price of the product is the derived variable, and the cost is an independent
variable. The customer in the market is forced to pay the price so derived by the sellers.
If the cost moves up, due to certain unavoidable factors like scarcity of raw material, |:
labour problems or additional taxation, the manufacturer/seller merely takes the F

price. In the seliers’ market conditions (say due to shortage inemergency conditionsor |
man-made), the customer has no choice but to buy goods at the new prices. Under these
conditions, the setler is not much worried about the costs or their upward movements, |

Cost in Buyers’ Markets

On the other hand, as the number of suppliers grows due to conspicuous profits in
sellers’ markets, the competition from the internal (or external) sources may increase. |
A surplus supply of goods in the market may be created, if the demand does not move |
at the corresponding rate. In such conditions the buyers geta choice to pick and choose
from. The markels are thus governed by the buyers and the way their preferences

change. Under these competitive conditions, the manufacturer or supplier is no more |
frec to chonse whatever price he wishes. The equilibrium equation changes to: |

SempmPITTUm T

Profit Margin = Permissible Price ~ Internal Cost
Or ' . : :
Tolerable Cost = Permissible Price — Acceptable Profit. -

the market place and, not according to the wishes of the manufaciurer or supplier.

The price becomes an independent variable decided by the competition in the market :
place. Each competitor, in general, may choose a different level of acceptable profit for
himself or fix the price matching with the market requirements. As the compelitors
become more and more active there will be a downward push on these permissible
profits, unless the firm activates itself for effective cost reduction. Thus, unlike in the
sellers' market conditions, now the cost or profit margin becomes the derived variable.
If the firm can’t do much about the cost of manufacture or supply, then the profit margin

B e i el BRI

=

at the prescribed level,

The other alternative for the organisation is to fix a minimum acceptable profit {or
contribution), and then determine its tolerable level of cost. The next step istodoa
careful.introspection and see what are the different variables getting into the cust of
goods, and find ways and means to reduce the cost so as to improve its profitability.

One way of doing this is to make use of the Experience Curve, and the other way is to
carefully consider its break-even point and operate well above this level, ;

Cost has been.correlated with the accumulated experience (of say production) by the
Experience Curve Effect. The underlying principle behind the experience curve isthat
as total quantity of production of a standardised item is increased, its unit
manufacturing cost decreases in a systematic manner. } : )
Initially, this inverse relationship was discovered for the learning.costs which are the
costs for direct labour input in the manufacturing cost. Thus, as the production of a
particuiar item (such as aircraft components) increased, the quantum of time of direct
labour component to make each of these successive items declined. This helped the

future, say the number of aircraft, and helped them to fix the price accordingly. The




Experiences Curve Effect phenomenon, where casts fall with accumulated volume of
cxperience, was known to industrial managers for many years.

But, t}:2 experience curve became widely known and was utilised as a tool in business
strateg: with the work of Boston Consulting Group in the 1960s and the 1970s. They
provided the evidence that, for certain standardised products; the total unit cost of the
product reduced by a consistent percentage everytime the volume of productipn was
doubled. .

_ Thus, when one starts the production of a new product {2 units), the unit cost is, say

Rs. 100. Then, as the accumulated production volume reaches 4 units, the unit cost is

reduced by say20%, to Rs. 80. Furthermore, as the accemulated production reaches 8
units, the cost gets reduced by another 20%, to only Rs. 64, and so on. This trend has

been tabulated in Table 9.7. . o _

. Table9.7
80% Experience Curve

Accumulated Cost/Unlt
praduction (Rs.)

2 ico

4 100 x .80 = 80

8 80 x .80 = 64

16 64 x .80 = 51
32 7 51 x 80 = 4]
d 41 ® 80 = .33
128 33 % B0 = 26
256 26 x .80 = 21
512 2l x .80 = .17
1000 17 % B0 = 13

cd on a plain graph paper gives an B0% Experience
balic shape.

The data of this Table when plott
Curve, as shown in ligure 9.1. The Experience Curve has a hyper

100 Flgure9.1: Experience Curve
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Aclivity 2

Recount your own personal experience as a manager regarding manifesiations of the
Experience Curve Effectin your day-to-day life. (Hint: Try to record the learning that
takes place in repeating any managerial action; does it reduce the implementation time
eisch time.)

The above hyperbolic function would look linear by taking log functions on both the
sides. '

LogCy=LogC,—ELogN

This implies that if Log Cy is plotted against log of accumulated experience, then the _

rclationship would be a straight line with the slope of -E.

Thus, 80%, 70% or 90% Experience Curve would be straight lineson log — log graphs,
with common initial costs and having correspondingly different slopes.

Here, the Slope Factor K, and the Elasticity Coefficient of the Experience € Curve E,arc
related to each other by a constant factor, as illustrated below :

Say, LogCy=Log C,—ELogN

and, Log C,x = Log “C, — E Log (2N)
Sublracti'ng first equation from the second one, we get

LogCux — Log Cy = —E (Log 2N — Log N)

2N
Log &-= —-ELog —
Cy =N
Or LogK =—ELog2
‘ —LogK
01' E T ——————
- Log2

Here, onthe right hand side we have a ratio of two constant numbers, and Eand K are
related by a constant factor. Thus, Experience Curve Effect can be analysed
mathematically also.

Experience Function
Mathematically atso the Experience Curve relationship can be developed as follows.

Let C, = Cost of the 1st unit,
C,.= Cost of the 2nd unit,
Cy = Cost of the N, unit
N = The accumulated experience,

Then,
G
a‘ = {1.80
C—" = 0.80
G
Or ¢, =080xC,= OBOXC,XOBO (030)20.
Similarly,
C, = 0.80 x C, = (0.80)’C,
Cp, = (0.80)°C,
Thus, if we generalise, we get the expression : -
Con _
Ce -

where K is less than or equal to 1. Itis called the Shape Factor and is the factor for
reduction in cost as a result of accumulation of experience.
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Further vore,
C_\; = C| x N-|= ) s
where, E is the Elasticity Coelficicnt of the Expericnce Curve Relationship.

3,7 WHAT CAUSES EXPERIENCE CURVE EFFECT?

n order to fully utilise (he expericnce curve effect, itis important to fully grasp what
sauses this effect. With increasc in accumulated production of a standardised product,

he experience curve effect of systematic reduction in costis caused duc to management

iynergy, as outlincd below.

[mproved Productivity of Labour

A5 the accumulated production of standardised product increases, the labour force
wequires the skills to do their task more eflficiently. This may be in the form of
nemorising the steps invelved, or developing reflex actions for doing the needed
yperations. :

Jowever, as the experience accumulates, not onty the direct labour, but also the
upervisory staff as well as managers must successively streainline the needed
yperations to improve the clliciency. ) : _

tisimportant to note that to consolidate the above gains for a sustained improvement,
idequate training facilities have to be provided to the new entrants.

ncreased Specialisation
‘nereased volume of standardised production may also merit specialisation of individual
yr a group of skills among different cmployces.

Thus as the production velume increases, individual components may also become..
siable to be produced in different profit centres.. Alternatively, suitable vendors for
incillaries may be developed to shift the overheads and other non-productive expenses
way from the organisation. For example, a large vehicle plant can procure engines,
ransmission train, drive, wheels, gear boxes ctc. from outside, and do their assembly

anly within their plants.

[nnovation in Production Methods

With accumulated experience and higher specialisation, the concerned workers are
ikely to come acress innovative ways of improving the production processes.

For instance, Japanese engineering workers evolve unique jigs and fixtures which
acilitate their working and smooth flow of operations. However, fixed investments in
such jigs and fixtures are viable only'at high volumes of production, and they can’t be
stilised at low production volumes. On enlarged volumes, the unit fixed cost per item
-educes substantially, and benefits far exceed the cost.

Value Engineering and Fine Tuning

As the experience witl: the production as well as usage of a product accurnulates, newer
deas based on value engineering may be adopted to cut down the unnecessary material
:onsumption and other under-utilised inputs. el

For instance, for conduction of eleciricity, copper wires are often the preferred choice.
However, by now it has been also scientifically demonstrated that in copper conductors,
the current flows only on the surface of the conductors. Thus, to save cost without
compromising performance, the lead conductors coated on the surface by copper have
been successfully substituted with substantial economies in initial cos
costs. But such coating operations would necessarily require high volume of -

production.

Balancing of Production Line

Sometimes, by mere addition of balancing equipments, substantial increases in
capacities can bé increased without incurring the proportionate new investments.

| these factors have an accumulated integrated influence of reducing the cost

Thus, al
cilitate and promote these

with accumulated experience, and the manager must fa
factors to get the desired reduction in cost. .

tsandreplacement
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" Meéthods and System Rationalisation ' :

. the experience curve effect for actual day-to-day decision-making, extreme care is :

“ is particularly so in the recent years when them

In the absence of the above, cost economies would not come about.

The standardisation in production, marketing and administrative procedures resultsin
efficiencies over time. Also, more up-to-date technology with better economies of scale

can be inducted as the volumes increases.

LI L P -

9.8 SOME ADDITIONAL CONSIDERATIONS FOR USING |
EXPERIENCE CURVE EFFECT ' :

‘The experience curves, in general, are simple approximations of extremely complex
real-time interactions of a variety of associated parameters. Thereforc while utilising

necessary to get reliable results.

Distinguish Experience from Time

Many a time, there is a tendency to substitute passage of time for the experience, and
toexpect fall in costs related to time, say on an annual basis. Forexample, a machinery

manufacturer makes 1,000 units per year, and the production increases 10% per
annum. Now let us also suppose that the production of machines follows the 80%

experience curve. Then, the production and the experience or cumulative productioti-
would vary as shown in Table 9.8.

Table 9.8

Productlon and Experience with Time

Year Aonual Experience
. producticn {cumulative)
Ist 1000 1000 . :
nd 1100 2100 : L
Ird . 1210 3310
4th 133 4641
Sth 1464 : 6105
6th - 1630 7715
Tth 1771 . 0486 :
8th 1948 oo 11434 | . i
%h 2143 . 13577
10th 2357 15934
[

“Thus, it takes 10 years to achieve four doublings of the experience, and the annual

production level hasreached nearly two and 2 half times mark. The unit cost at the end
of this period, should be about 41% of the initial cost. Pue to the Experience Effect, it
reduces to 80% in 2nd year, 64% in the middle of dth year and 51% in the early partof -

the Tth year and so on. -

What is a Unit Experience?

Another important consideration is to carefully define the basicunit of experience. This
arket segmentation is proceeding at a
fast rate. {Thus, one has to make sure that apples are not being compared with

potatoes.)

For exampie, should a vehicle manufacturer consider that all vehicles—trucks, light
commercial vehicles (LCV) and passenger cars—tollow a common experience curve
effect, or should these be considered separately on their respective individual
experience curves? To focus attention on the segmental specialisation, may be one
should take the individual truck or LCV or the passenger car as the unit of analysis

rather than collectively as vehicles.




How to Consider Influence of Time?

As the experience curve eflect is to consider cost effects for production of 2
standardised product, itis important to consider the likely effects of varying short-term
fluctuati s and inflation, The experience curve cffect is a lang-run trend, and it will
not be able 10 account for year-to-year variations in costs due to manufacturing
bottlenecks, industrial relations problems or other supply-demand mismatches.
Similarly, the cost data for experience curve, must be in terms of ‘real money' or net of

inflation.

The managers planning 1o use the experience curve effect for building the cost related
strategies must keep these additional considerations in mind to derive the desired
benefits with accumulared experience. A unit experience must be clearly defined for
the concerned business, The experience should be distinguished from certain
time-related changes. Further, concerned cost figures must be net of inflation.

9.9 USES OF EXPERIENCE CURVE IN COMPETITIVE
STRATEGY

The experience curve relationship provides a good framework for managerial
considerations for predicting industrial scenarto with rcspecl to future costs, profit
margms and corresponding cash flows {or the manager s own as well as his competitors’
operations. Here the only underlying assumption is that the costs and therefore the
prices will {ollow the experience curve effect, which can also be vermcd and correlated

with the trend of the past few years.

For example, the market price of a product P at present is Rs. 100, and it is being
manufactured by three companies in the industry, X Co., Y Co., and Z Co., which
compete with each other by direct selling. Their annual sales and market shares are
shown below.

X Co. Y Co. Z Co. Total
Sales Volume - 10,000 5,000 2,500 17,500
Market Share 57% 29% 14% 100%

Let us assume that the slope of the Experience Curve = 80% and the annual growth
rate in demand = 20%.

.Now, the corparate manager in X Co. also knows his cost as Rs. 80.

On the basis of such information, he has 1o determine the costs of making these products
in'Y Co. and Z Co. To da so, he knows that his market share is twice that of Y Co., so
the cost of Y Co. on the 80% experience curve would be 8f) X (100/80) = Rs. 100.
Similarly, the cost of Z Co., with half the market share of Y Co., would be 100 x
(100/80) = Rs. 125. Thus, the costs and the proflt margin, at a common pnce would
look like :

X Co. Y Co. ZCo.
Cost/unit - 80 100 . 125
Profit/Loss 20 0 (25)

" In other words, the manager in X Co. can determine that while they are selling the
product at 20% profit margin, while their competitors have litile chance of breaking
‘even. Armed with this information he can then develop suitable competitive strategies.

These strategics may be :
a) Selling product at most compelitive price,
b) Maximising profits by sclling at the highest price the market can afford,

c) Selling at a higher price initially but crashing the prices later to keep the
campetition out. :

These major sirategy options are graphically presented in Figure 9.2.

Cost Analysls
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Figure 9.2 : Major Strategy Options
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Experiencé Curve Effect for Manufacturing Strategy

In general, the conventional incremental approach leads to successive increments to
boost output. Thisis also supported by their relatively higher rates of returns, based on
discounted cash flow method. Such a tendency is also favoured because the-
management js on a familiar ground and need not worry about the uncerlamhes of a
new avenue, and thus requires less commitment of capital.

However, if this practicc is blindly followed, it may result in old and obsolete
manufacturing capacity being enlarged successively in the hope of small decreases in
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costs. The new opportunitics providing the possibilities of drastic reduciion in unit costs
(introduction of new technologies and processes) may be overlooked. The conventional
approach also tends to overlook what the competitors might be doing or lhinking.

Ingeneral there is a reluctance to have a periodic rethinking of fundamental nature. In
the search [or efficiency the effectiveness (by doing right thing by different ways) is
compromiscd. Itisimportant to note that improvements in efficiency can be delegated
10 the operational managers, whereas improvements in effectiveness dcmand the
attention of the top management.

Unfortunately, if the management is not conscious about the ‘right thing’ for a
considerable peried, it may lose its market presence one day, and it may be too late for
it to do anything about it.

Thus, there is a dynamic interdependence between the manufacturing plans and
alternative market-related strategies. The price of the product and the manufactured
output are relnted via the market place, which determines the demand levels
corresponding to different price levels (considering the inherent characteristics of the
market conditions). The Company in return, has to determine how muchit can supply
tothe market and, what will be its corrcSponding costs. These may then be linked with
thealternate manufac:uringstratcgies However, since cost reduction is not inherent in
any production expansion strategy, it Is desirable to put in conscious effort to reduce
the costs in specific areas. In the Indian context the raw material cost is a major area for

overloading of cost structure. Therefore it is imperative that individual firms wanting -

to follow the benefits of cumulative experience of production must consciously reduce
the costs. Figure 9.3 presents an action plan for reducing costs of raw material in a firm.

Flgure9.3 : An Aclon Plan to Reduce Cost of Raw Materials 2>
e 9=
. 3 g EZ
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= o = = 'E o o oa
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Source : Stuart St. P. Slnucr. ‘Exccutive Diagnosis Through Component
Analysis’, Management Decision, Vol. 11, Winter 1973,
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9,10 APPLICABILITY OF EXPERIENCE EFFECT

The experience curve etfect has been demonstrated very well in some segments of the
electronics industry where, as the volumes grew, a real decline in cost as well as prices
has been observed. ' )

One consequence of this effect has been that in the early stages of the market war inthe
personal computer business, the manufacturers with high volumes became more
aggressive and led the markets with lower costs and prices, whereas the manufacturers
with smaller production volumes had uncompetitively higher costs and prices. The
latter could not survive in the competitive market arena.

The experience curve effect has some clear implications for manufacturing strategy, so

that only a few lavge plants with standardised products would be able to supply the
global market. Further, their marketing efforts should be fully coordinaied with their
manufacturing plans: On the other hand, with competition, the marketing department
is forced to reduce the prices, and the manufacturing department should be ready to
supply the higher volume. This demands a careful and close linkage with the purchasing
department and relationship with vendors for prompt sub-contracting.

Further, while prices are lowered the products should not get associated with inferior
quality. The quality [evels must be carefully guarded. This is how the Japanese have
managed to conquer the world markets for their cars, electronic appliances and other
sectors.

In 1974 the Japanese tactories were producing 350 motor cycles per man-year, whereas
the best British motor cycle factory produced only 18 motor cycles per man-year or

about 1/20th of the Japanese level. The British motor cycle industry tried (o compete
conventionally against the experience curve strategy of the Japanese, and their crash-

was inevitable,

It may however be observed that the relationship implied in the simplistic model of
experience curve cannot be applied universaliy. ’

To begin with, experience curve effect is applicable only if the demand is sufficiently
elastic so that by lowering the priées, it is possible to generate th= needed higher
demand, Thus larger volumes of goods will be produced and correspondingly the costs
will be lowered. The overall contribution and profitability levels are maintained or
improved further. Under such a setting, a market leader can push the volumes to such
an extreme that he markets the products at such low prices that it would become
impassible for any new competitor to enter the market and gain volume high enough
for him to operate viably. '

Looked at from another perspective, in a dynamic competitive market the laggards
among the lot, complacent about their comfortable pasition, will become successively
less competitive and more uneconomic and will eventually be driven out.

On the other harid, the experience curve effect cannot be utilised if the demand is
inclastic so that by lowering the prices, additional demand volumes cannot be _
gencrated. As such the costs will not come down but will stay at higher levels. Under
such circumstances, the contributions and profit margins will shrink. The company con
stay and survive in the market only with low margins,

A similar situation will exist when the competition is so severe that it is difficult to
increase market volumes dramatically, or increase output significantly to gain major
reductions in cost. : '

Thus, the experience curve effect can damage the company if it is not cautious and
careful in its aggressive activities for increasing production of standardised product.

" And this situation of crisis may arise if the demand falis suddenly in the market. With

this the company is forced to reduce its volume of preduction. and correspondingly its
costs will rise. Under such a scenario, if the company is forced to increase its prices.
then the demand may fail further. Thus, a recessionary trend may set in. For instance,
the above referred Japanese motor cycle‘fndustry is today in a critical state because of
the high yen rate and the world-wide recession which has dried up their export demand.
Thus, the Japanese are stuck up with huge manufacturing capacity and unsold
Jinventories.

Rty rill it




9.11 LIMITATfON S OF EXPERIENCE CURVE EFFECT

The experience curve effect, 2 simple conceptual model, has its own difficulties in
application. though it might leok otherwise, '
For examplc, while compiling.costs the managers may come 10 know that the costs of
the products manulactured in their plants are not being separately accounted for, and
are instead being lumped together department-wise, or division-wise. Over the
expericnce scale also, the systematic cost dati may not be available, but may instead be
accounted batch-wise ar Jot-wise. Sometimes, the accounting practices may be changed
" over the years or the cost allocations may be modified. :

For determining the data regarding competitors, the problems are further
compounded. Generally, in highly compelitive markets, installed production capacities
are not disclosed by the manufacturers openly. Besides, each competitor hasa different
starting point, so the respective cost data may have to be adjusted accordingly. The cost
differences between different manufacturers are of critical importance for developing
an effective strategic plan, but these are very difficult to obtain in reality.

In terms of the experience curve cflect a late entrant, in order to survive in the
competilive world, must necessarily operate at lower initial cost than the competitors
who entered earlier. To be profilable, the late entrants have 1o learn about the business

arid develop technolopical advantage regarding their cquipment etc. over their -
predecessors. They may also acquire the experience of others by offering higher
incentives to the experienced employees, thus snatching them from the earlier entrants,

A manager must utilise the experience curve effect most cffectively, keeping in mind
the inherent limitations of the phenomenon as well as the organisation under

cansideration.

9.12 BREAK-EVEN ANALYSIS

Role of Cost in Business Growth

You have noted that costs play an important role in the survival and growth of a business
{irm. For survival, a business firm must make some profit so that it can sustain its
opérations on a long-term basis and fulfil its other obligations. :

Before a business starts operating, it has to incur certain inifial costs for acquiring assets,
such as land, building, ptant and equipment. These assets have to be installed and
commissioned. Then the raw materials are paid for fed into the machines so that the
finished goods can be produced. These are ther sold in the market to generate revenue.
A part of this revenue is used for repaying instalments towards loans and other
borrowings. The shareholders also expect certain returns in the form of dividends on
the equity held by them..
Hopefully, after meeting such expenses, the firm is left with some revenue to buy the
raw materials and other needed utilities so that it can run the next operating cycle of the
business process. The survival and growth of the business firm, to a large extent,
depends on what th: - firm pays forits fixed costs and what contribution it generates after
meeting all the expenses. .
Apportioning of the fixed costs incurred by the firm in starting a business depends on
" the volume of its operations. A [ower volume of products puts a heavy burden on each
unit produced. A larger volume of operations reduces the cost per unit. The total
variable cost, which varies with the volume produced, may also reduce, as a
consequence of the Experience Curve Effect. : .
A systematic analysis of the various factors enumerated above is done by Break-even
Analysis, which provides a guiding framework for operating a business successfully. It
identifies the critical cut-off volume below which it is difficult to sustain the business
. activity on an on-going basis. While actual costs incurred are influenced by the
Experience Curve Effect, the Break-even Analysis can help abusiness firmin its efforts

to survive and grow.

cision with respect to its

A critical component of a business firm’s strategy is the de
sts, overall volume and the

palicy, and its relationship with the fixed costs, variable co
total revenues,
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Break-even Anulysis helps to detérmine the volume of operations where ihe total
revenue from selling a certaln quantity of product exactly matches with the total costs
incurred by the firm in producing that volume ofgoods Thisisthe brcak-even pnlnt for
the operations.

Furthermore, Break-even Analysis can also be utilised to determine the sensitivity of
different changes in prices, fixed costs or the variable costs,

Model Assumptions and Definitions

The Break-even model demands that certain assumptions be made to simplify the
mathematical analysis. These are :

Total Costs (TC) are split into Fixed Costs (FC) and Variable Costs (VC). Fixed Costs
(FC) are treated as constant which do not vary with the volume of production (Q).
Variable Costs (VC) are treatéd as Costs which vary in linear proportion to the volume
of production. Total Variable Cost is a product of unit variable costs and the quantity
of production, Q. .

The Fixed Cost (FC) includes finance tharges, interest payments, building rent etc. The
Variable Cost (VC) includes the raw matenal cost, electricity and fuel expenditure,
packing cost ete,

Furthermore, the selling price (SP) for the business firm would be the one determined
by the market, so it cannot be increased or reduced unilaterally by the manufacturer.
Then, Total Revenue can be determined as a product of price P and the Quantity Q.

Thus, during a one-year peniod @

Total Cost (TC) = FC+ VC x Q

Total Revenue (TR) = P XQ

Thus, at the break-even production Q,

Total Revenue = Total Cost

PxQy=FC+VCxQy

Q. = FC

T P-vC

Here, the difference between the unit price P and the unit variable cost VC:s called the
Contribution per unit of product.

Thus, break-even point is the voluine of production required to recover the fixed cost
from the corresponding contribution.

Example

X-Co. incurs fixed costs of Rs. 1,00,000;

Its unit variable cost is Rs. 60.

X Co. decides to fix a price of Rs. 100.

Then, X Co, is getting a contribution of Rs. 100-Rs. 60
= Rs. 40/ unit and the break-even point for X Co. is :

o, = Rs: 100,000
P~ Rs. 100-Rs. 60

= 2,500.

Let us say that X Co, cannot keep its costs down to Ks, 60, and Instead subsequently
incurs a variable cost of Rs. 80.

_Now, the contribution per unit is reduced to Rs. 100 - Rs, 80 = Rs, 20,

The new Break-even pointis -
' Rs, 1,00,000

R T I T M

This implies that at a lower contribution, X Co. has to produce more goods, that is at
teast 5,000 units to recover its fixcd costs, and achieve a break-even point. The tolal
revenuge at the two break-even points is 2,500 x 100 = 2,50,000 for the former and 5,600
% 100 = §,00,000 for the latter case. The total costs match total revenues at these
break-even points, The break-even chart s presented in Figure 9.4,




Figure %.4: Break-cven Chart

Toial Revenue

Break Even Point

Value {in Rupees)

Fixcd Cost (FC)

Qutput Q (in Units)

9,13 SENSITIVITY ANALYSIS

Now let us develop Sensitivity Analysis to séc what happens to the operations of an
organisation when changes are simulated in price (upward and downward), as well as

the changes in fixed co» : and variable costs.

Changes in Fixed Cost
. Let us develop scenario with respect to say 10% upward and downward changes in
Fixed Cost, to.see how the profitability of the firm changes.

-Seenep " SceneB . Seene C

Original 10% Increose 10% Decrease

Fixéd Cost _ 1,00,000 1,10,000 90,000

Price 160 100 100

Variable Cost 80 50 8¢

Break-cven Poinlt 5,000 5,500 4,500
Profit At

Volume = 0 ~1,00,000 =1,10,000 -%0,000

= 5,000 . 0 -10,000 + 10,000

= 10,000 + 1,00,000° + 90,000 +1,10,000

Here we sce that with decrease in fixed cost, the break-even point decreases. The
profitability at a particular volume of production improves with lower fixed cost.

Cobt Analyils

21

- ,7:"7':‘:."7IV’..'T'T‘.__'ITY:._"'""' Tt | KTl

TTTITTTTTIEIITTT T




Strategle Analysls

22

(siunyup) Ollndmo

Flgure 9.5; ‘Sensillvity Analysls

Value (in Rupees)
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If we jook at the siination graphically,

incrcase its region of profit, or reduce the operations under loss-

wug

oL

. . :
by lowering the fixed cost the firm manages to
making conditlons.
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Changes In Varlable Costs

Next we develop a scenirio with respect to changes (upward ag well ns downward) In
varinble costs. You may recnll that varinble costs include costs of those inputs which
direetly ver with the change in output level, These moy relate to consumption of raw

materials, cnergy or labour per unit of production.

Scenc A Scene D Seene C

Orlginal 10% Hlgher 10% Lower

YC YC . vC

Variuble Cost 80 . ‘88 - .on

- Priee : 100 100 100

Fixed Cost 00,000 - 1,060,000 ~1,00,000

Dreak-cven Point 5,000 8,333 3,570
Profit At ] . :

Volume =0 -1,00.000 -1,00,000 . ~1.00,000

= 5,000 ] ~ 54,000 + 60,000

= 10,000 " 1,00,000 . + 20,000 + 1,80,000

'I‘hus; increase in variable cost has amarked effect on the break-cven point, and eatsup
the profits. By reducing varizble cost the profitability improves substantially

Changes in Price
Finally upward and downward changes in price are simulated.

Scenc A Scene B Sccne C

Origlnal " 10% Higher 10% Lower

Price Yo Prlee, Price

Price ‘Rs. 100 110 0

Varable Cast ' Rs. 80 30 80

Fixed Cost Rs. 1,00,000 1,00,000 1,00,000

Break-even Poinl . 5,000 ’ 3,300 10,000
ProfitAt  ° '

Volume = 0 -1,00,000 -1,00,000 -1,00,000

=5000 . 0 + 50,000 —50,000

= 10,000 + 1,00,000 +2,00,000 0

Here, we see that as the permissible price increases, the break-even pomt reduces, and
vice versa. At 2 particular volume of production the profitability improves.

ce seems to be the most sensitivity instrument to
utit is linked to the market forces in operation.
he changes in the fixed cost however

From the above sensitivity analysis, pri
influence changes in the profitability, b
The variable cost is the next sensitive instrument; t
are the least sensitive. .

Thus, a very simple mathematical calculation can give the managera simplified
methodology to selectthe appropriate strategy for action with some estimation of the
likely outcomes. Figure 9.5 presents sensitivity analysis showing the result of changes

in the underlying variables.

S Activity 3 _
3 Make inquiries and ascertain the break-even point for the major product/service
Ipraduced/rendered by the organisation in which you are working for the latest
“completed yéar. Hasitchanged over the years? Examinec the reasons which contributed

"to the change.
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9.14 NON-LINEAR BREAK-EVEN ANALYSIS

In the foregolng discussion on breuk-oven nnalysis, o llnear relutlonship was nssumed

between the varlable costs and the volume production on one hand, and total revenue

and output on the other,

Inreality, the prices may be reduced consciously to gein additional volumes of sales and
the market share, or simply in response to the competitors's action,

It may be stated that in general an increase in the volume of production is accompanied
by greater economies of scale which may reduce variable costs successively. But,
sometimes, beyond a critical volume of production, the variable cosl may again
increase. Under such circumstances the business operations will have another
break-even point beyond which there is another loss region as shown in Figure 9.6.

Since non-linear situations are more difficult for mathematical analysis, graphical
approach can be used to obtain break-even points by plotting the empirical data.

Flgure 5.6: Non-Lnear Break-even Chart
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Market Forecasts and Pricing Divisions Cost Aniiyla

Let us consider that the Marketing Deparlmeﬁt of a firm carefully studies the market
and pur forward the following estimated market demand at varying prices.

IR Rs. 100 Rs. 95 Rs. 90 Rs, 85
Market Demand 10,000 . 14,000 22,000 28,000
Considering that Total Cost = Fixed Cost + Variable Cost X Quantity
Total Revenue = Price X Quantity

Then. Profit = Total Revenue — Total Cost
- = Quantity (Price - Variable Cost) — Fixed Cost

Thus, corresponding to the above mentioned prices and demands, Contribution

= Price~Variable Cost Rs. 20 Rs.15 - Rs.10 Rs.5
Break-cven Point 5,000 6,660 10,000 20,000
Profit = ' : .
Quantity X Contribution .

~Fixed Cost 1,00,000 1,10,000 1,20,000 40,000

Thus, from the foregoing calculations it may be seen thatat Rs. 90a piece,the proiit is
maximum at the estimated demand of 22,000 units. At higher prices, the contribution
per unit is higher but, considering the estimated sales at these prices, the profits are
comparable but marginally tower, On the other hand, as the prices are lowered to
Rs.85 per unit, the overall profitability also falls although a higher market penetration
has been achieved.

A manager must keepin mind the dynamism of running a business as mentioned above,
and then carefully analyse the costs and benefits of eich option, and develop hisstrategy

accordingly.

Assumption of Break-even Analysis

Whereas break-even anaiysis is a handy tool for quick strategy formulation with respect
to pricing it must be kept in mind that underneath this simplified model lie a number of
unrealistic assumptions, such as : - :

o Fixed costs are fixed for all production volumes,

o Variable costs do not fall withincreasing level of production,

e The total costs and total revenues vary in a linear relationship with output,
e The original fixed costs can support any output level, and

@ Maximising profit before interest and tax is the desirable business objective.

However, in reality these assumptions may not strictly hold true and suitable
modifications have to be made to account for the more realisticinfluences. This will be

discussed in the next seciion.
Activily 4 '

In Activity 2 you had asc
of your organisa‘:on, Study
'Plot the data on a traphand
do you draw in terms of linearit

ertained the break-even point of the major product or service
the cost, output and revenue data cver the past five years.
then note the behaviour of data carefully, What conclusions

v and non-linearity of such data?

..............................................................................................................
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9.15 GENERALISED BREAK-EVEN ANALYSIS

As stated above, so for break-even analysis has considered only very simplified ond
essentially linear operating conditions,

Figure 9.7 shows a more realistically varying relationships for fixed costs as well as the .
variable costs, with discrete increases in product volunes. This illustrates that the 25
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Figure 9,71 Goneraitaod Dreak-even Curve

TR TC

Volue (Rupecs)

FC

OUTPUTQ  (Units)

earlier simplhified rcfationships assumed in break-even analysis are the approximations
of the step functions and gradual shifts in cost and price behaviour with changes in
volume. . .

Here the fixed costs have successively higher layers due to increasing volume. This muy
be in the form of higher overhead costs, such as due to overtime required for producini
more etc. - R C

Similarly, with volume the Variable Cost (VC) may rise Jess steeply due to economics
of scale effects. ‘ K .

Beyond certain limits, the additional volume of goods may have to be sold by giving
prorfiotional incentives In terms of commissions, volume discounts etc, with lower

realised prices. Thus, the total revenue beyond certain level would rise less steeply with

output than in the earlier range. Lo

Activity 5

Assume yourself to be the operating manager of a compary which sells one product,
The sales price is Rs. 25 per unitand it remains constant regardless of volume, The sales
Jast year were 7,500 units and operating profit was Rs. | lac. Fixed costs depend on

production levels, as shown below :

Annual Production Annual Tolol
Range (unlts) Fixed Cosls
{Rs.)
Level 1{day shift) 0-10,000 30,400
Level 2 {day and night) 10,001 - 15,000 §2.000

RN
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Variable costs per unj
shift only), because 0
to be paid to employ wo
brice are not expected to change this year. Maximum p
compaiy can sell all that it can produce.

a) Compute the coniribution margin per unit for last year for each of the two

praduction tevels.
b) Computc the Break-even Point for last year for each of the two production levels.

¢) Asan operafing manager what volume in units you wolld like to have so that you
can have maximum operating profits? Defend your choice.

t are 40 per cent higher for level 2 (two shifts) then for level 1 (day Cosd Aralyils
f additional labour costs due primarily to higher wages required )

rkers for the night shift. Last year's cost structure and selling

Jant capacity is 18,000 units. The

...............................................................................................................
...............................................................................................................
...............................................................................................................
.....................................................................................................
...............................................................................................................
LT PP T P L L
'"'""'""'"'""""'"""'"'""'""'"'""""""""""""“'.'
...............................................................................................................

9.16 RELATIVE COST ADVANTAGE AND
COMPETITIVE STRATEGY

| have commented on recenlt siccesses of Modis in

dustry and Heroin cycles, based mostly onrelative
‘cost advantages. Modis initially entered only into the largest product segment, i.e. truck
tyres and aimed at dominant market share. Their latest technology helped them. They
initially priced their products lower than industry leaders, and offered v'good value for
money" to truck operators. Subsequently they matched the market leaders' price and
displaced him by capturing higher market share.

© Nirma has used relative cost advantages in three areas: production, distribution and
promotion. By adopting semi-manual production process and concentrating in the
Noith and West Zone urban markets, and by cost effective distributor incentive
schemes and spotson Vividh Bharti (initially), Nirma kept their costs low in three areas
and offered a highly price competitive prodtict.
Hero cycles by dropping the irrelevant product attribiutes and by sub-contracting the
production of parts to small units, it achieved cost advantages which helped the .

company in processing their products very competitively.

Bhattacharyya and Venkataraman
Tyre Industry, Nirma in-detergentin

9.17 SUMMARY

The cost levels in Indianindustry in gencral are high and this is hating an adverse effect

on the demand of the praducts, both in the domestic and the international markets. To
illustrate this point, we cited the examples of cost levels in extiles, tyres and tubes,

aluminium, and stec| industry. A number of factors such as high government levies
_(excise, custom, and seles tax), uneconomic production levels and high manufacturing
costs are responsible for this. : ,

What would be the role of cost depends upon the nature of the market, i.e. whether It
inbuyers’ market or sellers’ market. While cost is of éritical importance to a producer
operating in a buyers” market, it is relatively of little significance where he is operating 2T -
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in a scllers’ market. The rcason being that in the latter case he can pass on increase in
cost to the buyers. As such he has no motivation to control or cut down costs.

The Experience Curve, developed by the Boston Consulting Group, is a method of
understanding the behaviour of costs which is based on accumulaled experience of the
past. As the quantity of production of standardised product increases. the cost perunit
goes on declining in a systematic manner. This is known as the Experience Curve Effect.
Since experience curve effect is basically a trend effeet, as much historical data as is -
possible should be collected before one sets it to analysis in order 10 improve its
reliability, A number of factors have a bearing on the experience curve. Some of them
are¢ improved productivity of labour, increased specialisation, innovation and
application of modern production techniques.

The cxperience curve effect should be developed in real money terms, that is, after
removing the effect of inflation. Further, joint costs should be carefully allocated to
different products. Where there is acommon cost cxperience, the costs may be grouped
together, Unit costs based on grouped costs may be developed for different points of
accumulated experience by plotting them on a log-log graph paper and then fitting a
straight line along the average unit costs. :

Break-even analysis is a technique which can help a producer in deciding about alluieg;.
alternatives involving varying cost-volume-profit relationships. By simulating various
changes in prices, fixed and variable costs, and volume, a strategy of suitable mix of
these factors can be decided upon. In general, a linear relationship is assumed in
break-even analysis. However, in reality 2 non-linear situation may be observed. The
tolal variable cost or total revenue may not increase in diredt proportion to increases in
volume. In such conditions, more than one break-even-point may be observed on the
break-even graph. Practically speaking, therefore, some of the assumptions of
break-even analysis may not appear to be very realistic.

9.18 KEY CONCEPTS/TERMS

Experience Effect

Experience Function
Generalised Break-even Analysis
Non linear Break-even Analysis
Value Engineering

9.19 SELF-ASSESSMENT QUESTIONS

I Itis often stated that Indian economy is high-cost economy. Do you agree with the
statement? Support your answer with some facts and figures,

What are the causes of high cost levels of Indian products and what are their
consequences?

3 Examine the role of cost in: (i) scillers’ market, and (ii) buyers” market.

4" What are the underlying assumptions of Break-even Analysis? Critically evatlyate
thesc assumptions. .

18]

What is Sensitivity Analysis in relation to Break-even Analysis and why is it dope?
6 Distinguish between Lincar and Non-linear Break-even Analysis.

7 What are the relative merits and demerits of volume strategy of Expericnce Curve
vis-a-vis segmented market niche based strategy?

8 Consider the factors due to which the auto manufacturing in India. particelarly in
LCV segment, did not expand as anticipated earlier.

9 Experience Curve Effect assumes that demand (and therefore. production volunic)
is exclusively determined by the price of the product. Prove or disprove.

10 Enumerate and discuss the products which have followed the Expericnce Curve
Effects, and the ones which will not.

i T
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[1 Describe in Experience Curve with K = 100%. Which Experience Curve has a
stronger experience effeet with (ay K = 70% (b) K = 80%? Plot thescona log-log
. graph paper.
12 The Hindustan Enterprises sells asingle produet for Rs, 20 per unit. The fixed costs
total Rs. 2.50,000. Fhe variable cast per unit is non-lmearand can be approximated

as [ollows :

VYolume Variable Cost
0-20,000 Rs. 12
20,001-40,000 11
40,001 andabove 10

With 1he help of the above information :
a) Find the break-cven volume.
b) At what volume would the [irm have 1o operate in order to earn an after-tax
income of Rs. 1,20,000if the tax rate is 50%.
c) Instead of the fixed costs being Rs. 2,50,000, suppose they behave as follows :

Volume Fixed cost
0-10,000 Rs. 2,50,000
10,001-30,000 3,00,000

3,20,000

30,001 and above
Find the break-even point.
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UNIT 10 PORTFOLIO ANALYSIS AND
DISPLAY MATRICES

Objectives : . i
The objectives of this unit areto : .

® highlight the importance of partfolio analysis and the need for balancing the portifolio
¢ familiarise you with various types of display matrices used for portfolio analysis B! -
¢ examine the extent of relevance of the use of portfolio analysis and display matrices, N

3Lt 10

Structure

10.1  Introduction

10.2 What is Portfolio Analysis?

10.3  Balancing the Portfolio

10.4  Display Matrices

10.5 BCG's Growth Share Matrix

10.6 GE’s Strategic Business Planning Grid )
10.7 Shell's Directional Policy Matrix : ' :
10.8 Pims Model : i
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10.1 INTRODUCTION

An important element of corporate strategy is to identify ways and means of optimum :
deployment of resources avaiiable with a company. In general, a company may have "
diverse business activities in di{ferent markets involving different amounts of

investments, and correspondingly bringing different returns. These returns, however, g
are dynamic—changing with time and competition in the industry. Thus, one of the
major tasks of a senior level manageris 1o integrate the different partsof the corporate.
puzzle toarrive at the final picture of the whole corporation, in terms of cash flow and

its financial requirements. : i
Managers know that they must judiciously diversify 1o survive in the.long run. :
Diversification means choosing oplions, taking some resources from one activity into |
some other activity with more potential immediate or future. When the multiplicity of :
products or divisions increases, there are competing pulls on the company’s resources.

Such multi-dimensional requirements need to be accommodated while taking decisions

regarding investments and cash {lows. '

These investment and financial decisions must consider the entire portiolio of the firm

rather than considering individual businesses only. For instance, a business with a

mature product may be generating surplus cash and wanting to use this within the

division, though it has poor prospecis for growth in the future. On the other hand.,

another business with a preduct on the growth stage would require more cash. atthough
its'present returns are not commensurate with its cash requirements, The minager’s

dilemma is how should the funds be used and generated across the organisations.

10.2  WHAT IS PORTFOLIO ANALYSIS?

Portfolio analysis is an analysis of the corporation as o portfolio of different business
with the objective of managing it for returns on its resources. The business may be in




the forms of on;‘qusatlonnl units, such ns different subsidlarles or divisions of a parent 'NWMMI"I‘“L Dlmllv
' . HLFISTD .

company or Strategic Business Units (SBUS), .
Thus, portlolio nnalysis looks at the corporate investments in difforont produgrs or

industries under the common corporate’jurisdiction. The corporate manager nnalyses
the future implications of their present resource allocations and continuously evaluates

.which operation’s or products to expand or add, and which ones to be curtailed or” -
disposed off, so that the overall portfolio balance is maintained orimproved. The focus

is on the present as well as the future.

The activities of a company and its effectiveness in the market place also depend on L
what the other competing companics are doing. Therefore, the portfolio analysis takes : 5

into consideration such aspects as the company’s competitive strenpths, resource

. allocation pattern and the industry characteristics. - .

The popularity of the portfolio analysis is also-due to its simplicity. It provides managers

~.with data on source @nd uses of funds in different operations, in a more readily
understandable form. The portfolio analysis helps the manager to see the operations of

the company in an integrated manner, think ‘and discuss about its competitive position

and evaluate resource allocation from the long term point of view.

-10.3 BALANCING THE PORTFOLIO

 Portfolio analysis is primarily concerned with the baiancing of the c‘ompany's' .

investments in different products or industries and is useful for highly diversified
multi-product companies operating in a limited market. The different subsidiaries or-
 strategic business units have to be balanced with respect to the three basic aspects of
running the business:. - CL .

@ Net Cash Flow

® State of Development

" ® Risk ' :

Net Cash Flow . o : . .

The different businesses behave differently in terms of their cash flow characteristics.
A growing new business may be profitable, but it will also require additional cash
because of its investment requirements. On the other hand, mature businesses though
less profitable, do not require such investments and'may be net cash generators. Thus,
portfolio analysis must balance different businesses, which together must give an
overall caslrflow position in harmony with the desired financial strategy and condition
of the company. ' ’

Sllate of Development . ] .
As indicated above, different businesses at different stages in their life ¢ycles, have
different cash flow characteristics. All businesses or products are likely to go through a
life-cycle of embryonic development, high growth, maturity and decline. If a company
is depending on one product alone, it would aso go through such a cycle towards its
decline and doom. When a product is in its decline stage, it may be too late to start a
newproduct or project because of the time lag involved in the life-cycle, and wait till it
achieves a growth. For the overall stability of acompany, itis better to match different
businesses at different stages in their life-cycles—t6 achieve the extended corporate.
‘immortality’. Thus, the individua] business units grow, mature and decline while the

firm continues to grow.

S1eirT omaET T

' Rukl ) .
. Another major objective in developing a corporate portfolio is to reduce the risk of
' critical financial setback. The aim is to put together diverse business activities with
different or cven opposite key market forces affecting sales (or supplics in some cases).
One solution.may be to diversify internationally, because markéts in different countries
may be subject to different economic forces resulting in different business cycles of
development, growth and decline. The opposing (or out of phase} exchange rate
movements may also have similar effect. : , _
_Inthe context of the domestic markets, businesses with different seasonal sales cycles
may be combined to ensure a more stable and smoother financial performance of the '
overall corporation. However, the macro .cconomic trends at the national level ' 31
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sometimes may affect all the business sectors, be they consumer goods, durable goods -
or the industrial products. '

10.4 DISPLAY MATRICES

The purpose of portfolio analysis is to optimally allocate resources for the best total
return, with focus on the corporate strategies. Many different approaches involving
different display matrices have evolved over the years, with the common objective of
successful diversification.

Boston Consulting Group’s Growth-Share Malrix

This is a two-by-two product porifolic analysis using Market Growth Rate with Relative
Market Share. Itidentifies its segments as Dogs, Cows, Stars and Question Marks {also
called Wild Cat or Problem Child). These different businesses are categorised in terms
of cash flow. Each segment is then populated by bubbles whose size is'proportional to
the size of the business activity, expressed in terms of sales, assets or some other
measure,

McKinsey Matrix

This matrix is generally associated with General Electric and Shell Companies. It is a
three-by-three matrix which divides Indusiry Autractiveness and Business Strength,
into low, medium and high segments each. The parameters are compound variabies of
different factors, to be either subjectively judged or objectively computed based on
weighted judgments. - . :

Strategic Planning Institute’s Matrix

Strategic Planning Institute’s programme on Profit Impact of Market Strategy (PIMS)
compares the company’s profitability with the average profitability of the associated
industry. PIMS matrix is based on business average profitability (PAR ROI), an
industry characteristic, determined by a cross-sectional, multi-dimensional regression
study of the profitability of different businesses. This method-avoids the judgmental
weightages of the previous approach, but some criticise this approach because of its
heterogeneous population of dissimilar businesses.

Arthur D).Little Company’s Matrix
‘This matrix uses Life Cycle Stages (Embryonic, Growth, Mature and Decline) with

.~ Business Strength (Weak, Tenable, Favourable, Strong-and Dominant). The grid

segments are then classified into Build, Hold, Harvest and Unpredictable ROI.

Hofer’s Product/Market Evolution Matrix

This is a very similar matrix as above plotting businesses in terms of their
produc/market evolution and the competitive position. _

‘Besides the above, therz are other matrices associated with different consultants who
have developed theim to suit their specific needs-{or market differentiation. We will now
discuss some of the abovemeritioned matrices in detail, starting with the picneering
BCG matrix.

10.5 BCG’s Growth-Share Matrix

BCG’s Portfolio Analysisis based on the premise that majority of the companies carry

out multiple business activities i~ = number of different product-market segments.

Together these different businesses torm the Business Portfolio which can be

characterised by two parameters: .

1) Company's relative market share for the business, trepresenting the firms
conipelitive position), and

2) the overall growth rate of that business.

The BCG model proposes that for each business activity within the corporate portfolio.
aseparate straegy must be developed depending on its location in a two-by-1wo matrix
of kel and luw segments on cach of the abovementioned axes. These parameters are
discussed in detail below.




Relatlve Market Share is stressed on the assumption t
position of the company woul
Anorganisation with a higher
will have higher profit margins and therefore higher cash flows.

ddetermine the rate at w

hat the relative competitive
hich the business generates cash.
relative share of the market compared to its competitors
(This pointof view can

bé debated, and will be discussed Jater. A high market share per se may or may not be

be linked to high profitability or growth in future.)

Relative Market Share is defined as the market share of the relevant business divided
rket share of its largest competitor. Thus, if Company X has 10 per cent,

by the ma
Company Y has 20 per cent,
X's Relative Market Share is 1/6, Y's Relative Market Shar

and Company Z has 60 per cent share of the market, then
¢ is 143, and Z's Relative

Market Share is 60/20 = 3. Company Z has Company Y as its leading competitor,
whereas Companies X and Y have Company Z as their lead competitor:

b of the associated industry is based on the

The selection of the Rate of Growt
understanding that an industrial se
expansion of the opertions of the

opportunities. Hig
cash into the business an

gment with high growth rate would facilitate

patticipating company. It will also relatively easier
for the company to increase its market share, and have profitable investment

business, however, demands more cash to finance its growth,
if an industrial sector is not growing, it would be more difficult for the participating

company to have profitable investment
increase in the market share of a company would generally come from co

reduction in the competitors' market share.
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The BCG matrix classifies the business activities along the vertical nxis uecording tis the
‘Business Growth Rate' (mcaning growth of the market for the produet), and te -
‘Relative Markct Share’ along the horizontal axis. The two axes are divided into Lov.
and High sectors, so that the BCG matrix is divided into four quadrants (refer to Figure
10.1}. Businesses falling into each of these quadrants are classified with broadly
different strategic categories, as explained below

Cash Cows '

The businesses with low growth rate and high market share are classified in this
quadrant. High market share leads to high generation of cash and profits. The Tow rar:-

. of growth of the business implies that the cash demand for the business would be Loy,
Thus, Cash Cows normally generate large ash surpluses, Cows can be ‘milked” [orciish
to help to provide cash required for ritnning other diverse operations of the company.,
Cash Cows provide the financial base for the company. These businesses have superior
market position and invariably low costs. But, in terms of their future potential, one
must Keep in mind that these arc mature businesses with low growth rate.

Dogs C . .
If the business growth rate is low and the company's relative markel share is also low,

the business is classified as DOG, The low market share normally also means poor
profits. Asthe growth rate is also low, attempts to increase market share would demand

prohibitive investments. Thus, thé cash required to maintain a competitive position
often excceds the cash generated, and there is a net regative cash flow,

Under such circumstances, the strategic solution is to cither liquidate, or if possible
harvest or divest the Dog business.

Question Mai'ks_

Like Dogs, Question Marks are businesses with iow market sharc but the businesses
have a high growth rate, Because of their high growth, the cash requirement is high, but

" _ due to their low market share, the cash generated is also low

As the business growth rate is high, one strategic option is to invest more to gain market
share, pushing fromlow share to high, The Question Murk business then moves to a
STAR (discussed later) quadrant, and subsequently has the potential to become cash -
low, when the business growth rate reduces to,a lower level, C

Another strategic option is when the company cannot improve its low compelitive
Position (represented by low market share). The management may then decide to divesi
the Question Mark business, ' o

These businesses are called Question Marks because they raise the question as to
whether more money should be invested in them to improve their relative marke. share

) _and profitability, or they should-be divested and dropped from the porifolio,

Stars

Businesses which have high growth rate and high market s'hiire, are calted Stars. Such
businesses gencrate as well as use large amounts of ensh. The Stars generate higl profits
and represent the best investment opportunities for growth, . '

The best strategy regarding Starsis to make the necessary investments and consolidate
the company’s high relative competitive position. o '

Methodology for Building BCG Matrix

The Boston Consulting Group suggests the foliowing step-by-step procedure 10 develop

the business portfolio matrix and identify the a~~-opriate strategies for different

businesses. ' ' ' -

® Classify various activities of the company intq different business segments or
Strategic Business Unirs (SB Us). - _ \

® For each business segment determine the arowth rate of the market. This is luter

plotted on a linear seale, :

¢ Compile the assets employed for each businesssegment and determine the relative
size of the business within the company, - . :

® Estimate the relative market-shares for the different business segments, This is
generally plotied on a logarithmic scale.
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e Plot the positiun of each buslyess on wmatelx of business growth rate and relative 4 Bpla
sitlens,

market share. The size of the business s represented by a bubble, a circlo with a
dlameter corresponding to say the nssets employed In that business.

For precise plotting, it has been recommended that the radius of & bubble
corresponding to B business/product may be defined as : :

r=Vp. R .
Where, R = radius of the large circle representing total company sales, and
p = sales of a product as percentage {(expressed in decimal) of the totai sales.

The four quadrants are divided by arbitrary lines. Accordingtoa BCG directorya 10
per cent volume growth is the typical dividing line between high and low growth
businesses, and arelative market share of 1.5T may separate Stars from the Question
Marks in high-growth industries, On the other hand, the recommended relative
market share,dividing Cows and Dogs is 1 T for low growth industries. It is, however.
added that these dividing lines are merely approximate guidelines and may be
chenged f desired. - ' .

. Stratégle Implications

Most companies will have different segments scattered across the four quadrants of
the BCG matrix, corresponding to Cash Cow, Dog, Question Mark and Star
businesses. '

The general strategy of a company with diverse portfolio is to maintain its
competitive position in the Cash Cows, but avoid over-investing. The surplus cash
generated by Cash Cows should be invested first in,Star businesses, if they are not
self-sirfficient, to maintain their retative competitive position. Any surplus cash feft
with the company may be used for selected Question Mark businesses to gain market.
share for them. Those businesses with low market share, and which cannot .
adequately be funded may be considered for divestment. The Dogs are generally
considercd as the weak segments of the company withlimited or no new investments

sllocated to them.

The BCG Growth-share matrix links the industry growth characteristic with the
company's competitive strength (market share), and develops a visual display of the
company's market involvemeént, thereby indirectly indicating current resource
deployment. (The sales to asset ratio is generally stable over time acrossindustries).
The underlying logic is that investment is required for growth while maintaining or
building market share. But, while doing so, a strong competitive business in an
industry with low growth rate will provide surplus cash for deployment elsewhere in
the Corporation. Thus, growth uses cash whereas market competitive strength is a
potential source of cash. In'terms of BCG classification, the cash position of various
types of businesses can be visualised as in Table 10.1.

. Table 10,1
Cash Posltlons of Various Busineses
Busineu Cash ) Cash Net Cash Bolance
Type Source . Use : . L
| cow More Less Fundsavallable, so milk arid deploy
2 STAR - "More More Build Competitive position & grow
3 DOG - Less Less - " Divestand redeploy proceeds
4 QUESTION  Less- More Funds needed toinvest selectively to improve
MARK competitive position

In a sense, (he BCG matrix can be regarded as a pictorial representation of the
sources and uses of funds statement. Market Share is considered valuable because it
is a source of profits, Profits are the {ruits of accumillated experience giving rise to

- cost advantage. The model assumes that high market growth of star businesses will
-subsequently slow down, permitting the market leader to take cash out of the Cow
business. Some of the underlying assumptions may not always hold true for some
husinesses. For instance. some electronic appliances and the so-called fashion goods
_huve very short lifecycles, whereas staples like bread have very extended lifecycles.
‘These businesses may therefore not follow the typical behaviour pattern assumed by
BCG growth-share matrix as depicted in Figure 10.3.
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Figures 10.1 and 10.2 show the business portfolios of Compapy A and Company B.
Company A has stable cash source in two Cash Cows. G%‘opponunitie's are
provided by two Star businesses, whose size is such that thojr investment requirements
can be tuifilled by Cash Cows. Out of the {our Question Mark businesses, may be two
can be developed into Star busipesses by additional investments, whereas the other two
may be gradually divested. The four Dog hysinesses require careful attention for cash
manzgement and may be liquidated ordjvested. Thus, Company.A has 8 well balanced
portfolio. : ' .
On#the other hand, Company B has no major source of cash, with only small cash flow
businesses. Furthermore, in terms of futuye potential, the company has not developed
an'y major Star businesses. Léoking at the portfolio mix, one realises that for most of
the businesses, the company has paor rgative competitive position with many Question

Muark businesses (but no funds to revive or convert them inta Star businesses) and Dog
bysinesses. : ‘

Time Dependence

A useful interpretation of portfolio approach can be madg by developing BCG
Growth-Share Matrix at different points in time: As shown in Figure 10.4., various
husinesses should be classified into four categories and plotted as they stand at present,
asthey stood three or five years ago, and as they are expected 1q stand three or five years
ago, and as Lhey are expected to stand three to five years from now. Thus, the impact
of strategies employed by the managemient can be determined, and the directions in
which the businesses are moving can be evaluated. S
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Qvsr a porlod of imo, the slowlng down af grawth In tho star buainesses may tuen them
Into Csh Cows provided they are able to maintuln their relatlvo compotitive position
ind high market share. However, with competition and passage of time, thay mayalso
lose thelr market share, If this heppens then they turn inte Dog busincas¢sand require
A lolully differont strateglc attention,

Limitations of BCG Matrix

The Growth-share BCG Matrix has certain limitations and weak points which must be
kept in mind while using portfolio analysis for developing strategic alternatives. These
are now briefly discussed.

Predicting Profitability from Growth and Marlcct Share

BCG analysis assumes that profits dépend on growth and market share. The

attractiveness of an industry may be different from its simple growthrate, and the firm’s-

competitive position may not bereflected in its market share. Some other sophisticated .
“s approaches have been cvolved fo overcome such limitations. - :

There have been specific research studies which iflustrate that the well-managed Dog
businesses can also become good cash generators. These organisations relying on
high-quality goods, with medijum pricing and judicious expenditure on R & D and
marketing, can still provide impressive return on investment of above 20 per cent:

Difficulty in Determining Market Share

There is a heavy dependence on the market share of a business as an indicator of its )
competitive strength. The calculation of market share is strongly influenced by the way-
the business activity and the total market are defined. For instance, the market for
helicopters may encompass all-types of helicopters, or only heavy helicopters or only
heavy military helicopters. Furthermore, from geographical point of view the market
rnay be defined on worldwide, national'ora even regional bases. In case of complex and

interdependent industries, it may also be quite difficult to determine the market share

based on the sales turnoyer of the final product only,

No Consideration foi'_Experler_ice éun'e Synergy

In the BCG approach, businesses in each of the different quadrants are viewed
indepen'dent]}f for strategic purposes. Thus, Dogsare to be liquidated or divested. But,
within the framework of-the overal] corporation, useful experiences and skills can be
acquired by operating low-profit Dog businesses which may help in lowering the costs
of Star or Cash Cow businesses. And this may contribute to higher corporate profits.

Disregard for Human Aspect

The BCG analysis, while considering different businesses does not take into
consideration the human aspects of running an organisation. Cash generated within a
business unit may-come to be symbolically assaciated with the power of the concerned
manager. As such the manager running a Cash Cow business may be reluctant to part
with the surplus cash generated by his unit..Similarly, the workers of a Dog business -
which has been decided 1o be divested may react strongly against changes in the .
owncrship. They may deem the divestiture as a thrent to thelr livelihood or security.
Thus, BCG analysis could throw up strategic options which may or may not be easy to-
implement. -

BCG Modifications ' -
It was in 1981 that the Boston Consulting Group realised the limitations of equating

markct share with the competitive strength of the company. They have admitted that
the calculation of market share js strongly influenced by the way business activity and
the total market domain are defined. A broadly defined market will give lower market
share, whereas a narrow market definition will result in higher market share resulting
in the company.as the leader. It was; therefore, recommended that products ‘
should be regrouped according Lo the raanufacturing process to highlight the economies -

of scale manufacturing, instead of stressing the market leadership.

On the other hand, BCG still maintain that for branded goods'it is important to be the” .
market leader so that the advantages of economies of scale and price leadership can be

fully utilised. But hey also concede that such advantages may still be achieved even if
the company is not the largest producer in the industry. Some other versions of portfolio
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nnﬂlyala have howover develpped much hoyond thoge minor modlﬁcutlonn of BCG
analysis, ..

Actlvity 1

Consider a company with which you are fumiliar. Colleet informution regurding its
varions businesses and deseribe them using the BCG growth-share matrix. First give
the ehronaloey of vesr-wise business development and then draw the matrix,

10.6 GE’S STRATEGIC BUSINESS PLANNING GRID

General Electric (or McKinsey) matrix uses market attractiveness as not merely the
growthrate of sales of the product, but as a compound variable-dependent on different
factorsinfluencing the future promabﬂny of the business sector: These different factors

are.cither subjectively judged or objectively computed on the basis of certain
weightages, to arrive at the Industry Attractiveness Index. The Index is thus based on

a thorough environmental assessment influencing the sectoral profitabilities.
Factors determining Industry Attractiveness:

o - Typlcal weightage
1 Size of market - L 10%
- 2 Rate of growth of sales and cyclic nature of business . 15%
3 Nature of competition including vulnerability to foreign competition  15%
4 Susceptibility to technological obsolescence and new products 10%
5 Entryconditions and social factors , 10%
6 Profitability - 40%
100%

Apainsteach of these factors, the concerned business is rated onascate of 10 10, and
then the weighted score is determmed from a maximum of 10. This gwes the Industry

Attractiveness Index for the business under.consideration.
'Factors determmmg Compéetitive Position of the Company as with Industry

Attractiveness, the Competitive Position of the company is analysed not only in terms

of company’s market share, but also in terms of other factors often appearing in the

Strength and Weakness analysis of the company. Thus, product quality, technological
.and managerial excelience, industrial relations etc, are also mcorporated beside market

share and plant capacity. _
A typlcul scoring : fcompany 5 Compcmwe Posmon would be xl!ustrated below :

Factor welghtage ' rating score
. o . {(Ital0)
1 Market Share & Capacity : 20% 7 & L4
2 Growth Rate ' © 0% 7 0.7
3 Locotion& Distribution ) T 10% 3 0.5
-4 Manegement Skill - 15% 6 0.9
5 Workforce Harmony " 20% 7 14
& Technical Excellence including .
Produgt & Process Engg. .- 20% 8 1.6
7 Companylmage ' 5% 8 0.4
100% . 6.9

" The Industry Attractiveness Index is then plotted along the vertical axis and divided
into low, medium and high sectors. Correspondingly, the Competitive Position is
plotted along the Horizontal axis divided into Strong, Average and -Weak segments.
For each business in the.portfolio, a circle denoting the size of the mdustry is shown in
the 3 X 3 matrix grid while shaded portion corrcsponds to the company’s market share

as shown in Figure 10.5.
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Figure 10,8 GE's Business Flannlng Matrix
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GE rates cach of its businesses every year on such a framework. If Industry’s
Attractiveness as well as GE’s Competitive Position is low, a no-growth red stoplight
strategy is adopted. Thus, GE expects to generate earnings but does not plan for any
additional investments-in-this business. If for a business the Industry Attractiveness is
medium and GE's Competitive Position is high, a growth green stoplight strategy is
evolved for further investment. But if a business has high industry Attractivenessindex -
and low GE's Competitive Position, this is branded as ycllow stoplight business that
may be moved either to growth or no growth category. Such grids are developed at

- different managerial levels. The final strategic decisions are made by GE's Corporate

Policy Committee comprising the Chairman, the Vice-Chairman and Vice-Presidents
of Operational areas, including finance.

10.7 SHELL’S DIRECTIONAL POLICY MATRIX

As’in the case of GE's approach, the Business Prospects and Competitive Capabilitiés
are plotted in Shell’s Directional Policy Matrix. The three-by-three matrix as shownin-

'DIRECTIONAL POLICY MATRIX"

S |Leader Ty ~ |Doubte
A Harder or Quit
& £
W g
& Leader
g 3 |
5 g Growth  |Custodial  [Phased
é E; Withdrawal
O o
EJ Slcash Phased Disinvest
v, BlGeneration [Withdrawal

cE

5<%
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- Figure 10,6 Idontifies different struteglos for oneh grid sector, These wre cxplulnacl
bclo\‘v ' Mairices
Sirnteyn Bualnuss Compelltlve Recomvmended Stratopy
Mepspugls CupublTlty

I Leader High Strong High priorlty with nll necessary resources lo
liold high market position,

2 TryHorder High Medium Allocate more resources te move te leader
position.

3 Doubleor  High Weak Pick productslikely to be future high flyers

* Quit .- for doubling and abandon others.

4 Growih Avernpe Avp. Slrong -May have some strong compelition withno

cne company as lender. Allocate cnough
resources fo grow with market,

5 Custedinl  Averuge Averuge Maoy have many competilors, so moximise
. cush gencration wlth minimal new resources,
6 Thase Low Avarege Slowly withdrow tor¢cover most of
Withdruwal Invesiment,
7 Cush Low Strong Spend litte cash for further expansion, and
Generafion ’ use this os u cush source for faster growing
- businesses. .
8 Disinvest Low Weak Assetsshould be liquidaled as soon as

possible and invesied elsewhere.

While using tht above analysis, Shell realised that the various zones were of irregular
shape, sometimes with overlapping boundaries. :

10.8 PIMS MODEL

A programme for the Profit Impact of Market Strategy (PIMS) was started at General
Electric, and was later used by the Strategic Planning Institute. The PIMS programme
analyses data provided by member companies to discover ‘general laws which
determine the business strategy in different competitive environments producing

different profit results’.

Unlike the earlicr approaches using judgement for multidimensional factors, the SPI
uses multidimensional cross-sectional regression studies of the profitability of more
than 2,000 businesses. It then develops an industry characteristic, Business Average
Profitability, and compares it with the performance in the concerned company. This
model uses statistical relationship estimated from past experience in place of the
judgmental weightages assigned for the importance of different factors behind Industry
Attractiveness and Competitive Position in previous approaches. This scientific
objective approach has becn criticised that the analysis of relationship in it is based on
heterogeneous population, i, €. different types of business, taken at different time

periods.

Profitability is closcly linked with market share. A 10 per cent improvement in
profitability is linked with 5 per cent improvement in Return on Investment. This has
since been rationaliscd by a number of arguments, such as 'the Experience Curve
Effect' which implies reduction in average cost with increase in accumulated
production. The larger company can-use bctter quality management, and thus can

excrcise greater market power.

10.9 ARTHUR D. LITTLE COMPANY’S MATRIX

Arthur D Little Company's malrix links the stages of the product life cycle with the
business strength. On the vertical axis, the businesses are classified with respect to their

business strength: Weak, Tenable, Favourable, Strong, or Dominant. Alorg the
horizontal axis four stages in Lhe life-cycle, Embryonic, Growth, Mature and Decline
are marked, (sce Figure (0.7),

In the Embryonic and Growth stages the businesses are recommended for Buitd
strategy, except when the Business Strength is weak, For Mature stage businesses with wl
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Figure 1071 Arthur D, Liitlo Co,'s Matrlx
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Dominant to favourable strength, HOLD Strategy is recommended. Haryqst strategy
is proposed for businesses in Decline stage, with Strong or Dominant position. For
weaker businesses in Mature/Decline stage unacceptable ROI is marked.

10.10 HOFER'S PRODUCT/MARKET EVOLUTION
MATRIX L

T

. Charles Hofer has proposed a three-by-five matrix where businesses are plotted in
terms of their product/market evolution and the competitive position. Relative sizes of

industries are shown by circles wherein the market share of the company is shaded
(Figure 10.8). -

Flgure 10.8: Hofer's. Market Evolution
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® A business inthe Development or Growth stage has a potential to be a Star, If the
. market share is large in these growth oriented stages, more resources must be
invested to develop competitive position. But if market share is low, a strategy to
improve the same must be developed. If the industry is relatively small and market
share is low despite high growth stage, management must consider divesting and

redeptoying resources in other more competitive businesses, .
® A business in the Shake-out or Maturity stage has a polential to be a Cash Cow
Investments could be made to maintain high market share.
.® A business in Decline stage with a tow market share would be a Dog business.
Though in the short run it may generate cash, in the long run, however, it should be
considered.for divestment or liquidation.

10.11 UTILITY OF DISPLAY MATRICES

It is important to note that whereas the specific names of axes differ from matrix to
matrix, they are baséd on quite similar principles. In one form or another most portfolio
approaches try to correlate industry growthor profitability with market share, either as
a direct single variable or as an index based on multiple variables. Further, these
matrices are meant to facilitate a graphic display of the diversity of an organisation
rather than 1o provide precise analytical tools. The matrices help to raise critical
questions about improper deployment of funds and gross mismatches jn businesses,
and not so much to give précise answers where and how should the nextunit of money

" be used. -

Experience shows that the portfolio analysis is notapplicable where marketshare is not
socritical, or the bapital cannot be casily withdrawn. Similarly, extra care is required in
utilising portfolio analysis if value added is Jow or cost can be lowered without '
experience, or technology is transferred rapidly by supplicrs. Seasonality of and cyclic
businesses, patentrestrictions and low economics of scale also complicate'the strategic
outcomes from portfolio analysis. ‘ S -

To concludé, the models discussed here must be used to stimulate managers to think . -
about their businessés in an integrated manner. Some companies like General Electric,
Shell, and Dexter in US A. have successfully utilised these conceptual frameworks to
_ improve their performances. General Electric improved its return of profit from 3.7 per
cent in 1970 to 5.9 per cent in 1976, and to 8.2 per cent in 1984, Some companies
reported doubling of their return on total capital over a period of ten years by simple
and systernatic documentation of their resource deployment. In general, these models
should be.used not in isolation but in conjunction with other analytical tools to help
define questions in a better way so that better solutions can be worked out. After two
oilshocks and heavy inflation rates coupled with depressed market conditions, most of
the companies.de not have unlimited reseurces, to expand all their businesses at'the
same time. Portfolio anialysis will help distinguish the ones to be promoted from the
ones to be dropped, , o
Actlvity 2 '
Mreet a local representitive of any diversified enterprise (e.g. ITC. DCM, Shaw
Walltace) and gather infurmation on its portfolio. Give your comments.

10.12° PORTFOLIO ANALYSIS AND INDIAN INDUSTRY

Ingeneral, the freedom underlying the corporate portfolio development is not available
to Indian managers. The industry js regulated to a great extent by the government
policies and it is not solely in the hands of the corporate managements 1o add new
aclivities or delete old ones. Starting of new industrial ventu res is subjected to many
procedural and time-consuming clearances from the Ministries of Commerce.

Porfallo Antulyritund Duzley
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Industry and the Cabinet Committee. Monopolies and Restrictive Trade Practices
Commission takes an exceptional viéw of latge organisations with the objective of
curbing concentration of financial powers in the hands of the few. The Foreign
Exchange Regulation Act restricts excessive involvement of large multinational and
foreign companies. The plant capacities are closely regulated and, till recently, it was
difficult to attain economies of scale as the-licensed capacities were atlowed small
increments only. Fortunately, the governmental agenciés have realised the need tohave
viable capacities and have permitted certain amount of freedom to industries in the
form of broadbanding. With these developments, corporate managements can take
some actions to develop their competitive positions by increasing market shares. The
companies which will move faster will benefit over others. -

Unfortunately, due to a tradition of restrictive controls by the government since

- Independence, the Indian entrepreneurs are obsessed with the idea of accumulating

industrial licences, irrespective of their competitive strengths. Projects for latest
high-tech products are planned side by side with the mature and sometimes obsolete
technologies. The portfolio thus emerges as highly unbalanced with no mutual
congruence in terms of cash flows, risks or the stages in their life-cycles. The primary
concerns to grab the licence, restrict others from entering the field, and quickly make
as much profit gs is possible without making any worthwhile effort to further develop

'the technology or the products. Insellers markets of yester-years, such a strategy could

pay rich dividends, but not any longer. As buyers become conscious of the, evailability
of options, the traditional blue-chip companies with monopolistic market shares inthe
past may fall prey to market competitjon. Their high sounding or ambitious
diversification plans may not get to the implementation stage because of lack of
availability of surplus cash {or investment. In the present transition period, with
government policies gradually moving towards more competition in the market place,
the display matrices can be uscful to carry out dynamic portfolio analysis over tinte.

Another peculiarity of Indian situation. is the legal taboo associated with divestment or
liquidation of Dog businesses. The labour is protected by legislation and it becomes
impossible for the managements to close down businesses. Labour relations have an
important role in building up a company’s competitive strength. While the laboprin the
unorganised sector is exposed to extreme workingconditions despite government rules,
the workess in the organised sector are assured of gbsolute security irrespective of their
contribition to company's competitive strength. Under such circumstances, the
managements should be extremely carefulin seging that their businesses remain viable,
that they do not become cases for liquidation. The Indian manager's task therefore is
more challenging compared to that of his counterpart in the Western countries who has
options to divest, liquidate or acquire businesses. : i

But, at the same time we must 2lso concede that the Indian manager is fortunate in
having an overall'industrial development which is still in its early stages {compared to
America or Japan). For him, there is huge domestic potential market which is still
untapped. Almost any business is still in its high growth stage. The manager's will and
his systematic approach nurtured by the top management are the two major critical-
factors for the stable growth of business in years to come. Hopefully, the framework
provided by the display matrices would facilitate such systematic analysis for developing

- competitive strength and corporate growth.

“Activity 3 ' . -
The respective market shares (product-wisc) of three Yeading brands of tyre for the
.period 1977-80 are-given in Table 10.2.

Table 10.2
Tyre Industry—leadlng brand shares

PRODUCT Dunlop Mol - MRF
CATEGORY 1977 1580 1977 1980 1977 1980

Ms* % Ms* % Ms* % Ms® % Ms® % My %
Truck Tyres 219, 127 1665 83 15.46 71 1885 119 12.82 59 17.07 91
Car Tyres . .95 161 19.57 107 677 23 801 41 56¢ 19 1201 8l
Truck Tyres 4236 233 2822 161 617 151241 44 578 141031 37
LT/Jeep Tyres 27.83 175 19.81 110 10.61 38 16.66 84 7.8 28 179 9]

* M5 : Market Shore (based on volume).
% Perccntage Lo the share of the largest competitor.

Source ; Bhattachoryya. S.K. and N.¥enkalbraman,
Structures and System, Vikos Publications, p. 200.
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#) Explainand interpret the twihic in terms of the changes or shifts that have taken place ) Mateices

in the market shares uver the period in the light of your'own knowledge and
understanding of the situation.

) Make further enquiries about (he market growth in respective product categories
and draw the product portlolio matrices for various brands and periods. -

10.13 SUMMARY

Portfolio Analysisis an important task of 2 corporate strategist. It provides a framework
for analysing the mutual compatibility of diverse operations of an organisation. The

portfolio of operations need to be balanced with respect to net cash flows, states of
development, and the risks associated with each business activity, After discussing the ;

need for balancing the partfolio with respect to these aspects, different types of display
malrices have been introduced in this unit,

The Boston Consulting Grdup's Growth-Share Matrix, being the pioneering model,
* was first taken up for discussion in detail,

‘The two underlying parameters and different quadrants ot the BCG Matrix were - :
explained. A methodology for building up BCG Matrix was proposed. The strategic L
implications, balancing of portfolio, and variations with time were covered next. Some ‘

ofthe limitations of BCG Matrix with respect to determination of profitability, market
share and lack of consideration for experience curve synergy. and human aspects
associated with strategic actions were discussed alongwith some of the modifications
proposed by Boston Consulting Group.

The essential features of other display matrices, such as General Electric's Strategic
Business Planning Grid, Shell’s Directional Policy Matrix, Strategic Planning Institute’s
Matrix (PIMS Model) and matrices based on product life-cycle or market evolution
were explained in the context of their departures from BCG Matrix. The overall utility
of Portfolio Analysis and the relevance of display matrices in the Indian-context were
commented upon towards the end. ' : -
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10.14 KEY CONCEPTS/TERMS

Arthur D, Little Company’s Product Life-cycle Matrix
BCG’s Growth-Share Matrix '
Cow Business

Dog Business :
General Electrie’s Strategle Business Planning Grid
Hofer's Market Evolution Matrix '
Market Growth Rate

Portfolio Analysis

Question Mark Business

Relative Market Share - .
Star Business . —
Shell’s Directional Policy Matrix '

Strategic Planning Tristifute’s Maitix
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10,15 .SELF-ASSESSMENT QUESTIONS

1) Whnt bnsle cons!derntlons have to bo kept in mind while balancing porlfollos?
2) Explaln the mothodology of consiructing BCG Matrix. '
3) . Analyse the Implications of BCG Matrix in terms of cash gencration and cash use.

4} Discuss the limitations of BCG Display anx What modifications have been
made in it?
5) Whatadvice would you give to the chief executive who has chosen to rely solelyon
_ BCG Matrix? : -
6) How does the GE‘PIanmng Grid differ from the BCG Matrix? .
'7) Explain Shell's Directional Policy Matrix, I it drfferent from GE Plannmg Gnd"

8) J:.xplaln and also indicate the uses of—

-d} PIMS Model .
b) Arthur D. Little Company's Matrix
¢) Hofer's Product Market Evolution Matrix.

9 Discuss the applrcatlon of portfolio analysis and drsplay matrices in the Indian
situation.

10) Wh_at is the experience curve? How does it relate to the growt_h-share matrix.
11) Define and distinguish the parameters used in different types of matrices.

- 12} Comparc BCG Matrix with matrices based on product life- cycle or market -

evolunon Lconcept. -

13) What: other analytical tools would you hke 1o use with dlsplay matrices? Iustrate
this with respect to the balancing of portfolro

| 10 ,16 FURTHER READINGS,

Lorentz, C 1981 'Why Boston Theoryrs on Trial' Frnanciaf T!me.r, llNovember.
. 1081, - -

. Abell, D.F. ‘Strateglc Wmdows Journal ofMarke:mg, 42(3), July 78, pp. 21-26
Hofer, Charles W.and Dan Schendel, 1978 'Srraregy Formufa!ran Ana!y:!calConceprs

WestPubhshmg Co. : St. Paul.
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(Chapter 8). .
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Porter, Mrchnel E., 'The Structure within Industries and Comprmy ] Performance.
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Hedley, Barry, ‘Srmregy and the Bmmess Portfolio’, Long Range Planning, February
1977, pp..9-15.
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UNIT 11 OPERATING AND FINAN CIAL
ANALYSIS

Objectives

The objcclives of this unit arc to :

¢ understand the various rechniques for strategic financial analysis

e apply the system of financial ratios to carry out strategic analysis of a company

® identify major parameters of financial health of a business and adopt specific tools of
analysis.

Structure
1.1 Introducuon
[1.2 Techniques of Strategic Financial Analyqls
11.3  Analysis of Materials, Preduction and Sales
[1.4 Parcto Analysis of Inventory Items
11.5 Financiyl Ratios
1.6 Patel and Younger's Approach
1.7 Frontier Curve Analysis
11.3 Return on Sales and Investment
11.9 The Market Dominance/Capital Intensity Matrix
[1.10 Summary
11,11 Key Concepts/Terms
[1.12 Sell-assessment Questions
11.13 Further Readings
Appendix .

11.1 INTRODUCTION

In the previous two units of this block we looked into cost and portfolio-profiles of a
company to determine the required courses of action. In this unit we will consider some
operating and financial tools which help us in further strategic analysis. To give you just
one instance, several researchers in the last few years have highlighted the predicting
value of financial ratios. especially in the context of industrial sickness. We will consider
some of these {inancial ralios and will also introduce some f:nancm]ly -based display

matrices whlch lielp us ir analysing the strategy.

11.2 TECHNIQUES OF STRATEGIC FINANCIAL
ANALYSIS '

The financial techniques have two aspects. The first aspect involves applications like
funds flow analysis, cash flow analysis, operating ratios including Dupont Chart etc.
These techniques are extremely useful for short-term or operating level analysis of a

" business. We have covered all these techniques in detail in our-basic course on
Accounting and Finance {MS-4). :

The second ﬂSpECI’. concerned with cash generation and cash uses of
products/businesses, assels deployment patterns, and long-term behaviour of material
consumption. production and saies. Such applications are useful for [ong-term or
strategic level analysis. The trend analysis based on various ratios, the graphical analysis
of purchases. production and sales trends are amongst the most simple and practical
tools for sirategic financial analysis. '

During the last two decades a whole new family of analytical lechmques based on
display matrices has emerged. These are mostly based on two major financial
parameters of a business drawn in the form of two-dimensional matrices. For instance,

Patel and Younger matrix is based on cash deployment and return on assets. The
Frontier Curve Analysis is based on cash use and growth. A common feature of all these
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techniques is that they deal explicitly with financial parameters e.g., ROS (Return on
Sales) or ROI (Return on Investment).

11.3 ANALYSIS OF MATERIALS, PRODUCTION AND
SALES '

The analysis of purchases, stocks, production and sales is onc of the most practical
approaches for financial analysis, All these areas of activities are interrelated and
involve substantial financial resources of any enterprise.

A single chart of five curves based on cumulaive values of purchases, stocks issued,
work-in-progress, finished products and shipping of finished goods would indicate the
extent of changes or movements occurring on these fronts on daily, weekly or monthly
basis. These curves may be drawn for each month and then updated on daily basis. In
Figure 11.1 dates are shown on the X-axis and cimulative values of these items on
Y-axis. _

The vertical differences between various curves would give us same idea as to what is
happening with regard to the five items and what actions are calied for.

Figure 11.1 : Curves of Curren! Purchases,Stocks, Productlon and Sales
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The vertical dilferences can be measured as A-B, B-C, C-D and D-E. The difference
A-B measures material on hand, B-C the amount of intermediate production in
process, C-D the amount of semi-finished product in process and D-E the amount of
finished product in stock. To illustrate, the following inferences can be drawn from
Figure 11.1.

¢ There is high finished srock inventory at the beginning of the month.

o There is exlreme shortage of material at the end of the month.

¢ The amount of goods-in-process increases sometime in the middle of the monthand

more or less continues so 1oward the end of the month.
All this could be indicative of the need (or better production control and inventory
management, The unusual differences may also indicate the need {or improving
“production techniques and process controls. The differences along the expected lines
on the other hand would indicale efficient operations management.

11.4 PARETO ANALYSIS OF INVENTORY ITEMS

The Parcto analysis or ABC analysis of cost items helps management focusits attention
an monitoring and controlling the critical cost items. These critical cost items, though
rclatively fewer in number, may constitute the larger part of the total cost. The
manggemeni should see to it that the critical cost items are effeclively controlled,
efficicntly handled and managed.

Inthe Pareto analysis all costs nre classified into different groups. depending upon their
contribution 1o the tolat cost. All cost items (or expenses) of a business are shown
graphically in the form of bars under various cost heads in descending order on the

X-axis as shown in Figurc 11.2. Antount is shown on the Y-uxis.

Operziing and Finpnclal Analysic
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Water, Light. & Heat Expenscs 3 3.55.454 o l
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If we add up costs relating to all items. we would get the total or gross business
cxpenditure (cost). The cumulative cost pointsare plotted on the graph by nddmg costs

of successive items to the total cost just preceding. The cumulative cost curve is obtained

by joining these successive cumulative cost points. The paint where this line ends
indicates the total expenditure of the business or the point of total (100%) cost. In
Figure 11.2 the [00% point is reached at Rs. 9,43,74,033.

For rational and more effective control of inventory. we might caleulate 80% of this
amount, cut the point on the cumulative cost curve and draw a line parallel to the
X-axis. Then, draw a vertical line from the point of intersection on the cumulative cost
curve parallel to the Y-axis. Allitems falling to the left of this vertical line may be catled
group ‘A’ items. Similarly, we may draw a vertical linc at 95% point and call all items
falling onits left (upto the earlier *A’ line) as group ‘B’ items, Those of the items faliing
1o the right of the 95% line moy be known as group ‘C' irems,

" In term of cost, it is obvious that group ‘A’ irems constitute the Inrgest group.
accounting for 80% of the total cost. Items in group ‘B’ account for another 15% of the
total cost, so that ‘A’ and ‘B’ together make up 95% of the total cost. For effective cost

control, the management needs to focus relatively more on cost items of groups "A"and |

‘B’ in that order and may nat bother much about group ‘C’ items. The items in group
'C’, though many more in number, represent only 5 per cent of the total business cost.
It would be desirable to pay more attention to the ‘critical few' rather the ‘trivial many',

You would find that ABC or Pareto Analysis is applicable to all types of business
enterprises. The important thing is to identify the critical cost items and work for an

effective systems to'control them. This analysis can help management in cffecting
eonnsiderable cost savings by minimising wastages.

Activity 1

In Appendix 1 10 this unit, we have included some pal:ts ot the 1987 Annual Report ol
Good-Year India Limited. Study the 'expenditure’ part of the Profit and Loss Account

and Schedules 11-15. Carry out the Parcto Analysis of various cost it¢ms based on this

Annuul Report.

11.5 FINANCIAL RATIOS

Financial ratios are explained in detail in Unit 11 of MS-4 (Accounting and Finance tor
Managers). Here we will consider financial'ratios as a tool for top manngement in
assessing the impllcatlons of their various strategies or policies,

Financial ratios as a tool of strategic analysis can be used in two ways. Fiistly, financial
ratios are computed for different years and then used to eyaluate the firms’s
performance over those years, Assessment, based on the trend of these ratios. is made
as to whether there has been an improvement or deterioration. With the help of ratios,
a firm can evaluate its present performance in relation to its past performance. 1t can
also use this technique to evaluate whether it is keeping on pourse as per its pluns. .

Secondly, financial ratios may be used 1o compare the firm with identical firms within
the same industry in the same parmd or against the norms of the same industry. if
available. This type of comparison gives the firm an idea of how it is placed vis-n-vis its
competitors, and can work towards impraving its relatively | unfavourable ratios.
Though this Kind of comparison is usefuf. however it is difficult to proctise it beeause
data pertaining to competitive firms is gencrally not available.

Ratios can be divided into four broud groups numely, profitability rutios. activity ratios.
market valuation ratios und liquidity.ratios. The profltnhlllty of n firmis a reflection of
the sum total of all ils decisions, including stratepies and indicates how well the-firm is
being managed.
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Proflinbllity ration: Prolusbillty of o fiem i the ond result of il its geclilon-products
market choiees, twnctional strategies and policies ad programmes. Therafore, the
profuabii Ty radion indiente the effeetlveness with which o flim Is belng monaged.

[lie oper wing probit and gross prolil expressed as pereentage of lotnl income are
amangst the simplest indicators of the competilive position of o business, The
compelitive position depends upon technology and product manigement. Incfficient
technologies s products with low market share would always resultin low
percentapes for these ratios,

" The return on sales {ROS) and return on assets {(ROA) ure two very significant
profitability ratios. The ROS ratio in case of a multiproduct firm indicates the
cffectiveness of the product mix decisions. A low ROS percentagé may not only signify
a weak product but also suboptimal combination of severul weak products or some
strongand many weak products, especially in the cuse of w multiproduct firm, The ROA
indicates the assct deployment patterns in s multiproduct firm. A low ROA maybeon
nccount of n larger proportion of assets being utitised for weak or declining products.

The return on investment (ROL), though not very different from ROA. is ulso an
important indicator of the profitability of u business.

The return en equity capital ratio is an important consideration in the minds of
investment barkers and sceurity unakysts. This ratio is also assessed Dy equity owners
in & business. During 1985 and 1987, as shown in Table 11.1, the profitability ratios of
Indian Explosives show a declining trend. We shall look into some other ratios also to
explain this decline. .

o

Tuble 111
Indiun Lxplosises Linited—Flpanclul Hlghlights - .
In Rs. Crores
IS o 19846 Yo 1987 . Ya

Incomestatemenl

Year cnded JSeptember .
149.23 98.78 7438.)2 9254 30041 94.7

| Grosssales
2 Sules & eseise dury : H5.02 14.4 Siak .7 5541 131
3 Neisales(l-2} ' 38361 - B3 JeLod 83.7 345400 H1.6
4 Otherincome 71.42 157, 740 16.3 78.00 18.4
§  Valucofproductlon(3 +4) 485.03 1000 459.64 100.0 423,00 100.0
© 4 Inputcasis (atoc) 287.00 63.1 2B5.14 . 620 238.19 56.3
i Row niarerials 2344y 5150 21970 7.8 16-KS Wl
b. Stores.spurescle. 7.4 1.5 7.2 1.5 K.90 2.1
¢. Power& fuel +5.47 11 58,36 12,7 64.44 15.2
7 Valueadded (5-6) 168.03 369 174.46 . 38.0 184.B1 43.7
Dlstribution of volue added . 1000 100.0 *100.0
N Othercosts(a<-b) 110,54 65.8 12119 9.5 13592 7).5
w Salaries & wapes ALy 26,2 45,45 26.3 449,47 26.8
. Overcheids 6049 v 75.24 43.2 fi6.45 46.7
9 Operatlng profit {7-8) 57.45 3.2 53.27 30.5 48.89 26.5
11 Interest . 13.84 B2 15.67 8.9 20.36 11.2
11 Grossprofit 43.6l 6.0 37.60 21.6 28.53 15.3
12 Depreciution 2115 126 © 11.80 68 1938 0.5
13 Drofitbeforelux 22.45 134 25.80 14,8 9.15 4.8
14 Tax 4.60 2.7 6,40 37 4.10 2.2
15 Netprefe 1.86 10.7 19.40 1.1 5.08 2.6
16 Dividends {preference) noy - —_ 003 —_ .- -—
17 Dividends (equity) 9.4 55 - 1% 53 50 | 28
I8  Ploughbuck (15-16-17) 8.64 52 10.18 5.8  (0.05) 0.2)
1Y Coshocernals {12 + 18) 29.19 17.8 21,98 12.6 19.33 10,3
Balonceshect as a1 38 Sepieniber X
|+ Fixenasets (c -+ d) 150.61 626 15)43 60,0 165.06 55.1
1. Grous block 326.11 135.6 34089 133.2 36500 121.%
b, Accumulated depreciation 178.42 742 190.55 .5 208,26 69.5
c. Netblock(n-b} - 147.68 ol.d4 15029 58.7 156.74 52.4
. Capitil worksin progress 20 1.2 34 1.2 83 - 27
2. Investments ' 1.13 .85 1.57 0.6 1.70 0.6
A Currentasscls (ntoc} 181,44 75.4 181.91 71.1  252.82 B4.4
i, Inveatorics - 8117 4.6 y5.3y T3y 14904 0.8
b, Receivables - S8.U8 2.1 +9.94 19.5 63.25 211
v. Other current:issels 40119 16.7 36.58 4.3 40,53 13.5
4 Current liubilitics & provisions 9240 IR.5 NN iy g EItR
5 Neleurrenrasseis {3-4) 88.84 36.9  100.83 w4 13275 d44.3

Totul net nssets (3 + 2+ 5) 240.54 00,6  255.82 [00.0  399.51 100.0
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finneeed by :

6 Networth(atoc) . 147.66 614 156,53 61,2 IS847 519
u. Equity copitul 4047 179 KT 1640 dURT 130
L. Preferential capital .31 0.1 — — - -
c. Reserves{netofmise.) 106.48 443 115,66 5.2 [14.4D 35.22
©7  Borrowlngs . 52,92 38.6 99.29 B.E  IHM 4R, [
4. Longterm 9.2 K6 941k M7 AL 1.7
b, Shoriterm — — 3 1 s [t
Totul Habllitles 240,58 100.00 25582 100.0  299.51 100.0
Ratlo onalysis
Profitobility ratkos @
I Operating profivtotsl income 12.4 12.2 12.2
2 Grossprofitftotal income <07 K.b 2.1
3 Netprolitholnlincome - 4.0 4.4 1.3
4 (Grossreturn oninvesiment . 18.] 14.7. 2.5
5 Netreturnoninvestment 74 : 76 .7
¢ Returnoncapitulemployed 23y 2008 16.3
Acllvity ratios .
7 Assetsturnover (limes) ’ 3.0 2.9 2.4
8 Inventoryturnover(times} 54 4.6 2.7
-8 Receivubles/turnover (no. of duys) 47 42 58
Maurket valuation ratlos- '
10 Returnonequity (%) 106.7 - 92.0 : 6.4
11 Earningpershare (%) 41.6 41.4 12.4
12 Price carning ratio (limes) . 1.9 309 RUR
13 Dividend payout ratio (%) , ’ 19 : 37 . 4
Liquldity ratios ' .
14 Debtequily ratio : t.6:1 0.6:1 0.9:1
15 Current ratio 1.9 2.2 2.1
1.1 1.t iy

16 Quickratio

Source : Business Update, 12-25 March 1988

Activity Ratios : The most commonly used activity ratio is the asset turnover ratio. This
ratio indicates how efficiently the firm is using its assets to generate revenue. The asset
turnover ratio of 3.0 in 1985 in Table 11.1 indicates thar Indian Explosive Limited was
able to generate sales of the order of three times the value of all its assets, or in other
words it could turnover it assets three time. However, figures of 2.9 and 2.4 in .
subsequent years—1986 and 1987—indicate a less efficient use of its resources.
Somewhere, there must have been some inefficiencies, or underutilisation of assets, or
the company witnessed an early phase of expansion. '

Another activity ratio is the inventory turnover ratio. This is computed by dividing sales
by average inventory. In this ratio the type of product under consideration is an-
important factor. Low value items usually wrnover ata much higher rate than high
value items. But it is also a reflection of the inventory management policy of the firm.
A low risk policy of carrying a large inventory entails not only a higher inventory
carrying cost but [eads to a lower inventory turnover ratio. In Table I11.] we see that
IEL had an inventory turnover ratio of 5.4 in 1985 which dropped to 4.6 and 2.7inthe

- subsequent years,

‘The third activity ratio is the receivables turnover ratio. This is a measurc of the number
of days taken to collect outstanding payments against snles. A high ratio indicates that

too much capital is being tied up in the market and also thut chunces of bad debts ure |

increasing. A too low ratio may imply a restrictive credit policy resulting in lower snles,
This ratio would vary greatly from industry to industry, and in some instunces fromane
firm to another within the same indus{ry. '

Market Valuation Ratios : These ratios are used in case of compitnies which have ritised
money from the market. These ratios indicate firm's performance as reflected in
valuation of its shares. The commonly used market valuation ratios arc the retira on-
equity, earning per share, price earning ratio (rimes) and dividend pay-out rativ.
Liquidity Ratios : Liquidi'lf{ ratios indicate a firm’s ability to meet its short-term
obligations, The mast commonly used ratio is the current ratio. A popularly prescribed
norm is 2 to 3:1. A large current ratio may be indicative of inelficient usd of o firm’s
working capital and js not a good indication.

The quick rutio s similar to the current ratio except that the currentassetsare compuled
a8 current nysets ininus inventories, Thus, this is a better ussessment of a firm's liyuidity
and is useful in cuse of firms with u high degree of obsolete or slow nioving ilemas,

[

1= e - —

1— = e




The debl=egulty ratio is applicuble w firms which use debt os n means of flnancing. The
debr-equity ratlo, which indienten the rtle of debt 1o equlty, Is culeulnted by dividing
long term debt by equlty, In many cases the debt-equity rutlo Is proscrlbed by the
government and {irms have not much chotce in this respect.

Inanaly g companics that manufucture of market more thun a single product, the
analyst should be careful to separate the financial ratio analysis by product when
possible. Forexample, one product may supply 60 per cent of sales while the remaining
three products may supply only 40 per cent of total sales. 1t maty. however, be not always
possible to do so because information is usually of consotidated nature given in financial
statcments. But some information’on break up can be found in the schedules attached
10 Balance Sheet, and Profit and Loss Account. While changes in financial ratios can
reveal serious problems, it should also be noted that seemingly significant
improvements in ratios can be expluined away as essentially irrelevant. Generally,

" therefore, financial ratios should not be used alone for decision-making purposes, but
to identify arcas which deserve further exploration. [t is possible for management 1o
maintain financial ratios within the expected ranges without violating accepted
accounting praclices while conditions of the firm steadily worsen.

Activity 2 .
The financiul highlights of Burroughs-Welcome, u phirmaccutical company, are
prescnted in Table 11.2. As you can sec the company incurred losses during 1986 but
nartially recovered them during 1987, Analyse the performance of the company in
stratepic terms based on {inancial ratios. If possible, you may also getin touch with the
company personnel 10 get some information on the company’s diversification
programme. Cun you relate the financial performance of the compuny with
diversification related decisions and activities?
Taoble 11.2 .
Finanelal Highllghis of Burcoughs Welcome -
' ’ - {in Rs. Crores)

e a1 e

yearended 31 August 1285 1986 1987
Income stalement .
Grosssales H.H 111.9 47.08 107.4 5213 104.1
Salestux und excise duty 4.9% 12.6 .76 8.6 2.68 53
Netsales(1-2) 3935 983 4332 9B.8 50.05 2R.8
Otherincome 0.27 0.7 .53 1.2 0.61 1.2
Valucof production {3 + 1) 62 1000 43,85 - 50.66 - 100.0
f  Inputcosts (atoc) 17.62 44.5 22.85 52.1 24.50 48.4
i, Ruw materiuls 16.95 = 428 | 21.83 4%.8 23.57 46,5
b.” Slores. sparescte. iy 0.4 0.29 0.7 0.19 0.4
¢. Power& (uel C QL0 1.3 73 . 1.6 (L74 I.5
7 Valucadded (5-0) 22.00 58,5 2100 47.9 26.16 5l.6
Distribulion of value ndded 1010 1H.0 100.0
8 Othercosts(a+b) -~ - 17.29 “78.6 19.97 95.1 ©  22.16 ‘847
i, Sularies & wages ’ .21 46.4 7.08 33.7 7.24 7.7
b, Overheuds 7.08 2.2 12,84 61,4 14.92 5110
Y Operatingprofit (7-8) 4.7 214 1.03 1.9 4.00 153
I Interest 70 R WY 70 . 199 1.4
Il Grossprofit{loss) 4,01 18,2 (0,44} 2,1} 2,01 7.7
12 Depreciation 06l 28 nis 07 0.70. 27
14 Prefithelore laxf{loss) ) 3.40 15.4 0.59) (128 . L31 5.0
M Tax 1.75 8.0 — — ™13 0.5
.15 Net profit/iloss) ! . 1.5 1.4 {0.5) (2.4 I.18 4.5
' Bividends {(cquity) .75 3.4 —_ — .45 [.7
17 Ploughback (13-16-1 ) (.90 4.0 (0.59) (2.8) .73 28
I8 Cusliaceruals{12-18) 1.51 6.8 (0.44) {2.1) 1.43 5.5
Lhalance sheet ' : .
| Fixed assels (o + ) 6.71 g4 8.%2 375 9.7 41.1
i Cirons Iack vt 9.9 1,79 45.4 11.43 51.9
b Accumuinted deprecialion ¥R 15.6 2498 12.5 a4 Lh.l
¢, Nethlock (u—h) .33 . 33K 781 J2.v K.19 asy
d. Cupital wark-in-progress ' 0.4 2.4 111 4.6 .18 5.2
2 Invesimenis 02 0.1 0.6l 2.8 .02 0.1
3 Currentossels(atoc} 18.68 101.4 22,60 95.0 21.69 | 952
it. Invenlarics . LI (| I L} 12.15 51.1 11.33 49,7
. Receivables . 458 .5 ifill ®2T AT? 9.7
v, Othercurrenlusscts 50 0.3 375 15.7 3.59 15.8

4 Current linbilities & provisions &.94 7.9 B.34 35.1 4.29 36.4
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8 Noteurront ordots (3-4) - 1,70 63.8 1436 590 1340 8.8

Total not nssats(] +2 + 9) 1843 1000 23.79. 1000, 2279 1000
" Fingneed by 1 ' : - .
6 Networth{alob) - 14,09 9.7 13,38 841 14.18 62.2
a. Equity cupital 3.00 16,3 300 - 126 3000 . 132
b. Reserves(Metolmise.} 11.69 63.4 10.35 43.5 11.18 49,0
7  Dorrowings : 3.74 20.3 10.44 43.9 8.61 3.8
n. Long-term : 3.53 19.2 10.23 43.0 B.46 Tl
b. Short-t¢rm 0.21 1.1 0.21 0.9 015 . o1
Tetalllabilltics 18,43 100.0 79 100.0 2.7 100.0
Ratloanalysls 1985 1986 1987
ProfMtabilily ratios : a . ’
1  Cperating profit/iolal income - 1.9 23 7.9
2 Grassprofittotalincome . . 10.1 {1.0) ' 4.0
3 Netprofitiotalincome - 4.2 : .1y 23
4 Gross retum oninvestment 218 ... (1.8) 8.8
5  Netreturnoninvesiment 9.0 (2-5) T 5.2
& Returnoncapital employed 25.6 43 176 ~
Actlvity ratlos
7 Assetswrnover (times) a6 4.0 4.1
8  Invenioryturnover (Limes) 53 3.9 4.7
9 Receivables/turnover (no. ol days) < 4f 52 47
Market voluation ratlos o
10 Returnonequity (%) <1337 (14.7) 61.0
11 Earningpershare (%) *55.0 (19.7} 39.3
12 Price carning ratio (times) 37.0 — 34.0
13 Dividend payoulratio (%) 45.5 — 38.1
Liquidity ratios ' '
14 Debl-cquily ratio ’ ' 0.3:1 1.0:1 T 0.8
15 Currentratio 27 27 1.4
1.5 1.3 1.2

16 Quickruatio

Source : Business Update, 222 April 1983

11.6 PATEL AND YOUNGER’S APPROA'_CH

The product portfolio matrix described in previous unit relies mostly on market data.
The {inancial implications of product mix, as you will see, are not very explicit and as
such they cannot be directly measured.

-To overcome this problem and to provide a practical approach to strategic planners,

Patel and Younger have suggested a frame of reference for strategic development. This
framework, applicable at business unit level as well as corporate level, gives explicit
guidelines for assessing the strategic position of a company. I* helps in formulating
appropriate siratcgics and implementing them at the operational level. The framework
is presented in Figure 11.3. ‘ : '
Fipure [1.3; Sirategic Guidelines as a Function of Industry, Maturity and Competitlve Position
Cunpelillve Posltion

Compelitive

Pasilion
' Cumlnant Stromg -Favourable Tenable Weok
Industry
Maturity
Embryonic "t Alout push Allempt Lo Seleellyeorall Selectively Uporout
lor share lmprove oulof share pushfor -
Hold posltlons pastilon Selecilvely altempt [ position -

FPush for share to[mprove posltlon

Euing Hold posilien Attemipl Lo Auempltolﬁ‘tprnve Find ncheand Turnareund or
1lold share improve position prolectit abandon -
pesition Sclective push for
Pysh for share sharg
Malure Hold position Holgd position - Custodfal or maln- | Find niche and Tumnareund or
Hold share Grow with tenance hang onor Phased Wlth-
industry Phased \lthdrawal| drawal
Apeing 1lold positlens Ifold posirions Phased Withdrawa®! Phased Withdrawal| Abandon
or Harvest or Abandon

Source = Patel P, and M.‘r’oung-er; A Frame of Reference for Strategy Development, Long Range Planning,
April 1978, p. 8. ’ )




The strategic guidelines at the stratsgic business unit level are obtained in terms of. Opersting snd Finenclal Anslyls

possible combinations of ‘Industry Maturity’ and ‘Competitive Position of Business’

An amended version of their strategic guidelines is given in Figure 11.3. In many ways
this is 1 more general version of Product Portfolio Matrix and resembles the Direction

Policy M: -rix. Butin this framework, the key measure of the current performance and
a good guide to its [uture potential is its “internal deployment™ of funds, Thisis defined
as the percentage of funds generated which are reinvested. The internal deployment of
funds of a business unit is ploticd against retuin on net asscts (o assess the strategic
.position of the unit.
Figure 11.4 shows the expected zones of a sample unit, within which various types of
strategic business units should appear. Such a unit would normally lie in the 'mature’
_arca marked in the Figure. However if the carlier analysis showed that the unit was
actuallyin a growth industry, the enterprise may nced to rethink its investment policy.

Figure 11.4 ; Patel and Younger's Profitablllty and Cash Position Matrix

POSITION OF THE
. SAMPLE UNIT

GROWTH |

MATURE

E R
=
o
-
24
o2
=
1l

g -
0f - | 200 10p -100

INTERNAL DEPLOYMENT %

Flgure 11.5 : Duslness Unlts and thelr Assets Broken Down by Indusiry Maturlty snd Competllive Posltlon

. Indusiry
Mzturity, . i
’ Embryonle Growlh Mature Ageinp Tolal
Competitive NO.of | Corporale| No.of Corporare No. of Corporate | No.ol Corporate
Pasttion. Unils Assets % | Unils Assels % | Units Assets % | Unils Assels o
Dominant 1 s 2 1 125 LI
Strong | 3 4 60 — - 5 63
Favoorable ] 2 ’ 1 2 2 4
Tenable | I 1
Weak L
3 10 & 63 2 7 11 100
35

Source : Pateland Younger.
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" Figure 11.6 : Patel'and Younger's Profitability and Cash Pasition Matrix of 2 Corperation hy Business Unit

®  e

L]
| -
30 200 ' 10? INTERNAL
' DEPLOYMENT %
€D EmrYONIC | d-1n
) GROWTH L
. . 4--20

|
(M) MATURE !
@ AGEING l

|

Figures 11.5 and 11.6 describe the use of this approach at corporate level. This
application is based on the analysis of individual units within the corporate structyre,
Figure 11.5 shows that the company has only 10 per cent of its assets in growth
businesses.and a hefty 27 per cent in ageing businesses. Figure 11.6 shows the internal
deployment and return on assets picture of these businesses. From the placement of
various businesses it is obvious that the corporation is ‘milking' its largest growth
businesses and putting money into some of its mature businesses. Thus Patel and -
Younger approach considers cash and return dimensions of a business unit explicitly
and offers a rather simple framework for selecting strategic options.

Activity 3

Study Figure 11.6 carefully and make your own conclusions about the position ol

various business units, What is your opinion about the business mix of the company
shown in this figure.
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11.7  Frontier Curve Analysis

This (eehnique developed by Boston Consulting Group uses a two-dimensional grid as

shownin figure 11.7. Annual growth rate in profitis plotted on Y-axis and cash use as a
percentage of earnings after taxes reinvested in business on X-axis, Thus when &

company’s various profit centres are plotted on this matrix in terms of their growth and

reinvestment parameters, they may appear either as cash generators or users. A period

of say 310 5 years for caleulating these parameters should provide fairly stable data.

Flgure 11.7; Frontler curves : Growth versits ¢ash use (Moose & Znkon 1972)

® Cushgencrutors {0 Cash users

O

. h' oO
! O

Aunnual growth rate (%)

O
'“,-\O

ofr— .-.. @0-0—--—M-—-—o ——
[
L
[l
-IDJ- A 1 H ’ L 1
1] i 162 F-i1)

&) 120
Cashuse (%)

On this matrix, itis possible to show the ideal zones tor various types of businesses, such
as, cash cows, dogs, stars and question marks as shown in Figure 11.8. Thus.'s;ars
should be ideelly found in terms of '

Figure 11,8 : Idealized positions on the frantier curve

()~
r)

Cash use {%)

Aanual growth rate (-%)
= B
{ »* [
. .

=19

v

100% cash use and between 3% to 8% growth rate. The profit centres which do not .
conform to the guidelines as shown in idcal zones are probably either misclassified or
mismanaged. In addition to the position of each business on the grid, the net cash status
of the enterprise can be visually assessed by showing the position of various businesses
with circles proportional to the amount of cash used or generated.. -

In order to compare the performance of individual businesses in relation to corporate
growth goal, frontier lines representing the growth percentage can also be deplcted on
this matrix, These frontier lines are calculated In terms of the sustainable growth rate
of any business at a given debt to equity ratio and percentage of retained earnings.
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Flgure 11.9 : Frontler curves for different corparate grawth targets (Moose & Zakon: 1972)

Annual growth rate (%)

] 0 IS e 20
Cash use (%)

This growth rate is calculated as follows :

Suppose
g = the maximum sustainable rate of growth
the company's debt
= the company’s equity
the rate of return on assets
the rate of interest 7n debt
p = the percentage of carnings retained by the company
P= net profit of the company.

P

-
o

Now
Net profit, P = Profit before financial charge - financial charges
r (Total Assets) —i (Total Debts)
r{D+ E)-i (D)
D (r-1i) + 1(E)

Dividing both sides by E

|

P D, .

— O — — +

E E(r iy+r |

Now the rate of growth G = -E-
G ——-(r-l) +r

this assumes that all carnings are retained, if, suppose, the company pays dmdend the
percentage of earnings retained is only ‘p’ then maximum sustainable growth rate is
obtained by mulliplying both sides of (i) by p that is

(r-l)p + 1p e (2)

for given values of D,E,r ancl ifora company, and if they are constant, then 2 can be
written as
g = Kp when K is a constant,

When pis1or 100% cash reteation then g is equal to the sustainable maximum growth
rate for the company. In this case it equals the desired growth rate. Forvarious targeted
rates a series of straight lines as shown in Figure 11.9 can be drawn. Suppose the
company has acorporate growth goal of say 5%, and assuming that the company invests
allits cash, a frontier line of 5% is drawn on the matrix. Businesses lying below thls line
are less attractive as compared to the ones above.

‘Businesses above this line are more attractive because of their ability to experience

higher growth with same use of cash.
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Frontier curves as shown in Figure 11.10 are obtained when the assemption of D/E
being constant is relaxed. In fact it restores the feality of business situation because
different busingsses in a company will be leveraged differently Lo suit their size and
" growth characteristics. In such a situation, equation (2) can be used to generate frontier
curves for different debt-equity ratios. The businesses above the curve represent higher
growth opportunities as compared to the ones below it. The application of Frontier
"Curves technique requires accurate measurements based on internal records of the
company. The BCG claims that frontier curve analysis can also be applied in
differentiating between favourable and unfavourable investment opportunities under
comparable conditions.

Figure [1.10°: Frontier curves where the neceptable deblequlty ratio Is negativety influenced by high growth
rale

Annoal growth ramw (8)

=] 1
Cath uta (%)

11.8 RETURN ON SALES AND INVESTMENT

Sceveral researchers have stated the use of return on sales (ROS) and return on
investment (ROI) as the two most important bases for determining the strategic
options. Based on these parameters, many consultants and strategists who have access
to company data use a two-dimensional matrix as shown in Figure 11.11. As per the
industry norms businesses can be identified in any of the nine cells generated in terms

Fipure 11.11: Return on Sales and Investment.

E Proniy Atractva
s /
g 5 Miracava Acceptable Harver
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High Mcdium Low
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0

of low, medium and high combinations of ROI and ROS. Around one of the diagonal
there is an acceptable zone. Businesses below it need to be harvested and/or divested.
The ones above the acceptable area are highly attractive and must be pursued.
vigorously. Usually this matrix is used alongwith various other matrices such as product
portfolio matrix or growth share matrix. ' -

Activity 4

A number of matrices based on logical combinations of two financial ratios can be
thought through. Try to gencrate one or two such matrices yoursell and also indicate
their use. In this process you may create something new!

11.9 THEMARKET DOMINANCE/CAPITAL INTENSITY
MATRIX
Figure 11.12 presents the market dominance and the relative capital intensity matrix of

abusiness. These two parameters are crucial from the point of view of business survival,
because high market share (dominance) results in higher cashand profits whereas high

Figure 11.12 : Market DomInnnce and Capltal [ntenaity Matrix

10%
Cash Asset
fountains ‘ strippers
Market Ix . )
dominance _
Question Disaster
mark -
0,1x
0% 50% . 100%
Capital intensity

capital intensity in relation to sales has a negative impact on profits and cash flows. In

this matrix the capital intensity is measured in relation to sales and is plotted on X-axis, -

A 100% capital intensity ratio-means that every-unit value in sales requires an

equivalent unit of investment. The four strategic categories of businesses are identified

as : ' - , -

o Cash fountalns represent high market share and low capital intensity, leading to
high ROI and cash generation. DR

o Question marks represent low market share and low capital intensity. They necd
careful examination because low growth businesses may be useful cash generators,
whereas high growth businesses will still enjoy high return on investment with
negative cash flows. :

Rl e T T TRl RS




® Assel Strippers represent high market share and high capital intensity; ROI will be
moderate and cash may be negative. Such businesses need to be moved to cash
fountains by improving product quality, capacity utilisation and management of

working upilal.
e Disaster Business low relative market share and high capital intensity; these
businesses need to be harvested andfor divested. Sometimes reduction in asset base,

and improvemeni in market share also helps.
Figure 11.13 shows the preferred movements of businesses for optimal ROIand ROA.

Flgure 11,13 : Stralegic moves and market dom/nancescapltal Intensliy matrix

lox
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11.10 SUMMARY

The various techniques of strategic financial analysis described in this unit help in two
ways. First, they can help in diagnosing a company’s various businesses and thus can.
lead 1o development of ideal or balanced portfolio of businesses, depending upon their
comparative cash and growth characteristics. Secondly, these tools of analysis will
cnable the company 1o judge whether its strategic moves are appropriate in the light of
the strategic options decided upon and the existing financil policy. The -
product-market analysis and strategic financial analysis.are complementary o each
other and together they present a detailed strategic analysis of company.

11.11 KEY CONCEPTS/TERMS

Cash Deployment
Capital intensity
Maximum sustainable growth rate

11.12 SELF-ASSESSMENT QUESTIONS

1) - Explain the utility of plouting dataon a singlé graph with respect to purchases of
raw material, issues to production, inventory of work-in-progress, quantity of

finished goods produced, and shipments to customers. In what way such a
technique can-help in better planning and control of movement of goods.

2) WhatisPareto Analysis of inventory items? Explain the technique of preparing the
graph for Pareto analysis? What are its uses?

3) Whatratios do you consider useful for strategic analysis? Give examples. Whag'are
thewr limitations?

Qperating and Financlsl Anglysks
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' Jauci}, L.R. and W.F. Glueck, 1988, Business Policy and Strategic Management,

i

4) Compare Patel and Younger's Profitability and Cash Position Matrix with any one
of the matrix discussed in Unit 10 which you think is close to it. Discuss in what
way Patel and Younger's approach is different from the other? Also critically
examine Patel and Younger's matrix.

5) What is Fronticr Curve Analysis and how it helps in assessing different portfolios
and new business opportunities? : '

6) What is market dominance/capital intensity matrix and how is it different from
BCG Matrix?

7) The Annual Report of Goodyear India Limited for the year 1987 is given in '
Appendix . In Activity 1, you have already analysed the costs. Now comment on -

the strategic profile of the company with the help of financial ratios. For
product:market data you may get in touch with either the company personnel.or

the tyre dealers. You may like to talk to them for your analysis. -

[1.13 FURTHER READINGS

McGraw Hill International Editions: New York.

Robinson, Grant, 1986, Strategic Management Techniques, Butterworths: London.
Nagashima, Soichiro, 1987, 100 Management Charts, Asian Productivity Organisation:
Tokyo. '
Patel P. and M. Younger, A Framework of Reference for Strategy Development, Long o

Range Planning, April 1978. ; ;
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APPENDIX
Extract from Agggasl Report of Goodyear India Ltd.

GOODYJ. (ZINDIALTD,

DIRECTORS' REPORT

Your Direclers are pleased to presenu their report and audited accounts for the year ended
December 31, 1987,

PROFIT AND DIVIDEND .
1987 1985
‘ Rs.(000) Rs.(000)
PROFITBEFORETAX & DEPRECIATION 179400 * 160203

Less: Depreciation

(excluding on account of revaluation) /38683 24775

. - . " 140717 135428
Less: Taxation . 54069 49990
. Balance Profit . o 86548 85433

Your Directors recommend dividend for the year @ Rs. 3.00 per equity share against last year
dividend of Rs. 2.50 per equity share to be paid out of current year's earnings.

PRODUCTION AND SALES

Production at Ballabgarh factory was 6,82,933 automotive tyres during the year as against,
7,60,037 tyres ine 1986, Production was adversely affected due to restricted power supply and fre-
quent power culs on account of unprecedented drought situation experienced during the year.
Diesel generator sets which were instziled to supplement power shortages had to be extensively
uscd. High absenteeism and go-slow also contributed to [ower production during the year.

The turnover for the year was Rs. 173 crores against Rs. 180 crores last year, reflecting lower out-
putat the Ballabgarh plant. As a result, the Company was not able to meet the demand for its pro-
ducts which continue to enjoy-the highesl quality reputation,

Inflationary price trends of basic raw materials [ike natural rubber, nylon, carben black etc. had
increased our prociction cost and the Company could not fully recover the additional cast
impact. However, tight control over operating expenses and better working capital management
enabled the Company to achieve improved results.

FINAN CE AND ACCOUNTS
During the year loan repayments amounting (o Rs. 40 lacs were made. At the end of 1987 the

Company's total reserves stood at Rs. 4539 lacs consisting of Revaluation Reserve of Rs. 2072 lacs
and other reserves of Rs. 2467 lacs as detziled in Schedule 2 to the Accounts.

During the year under review the Company had accepted deposits amounting to Rs. 344,54 lacs
from the public/shareholders under the Companies (Acceptance of Deposits) Rules, 1975. Asat
the year-cnd the total amount of deposits held by the Company stood at Rs. 462.47 lacs. An
amount of Rs. 5.8 lacs of maturcd deposits remain unclaimed at the end of the year.

FUTURE OUTLOOK
The Company conlinuc: to be affected by the pdwcr shortages brought about by the severe

drought. Its own diesci generating capacity is, however, being improved to deal with thissituation.

so that it can meet the continued strong demand of the market.

. The modernisation programme inaugurated in 1986 continues 10 be implemented though it has
been stretched out due to the power shortage. Completion is now expected by late 1989/¢arly

1990. Loans requested from all financial institutions have been deferred.

During 1988 the Company will introduce new product sizes into the market place to complemant

the passenger radial and high mileage truck tyres which have already made their mark.

Your Company continues 1o receive invaluable technical assistance, training facilities and pro-
duet innovation from The Geodyear Tyre & Rubber Company, USA, the largest tyre company
in the world and the tyre company whose investment in Research and Development is unsurpas-
sed in the industry. :

DIRECTORS ]

Mr D A MacDonald was unanimously appointed by the Board effective Scptember 15, 1987 as
Additiona! Director to head the Production Division of the Company subject 1o the approval of
the Central Government and the sharehalders of the Company. Mr. J R Glass, Director, resigned
from the Board effective Scptember 15, 1987 and at the Board Meeting held on September 15,

1987 Mr H J Wilson was unanimously appointed Director to fill the vacancy so caused. The Diree-

tors express their thanks and appreciation to Mr Glass for the vaiuable guidance rendered.

Operating and Financlal Ang)yils
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Mr J R Sardas is retiring by rotation at this Annual Gencral Mecting, and being eligible, offers
himself for re-appointment. Messrs D A MacDonald and H J Wilson hold office in terms of
Section 2607262 of the Companies Act, 1956 upta this Annual General Meeting, and being eligi-

ble, offer themselves for reappointment.

AUDITORS B
Messts A F Ferguson & Co., Chartered Accountants, relire at this Annual General Meeting,
and being eligible, offer themselves for reappointment.

PERSONNEL .
Employce relations, for the most part, were cordial during the year. Training and development

programme to achieve high levels of efficiency and productivily continue to receive full manage-
ment attention.

Statement of particulars of employees of the Company in terms of Section.217(2A) of the Com-
panies Act, 1956 is annexed. | S '
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Your Board wishes to place on record its appreciation.foy the continued technical and manage-
ment support provided to your Company by The GoodycirTyre& Rubber Company, USA.,
Your Directors also thank the Company's esteemed sharcho!ders, customers, employees, finan-
cial institution & banks, the State and the Central Govemmentsfor their continued support.

By Order of the Board
Gian Prakash, IAS (Retd.) V Nurayanan
K Sankaranarayanan . - Ghaiman
P L Sharma Directors
P 5Sarma Hardev Singh
D A MacDonald Managing Director

New Delhi
March'lp, 198R




GOODYEAR INDIA LIMITED

BALANCE SHEET AS AT 31ST DECEMBER, 1987

I

I1.

NEWDELHI

SOURCES OF FUNDS
SHAREHOLDERS FUNDS
Capitel

Reserves and Surplus

LOAN FUNDS

Secured Loans

Deferred Credits

Unsecured Loans

APPLICATIONOF FUNDS

FIXED ASSETS
GrossBlock
Less Depreciation

Net Block
Capital Work in Progress including advances

CURRENT ASSETS, LOANS AND AD\IIANCES

Inventorics

Sundry Debtors

Cash and Bank Balances
Loans and Advances

LESS: .
CURRENT LIABILITIES AND PROVISIONS
Liabilities

Provisions

NET CURRENT ASSETS

TOTAL

NOTES TO THE ACCOUNTS

As per our report atiached
Fot A.F. FERGUSON £CO. V.NARAYANAN
Chartered Acrousianis Chnirman

R.SUBRAMANIAM HARDEV SINGH
Partaer - Munaging Direeier:

March 10,1988

1987 1986

Schedule -
No. Rs.'000 Rs, '000
{1 7,48,28 7,48,28
@ 45,38,59 41,5511
3 19,24 2,16,70
: 59,32 80,11
4,82,49 509,26
58,47,92 57,09,46
4)
73,9291 70,38,23
32,99.63 26,89,98
40,9328 43,48,25
2,85,29. 167,62
43,78,57 45,15,87
(5 26,09,80 22,52,82
(6 20,00,85 29,70,38
0 292,25 60,12
(8) 7,31,53 6,59.49
56,34,44 59,42,81
(9
38,50,80 44,77,16 .
3,14,29 2,72,06
14,6035 . 11,9359
584792 57,09,46
{16)
‘GIANPRAKASH
P.L.SHARMA
D.A-MACDONALD Direciors
P.5.SARMA 5.K, JAIN

K. SANKARANARAYANAN . Secetary

Operuilng and Floancial Analysls
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GOODRYEAR INDIA LIMITED

PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31ST DECEMBER, 1987

1987 1986
Schedule
No. Rs.'000 Rs. "000
1. SALES AND OTHER INCOME (16 173,13,44 . 179,05,00
II. EXPENDITURE ' :
Raw Materials Consumed (11 76,172,715 774791
Work in Process and Finished Goods {12) 5,36,00 775,92
Excise Duty . 43,62.27 46,68,46
Manufacturing, Selling and Administrative Expenscs (13} 27.53,87 27.93,86
Depreciation 6,38,22 4,89.90
Interest (14) . 2,49,55 - 316,82
Provison for Taxation {15) . 540,69 4,99,%0
166,98,35 172,92.77
III. PROFITAFTER TAX 6,15.0% 6,12,23
Tnvestment Allowance Reserve - - 1,90,00
*  Export Reserve 7.00 11,00
Gl03 ,09 4.1 1 ,23
Invesiment Allowance Reserve Written Back 6,50 —
_ 6,14,59 © 411,23
V. APPROPRIATIONS -
Proposed Dividend (Subject todeduction of tax at source) 2,2449 . 1.87.07
General Reserve . 350,10 2,24,16
- 6,14,59 411,23
NOTES TO THE ACCOUNTS (16)
As per our report nttached
For A.F.FERGUSON & CQ. V. NARAYANAN GLANPRAKASH
Charered Acrountants Cheirmen P.L.SHARMA
. ‘ D.A.MACDONALD Direciors
R. SUBRAMANIAM HARDEV SINGH PS.SARMA S.K JANN
Partner Managing Directer K. SANKARANARAYANAN Secretary
NEW DELHI .
March 10,1588
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GOODYEAR INDIA LIMITED

SCHEDULES TO THE ACCOUNTS

1987 1536

Rs, '000 Rs. "000
{1) CAPITAL
Authorised
1,00.00,000 Equity Shares of Rs. 10 ezch 10,00,00 10,00,00
Issued andSub-su-ib-cd
74,82,846 Equity Shares of Rs. 10 cach 7.48,28 7,48,28

Notes ;

1. 44,84,200 sharss are held by the Goodyear Tyre & Rubber Company, Akron, Chio, U.8.A. andiis

nominees, of which 12,03,926 shores

being received in cash.

2. 46,76,533 shares are nllotted as fully paid up by way of Bonus Shares b
Rs. 3,93,65 and Share Premium Account Rs. 74,00,

(2) RESERVES AND SURPLUS

Share Premium
Revaluation .
Bad and Doubtful Debts
Investment Allowance

Export
General

Rs. ‘000
: Asat Additions Deductions Asat
31.12.86 311267
Rs. Rs. Rs. Re.
6 T - 6
23,20,32 g 2,51,73(d)  20,71,59
5,86 T - 78 (a) 5,08
4,59,81(c) — 6,50 45331
11,00 7,00 (b) 11,00 (e} 7,00
13,4906 65249 — 20,01,55
41,55,11 6,59,49 2,76,01 45,38,59

(2) Transferred (from)fto Sundry Debtors Rs. 87 Lozns and Advances Rs. (9).
{b) Translerred from Profit and Loss Account. - .
"(c) Investment Allowance Reserve has been utilised for purchase of Plant and Machinery in accordance with
" Sec. 32A(5) of the Income Tax Act, 1961,
(d} Transferred Rs. 2,51,39 to General Resarve (Refer Note g of Schedule 16).
{¢) Transferred to General Reserve on utilisation for tl.u: purpose of business,

(3) LOANFUNDS

1987 1986

. Secured Loans
. Rs, "000 Rs. 000
Banks 19,24 1,97.20
Financia] Institations — . 19,50
19,24 216,70
Deferred Credits 5932 80,11
Unsecured Loans '
- Public Deposits 4,62,47 4,84,47
Interest accrued ond duc ’ 20,02 U
482,49 -~ 509,26
Noles ; 561,05 - 8,06,07
1. Secured
(2} Banks

Secured by hypothecation of stocks and book debts. Stocks and Book Debts are subject to a maximum
charge of Rs. 33.90 crores (Rs. 31 crores) for al| bank credit facilities/guarantees.

{b) Financiat Institutions

Ra. Nil (Rs. 7,50) Secured by hypothecation of all movable assets {excluding Book Debts), subject to

bankers' prior charge on st

ocks and specified items of machinery purchesed under deferred credits.

"Rs. Nil (Rs. 12,00} guaranteed by banks. Bank guarantees are secured against hypothecation of

specific machines,

Due within one year Rs. Nil (Rs, 19,50). .
2. Delerred Credits are guaranteed by banks, Bank Guarantess to the extent of Rs. 57,70 (Rs. 77.67) are

are allotted as fully paid pursuant to & contract without payment

¥ capitalisation of General Reserve

Operating and Fisancis| Anslysls
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GOODYEAR INDIA LTMITED

SCHEDULES TO THE ACCOUNTS

secured by hypothecation of specificmachines purchased under deferred credits, Due within one year Rs.
18,72 (Rs. 20,78). :

3. Unsccured
Public Deposits—Due within one year Rs. 2,57 (Rs. 3,62,60)-

(4) FIXED ASSETS Rs, '000
Gross Book Volue Deprecintion  Net Book Value
Asat  Addi-  Deduc- Asat Upto Asat Asat
31.12.86  tions tions 31.12.87 31.12.87 31.12.87 3L.12.87
. Rs. Rs. Rs. Rs. R, Rs. Rs,
Freehold Land 1,62,24 - — 16224 - — 1,624 162,24
Railway Siding. ' 28,16 — — 28,16 769 2047, 251
Buildings 997,97 35,19 82 10,32, 228,35 8,00,99 81265
Plant and Machinery 569527 373506 24,14 60,06,19 26,48,14 30,58,05 33,06,10
Fumiture and Fitlings 92,68 421 393 92,9 78,712 14,24 17,32
Motor Cars and Trucks 61,91 19,02 991 7102 26,73 34,290 2743
Total , 703823 39348 38,80 73,9291 32,99,63 40.93,28
- Previous Year 59,20,97 11,2558 8,32 70,38, 26,89,%8 43,48,25
Capital Work in Progress
" including Advances 2,85,29 167,62
43,78,57 45,15,87
Notes :

1. During 1984 Land, Railway Siding, Buildings and Factory Plant and Machinery were revalued and Rs. -

28,1568 added to Gxed assets on revaluation was cradited 10 Revaluation Reserve.
2. Estimated amount of dontracls remaining 10 be executed on Capital Accountand not provided Rs. 2,94,11

{Previous Ycar Rs, 4,61,00).

1987 T 1986

Rs.'000 Rs. "000

(5) INVENTORIES
Valuedatlowe /r_of castorestimated market value

RawMalerials 11,3578  8,BL,67
Work in Process . 2,79,56 1,92.25
Finished Goods . 4,21,04 4,68,05
Stores and Spare Parts 77342 7,10,85 °
26,09,80 22,5282
1987 1986
Rs, "000 Ry, '000
(6) SUNDRYDEBTORS
Debiz over six months
Unsecured—good : :
Cansidered Doubtful Rs. 19,19 (Rs. 18,32) and .86,64 1,67,84
fully provided for.
OtherDebls
Secured 1,52,78 54,86
Unsecured—good 17,61,44 27.47,68
' 20,00,86 29,7038
(7) CASHANDBANK BALANCES
Cashand Cheques on hand - 1,25, - 1,09
Vith Scheduled Banks
O Current Accounl 53,53 58,53
On Deposit Accounts 2,37.45 50
292,25 60,12
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GOODYEAR INDIA LIMITED

SCHEDULES TO THE ACCOUNTS

(8) LOANS AND ADVANCES

Unsccured—Considered good unless otherwise slaled
Advances recoverable in cashorin kind or for value tobe received
Considered Doubtlul Rs. 3,39 {Rs. 3,48) and (ully provided for.

[ncome Tax Refundable
Balance with Customers and Excisc
Deferred Taxalion {Net)

Companies Depoesits {Surcharge on Income-tax) Scheme

{Including Interest accrued thereon)

(9) CURRENTLIABILITIES AND PROVISIONS

Liabillites :
Acceplances
Sundry Creditors
Security Deposits
- Unclaimed Dividends
Interest accrucd but notdue

Provislons :
Taxation (Net)
Proposed Dividend

{1U) SALES AND OTHER INCOME

. SALES

Class of goods sold Unit
Automotive Tyres (Nos)
Flaps {Nos) -
Automotive Tubes (Nos)
RepairMaternials (Kz)
Transmission Belting {Meires)
Industrizl V Belts (Nos)
FanBels (Nos)
Other Rubber Products .
Accessories, Spare Pants
and other Miscellanrous
Products

Less Rebates and Cash Discounts

OTHER INCOME _
Profit on Sale of Fixed Assets {Net)
[oterest

Export Duty Drawback Received
Cash Assistance on Exporis Received
Royalty

Miscellancous Income

Noles

2,568

3,55,17
34,77 1,78,42
47,99 58,69
2,71,74 1,47,21
21,86 20,37
7,31,53 6,59,49
—_ 2,96,50
35,29,45 38,95,16 -
2,81.36 2,16,39
8,97 7,70
31,02 61,41
38,50,80 - 44,77,16
. 89,80 84,09
2.24,49 1,87,07
3,18,29 2,72,06
41,65,09 47,49,22
1987 1986
Quantity Value  Quantity Value
(000)  Rs."000 (000)  Rs.’000
6,89 Y - 3,05
; 154,08,40 0.1
219 } 231 } 160,82,67
64y 1141,01 149 12,5602
7 1,52 87 22,41
10,59 4,28,30 9,36 3,88,06
4,07 2,35,41 3,36 1,81,49
2,06 49,77 1,21 27,87
5,84 5,66
23 1,63
172,70,48 179,65,81
1,28,37 1,66,70
171,42,11 177,99,11
15,89 4,44
92,07 43
- 26,78
16,55 26,78
2,56 1,25
44,26 60,91
173,13,44 179,05,00

1. 'Unit Sales include inventory adjustments and debits raised for COmpany"s own Lse.

2. Income-tax deducted at source during the yéar on interest income Rs. 1,69 (Rs. 1,76).

Opermtiag acd Financial Analysts
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GOODYEAR INDIA LIMITED

SCHEDULES TO THE ACCOUNTS

{11) RAWMATERIALS CONSUMED

1987 1986
Quantity Value Quantity Value
{"000 Kgs} Rs.'000  ("000Kgs) - Rs.'000
Rubbe: 12764 297433 13623 30,5232
Fabric ‘ 21,13 21,26,73 23,47 21,40,62
Carbon Black 54,14 10,52,89 61,72 11,45,58
Pigmentsand Chemicals 33,74 11,14.82 36,96 11,50,31
Beadwire 737 - 12091 8,11 1,27,09
Others (Less Scrap Sales) 2,28,07 1,31,99
76,17,75 774791
f12) WORK IN PROCESS AND FINISHED GOODS
1987 1986
(Rs.'000) (Ra. "000)
Opentng Stock .
Workin Process 1,92,25 2,06,84
Finished Goods 4,68,05 66030 70202 9,086
Add :
Purchases of 5,76,30 527,36
Finlshed Goods —_— -_
. v 12,36,60 14,3622
Less: .
Closiog Stock .
Work in Process 2,79,56 1,92,25
Finished Goods 4,21,04 7,00,60 46805 - 6,600
5,36,00 7.75,92
VALUE AND QUANTITATIVE BR.EAK-UP OF FINISHED GOODS
- Opening Stock Purcnases Closing Stock
Quamiiy Yelue  Quantity Value Quantity VYalue
. (000) Rs."000 {000) Rs.'000 * (G00) .Rs.'000
Automotive Tyres {Nos) 25 2,63,35 — — - 19 2,67,38
: (70} (5,08,60) - - (25) (2,63,35)
Flaps {Nos) g 34 — - 16 6,87
(11) (6.15) — - ® (3,74)
Automotive Tubes (Nos) ’ 65 63,42 — —_ 37 42,74
: 67). (6591) — — {65) (63,42}
Hepair Materials (Kgs) 12 3,73 - —_ 5 1,80
©) ® — — 2 @7)
Rubber Dock Fenders (Kgs) I 27 - - 1 L1
- Q) {27) — - (1) (27)
Trensmission Bejting (Metres) 206 70,41 952 34282 09 40,58
(224) (81,50) (918) (3,31,67) {206) (70,41)
Industrial V Belis (Nos) 116 51,15 401 1,88,95 110 53,86
) (71) (31,60) (381 (1,63,4T) (116) (51,15}
Fan Bells (Nos) .55 10,13 175 34,17 24 +,2
. {(26) (4,67} {150) (27,91) (55) (10,13)
Other Rubber Preducts 18 4,70 50
{61) (3,95) (18}
Accessories, Spare Parts and 1,67 5,66 2.8
. Other Miscellnneous Products (2,62) {35) (1,67)
4,68,05° 5.76,30 4.21.04
(7.02,02) (5,27,36) {4,68,05)
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GOODYEAR INDIA LIMITED

SCHEDU LES TO THE ACCOUNTS

(13} MANUFACTURING, SELLING AND ADMINISTRATIVE EXPENSES

Salaries, Wages and Bonus
Contribution to Provident and Pension Funds
Workmen and Stalf Wellare Expenses
Retirement Gratuities

Consumption of Stores and Spare Parts
Powerand Fuel

Repairsto Buildings

Repairs to Machinery

Rent (Net)

Insurance

Rates and Taxes

Freight, Transport and Delivery

v Advertising

Commission

Miscelloneous

Notes : {13 Payment to Directors:
Managerial Remuneration
(including Rs. § paidin excess of Central Government approval)
Dir¢ctors’ Fees
(2} Auditors' Remuneration: o
Statutory Auditors
(ay As-Auditors
{b} InotherCapacity
various Certification/Other Work
Tax Audit {for 1984)
Management Scrvices
(c) Outof Pocket Expenses
—Audit
Cost Auditors
© (a) AsCosyCapacity
(t) InCrherCapacity
- Various Certification Work
{c) QOurtofPocket Expenses
— Audit
— (nher Capacity

'(14) INTEREST
Fixed Loans
Others

(15) PROVISION FOR TAXATION
Income-tax
Surtax

Add/(Less) Delerred Tox Provision/{Benefit}—Net
(SecNote (p))

(i6) NOTES TO THE ACCOUNTS
(1) Continggnt Liatilitics
(i) Claims against the Company not acknowledged as debis

(il) fnrespectof Deparimental appeals against Tax Holiday claims gllowed

1o the Company

(b) Included in Loads & Advances
Duc [rom an olficer of the [maximum amount due during the year

Rs, 25 (Rs. 27)|.

1987 1986
Rs.'000  Rs,'000
7,93,29 7,98,67

52,17 51,59

92,16 94,20
- 12,94 12,04

93,32 98,25
6,18,91 5,98 48

21,02 21,78
2,64,38 2,43,54

75,25 57,08

24,56 24,60

72,81 68,07
2,52,35 2,89.90

21,43 69,25

477 792
3,54,41 3,58,29
27,5387 27.93,86

7.63 8.5

) 2
1,40 1,25
29 . 44
— 25
5 —_
14 20
8 -
T —_
2. —
4 —_

89,03 86,48
1,60,52 . 23034
249,55 316,82
522,84 4,80,00

- 60,75
52088 540,75

17,85 (40,85)
5,40,69 4,99,90

1987 1986
Rs.'000  Rs.'000

58,64 50,44

48,84 48,54

21 25
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GOODYEAR INDIA LIMITED

SCHEDULES TO THE ACCOUNTS

{c) No provision has been made for liabililies towards retirement gratuities. The
estimated liability for retirement gratuities ss at December 31,1987 whichis
not actuarially determined, has been estimated as per the provisions ofthe
payment of the Gratutity Act, 1972and the Company's scheme on the basis of
the amount payable if alf employees had to withdraw from theserviceof the

Company asat December 31,1987,

— Gross 408,64 27574
— Netof Tax 1,94,10 £38, ..
{d} CIF Value of Imporis .
Raw Matcrials 3,47,.89 547,
Componenls and Spare Parls 46,48 1,09.7
Capital Goods 16,12 93,351
(¢)Break-upof expenditure incurred on employees :
{i) Employed throughout the year on the aggregate remuntration
{excluding gratuity) of at teast Rs. 36.
{a} Salaries, Wages and Bonus 3,254 3,92,70
’(b} Company’s contribution to Providentand Other Funds 26,88 28,75
{c) Numberof Employees’ T2 921
{ii) Employedforapartofthe yéar on an aggregate remuneration ' '
(excluding gratuity) at a rate of atleast Rs, 3 per month.
(a) Salaries, Wages and Bonus - 13,54 16,98
(b) Company'scontribution to Provident and Other Funds 96 1,20
(c} Numberof Employees 44 42
13] Expenditurcin[oreigncurrcncyduringtheyca.r_onau:coum'o{: : .
Commissionon Exports - . 3,62 7.61-
., Travel T 4,83 6,15
(g) Amountremitted during the yearin foreign currency on account of dividend :
(i) Mumber ofnon-resident shareholders 1 1
(i) Number ofshares held by non-resident shereholders on which dividend '
wasdue 44,84 200  44,84,200
({ii) Amountremiticd (netoftax) 84,08 B4,08
(iv) Yeor Lowhich dividend related 1985 1985
(h) EarningsinForeign Exchange: ’ :
(" FOB value of goods exported 1,21, © 19976
(it) Interestreceived : 13 —
(i) Computation of Net Profit/(Loss)in accordence with Section349 1987 1986
oftthompan.iesAct,1956forcalculationofcommiséicn ' Rs.’000 ~ Rs.'000
payable to Directors. : ’
Proﬁ:asperProﬁtandLéssAccounl 6,08,09 411,22
Add: :
Managerial Remuneration 7,65 8,77
Depreclation 6,38,2 © 4,89,9%0
Adjustment on account of Sale of Assets 7.15 i
Provislons for Doubtful Debts - 3,00
Provislon for Taxation 5.40,69 4,99,50
Investment Allowance Reserve - 1,90,00
Export Reserv 7.00 11,00
18,08,80 16,19,11
Deduct : . ’
Depriclatlon computed u/s 350 of the Companies Act, 1956 5,45,70 5,15,26
Profiton Sale of Assets (Net) ] 15,89 44
Suriax —_— 60,75
Net Profjt for the year
UnderSection 198 of the Companles Act, 1956 247,21 10,3466
Commission therean restricted 1o 1.80 1,58
{j) Quontitative informatlon Ln respect of cach elass of goods manufactured during the year
{Qunntity '000) .
Automotive Automolive Repalr Rubber Dock
Ty1es ‘Tubes Muterial Fenders
(Nos) (Nos) {Kgs) . {I{gs}
Licensed Capacily : 11,74 11,74 18.14 1,00
(11,74} (11,74) (18,14} ¢ (1L0D)
Installed Capaeity 10,74 10,74 18,14 1,00
(10,74) J(10,74) .(18,14) (1.00)
Actual Production 6.83 6.21 - -
(7.60) (7.47) (59} -)
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GOUDYEAR INDIA LIMITED o Dperating ted Fiaawets! Aralyel

SCHEDULES TO THE ACCOUNTS g

Notes : I. Acrual Praductlon of laps 2,26 Nos, (2,29 Nos.)
"2, The aistalled cupacity is ns certified by the Production Ditector and has been accopted by Auditars

without verfication, .
(k) Consumplion of Raw MnlcHali, Stores, Spate Purts and Compontie ¢
1987 1986 ' '
RawMualerinls Stores, Spure Raw Materials Stores, Spare
Partsand Parts and
Components Components
. Rs. '000 Rs. '000 Rs. '000 Rs. '000
Imported 6,23,56 72,13 11,49,54 98,35
% 8.2 21.7 14.8 2946 -
Indlgenous 69,94,19 2,60.27 65,99,37 2,33,91
% 51.8 78.3 85.2 . 104 ] - \
Total. 76,17,75 3,32,40 77,4191 332,26 .

{I)  The tax proceedings in respect of the statement filed 10 The Secunties and Exchange CommissionIn |
U.5.A. by The Goodyear Tyre & Rubber Company, referred 10 in the Director’s Report for the year
1977 ate pending In appeal and no provision has been mede towards eny liabllity that may ba finally

determined. :

{m) Mnnagcn:nl remuneration paid and charged to the accounts of corlier years fer which Central
Government's approvals are still awaited Rs. 6,41 (Rs. 6,41}

(n} Inrespect of the Company's claim for excise duty prior-to October 1975 since legal.objections have
been raised by the Authoritics basically on the question thatclaims are time-barred, Managementhas
decided to account for these as and when a decision in Company’s favour is pronounced or when the

refunds are received. .

(0)  Asper past practice export incentives are being accounted for on receipts basis. The accruat of such
incentives as ot 31st December, 1987 is Rs. 1,05,36 (Rs..1,50,18).

{p) ‘TheCompanyisfallowing deferred tax accounting in respect of unpaid statutory liabilities referred to,
in Scetion 43-B of the Income-tax Act, 1961, Inthe opinion of the Management there will be sufficient

future linbllities to set off ageinst this deferred 1ax.

{(Q)  Depreciation charge for the year includes Rs. 2,51,39 (Rs. 2,42,15) necessitated on nccount of
revatuation of certain Fixed Assets carrled out as at 31st Dec, 1984. An amount cquivalent ta this .
additional chorge has been ansferred from the Revaluation Reserve directly tothe General Resarve.

(r)  Tho current year's figures of raw materials consumplion ar¢ inclusive of excise duty on inputs under
Modvar Scheme to meke them compareble with those of previous year.

() Previous year's figuires have been recast, wherever necessary, to make them comparable to those of
the current year,

Schedules 1-to 16 form an integral part of the Accounts.

" V,NARAYANAN "~ HARDEVSINGH - GIAN PRAKASH
Chairman Managing Direcitor Direcior
P.L.SHARMA D.A.MACDONALD P.5. SARMA
Director Director ) Director
K SANKARANARAYANAN §.K. JAIN
Director Secratary
New Delhi

March 10, 1988
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BLOCK 5 STRATEGIC CHOICES

The earlicr four blocks dealt with the concept of strategy, corporate planning, role and skills
of top management, analysis of competitive environment, analysis of internal strength and
weaknesses of a firm and finally analysis from the cost, financial and portfolio point of
view. In this block, we intend 1o discuss some generic business growth strategies that may
be used by a firm. Which one of the strategies would be the most appropriate for a particular
firm will depend upon several factors, including its corporale objectives. The most
appropriate strategy may change from time 10 time. In the emerging competitive
environment a business firm must grow. It cannot afford to remain standstill if it is to avoid

stagnetion and death.

This block has three units,

Stratoglc alternatlves which a firm could conslder are dealt with In Unlt-12. Each strategic
poaalbllity Is brlefly described. The detalled dlscussion of some of these strategies is tuken
up in the next two units, The procedure for generating aiternatives In small and largo
organisations Is flrst discussed. It is then followed by o classlflcatlon of strategic
alternatives, including some specific approaches for classifying the uliernatives. The Indian
environment with regard 1o strategic alternatives is also touched upon.

A business enterprise may seck expansion, including integration and diversification, either
internally (organically) or externally through acquisition of running businesses or merger
with existing businesses. Growth through the internal process is the subject matter of
Unit-13. Various types of diversification, including integration, are explained with the help
of suitable examples, short case histories and diagrams, Different types of synergies and
their relevance are discussed. The need for planned diversification is emphasised. Finally a
brief account of corporate diversification activity is provided. '

Mergers and acquisitlons are dealt with in Unit-14, What motivates a company (o merge
wlth or acquire another company is discussed. In what way 4 company can arTive at merger
or acquisition decision scientifically and how it can menage an acquired business are
explained. Towsrd the end, the emerging trends on the internations! and Indian scene with
regard 10, mergers and teke-overs are discussed,

P e

1T




P i e R TR TEE

4
b
il

- T T Tk



UNIT 12 STRATEGIC ALTERNATIVES

Objectives

The abjectives of this unit are to:

o familiarise you with various strategic zlternatives a firm can adopt

o explain how strategic alternatives in small and large organisations can be generated
e discuss how a particular strategy is selected and what factors affect the final choice

Structure

12.1 Introduction
122 Strategic Alternatives
12.3  Generaling Strategic Alternatives
2.4  Classifying Strategic Alternatives
2.5  Selection of Stralegy
(26  Management Factors and Sirategy
(27 Summary
(2.8  Key Concepts/Terms
12.9 Self-assessment Questions

12.10  Further Readings

12.1: INTRODUCTION

“This unit attempis to provide an appreciation of what strategic choices lop managers may be
confronted with [rom time to time in order to seek growth and viabilily for their
organisations. Hopefully one day you will be in charge of some organisation. You will then
be cxpected to guide the direction of growlh of your organisation. One of the important tasks
of top management is to provide direction (o the organisation in an ever changing
environment. Somelimes Lhe top maniagement is involved in planning expansion by entering
into or discovering new markets or by buying business units from other managements. Many
i time [op managements 1ake decisions for establishing new businesses or for undertaking
inhouse production of raw materials. All these and several other such decisions are
collectively called sirategic alternatives. What strategic alternatives a firm could consider
and how can it generate alternatives? How can a firm select a strategy and what faclors
affact the Tnal choice? These are some of the imporiant questions we will be concemned with

in this unit.
Activily |

Try to recall a situation when your org
new activities. What factors started such changes? What were the options

point in time? What alternative was chosen and why?

anisation chunged the course of its aclivities or added
available at thal

In 2 way you have attempted whal in technical terms is knowa as the strategic analysis

including the identification of strategic alternatives

“n
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itentegic Cholous

_In such meetings pariicipants are encouraged

12.2 STRATEGIC ALTERNATIVES

Strategic alternatives refer to different courses of action which an organisation may pursue
at a point in time. These alternatives are crucial to the success of the organisation. More
often than not, these are influenced by factors externg] 10 the organisation and over which
the organisation has limited control. For example. consider a situation where i firm is
experiencing increased competition of its products. How should the orgunisation respond?
Should it reduce price? Should it improve the quadity of the product? Should it use a mix of
the two? Should it improve the distribution network? Should it improve promotional effort?
Is there a set of guidelines which could be followed by the organisation? Alternatives
external to the organisation such as mergers, acquisitions and joint ventures niay also be
considered. The list of altematives will be incomplete without the alterpative of
disinvesiment. There are siluations when withdrawal from an existing business is the most
suitable course of action. In fact, it may be wrong o consider that continuing o produce a

parsicular product or service is a musl,

A firm may consider withdraw| from a business if the present value of the anlicipated stream
of earnings from that business is Jess than ils present worth, Thus, if the present value of the
stream of eanings from the textile unit of a corporate group is Jess than the net worth of the
rextile business, the organisation should withdrasw from the textile business, Sometimes
there may be obstacles if the organisation wishces to withdraw. The most serinus opposition
may come from the Govermment in its anxiety Lo protecl workers likely 10 be rendered
unemplayed. This kind of a situation is being faced by the DCM Limited, a highly
diversified group. Any organisation contemplating to withdraw from a particular business
should atempt to foresee the constraints and evolve ways (o overcome them. Some obvious
alternatives include:

i) offering altétnative jobs 10 workers in other units;

ii) providing attractive relrenchment terms 10 warkers so that they would not cusily lumn down
the offer (the golden handshake).

12.3 GENERATING STRATEGIC ALTERNATIVESH

How does an organisation identify alternative courses of action for its survival and growth?
The procedure may differ from organisation to organisation depending upon ils size, style of
management, work ethos and industry characteristics.

Small Organisations
In a small organisation all decisions are made by the owner himse!f or by the chief

executive. These decisions deal with what an organisation should do under sllemative
siluations. What new businesses should be added or what exisling businesses should be done
away with. The success or failure of the organisation depends upon the experience and
technical competence of the chief executive. Thus, in small organisations strategic,
alternatives are identified by the owner-manager. OF course his decision may be influenced
by some bureaucrats, industrialists, elc. with whom he interacts. The procedure used for-
identifying alternatives may be intuitive rather than pased on a well-defined procedure. The
process of implementing alternatives in small business is however reasonably fast.

Large Organisations
1n organisations of medium to large size, the following mechanisms may be employed for

identifying strategic altematives.

® brain-storming sessions:

@ special meetings for the purpose;

® services of outside consultant;

@ joint meetings of the consultant and the senior employees of the organisation.

Brain Storming Session

In most organisalions stratcgic allernatives are identified during the brain-storming sessions.

(o come out with any course of aclion which
they feel is possible. At this stage no importance is attached to refative merits and demerits
of the alternatives. In the next stage each allernalive is reviewed and subjected to a close
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i3 £ =Tr1 i




scrutiny. The alternatives which nre considered fairly appenting are further examined and
analysed for final selection of one or more aliernatives.

Strategle Aliarnatives

Consider the case of power shortage in an organisation which produces an energy-intensive
product sucl as aluminium, What should the organisation do? Since the decision is bound to
affect the vrganisation crucially, the aliernatives are of critical importance. These may

include:

i)  buy a generator;

i) start producing those products which are not very cnergy intensive;

{ii) have a stand-by generator for meeting pdn of the requirements;

iv} introduce a change in the produci-mix wilh an emphasis on those products which have a
higher contribution per unit of investment. .

The few alternatives listed above have their own implications in lerms of financial, physical

facilities, manpower requirements etc. The chief executive has to select the altemmative

which is the most appropriate in his opinion. The current resource position of the

organisation wiil be a major infiuencing factor in this decision.

Special Meetings

Large organisalions, recognising the significance of generating siralegic alternatives, hold
special meetings away from the place of their work in a hotel or a holiday resort. This is 1o
ensure that the process of thinking is not disturbed by interruptions during the course of
deliberations. The participants present alternative scenarios alongwith their recommended
courses of action. Allemative scenarios may be based upon assumptions regarding:

i) rate of growth of the cconomy

ii} position regarding foreign exchange
iii) rate of inftation

iv) rate of unemployment -

v) ideology of the political party in power
vi) rate of change in technology

vii) socio-cultural factors having a bearing on the profitability of the organisation.

Depending on the assumptions regarding the vakues and future trends of the above
parameters, alicrmative courses of action are often recommended. An attempt is made
through the discussions to arrive at a CONSENSUS. The tumaround strategy of a leading
pharmaceuticai company Burroughs Wellcome was conceived in a series of meetings the

Chief Executive had with his senior managers.

Ouiside Consultants

This procedure of identifying strategic altermatives is based on the premise that an outsider
can observe the phenomenon in an objective manner. Tt is recognised that the executives
who have been actively associated with a particular project are often so involved with it that
they tend 10 be subjective and aver Jook its shortcomings. Others, from within the
organisation, may also be unable to see its limitations. Under such conditions engaging an
outside copsultant may Le a more effective way to generate strategic alternatives on an
objective basis. The outside viewpoint is expected to be new and fresh, and thus can show

up meny new opportunities to the erganisation.

Joint Meeting

Another desired way of generating alternatives is to hire the services of a consultant but also
associate some internal members in the process. This method is able to combine the
advantages of the miew ideas contributed by outsiders being blended with workable solutions

" from within the organisation. In any case, an outside consultant may like to seek the opinion

of the inlernal members on his proposals.

Activity 2 .
Recall the lust mujor strategic change your organisation considered and implemented. What

procedure was used to drrive at the final alternative?
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Siraieglc Choices

12.4 CLASSIFYING STRATEGIC ALTERNATIVES

From the point of vicw of an organisation, strategic alternatives may be classified on the
basis of degree of risk involved. Thus we have:

& low risk stralegic alternatives;
© moderate risk strategic alternatives;

® high risk strategic alternatives.

Within this broad classification there may be a nurnber of specific courses of action. The
above classification-provides the following strategic options in that order of risk:

® Niche
e Venical integration—backward and forward

e Horizontal expansion
e Diversification

Niche Strategy: Niche means concentrating around a product and markel. It is a stralegy
involving very low degree of risk and represents the typical behaviour of the small
companies. Such orgunisations, in general. are scared of growing big as it could entail them
into legal, labour and management prablems. They are content with their present position
and wish to capitalise on their superior knowledge of local conditions and cheosf: a very
narrow scgment of markel. ‘NIRMA” uniil recently followed this alternanve with great

SUCCess.

In India, the Government policy has always favoured small scale units. Such unit§ have been
accorded a favourable 1reatment in the matter of licencing, crédit and-supply of raw-
material. Thus, the factors internal to the organisation and governmem bolizic aave
contributed to the growth of small companies in India. e

Vertical Integration: This can assume two forms: backward anc. O ward. Backword
integration means inhouse production of critical inputs for the imatin Busingss or going in for
marketing of progucts by opening retail cutlets. The company may alsi add 10 the existing
products/processes by taking up the production of intermedine goods, In the case of forward
integration the companies try 1o reach custoiners through their own distributionsl network,
Organisations foltow forward integration to take advantage of the closet €dhiact with the
customers and to ensure 4 control over retail price of their products. Relifitice company fus
pursued this strategy very cffectively. Integration is a moderate risk dltérnaiive.

Horizontal Expansion and Diversification
Horizontal expansion results when a firm adds new products or enters into new markets.
Most pharmaceutical companies folfow this strategy.

In diversification, an enterprise takes up new products or business which may related or
unrelated to its existing business. : .

Diversification, in particular, involves high degree of risk as it amounts [0 munufacturing
new products or entering into new-markets unfamiliar to the organisation. There are two
broad categories of organisations that foliow diversification. The first category includes

those which are not doing too well in the traditionai lines and are exploring the possibility of

other products or markets. The secand category would include organisations which enjoy
considerable resource strength and would like to expand operation by looking af new

businesses.

Companies in [ndia have followed both vertical integration and diversification. For instance,
Walchand Group's activities cover mainly large construction projects, heavy engineering,
specialised automabiles, Sugar, concrete pipes, confectionary, machine tools castings, and
fabrication etc, Hindustan Lever nas pursued a strategy of vertical integration for soaps and
toilctory business. It hus also followed diversifzcation in basic chemicals. Some business

[T 0 T o e e

e TETIT




houses have gone in for large scale diversification i.e., DCM, Tatas Group, Birla Group, Strategle Alternalives

Thapar Group, 1TC, etc. Larsen and Toubro has had major diversifications in recent, times by
entering into cement and shipping industry. .

Activity 2

“For the folivwing business houses, identily their
relationships. For indepth information, you may
well known busingss and economic joumals;"mngazines, an

respective businesses and any inter-
like to consult their Annual Reporis, some
d newspapers.

Business Houses Husinesscs

A) DCM Limited ] 1y Computers 2) Sugar 3) Textiles

4) Engineering Products

5) Fertitisers and chemicals

6) Foods 7) Rayons
B) Larsen & Toubro “1)
C) RPG Enterprises 1)
D) TVS Group 1)
E) Escorls ‘ 1)

Another classification is based on the desired rate of growth. The various altematives

provided are:

a) intemnal expansion {(adding more capacity)

b) internal stability (by augmenting TESOUrces)

¢) internat retrenchment (manpower or assets)

d) external retrenchment (by disposing company-owned outlets)

e) external expansion through mergers {joining with olher business units}
f~ acombination of the above strategics

s

Some of these alternatives are explained as follows:
Interna! Relrenchment: This is also known as ‘turnaround’ in which the organisation starts
generating profit afler incurring losses for a number of years. This may be Lrought about
through restructuring of capilal, changes in management personnel and beltter control in
functional areas. In the Indian context, Hindustan Photo films presents a good case of
turnaround strategy. -

External Retrenchment: This expression is used as synonym for divesture. Thus an
organisation may fike 1o withdraw from a business incurring a loss overa period of 1ime.
Obviously. the approach is Lhe opposite of mergers. Subject of the clearance of the
Govemment, the DCM wishes to divest out of ils textiles business. ITDC, about a year
back, decided to close Akbar Hotel. .

Divesture is prompted by factors such as inadequate market, lower profits and availability of
petter alternatives, technological changes requiring investment which the management is
unable to undertake. Divesture may include the following:

® A part of the unit may be fioated as an independent unit

@ It may be sold to employees

® It may be sold 1o an independent buyer

e lt may be liquidated and its assets sold

Giueck ? has classified strategic altematives into the following categories; ~
i)  stable growth stralcgies ’

iiy profit stralegics

iity stable growth as pause strategies

iv) sustainable growth stralegics.

The first aliernative is useful when a firm pursues its original objeclive or objectives similar
to the original one, or when the focus of ils main strategic decision is on the incremental
improvement of functicnal performance. In this case, achicvement level is fixcd on the basis
of past performance corrected for known rale of infiation. The underlying premises-In this
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L

® = regsonably stable environment and .

® management not being in favour of undertaking high degree of risk though it is not risk-
averse. o '

Modi Xerox. since its inception. hes followed a stable growth strategy in India. It has

' concentrated on a narrow range of products and quality aspect of after-sales service,

The second aliemative is followed when the main aim of the strategic bilsiness unit is to
generate surplus. In the process other objectives may be sacrificed. This aspect may gel

considerable importance during the phase of recession.

The stable growth alternative applies in those situations where a firm deliberately slows
down to improve efficiency. Such a behaviour is observed among organisations who find it
difficult to manage growih. This difficulty is usually experienced by organisations of small
1o medium size. But unmanageable growth has bean experienced by large organisations too.

. A very large number of television manufactusers in India are forced to control their growth

inspite of large market opporiunities that exist before them. Since most of the TV
manufacturers are small or medium sized firmsJacking substantial resources, they follow a
stable growth strategy by focussing their efforts in certain geographical markets and around

few products,

The sustainable growth alternative includes a modified incremental growth to take one of the
unfavourable cxtemal conditions. These include: ’

a) internal growth strategies consisting of:

—concenlric diversification, and

~—conglomorate diversification
b) external growth sirategies consisting of

—MmCTeers,

~—joint ventures
¢) liquidalion. .
Concentric growth is an alternative where'the firm goes into businesses which are related to
the existing ones, say from manufacture of spare parts for passenger cars to the manufacture
of spare parts for tractors. This no doubt is an example of the product related concentric
growlh. An example of customer related concentric growth is when a firm producing fam
equipment decides to enter the business of chemical fertilisers.

Under the growth alteinative of conglomorate diversification, a firm may acquire another
firm which has surplus cash even though there may be nothing in commaon with the existing
business. The RPG Enterprises have pursued this alternative within the scope of its limited

TCSOUrCCs.

Merger is an tllemative where two firms join. There are diffcrent objectives of mergers
including the need to tide over the finanéial crisis. The objectives of mergers and the
procedures followed in negotialing a merger are discussed in detail in another unit in this
block.

Ioint venture is an alternative which can meet a number of needs such as rapid rate of
arowth desired by the finn, maintaining the risk within reasonable limit, and to tide over the
constraint of resources. Thus a firm having constraint of production capacity can have a joint
venture with a firm having surplus production capacity. Pepsi Cola (a US multi-national
company). Voltas and Punjub Agro have recently joined hands to promote a joint venture in
the area of agro industries. ;

Liauidation indicates a situation where the firm finds the business unattractive, There may
be a dearlh of people who have interest in the proposition. Neither the employees nor do
outside parties find it an atiractive proposition to be revived. Obsolete equipment is the usual
cause. Disinvestment may be considered atiractive when the present worth of expected
carnings is fess than its present worth.

Mergers and Acguisitions

he legal position about mergers (referred to as amalgamation of companies) is contained in
ccetions 394 w 396 of the Companies Act. Bul these sections have (o be interpreted in
conjunction with seclion 94 (power of limited companies to aller share capital) 95, 97, 100
(¢ealing with special resolution for reduction of capital), 101, 102, 04 and 107, Some of the
imporianl provisions of the Companies Act deal with the power of the court, with whom an
application for amaigamation has been pending, to make any alternation or modification in
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the sclieme (or amulgumation, The most importunt aspect |3 the protectton of the inleresls of
the dissenting shurcholders. Any scheme for transfer of whole or any part of un undertaking
requires the approval of the nine-tenths In vatue and three-fourths In number of shere
holders of the company. Probably, the most important section Is 396 deuling with the ’
power of the Centra} Government te provide for amalgamation of companies in public
interest. The sick units are being-amalgamated with other companies or are being taken over

by the Government.

In actwal practice it is difficult 1o draw a distinction between mergers and acquisitions.
Strictly speaking, in case of mergers, the existing companies lose their identity and a new
company is formed, while in the case of acquisitions it is the purchuse of it company by
another company. Madura Coats is a company born oul of the merger of Madura Mills.z2nd
Coats India Limited in early scventics. :

Al times it is profitable to diversify through mergers. The process of mergers gives the
advantage of not having 1o start from scratch. Amalgamations enable the companies 10 have
advantage of fast changing technologies: the underlying assumption in this case is that one
of the merged companies enjoys distinct strength in the area of R&D. Mergers may also
enable reduction in administrative costs. Given the indivisibility of certain expenditure on
personnel, the merger will resuit in beiter utilisation of their time. Further, the merger may
fucilitate the process of linking the procucts and may amount to vertical integration. This
could be undertaken where for various reasons the merging companies individuaily would

- not have been able 1o implement vertical integration. The process often results in providing a
complete product line. It goes wilhout saying that some companies undertake merger as a
means.to plan their tax liability. (The most amusing example is provided by an
advertisement which appeared in a reputed newspaper stating ‘wanted companies which
may have incurred a loss upto a specified amount™.

Ansoff et al* have presented a detailed procedure for screening projects for'diversification
based on merger. The sequential steps are: (i} define the objective of merger (1o reflect how
better utilisation of resources is to be achieved and the manner in which the adaptability to
the changing environment is going to take place), (i) review the strengths and weaknesses,
(iii) develop criteria to identify the most advantageous merger prospects, (iv) find out the
financiel resources available, and (v} develop strategies for choosing amorig the industries.

Desirably, the management of the buying company should be aware of the extent of its need
for the other company because the price payable (or the exchange ratio) depends upon the
bargaining power of the iwo managements. Management of the buying company has to
convince the management of the selling company that the sale is in the latiers interests, One
has to look to the alternative offers the selling company may be having. If the lorccasts of
resources generated after merger show a brighter picture, a generous price offer can be
made. Nierenberg has discussed the steps in defining (i) the range within which the terms
may be offered and (ii) other party’s position. The steps involved in defining one's own

position are:

® Study of relevant information and forecasts 10 identify the maximum price and the mode

of payment. .

" @ Incorporation of non-price terms in the final contract.

@ Formulation of alternative course of actions and their implications with contingency
provisions. ; ' .

® Awireness of company's stand on clhics, integrity and honesty. "

@ Review of the related factors like timing of the negotiations, the person o negotiale and

S0 on.

Steps in estimating the selling company’s position are:
® Identify the alternatives that may be open Lo 1his company reparding price and the mode
of payment,

@ Substantiate or cross-check the informaticn.
® Review the assumptions by approaching the problem from the seller’s point of view,

® Identify the factors that could be important 1o the other company.

12.5 SELECTION OF STRATEGY

Cnce the analysis of current and projected performance of the company based on existing

Strategle Altornatives .
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strategies and the assessment of desired performance is done; the strategic gap 13 identiffed.
Strategic alternatives are then generated to bridge the gap If the projected performance in
future falls short of the expectéd or desired performance. A number of alternatives may be.
possible but only one or a few of them may finally be accepted as b strategy or stratogles for
future. “Strategic choice ls the decision to select from among the altemative strategles
considered, the strategy that will meet the enterprise's objectives. The declsion involves
focussing on few alternatives, considering the selection faclors, evaluating the alternatives -
against these l.:rih:ri«:l. and making the actial choice”.

The process of narrowing down a large number of possible strategic alternatives starts with
the consideration of strategic gap. Strategic gap is-the perceived differeace between the
targeted performance and projected performance following the present strategies (Figure
12,1). Strategic gap,could be very narrow or quite large. If the perceived gap is-narrow or
the projected performance is likely to be better than targeted, one would expect that the
stability strategy would be followed. A large gap could be eaused by increase in targeted .
tevel of performance or Lhe adverse changes in the environment which would lead to poor
performance in future from the present strategies. In the former case the strategic gap may
be said to be positive while in the latter it is negative. One would expect the growth strategy |
to be followed in case of large positive strategic gap and retrenchment strategy in case the
strategic gap is negative and large. A large positivé gap is likely to occur due to ' '
envirohmental opportunities and a large negative gap due to environmental threats. Ii must
be noted that the importance of leadership in any situation cannot be underestimated. The
same environment may be viewed by one as threatening and by another as providing an
opportunity. Thus a large positive strategic gap is more likely 1o be associated with dynamic
leadership which may have substantially higher aspiration levels of performance. The '
transformational type of leaders will; in alt probability, have a large positive strategic gap.

Flgure 12.1 The Strategle Gop

Figure 12.1 The Strateglc Gap
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Like environmental conditions, the strengths and weakness of the organisation also
determine the strategic altemative'sl to be considered. If the internal analysis shows strength,
the growth strategics are more likely to be considered. Organisational weaknesses may push
for retrenchment strategies. T '

The vehicle for effecting the strategy is likely to be internal if the gap is small or lorge
positive. It is likely to be external if the gap is very large as the organisation may-find it ’
difficult to cope with the demands of implementation following internal approach. Same is
the case with relatedness of sirategies. Figure 12.2 captures the most likely altematives‘of
strategy selected for comparison and final selection. ’

It may be noted that while in small organisations and in some medium size organisations,
only one of the strategies may be followed. In large, complex, multiproduct/business
organisalions a combination of strategies is most likely.

:
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Figure 12.2 Percelved Gaps, 'Slrnteglc Conditlons and Aliernatlve Dimenslons

Strtegic Gap ) Narrow 7 ' . Lage | o

Envirorimenial Shows ' Shows, : " Shows
analysis Siability B Opportunity Threats
Strength/weakness . o Shows _:  + Shows
analysis e Strengih ! Weakness
Stibility Expand ) Rercench
Allemptive . ’ .
Striegies " Pace Changes Business Definition
to focus  * o i Changes -~
decisions .
Intemet Chunge ’ External Change
+  Related Change Unrelated Change

‘Source: Glucck, W.F,, 1986, P.271.

& .
It may be worthwhile to mention that there are certain sectoral patterns observed in terms of
strategies, In a recent study ir was found that compared to public sector companies and
rultinationals in India, large domestic private sector companies tend to prefer growth
strategies. There are also instances of domestic private sectar companies growmg more than
either the public sector companies or multinationals.

The high-growth strategies followed by such companies may be attributed to the philosop'hy
of encashing the environmental opponunitics It has also be observed that due to obvious
reasons public sector enterprisés and multinationdls in India tend to foliow relatcd
diversification more than unrclaled diversification.

Various epproaches can be helpful in lhc selection of strategy, one such approach is the
Producl Llfe Cycle approach. .

Product L!l‘e Cycle Approach

Product life cycle describes the hypothetical passage of a producb’serwce through & series of
stages, namely, the: embryomc (introduction), growth, maturity and decline (see Figure
12.3). . . -

Figure 12.3.Product Life Cycle

Matorily

Sales

M —-—% T'm

Product life cyclo is a useful concept in the sclccnon ofa strategy. The business strategy ar
different stages of the product life cycle would be different. For instance, in the _growth
.phase huge irvestment in plant and machinery would be required. While in the decline phase
it would be otherwise. In the embryonic stage the R&D requires significant attention and
resources while in the maturity phase low cost efficient process requires more emphasis,
Besides the appropriate functional strategies, the product life cycle approach also suggests-
appropriate overall strategy. It also helps us in timing-the change in strategy and in assessing
whether the corporate porifolio is balanced so that new products would be introduced while .
others pass through.growth 1o maturity phase”. - - I
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* the technology it could manage Lo import. Similarly most

" decides to give licences for a particular product, they may

- implementation [0 ensurc proper ma

_them in terms of elfecting implementation. I is. perhups (

Apant from the product life cycle approach, some other conceptual models suggested by
various writers can be extremely useful. These are: Patcl and Younger's “Strategic . .
Guidelines B.'siéed on Industry Maturity and Competilive Position™, BCG Matrix, GE o
Planning Grid. All these models ahd ideas. as you will recall, were discussed in units 10

and i1,

12.6 MANAGERIAL FACTORS AND STRATEGY

In previous scations we have discussed how a firm could reduce the number of possible
alternatives 1o a reasonable level. The choice of strategy as em2rging from the process of
narrowing down the altenatives is moderated by several manageriel factors discussed

below,

Mapagerial attitudes towards risk vary from:high risk 1a risk-aversion. If the attitnde is that
qf:?sk aversion then the stabilily strategy is likely to be accepted. If itis that of high risk
taking, the growth sirategy even with exteral change (acquisitions & mergers) moy.be .

pursued. Balanced attitudes are likely to favour comblnation siraregias, The altitude towards ‘

risk also depends upon the siakes invoived. If the whole of the firm is at stake, the risk-
assessment would be different than if only a part was at stake.

Another factor that influences managerial choice is the awareness about how strategies have
worked in the past. The development of sirategy builds up on past stratcgy. According to
Mintzberg %, the past strategies tend to become programmed and bureaucratic momentum
keeps it going, and when the strategies begin to fail due to changing conditions, there is a

ft new strategies onto the old ones, In many cases, therefore, more sirategic

tendency to gral
changes are likely to come when the new chief executive or 10p management takes over.

Perceived external dependence to0 has on effect on the strategy. Many company's producl

lines are restricted by the technology €.g-, most Indian companies bank on forcign
collaboration. Aggressive growth sirategies, therefore, depend technology available for

import. Indeed, the very choice of business by a fiom in India at any time is determined Ly
Indian companies depend on )

borrowed furids and changes in credit policies influence the choice of strategy.

Thé timing of choice is also a very important factor, Many strategies are bound by time. If

detayed, the sirategic altemative may nol remain available. For instans=. if the government
be available only for a short :

mport of technology it does not open the gate once for ail.

If 1he decision is delayed the Jicences may go to other companies and no more licenses may
be available. If the company wanis [0 increase market share by upgrading technology

through imports, it may not have the opportunity open for cver.

period. 1f govermment approves i

The strategic selection pr
than not, it is & political process. The power relationships in the organisation at limes have a

very important bearing on strategic choices. The political process may even influence the-
objectives {criteria for.cholce) and the way analytical approaches are used and interpreted, in
Mintzberg's view the values-and goals of key managers must be analysed, considered and*

incorporated in the choice process, The political process has overriding influence in as much
as 30 per cent of the time. 1t is not a question of ¢hoice but is one of pragmatism, The '
strategies not acceptable to key managers are unlikely to be implemented successfully.

. -

t important influence on strategic choicc process is the key.mhnaﬁers'. )
perceptions of the ability of the organisation [0 implement tae strategy. The implementation

involves management of change and matching of several intricate factors. The demands of °
tchings among the structure, the skills, the style, the™
are of géministrative and creative nature. The '

Perhaps the mos

s1aff, the shared values, and the sualegy,

assessment of the task of impiementation
and subjective. The Managers therefore tend to select sirategies which put little demands on
hen ) his factor whichexplains why '

many, organisations do not go for high growth strategies and defer even retrenchment.
strategy.from consideratio.. o ' - Coo
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acess may not necessarily be a rational process always. Moic ofien

aid i1t onints avaijable for change is quite difficult,

-~ _ TI7SUMMARY - T el

n this unit we have discﬁssed what strategic allcmaliyg};a firm could consider. We had




pointed out in the very first unit of this course, as you will recall, that strategic management
. Is inherently non-generative, The manegement, therefore, has to be pronctlve in generating
strutegie alternatives, What mechanisms e firm, both small and large, could employ in
generating alternatives was explained at some length. This was followed by a classification
of strategic altematives based on desired growth, degree of risk involved, etc, Some specific
contributions of certain writers were aiso presented. The various strategic choices, including

.mergers und acquisitions, were briefly explained.

Once a firm has identified the varidus strategic possibilities, it has to make a selection from
among these alternatives. And this would depend upon its growth objectives, attitude
towards risk, the present nature of business and the technology in use, resources atits
command; its own internal strengths and weaknesses, Government policy, etc. There are
several managerial factors which moderate the ultimate choice of a strategy. For 2 firm
desiring immediate growth and quick returns, mergers and take-overs afford attractive
opportunitics as they obviate the necessity of starting from scraich. However, identifying the
. right candidate for merger oracquisifion is an art at which only a few managements can
really excel, Establishing jeint venture, especially in the international arena, is a low risk
alternative. Many firms prefer this approach.

12.8 KEY CONCEPTS/TERMS

Acquisitions
Diversification

Gap Analysis

High Risk Aliernatives
Horizontal Expansion
Integration ’
Joint Ventures
LowRisk Alternatives
Mergers

Moderate Risk Alfernatives
Niche ’
Product Life Cycle
Strategic Alternatives

12.9 SELF-ASSESSMENT QUESTIONS

I If you were the chief executive officer of a large organisation operating in an
environment of intense competition, what procedures or mechanisms you would like to
use so that top management always remains strategically conscious and effective
stratepic altemnatives are generated on a continual basis?

2 Will the procedure for generating strategic alternatives in a small organisation differ
from that of a large organisation? From yourt own knowledge reaccount the story of an

organisation which has grown big from a small or modest beginning. What factors you'

think were responsible for its spectacular growth?

3 How would you classify strategic alternatives based on growth and risk? Discuss
specific contributions, if any, in this respect.

4  Distinguish between a merger and an acquisition. Under what conditions the lwo
moves would be desirable? '

5  How would you identify whether a particular firm selected for merger or acquisition is
the right choice?

6  After you have identified the various strategic-alternatives, how would you select a
particular alternative {or alternatives? What factors would you 1ake into account and

why?
7 Hoiv does the product life cycle concept help an organisation in choosing a strategy
from among several causes generated by it?
8 Howdoesa strategic gap differ from the poor performance which is often symptomatic
- of strategic or operating problems?
‘9 “Managerial factors moderate the choice of strategy™, Explain the statement.

10 *Growth is the most frequently used corporate strategy™, Discuss the reasons why a

Strategic Altarnatives’
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firm must grow? Under what circumstances a {irm may not consider growth a desuable .

strategy?

12.10 FURTHER READINGS

Ansoff, H.I. 1965, Cerporate Strategy, McGraw-Hill: New York.

Christensen R.C. et al, 1987, Business Policy: Text and Cases, Irwin: Homewood,

Glueck, W.F. 1986. Business Policy and Strategic Management, McGraw Hill: New York
Katz, R.L. 1970. Cases and Conceprs in.Corporate Straiegy, Prentice Hall: Eng]ewood
Rue. L.W. and P.G. Holland, 1986 Strategic Management, McGraw-Hill: New York, p.4R8.
Mintzberg, H. et al, 1974, Structure of the. Unsiructured decisions, Mincograph, McGill
University: Montreal, P..
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"UNIT 13 DIVERSIFICATION

Objectives

The objectives of this unit are to:
® cxplain the strategy in and types of diversification
@ discuss vertical integration in the context of diversification

. @ consider diversification vis-a-vis expansion
® cmphasise the need for and explain the steps involved in the planned diversificalion

process.

Structure

13.1 Introduction
13.2  What is Diversification?
13.3  “Types of Diversification -
13.4  Relaled Diversification
13.5 Unrelated Diversification
13.6  Integration
13.7  Diversification and Syncrgy
13.8  Diversification vs Expansion
13.9  Planned Diversification
13.10  Corporate Diversification Activily in India _
1311 Summary :
13.12 . Key Concepts/Terms
13.13  Self-assessment Questions
13.14  Further Readings

Appendix

13.1 INTRODUCTION-

With increasing industrialisation and frequent entry of new preducers, marketsare becoming
more competitive and dynamic. As a.result, there is an increasing pressure on the market
share and profit margins of the existing producers. Furthermore, with the emergence of take-
over tycoons and ihe fast-growing companies, there is an all round pressure lo move fast in
the industry. Companies which are complacent about their presently comfortable dominance
in the markets are likely to get edged out by more aggressive entrepreneurs, With growth of
technology and markets, competition and the associated risks have also grown.

The emerging situation demands that the company’s fortunes are not solely dependent on
‘one particular segment of the company. The company should distribute its dependence on
different segments of the cconomy ir such a way Lhat if one segment of the economy goes
through a slump of a recession, the entire operations of the corporation do not come 1o a
standstill. For instance, if a company is exclusively involved in the agricultural goods, it
should look for potential avenues in the indusirial goods or the consumer preducts.

In this unit we will discuss what diversification strategy is, the different types of
diversification strategies which a business firm can pursue and how plarined diversification

can be brought about.

13.2- WHAT IS DIVERSIFICATION?

As an individual with surplus disposable funds, you would lik to invest your savings in

several different assets. For example, you may put X amount in & house or other real assets, -

Y amount in fixed deposits and bonds, and Z amount in company shares. Some of these

T T -
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investments are less risky and have lower returns, while othors have a higher potential for
return on dnvestment, with much more nssoclated risk as well, oo

The purpose behind an individual diversifying his investment portfollo is to avoid the risk
arising from an unexpected failure of a particular channel of investment, Although
investment in shares of a particular company might promise excellent profits, investing all
savings in that company exposes the investor to the risk of facing crippling losses should a
natural or man-made calamity strike the company. By buying shares of several companies
an investor reduces the possibility of suffering an unexpected loss and simultaneously
increases the possibility of having a stable and steady income, besides appreciation in his

investment.

Companies in a similar fashion attempt 1o spread their risk by diversifying into several
products or industries. They stretch their involvement into more products for a more stable
growth and profitability. Corporate strategists have to appreach the issue of diversification.”
by asking practical questions like: What is our business? How many businesses are we in?
How many businesses should we be in? How are these related to each other? Andsoon.. .

Corporate diversification involves-broadening or enlarging the company’s-product range by
introducing new products, or extending the range of existing products, The diversification

. strategy is concerned with achieving a greater market from a greater range of products in
order to maximise profits, From the risk point of view, it translates the policy of “not putting

all of one’s eggs in the same basket™ into action. For example, an air-condilioning company
may add room-heaters in its present product lines, or a company producing cameras may
branch off into the manufacturing of copying machines. -

13.3 TYPES OF DIVERSIFICATION

The diversification choices can be broadly divided into two types:

o related diversification’
@ unrelated diversification

_A related diversification is one where two or more products or businesses are related to each

other by common manufacturing facilities and processes, R&D effort, staff, markets,
distribution channels, or sales and advertising effort. Because of sharing of resources, related
diversification has the potential of generating economies of scale on account of various
kinds of synergies coming into play. An unrelated diversification often lacks this potential.
In a related diversificalion therefdre a combined business shorid be able to achieve a beiter
ROF (Return on Investment) because of increased revenues, Grereased costs, or reduced

investment In the total business.

Unrelated diversification is one where a company moves or diversifies into product areas
which are not retated to the existing product(s) or to each other by common technology or
markets etc. The producls manufactured by a company which has gone into unrelated
diversificaiion usuaily belong to different industry or market groups.

13.4 RELATED DIVERSIFICATION

As you have already noted, this type of diversification takes place when o company enters
into the manufacturing or marketing of related products or businesses. The different
products manufactured by the company are related to each other by common technologies,

marketing channels, ete. The company enters into related businesses by using its experience

in marketing, production, technology or other functional areas for new businesses.

J.K. Synthetics is a company which has actively diversified into a number of related areas.
From a texlile background, J.K. entered the field of synthetic fibres and successively moved
into different types of synthetic fibres based on related technology. For the year 1984-85, the
sales tumover of Rs.4190 million included 32 per cent from polyester filament yam, 17.6

" per cent from polyester staple fibre, 10.5 per cent from nylon tyre cord, 15.5 per cent from

ecrylic staple fibre. The different synthetic fibres accounted for 75.5 per cent of the total -
tumover, while the rest came from cement (20 per cent) and other products (4.5 per cent).

When the diversification strategy of thie firm is such that there is'a ‘common threed’ which’
relates the past, present and-the future products and market, the insiders can easily puide the
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f_uluré developments of the organisation,
_ going. This Lype

The telated diversification can be o

and the outsiders can guage where the cdfr;ﬁany is

of diversification strategy is also known as concentric diversification.

-

F two types: constrained and linked.- ;

jConstrqincd or Controlied Diversification ) _ ©o
 closely related to the

- main product lirie as weil as to cac

diversify into preducts which are al

h other. The new businesses are: closely related to 1he core
busincss by common technology or markets, Nirlon took off from Nylon filament yarn used
for textile applications (o Nylon Lyre cord in the area of industrial applications. The company
then decided 1o enter into the businesses of making conveyor belts, V:belts and tyres, all
based on industrial grade nylen“yam. The basic idea in constrained diversification is

illustrated in Figure 13.1.

Herc the company's sirategy is to

Fipure 13.1: Constralned Related Diversification

Bast Buslness

related to the core business, rather’
ther product line asina chain. The linkages between
and only based on a business relationship.

lnaiaﬁrShhvilng Product Lid., with a 24 per cent equity from Gillette, U.S.A., planned to

_diversify from blades to manufacturing of loiletories and writing products. These are also
the product lines of 1ke-foreign collaborator. The company wishes to follow these
diversifications because it has access (o the technologies of the foreign collaborator. Further,
these goods offer & 35 per cent rélum on operations, much more than what the blade industry
can permit. Thus, the diversification is expected to sirengthen the botiom ime of the
company. Figure 13.2 graphically presents the idea of linked diﬁcrsiﬁcalion.

13.2: Linked Reloted Diversifleation

Linked Diversification

In this case, the'company’s diffe
each product or business islinked o0
different businesses are in general weak

rent product lines are not

Flgure

:

Diversification
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Before entering even into related areas a company must ask itsell SOme Impurlanl quesiiuus:

® Do the comman skills and resources really exist?
® Will the economies/benefils resulting fromi sharing of skills and resources be substantial?
@ Will the related diversification improve overall results?

¢ Will ihg related diversiﬁcalioh lead 1o any difficuliies or problems and does the company
have the capacity to overcome those difficulties fast? :

Activity 1
Give five examples of companies (other than those cited in the previous section) which have
pursued related diversification. and classify them with respect fo the direction of their

diversification.

135 UNRELATED DIVERSIFICATION

Contrary to related diversification, some c:ompani'es follow the strategy of moving inio
unrelated and-altogether dissimilar businesses. This may be accomplished by setting up new
projects from firuss-rpot level, or through mergers or akeovers of running businesses.

Hyderabad Allwyn has grgwn into a highly unrelated diversified company over the years.
Starting over 45 years ago in 1942, it grew.10 Crass the sales wmover of Rs, 1 billion in .
1986-87. In 1946, the firm di- ersified in an allied field of bus body building, and in 1948
into the manufacture of domestic refrigerators. In 1966, the company pioneered the
production of domestic gas eylinders through an in-house R & D effort. From 1970 to 1973,
deep freezérs, water coolers and air conditioners were added to the product range. In 1980,
Hyderabad Allwyn entered into another unrelated diversification of watches. In -
collaboration with the world famous waich maker Seiko of Japan, Allwyn started making -
hand-wound, automatic and Quartz analog models, with an average annual growth rate of 35
per cent. In 1980, the firm also entered into collaboration with Mitsubishi of Japan for
industrial sewing rhachines, and with Hitachi for hermetic compressors. In December 1981.
an agreement was signed with Nissan Motor Company of Japan for production of Light
Commercial Vehicles (LCV) through a subsidiary. This was nn area with high growth
potential. The fact that Aliwyn had no-prior experience In the auto business {except bus” |
body building) did not deter the management from getting into this new arén, B

Shri Ram Fibers, moving from industrial synthetic yam of setting uptoa unit for automotive

electricals, is also an illustration of the unrelated diversification, although there-was some
corporate synergy with its promotors the DCM Lid which went in for automobile assembly.
Similarly, from textiles the Lalbhai Group hes diversified into electronics. '

Companies producing mature producis should avoid getting into other mature (unrelated)

products. This should be so despite the fact that the former is a cash gener_ator.' and the latter
would require new invesiment. Similarly, a company dealing in a *new product’ should
refrain itself from taking up other ‘ngw products” at similar stage of their product life cycles.

The cash generation ability of the diversification alternative and.its status with respect to the.
product life cycle are two imgortant criteria. Maturé products must be matched with new. ;
products, because the formér will generate cash for the latter and harmonize the spread over
life cycles. The different possible candidates may then be ploned na matrix of market
characleristics (such as its average profitability, potential for growth and vulnerability to
imports, etc.) versus the characteristics of the company (such as its market share, financial
performance, eic.). These should be viewed in relation 1o the position.of the present

operations,

Unrelated diversification is also known as “conglomerate divérsification”, especially when

new unrelated products are added by acquiring new businesses {companies). For example
,
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.RP Goenka, who had intercst in Philips Carbon Black, Astan Cables, Murphy, and Agerpura
- Jute Mills, took over Ceat (tyre manufacturing compdny), Kamani Engineering (ma.klnﬁ ,
electricity transmission towers), Searle India (making Agro-chemicals), and Gramophone
Comipany of India. Bayar India (manufacturing rubber.chemicals) and Dunlop |, .- o
{manufacturi::g tyres) were acquired by RPG in association with Chhabarias, both are well-
known in the corporate world for their takeover activities. Additionally, Goenka has
promoted India Polyfibers, Upcom Cables and Karnataka Telecables, Oak India and Maple -
_Circuits, the last one for manufacturing computer peripherals and laminates for computer -
circuit boards. Haldia Petro-chemicals, a new joint venture with West Bengal government, is

regarded as its most spectacular project.

' 13.6 INTEGRATION

The integration straiegy can be best understood by the relationships in a family, which can
be veriical or horizontal (see Figure 13.3). In vertical integration, businesses are related to
eech other like grand fatherto father to son or daughter. On the other hand, horizontal
integration is like the refationship between uncles, nephews or nieces.

Horizontel Integration : S
Horizontal (lateral) integration refers to owning or controlling.a number of similar but
separale activities in the same kind of business. It usually refers to buying ar taking control
of compelitors at ihe same level in the production or marketing process. In horizomal
integration the firm acquires other firms or products that ¢an use existing facilities. Usually
the acquired firm is 2 competitor. For example, 2 finm already in auto service business may
takeover another company which has auto service centres. As the facilities for
manufacturing and marketing get shared, the cost per unit may be reduced. Horizontal
integration therefore may enhance the profitability of the total enterprise.

Vertical Integration
Vertical integration may be of two types,
towards the son.

backward towards the grand father or fofward

Figare 13.3: Vestical and Horlzrontal Intsgratdan

Grand Fatber

Vertical Integration

. ‘ ) ) _'-
A/

Horlzontal Integration

" Diversification.
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Dackward Integrat!on
In general, a product manufactured by a company 15 made up of sc\reral pn.rts or raw”’

materials, A manufacturing company usually buys huge quanuucs of parts or raw marenals_

from outside suppliers, One way to d:versﬂ'y is lo add famlmcs for pruducmg such pans
components, or raw matenals

Backward mlegrauon by diversifying into raw materials and other supphes for thc
.compuny's products, may give the firm better control and reliable supply of essential inputs,
A company may also be tempted to follow this strategy when it finds its suppliers reaping
large profits. Backward integration may require additional technologies different from the _
ones already in use within the’company. The company may also produce quantities of pars,
components etc. much in excess of its own requirements. [t may thus enter into the market
as a suppher in competition with its earlier suppliers. With qualny control exercised on
inputs, backward integration may enable a company o lmprove the quality of its final
product, ) K

Reliance Industries, promoted in 19'?7. i5 p]a.nned 1o be a-highly vertically integrated unit.' .
with stress on backward integration. The textile mill producing Vimal brand of fabrics
moved into polyester yam manufaciure; while still selling its fabrics at a nationwide retailer

.network. For 1985, fabric sales accounted for 33 per cent of the revenue, whereas polyester

yam contributed a massive 65.8 per cent of sales. Later, the manufacture of polyster staple
fibre was also added, and in 1986 when the plant was commissioned, it accounted for 5.6 per
cent of the sales The contribution of polyéster staple fibre mcreased wuh the years.

In March 1988 a plant for purified terepthalic acid (PTA}, an 1mportanl raw mnl:enal for

making polyester, was commissioned with an annval capacity of 100,000 tonnes per annum -

set'up at a cost of Rs.5,000 million. Earlier in November 1987, another plant for lmear alkyl
benzcne. an jmporiant ingredient for delergems was also commissioned.

The other major raw malenal for producing polyester, mono ethylene glycol (MEQG), is also
on the anvil with a capacity of 60,000 tonkes per annum at Hazira in Gujarat. The plant to
make paraxylene, an intermediate for manufacture of PTA, was expected to go on stream in
July 1988.- With these projects Reliance is expected to market fabrics with enormous cost |
advantages. Figure 13.4 shows backward integration at Reliance.

Flgure 13.4; Bockward Yertleal Integration at Rellence.

Naptns
Parn-
Xylene
PTA MEG
Polyater - Polyester
Filsment Staple
Yam Flb_r:
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Forward Integralion _ _ Diversification
This involves diversifying the business further down the linc towards the final consumer.

Forward integration facilitates a more direct controt on distribution and logistic channels,
thercby eliminating costly inventory build-ups or markeling bottlenccks. This may also be
an attractive ~rategy when e distributors of the products have a high mark-up. As forward
integration heips the company (o control its distribution channels, it can relalively be assured
of satisfying customer nceds or wants morc complelely. Aller-sales service and warranty

administralion become easier.

Nirlon Synthetic Fibres & Chemicals Lid. pioncered the production of industrial nylon yam
and nylon 1yre cord in India in 1970. The lauer was sold 1o tyre and beli manufaciurers. The
high strength nylon acts as reinforcement in these applications. These rubberised goods are
processed under very severe conditions of lemperature, pressure and chemical environment
which have adverse cffect on the properties of the synihetic fibres. If the finished goods,
tyres or bells, do not perform up to the desired expectations, claims are preferred on the
nylon yam/cord supplier, though the fault could be at the lalter stage. To ensure a good
quality to the final consumer, Nirlon decided in 1978 to diversify into manufacture of ¥-belt
and conveyor belts, This also ensured a caplive consumption of the tyre cord produced by '
the company which was facing a stiff competition in the market place. To increase the
internal control, the company also had plans to diversify inlo making a wide range of tyres
which would ensure further captive consumption of ils-expanded capacily of tyre cord.
Figute 13.5 depicls forward integration of Nirlon Synthetics.

Fipure 13.5: Forward Vertical Integration at Nirlon,

Nylc;n I : Polyester
Filsment Filament
Yern Yam
Nylon
Indusirial
Yasm
Conreyor
Belting ¥V Belt

Tyre
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Vertical integration, whether forward or backward, should be.undertaken with a certain -
amount of caution, Integration generally increases the invesiment considerably. This may
result into lowering of the return, Jn backward integration, scarce ¢apital and talent of the
company may be tied up in producing a raw material or component which could be bought
{rom the market without much difficulty. Further, capital may not be used productively by
an integrated business. This will happen particolarly when the requirement for raw
materials, components, ete, is not substantial and built-in capacity remains under-utilised.
Similarly, the cost of output will also increase if built-in capacity is below the economical
level, Permanent commitment in assets may also reduce the firm’s flexibility. Similarly, in
forward integration the firm may lock up its capital in trucks, warehousing and stocks at the
outlets. All these functions can ofien be carried out rather more efficiently by outside '
agencies and market channels, In' view of the possible adverse impact on profiability, it is
essential that firms have a very clear idea of the objectives that they seek to achieve by
integration. The firms must have an accurate and realistic view of.the industry environment
and its own strengths and weaknesses. Only when the firm believes that there are significant
economies of scale to be gained by integrating backwards or forwards in the market, that it
hes resources to achieve this, and that there are no inflexibility costs attached o this strategy
that the firm would be advised to follow this path, We shall now take up the concept of
synergy which is pa.rucularly relevant in the context of relalcd diversification and:-

integration.

13.7 DIVERSIFICATION AND SYNERGY

. Synergy or synergistic effect occurs when two or mare products are manufactured together

rather than separately. The total output may be preatér quantitatively-and better
qualitatively. In ordinary arithmatic 2+2 is equal to 4. However, in organisational arithmatic,
2 units of input + 2 more units of input may give 3, 4 or 5 units of output. Three units of

output represent unsuccessful, 4 units break-even, and 5 or more units represent successful -

organisation. In the last case, the combination of inputs has yielded more than their costs or
inputs. More output sometimes may- “also be accompanied with better output, Thus,
combining of resources may also have a quality dimension.  ~

Synergy in general is known as ‘2 + 2 = §' concept. To put it in another wﬁy, the synergistic’

effect arises because of joint efforis and shared costs. The synergistic effects can be oblained .

in many areas of a business. Let us go into what these different synergies are,

Production Synergyy
The proposed new products may use sum]a.r or some of the alrcady available tacilities for

production. This may also contribute towards higher capacity utilisation of the installed
capital assets, either on a continuous or an altemate cyclic basis, For example, many of the
makers of coolers, refrigerators and air-conditioners also get into manufacturing of room

‘heaters; ovens and other products for fully utilising the manufacturing facilities during the

different parts of a year. The cconomies of scale of production, however, vary from

operation to operation. For example, in the steel industry, the optimum scale of cperation for

liquid steel is greaier than that for rolling operation for different steel products. It is better to
combine one steel ‘making fumace with many finishing mills, Furthermore, as scale of
production increases it becomes more viable (o process the by-products obtained during the

manufaciuring process.

Marketing Synengy
Synergy is most si;gnificant in sales and d:smbunon when the products are related and sold

through the szme cutlets. For example, tennis balls and rackets can be commonly marketed,
thereby saving on .advertisement, sales administration and distriburion. These different
products can also bye marketed by a common brand name.

In case of certain ¢ ompuanies manufacturing consumer durables, developing a nanon-wldc
marketing network is a must for making their products available to their customers sprexd

" far and wide. Main I2ining an extensive network for a single product or product line

otherwise may not ibe viable. The existing distribution network may be utilised for a number
of different products going to the common customers, such as cigarettes, cold drinks,
toiletries or other goiods of day-to-day use. Thus, if a company produces one or more of such
products, diversifyilng into other products becomes casier with Lhe markeling synergy that

might-be existing al:rzady.
Sometimes the prod ucts even though they are related to each other, may not be sold through
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common outlets. For example, washing machines may be sold through the appliance stores,
while washing soaps may be sold through local grocery stores.

Iinancial Synergy . BN
The ident:... ation of new products for diversification may also be governed by the

requirements of the cash Mow and the working capital requircments of the company. For
example. in the case of it [an manulaclurer, there will be a build up of inventory during the
winter months. The management may 1Ty 10 circumvent the continuous crunch on funds
outflow by offering higher discounts on their products during the off-season phase.
Allernatively. the company may diversify into another business which will keep it running
with shorter cycle periods and quicker reurns. Many small-time traders with limited
financidi resources understand and usc this approach [0 keep running throughout the year.

Organisational Synergy )
Another form of synergy is generaled by the characteristics of the organisation. The

arganisation can exploit the skills built up over the years by entering into a number of
different businesses, For example, a manufacturing organisation can get ino trading
business or into consultancy sector so that its existing staff and infrastructure may be fully
utilised. The Toray Industries Inc., the leading chemical fibre manufacturer of Japan started
a separate business centre {or research. Toray Research Centre Inc., which utilises 60 per
cent of its manhours for carrying out Toray’s in-house research and 40 per cent of the
resources for doing contract research for outside organisalions. With its manpower fully
utilised, the company can afford 1o install latest, most modern and expensive analytical tools

available in the world [rom its own generation of funds.

Synergy of management can be particularly exploited where [he current management
resources in the organsiation are underdeveloped. Bul, if the diversification efforts demand
too much fime and effort, this may hamper the efficiency of even the existing operations.
For instance, overseas consulting work is highly favoured by senior managers in some
companies, bul it takes much of their time away from the major operations, sumegimes far

too disproportionate Io 1he present or the ulure relurns.

Activity 2 .
Give three examples of faslest growing Indian companies and discuss how they have grown .

in terms of the strategy followed by them.

13.8 DIVERSIFICATION Vs EXPANSION

nsider the possibilily of

Before a company diversifies, it is important to pause and co
in bigger market share for the

cxpanding in the existing product line. This would help to ga
present business of the company.
ding lhe existing activilies of the company is generally

| of activily as (he managers are! familiar with
cation vis-a-vis expansion as a result of @

In 1coms of implementation, expan
snuch easicr than slarting a new channe
cxisting business, So one musl consider diversifi
clear-cut stralegic move since the former entails toking up of relatively lesser’known areas,
Bath the alternatives should be carefully weighed against their likely relums—tangible as
well as intangible. As for tangible results, return on investment for (he two alternatives
should be compared, keeping in view the prevailing fiscal policies, laxation, depreciation.
incentives for new invesiments, elc.

ely to have a sieady and significant growth in its market size,
and there is large unfullilled gap berween suppty and demand, the company should consider
further capaciiy expansion for ils exisling product(s), unless there arc other strategic Teasons

“against sote dependence on e preduct. Expansion may be more desirable because of
experience curve advantages such as familiarity with the technology and equipment
reauired, higher marginal produclivity of abour and capital, and the availability of the

If the existing preduct is Lik

Diversification
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existing infrastructure, Often, there are possibilities of gaining additional productlon
capacities by de-boutlenecking the manufacturing prpcessés and adding balancing -

eguipment. ) .

e company should consider the opcratidnul details of

Before implementing expansion, th
keting capabilities (o take

marketing the enlarged volume. It siould review its existing mer
on the additional load. Otherwise, it must plan for augmenting and training its market force

in advance i.e. before the product comes off the production line.

While considering expansion, a company must also consider the image that customers carry
with regard 1o its product lines. 1f the brand image is low, the company should be carefulin
expanding further and must check whether cnough cusiomers exist for its products,

of the customers using the product more frequently or in higher quantities )
or detergent powder can be

e their existihg products. They do
bution segmant or introduce
ket segment to utilise 1heir

The possibitity
may als¢ be exptored. For example, larger packing of tea
introduced, Companies somelimes do not exactly duplical
<ome minor modifications and either go for the higher contri
more added-value products. They may also aim ata bulk mar

highet iiastalled capacity-

13.9 PLANNED‘DIVERSIFICATION |

Al
You may perhaps have realised that there are several oplions open 10 management:

A Do nothing to change the status quo. and hope that the preéenl profits will continue
" indefinitely. . : . b '

. B . Saifl with the wind. Here the firm rushes into areas where ever)[Qne else is going. If the

present trend is 10 diversify into shipping, then the firm also tries 10 get into shipping-
And if olhers are eniering into electronics. the firm beligves that this line must be
profitable. So it also diversifies into electronics.

C  Goon moving in the same di
strategy. ‘

>  Move into new direction in a planned manner. This is the area with which we will be
concerned here for elaboraticn. The options available to management are graphically

presented in Figure 13.6.

Figure 13.6; Options Open to Mnnagcr.nenl

-

B. Saft with
The Wind

Co. . / ) .
- - ' [ ' )
. s ‘ .
: l:> C. Go on Moving In

P _Same Direction

** A Stand St

. Move in
New Dlrecilon

"

Sailing wilh the winds is convenient but often an erratic way to diversify. The firm drifts

froim one area to another just because it wants to do what others are doing. There was
periaps tempiation earlier when the government believed in strict regulation of entry. Some
hers could think of doing so.

firms rushed into new area by grabbing he licences before ot

rection. This may be done by expansion (or cqneentration) -
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Some market indicators may drive the potential promotors to rush into the so called highly DiversiNeatlon

profilable areas. Many entreprencures moved into the manufacture {or nssembly) of TVs and
automobile< in 1982, Computess also had a simitar tale. But scon Lhese sectors were heavily
crowded ai: ¢ became competitive wilh large influx of “me-100 intrepreneurs,” who had no
‘distinctive competence’ in these areas 1o survive the hard fought batties in the market place.
With liberal Jicensing policy, the Government issucd over 7,500 letlers of iment in the first
seven years of the 1980s. of which enly 31 per cent were converied into industrial licences,
18 per cent expired. and vver 50 per cent were kept hanging by the entrepreneurs. Thus, '
- cornering of industrial licences has no longer i charm that it used 1o be earlier.

In the two wheeler sector heavy battles are pitched: with even the leading brands not yet -
contributing any profits 10 the promotcrs. In the TV sector heavy dealer discounts and other
incentives as well as aggressive (and expensive) TV media campaigns have become a must
for luring custorners. All this cuts decp into the profit margins. These recent examples
should convince the top managements in different firms that the days to sail with the winds
are over. From now enwards 1he needfis 1o carefully plan the diversification on the basis of
the ‘fir” with the lirm’s other aclivities so that the strengths are further consolidated. '

Planning the Diversification .
Diversification into new market with new products and new technologies must be carefully

planned. The diversification stralegy should follow a step-by-siep approach-or analysis in
order Lo aveid the unpleasant culcome of fuilure or less than the expected success. A
compiny must realise that an unplanned diversification can be just as damaging as no
diversification over the years, The company must carefully plan in advance for acquiring
and effectively utilising the needed resources, management expertise and technical skills.

You are already aware of the example of Nirlon that way given carlier. Massive expansion
was undertaken by this company along with indiscriminate diversification. And all this was
done withoul organising the necessary long-term funds. As a result, heavy interest burden
was incurred on short-term funds of lhe company. The finished goods were not moving well
into the market, leading 1o very serious cash flow problems. Eventually, no funds were
available for buying raw malerials, for paying excise on finished goods, and for paying
custom duties for releasing the imported equipment lying in the bonded warehouses of

Bombay Port.

Diversification is an Ongoing Process i
Systematic diversification is @ progressive way of doing business. If an crganisation has
been stalic with no new plans for many years, then to expect it 10 become dynamic overnight
‘and move fast into new areas, just becausc the external threats demand so, would most likely
land the company into disappointment. [f a [irm wishes to grow al 2 steady pace, then it
must continuously evaluate new arcas for divérsification. The top management must
encourage small and steady incremental elforts lowards growlh. The steady growth also
aspires the professional cmployecs 1o grow inthe company. This develops their long-term

loyalty.

Inertia, in physical as well as soctal sysiems, is a difficult thing to overcome. Jt is easier 10
pull a cart which is already moving than to pull a still cart. The top management must follow
a consistent policy ior diversification, and not practice on-now, off-now policies. Even when
- 10 diversify in a big way, it must continuously monitor the

the firm is not in a posil
or competitors are doing in terms of strategic

competitive environment and track what the oth
. alternatives.

Define Your Business
One of (he Mrst steps in deciding aboul the future course of the irm’s di
(o carefully define the business clearly. This seems simple, but it often requires a thinking

. beyond the promoter’s immediale coneern for making quick profits.

versification plans is

Depending on how clearly a firm has deftned its business a number of new and logically
refated aclivities may emerge as autornatic extensions of the present activities, For example,
xerox insists that their business is to sell satisfactory copies and not just copying machines.
Therefore, developing and manufaciuring toner or leasing copying machines became natural
extensions of their copier business. Similarly, a manufaciurer or vacuum cleuner may define
ils Busingss as selling cleanliness. Therelore, it may develop, manufacture and market other
cleaning aids. from a simple duster cloth To different brooms and carpet washers. Defining
ihe business clearly helps in defining certain natural business choices which can be easily

developed and exploiled by the firm. 37
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SWOT Analysis .
In the context of its business definition, the company should carefully analyse its internal

sirengths and weaknesses s well as oppertunities and threats in the extemnal environment in
the form of the extent of compelition, market potential, Governmental policies, constraints,
etc. The SWOT audit of the present operations and analysis of the effects of the proposed
new diversificalion activities may provide useful clues. A comparison of a firn’s own
ratings with the ratings of its compelitors in (he market can also-help it to know its position.
The identification of such a gap can then be 1aken as a basis for developing the short-term
and long-term slrategies. )

GAP Analysis
A way of amriving ar the ncw avenues for growth and diversification is to do 2 GAP

Analysis. Here, the company iries 10 make an honest estimute of where the company is al
present, and where it would wish to be in future. The idenlification of such a gap can then be
taken as a basis for devcloping short-term and long-lerm strategies for further growth, for
consolidating the present portfelio by dropping existing or intreducing new products. '
However. as these sirategies may hive significant impact on the size and composition of the
firm’s manpower, especially when it decides to drop come products making any drastic or
sudden changes would be almost wurbulent compared (o making small regular changes.

For example, a firm has assels worth Rs. 1.000 million. Considering its reserves and
investible resources, it feels that it can be in the ciub of companies with assets worth Rs.
5.000 million. The gap is Rs. 4.000 million worth of assets. The firm may then start
considering carcfully 1wo or three projects with assels worth Rs. 500 to Rs. 1,500 millicn.
The projects with this size of invesiment are medium-sized projects. The company should
rute out large projects like petrochemical and mining.which generally involve substantial
investment as well as small projec)s like assembling of fans and other clectrical appliances.
Such an analysis would demarcatethe permissible region within which the firm can

" effectively diversify. From the identified industries, then the market segmecnis-are specified,

and finally the produci(s) to be manufaciured are identificd based on the availability of
technologies, raw materials, exient of compeltition etc. Such a sequencial screening will be
better in the long run than working on some growth prospects in an ad-hoc manner.

~

Competition & Risk Analysis
Diversification implies risks. Therefore, while expecting reasonable retums, the company

should prepare itself to absorb those risks also. Every new activity is associated with some
unforeseen risks which may be reduced by planning but cannct perhaps be totally

eliminated, The markets may change, competition may increase, or the govemment policies -

may become adverse. The lop management must be prepared to accept risk, und may sel
certain tolerence limits for the purpose of planning. Otherwise, managers may put up rosy
plans which may be fictitious and result in heavy cost and time Overruns. Incurring of
excessive risk is also nol advisable, as it may jeopardise even the survival of the
organisation. -

In the interest of mcunirigful and stable diversification, a frank, open and 1wo-way dialoguc
between the top managemenl and the executive managers is a must. One-way orders will not
produce results though it might appear that a Jol is being done. '

How a well known company in the private corporate seclor. Shri Ram Fibres Ltd., went
about its diversificalion plan is narmated in the Appendix. .

13.10 CORPORATE DIVERSIFICATION ACTIVITY IN
INDIA

Diversificalion for corporate growth has been aclively pursued by many Indiun companies
and business houses in recent times. We hear about new products practically every day. We
have had waves of diversificatioris into new product categories by all kinds of business
units. Tn the early 80s il was mini computers, in close succession came ielevisions, dight
commercial vehicles. personal compuiers, -rABX systems and extruded food products.
Starting now and in the next few years, we are going 1o have processed foods. washing
machines, high fashion garments, cement plants, etc. What are the various reasons for
prompting many Indian companies to undertake diversification in new areas? There are
several national and international factors which have crealed an environment which
encourages diversification. Some of the major dimensions of this.new cnvironment ar¢ a8

follows:

R
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@ a partial de-regulation of Indian economy by way of relaxation in policies, rules and Diversification

procedures.

@ willingness on-the part of Indian entrepreneurs to think big and grow big. A somewhat
easy - -ilability of lechnological and managerial manpower in the country has helped iri
the growth of Indian corporale sector.

@ an uncrthodox and somewhat higher risk bearing attitude adopled by institutions dealing
in finance. Consortium banking and large scale borrowings from European money
markets have helped many Indian private and public seclor companies.

® middle class confidence in equity market has helped to overcome the lack of venture
capital. The Reliance Petro-chemicals Lid. issue crossed the ‘1000 crore’ rupee mark for
the first time in the history of sharc markets in India,

‘® Shrinking demand for many consumer durables abroad has stimulated the interest of
foreign companies in India. Many large and medium sized foreign companies are willing
1o collaborate with local manufacturers for starting joint ventures in India. The "NRI’
scheme is another conduit for flow of technology and finance in India.

® a massive expansion in the market size. Today we can boast of a middie class market of
about 100 million people. They constantly aspire to improve their standard of living.

We thus find that it is the combination of several factors which has resulted into a large
number of Indian companies undertaking diversification as a method of growih in recent
times. The following guidelines should be helpful for successful diversification (Source :
‘Diversifying into Disasters’, Business World, September 28, 1988). -

® If you are not big enovgh, do not try it.

® If you lack staying power, stay clear of grandiose diversifications.

® Look before you leap. -

@ [f possible, be the first.,

& Wherc feasible, float a separate company.

@ Check whether you have the marketing skills necessary in the new business.
" @ Be ready to accept your limitations and compromise.

® If you are a small player, it is better to have a small ego.

® Tax saving alone is not a good enough reason 1o diversify.
@ Ultimately, it is no crime to remain undiversified.

The above ten commandments of diversifications, though they might be based on limited

experience, appear to be of great relevance {or corporate slralcglsts who might be
thinking of treading on the path of diversificatign.

Aclivity 3

Study the product';,"aclw:ly of various companies in TVS group. This group is amongSl the

most successful business groups and concentrales most of ils activities in South India. Upto
- 1985, the group depended on 12 of ils major companies for corporate growth. These

companies and their-major products/activities are listed in Tables 13.1.

Toble 13.1: TYS Group

Companles ) Mujor Producls/octlvitics
| T.V. Sundaram lycnger & Sons Sales and service of sutos and auto parts
2 Sunduram Industries Limiled Manufacturing & sales of ute parts and
alher services
1 Sourthern Rozdways Lud. Possenper & Goods Transport Flcr.t
4 Sunduram Fasiners Lid. Fusiners lor various industrial uses
5 Sundaram Abex Lid. Bruke linings and clutch facings
6 Whcels India - Wheel steliclure & parts
7 Brukes India Feundatfon brakes & other componems.
8 Sundarmz: Finance Hire purchusc :
9 Sundaram Claylon Lid, Actuation systems for brakes
) b in commercisl vehicles
10 Ind Suzuki Limited Molor Cycles
It Lweas TVS ’ Aulomobile Elecirical Parts
12 Srichukro Tyres Lid, Tyres end Tuhes

Make 5 observations on this Group's diversification strategy
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During the mid 80s, the TVS groups has also diversified into electronics, From various
information sources. such as journals and magazines and also’the branch office of the
company al your place, find the deails of the TVS's new urca of diversification.

..............................

13.11 SUMMARY

Diversification is an important strategic aliemative to growth. It results in new products’
being added to the existing ones. Diversification may be in related or unrelated arces,”

" Related diversification may be either constrained or linked. A firm needs to be particularly

careful before taking a decision in favour of integration or unrelated diversification. While
unrelated diversification aims to reduce over all risks of the tolal organisation and thus
ensures long term stability and growth, it often puts considerable strain, at times unbearable,
on the existing managerial and technical resources. Several of the synergies which normally
are available for related diversification and integratjon altematives, not likely to.arise in the

d " ol

case of unrelated diversification. = . . ce o L

In mieny cases it may be more desirable to expand in the'existing product lines rather thla'_n.""
taking up new ones. In any case diversification activity must be properly planned and

systematically executed. .

Over the last decade or so, diversification activity in India has been witnessedon a - -
resounding scale, Unfortunately, however, several of the enterprises have met with disaster,
The reasons range from lack of planning 1o a sense of euphoria. Hence, the need for

adequate planning and for a balanced view cannot be over emphasised.

13.12 KEY CONCEPTS/TERMS I

Backward Integration
Constrained Diversification
Diversification -
Forward Integration
Gap Analysis
Linked Diversification
Related Diversification
Synergy
Production Synergy
Marketing Synergy .
Financial Synergy
] Management Synergy
Unrelated Diversiftcation
Vertical Integration




Diversification

13.13 SELF-ASSESSMENT QUESTIONS

Wit it do you understand by diversification? What motivates 2 company to diversify? -
Distinguish between forward and backward vertical integration.
What are the advantages and disadvantages of various diversification strategies?

W ) -

Explain why unrelated diversification is often said to bc riskier than related
diversification.

5 What advice would you like to give to a small business owner who is planning to
_diversify his business?

6  What are the major arcas of synergy in (a) vertical integration decision, and (b) related
diversification? Is it possible to develop any synergistic effects in case of unrelated

diversification? if yes, how?

" 7 ~Under what conditions or circumstances an entrepreneur should prefer diversificarion

over expansion and why? _

8  “Various types of synetgies may prompt a businessman to diversify.” Examine these
various synergies, giving suitable examples.

9 What step as an entreprencur would you like to take before actually embarking upon
diversification scheme? Discuss the impertance of planned diversification in today's
business.

10 Critically examine the corporate diversification activity in Tndia. What suggestions you
would like to make so that diversification activity in India proceeds on a sound basis?
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- APPENDIX

Shrl Ram Fibres ; Diversifylng into the Unknown*

Let us consider how companies diversify by sequencially following the developmcnt of a
specific growth concept at Shri Ram Fibres. The company, since its comm:ss:omng in 1975,
was heavily dependent on nylon tyre cord business, and in 1983 decides 0 get into
antomotive electricals. The project was ser up as a separate subsidiary by. ihe name of SRF-

Nippondenso.

* Shri Ram Fibfe,é (SRF), after some teething troubles in the earlier years of its operaticas,

was adjudged as a Mini Giant in 1983. The production capacity had been increased from

- about 1,000 tonnes in 1974 to 5,000 tonnes in 1983. In the first few years the company

stocked high percentage of its production from 1979 onwards, however, the inventory levels

'were stabilised at about 10% of production. The profitability {net profit margin over sales)
in¢reased from 1.8% in 1978 tc over, 15% between. 1980 to 1982, The profit before tax

(PBT) also successively increased, from Rs. 2.5 million in 1978 to a peak of Rs. 67 million

- in 1982, From 1980 onwards, the company had funds available of the order of Rs. 50
- million. Thus in 1983, the company was poised for high growth with high avallablllry of .

funds and a managerial philosophy supporting growth. o 3
1

. % This case was peepared in 1986.
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Internal Growth

" SRF has fuily exploited its internal growlh poremml and emerged asa markel Ieader in the

nylon tyre cord business. In 1985 SRF gained 26% markel share, with the muximum
production capacity of 6,335 tonnes per annum in this sector,

oL 4

SRF had started witn a licenced capacity of 2,000 tonnes but produced much less in 1975
when the plant was commissioned. The First Oil Shock had created a severe recession and
uncertainity in the auto industry. Till 1977 the production hovered around 1,000 tonnes -
level, In 1978 the sales position improved and the production was increased to over 2,150
tonnes; with the maiden profit of Rs..2. 5 million. With the recovery in the automotive .
industry, the company wiped off its accumulaled losses in 1980, and 15% dlwdend was
announced. Annual licenced capacity was increased to 5,000 tonnes per year in 193I and 1o
6,335 ronnes t‘.ndl:ll'sed in I982 wuh 25% overrated capacuy

In view of ils lcadmg poe.mon in lyre cord busmess, SRF at one stage conlemplaled
acquiring a supremacy by installing.the production capacity of about 12, 000 tonnes per year.
However, this idea was ldter abandoned and a lower target of maximum caput.uy of 10,000
tonnes per year wis adopled The reasons behmd lhlS were ;

@ Higher cost ofmputs :

® Growing competition from domestic producers as well as |mporl5

® Lower profit margins in recent years. :

@ Lower price realisation, due to' coniro| by a strong Tyre Manufacturers® Association.

® Depressed automobile and tyre industries due to power shortages, labour troubles, and
slow pace of road construction.' '

As a result of these factors, SRF management decided to dilute its total dependence on Lyre
cord bdsiness to about 50% with the other 50% contribution coming from non-tyre business,
Thus decision to diversify into,unrelated markets evolved in 2 logwal manner.

Related Diversification
From nylon tyre cord, SRF first dwemf’ed mto three related areas :

& Nylon fishnet twine

. @ Nylon industrial fabric

® Nylon moulding powder
In the case of fishnet twine, the nylon industrial yam s twisted in-different plies, to develop

different grades of 1wines required in the fishnet and rope making. On the other hand, in the .

case of the industrial fabrics, the industrial nylon yam is woven and if necessury rubberised
or given other surface treatments. Average realisation on fabric is more than for industrial
yamn/tyre cord (Rs. 94 versus Rs. 89 for nylon industrial yamflyre cord).

With the familiarity of pracessing of nylon pélymer for tyre cord manufacture, SRF al"o .
diversified into nylon moulding powder. In 1980 an industrial licence for producing 500
tonnes per year was obtained, In [986 the company produced 536 tonnes of nylon moulding
powder, worth Rs. 31 million. This accounted for 4.6% out of a sales tumover of Rs, 665

-million. This share was 3.3% in 1985. Average realisation from nylon moulding powder in

1986 was Rs. 58 per kg, which is expeéted to give a higher margin than for tyre cord

 {Avcrage cost of caprulaclam is Rs. 37 50 per kg).

Unrelated Dwers[ﬂeatlon into Auto Eleelrieals
Years ago, SRF realised that its fortunes were tied to one mdusuy (m syntheuc fibre), one
product (nylon filament yarn) and oné product segment (tyre yarn) catering lo only one scl

'ofeustdmers (the tyre manufacturers), This excessive dependence on a very namow \ccuun

of economy was further weakened by a very strongly knit Tyre Manufacturers' Association
offenng hard negotiated prices. Besides, some of the members of this Associution had sister
companies also supplying the tyrecord (such a5 J R Synthetics supplying to JK Tyres),

Thus the managernent decided to diversify into other unallied areas, However, belng [n the
business of ‘industrial intermediate product’, SRF was familiar with only industrial
marketmg 'On the other hand, SRF lacked the extensive distribution network required to
reach national markets for the consumer products. The company was already supplying 10

" the auto ancilliaries—the tyre makers. Thus the ideas of auto electricals matched well with -

its EKIS‘II‘Ig OPEI'(IHOI'IS

The coneept of getting into auto electricals emerged in 1981. To an extent it vas hnkcd W uh
the involvement of the parcnl company, DCM Lid, with the manul'delure ol‘ h;_.ht
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- commercial vehicles {LCV) in collaboration with Toyota Motor Company of Japan. In the Diversificution

same year, Mr. Som Mittal, an engincer-MBA, who was earlier working with Escorts -
Yamaha project, was recruited as Depuly Manager Project Planning. He brought the auto-
engineering related experience (o otherwise a strictly chemical company. The company thus

obtained a I iter of intent for auto ancitliaries. . .

Auto.Boom
‘With the inception of Maruti in 1982, the govermment seemed determined to revolutionise

the auto industry of India. The pelicies were announced 10 encourage state-of-art and fuel
efficient vehicles in the country. This would require much more modem and sophisticated
* . components than were being already produced. Thus, with the promise of the auto boom and
linkages with the parent compiny, auto clectricals scemed to be a promising new ficld 1o get

into.

- Selection Procedure
Initially the broad area of auto ancilliary was specified. However, after detailed discussions -

“with DCM-Toyota, SRF identified auto eleclricals, brake and clutches, tie-rod, crankshaft
etc. Applications for getting Letters of Intent for ll these were made in Juty 1982. The
company had decided to avoid a new business sector with dominating business competitors.
Furthermore, the managemenl decided to have u tie up with the best collaborator only. It was
also wished that the spotied collaborator should also preferably have a wide range of
products and technologies'so thal a long lerm relationship could be cultivated.

. Two Japanese collaboratars—Nippondenso and lssenseki were identified. and the Managing
Director visited Japan to formally request them for collaboration. In view of the
collaborator’s limited knowledge about India, a detailed dosier was presented to them on
economic and business environmént in India, and the prevailing government policies, An
_invilalion was extended to the collaborators 1o visii India. The initial comact with
Nippondenso was facilitated by the fact that this company belonged to the Toyota group of

Japan, with which DCM had already signed an agreement. .-

. Butthe collaborator was already laden with a series of enguiries from other companies in .
India. Some of these other enquirers had advantage over SRF in that they were already’in the
field of auto ancilliaries, whereas SRF had no relevant past experience in the engineering '
. field. The collaborator kept its options open and visited India for a survey of all the
* candidates. SRF managed o score over others because of the concern and the sensitivity it
showed towards the collaborator and the Japanese way of doing business.

Resource Committment . . )
SRF commilts extensive resources for any diversification project only afiera 3 step
evaluation of the possible candidates, as given complete autonomy for day-lo-day affairs.

" On 22 November 1984 SRF-Nippondense was incorporated with an industrial licence to
. manufacture : : ' U

1 Alternators/Generalors 1.50,000 Nos/year

with,or without vacuum pump,

complete with Regulators.
2 Starier Motors [,50,000 Nos/year

3 Wiper Motors 1,00,000 Nos/year

Adopting Collaborator’s Management Style o

SRF also decided to whole-heartedly adopt the Japaness Management practices in terms of

running their operations : -

® There is low power-distance belween Lhe manager and the worker. A common uniform is.
used by all the employees alongwith sharing the same canleen, with frequent social

gatherings organised.

@ Low ratio of indirect 10 direct workers. Yery few supporting staff members are employed
compared to Lhe direct production related workforce.

® Flexible training was imparted Lo all the employees. so that they can be used for a number

of tasks.

LExpected DifTiculties
SRF had realised well in advance that they were entering a new field. It was therefore
decided that the company must have very reliable vendors. An exlensive 3 months long

nationwide survey was carried out before deciding on the vendors. 13
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Uni‘oreseen Difficulties . :

_ At the planning stage, SRF had anticipated very good profitability and growth for the

project. But the project ran into certain unforeseen difficulties.

Auto Industry : From'Boom to Bust

When the project was conceived, the aulo industry in general and the LCVs in particular
were poised for boom. Scon after, Rowever, this industrial sector started facing a chronic
depression. Thus, the proposed production schedules had to be curtailed. The project

commissioned in February 1986,.was expected 10 break-even in about a year’s time, but it

was likely to do so much later.

High Yen Shock o ' o .

At the time of conceiving the project, the fluctuations in exchange rates were not-given
much importance. But, the yen has apPrecialed over the first 2-3 years of operatian from 22
yen to a Rupee to under 10:yen to a Rupee. This-has puta critical.burden on the finances of
the company, as well as the pricg, of their products. Furthermore, as the DCM-Toyota project

is also pegged to yen, the heavy appreciation of the Japanese currency has pushed the prices.

of LCV up, resulting in severe constraints on the demand and production of LCV.

Governm'en’t Pressure o .
SRE-Nippondenso is also under constraint from the government insistence on over 90%

indigenisation in less than 5 years. With low volumes of production, development of =~
indigenous processing capacity for the necessary compaonents has become a tough task.

On the positive side SRF is fortunate in geuting good support from Nippondenso who have

.gone to the extenl of giving some discounts on the imporied components.

Future Prospects )

Whereas the present status of the project is not very encouraging, SRF is hopeful that a
recovery will take place in the automotive sector soon. Company is trying very hard to
diversify its customer base beyond DCM-Toyota, to Maruti and ihe other LCV makers with
the Japanese know-how. The company also hopes to introduce new products so that the
manufacturing facilities can be utilised more effectively. Unfortinately, the company has no

synergy with its tyre cord operations.

In the long run, SRF hopes to build further growth activiiy around this.i‘:bre.[quggl;atiqﬁ"laid

in the automobile ancilliary sector.

How SRF has grown intemé_lly and externally is depicted Figure 13.7." ‘

Figure 13.7: SRF Growth Tree
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UNIT 14 MERGERS AND ACQUISITIONS

Objectives

The objectives of this unit are:

® to define the strategic ahemalion of merger and acquisition.

@ (o cnable you appreciate why companies grow through mergers and/or acquisitions.
@ (o suggest an analytical approach for taking merger or acquisition decision.

@ 1o share the Indian experience with regard to business lake-overs.

Structure

14.1 Introduction

14,2  Historical Perspective

143  Definitions

144  Merger Motivations

145  Why Companies Merge or Acquire: Survey Findings
146  Screening Process

14.7 Assessing the Suitability of a Proposal
14.8  Valuation for Mergers and Acquisitions
14.9 Managing afier Acquisition or Merger
14.10  Merger Policies: International Trends
14.11 Indian Scene

14,12 Summary

14.13 . Key Concepts/Terms

14.14  Self-assessment Questions

14,15  Further Readings

14.1 INTRODUCTION

As discussed in Unit 12, mergers and acquisitions provide a short-cut to corporate growth.

The last two decades have witnessed a lurge number of cases of corporaie MErgers. What are

the motivation behind such rergers? What chatlenges are faced by managements in
managing acquired business? How to select potential corporate candidates for mergers or
acquisitions are amongst the issues we propose 1o discuss in the unit. -~

14.2 HISTORICAL PERSPECTIVE

Sometime back newspaper and magazine headlines highlighted the tussle for take over of
two corporate giants, D.C.M. and Escoris by an investor (Mr. Swraj Paul), a non-resident
Indian. The investor got interested because he saw that the promoters of these big companies
owned.only a small fraction of equity, but had control of the entire operations. So the
investor quictly picked up some shares from the market and some even from the members of
the promoter’s family, and then demanded that these be transferred to him along with the
enterprise’s control. The intentions about take-over were understood by the promoter
managements and they foiled these atiempts by resisting his entry into the boardrooms and
the court-rooms. The issue of trensfer of acquired-shares'l was finally settled amicably
without the take-overs, but the incident set in motion certain groundwork for rationalising

the guidelines for mergers and acquisitions. -

On the other hand, a local investor, R.P: Goenka has been known as the ‘Take-over King' of
the Indian business since 1979. Goenka has been very successful in his sirategy of growth
through acquisition, and almost all the companies taken over under his control are today
running extremnely profitably. These include Ceat, Kamani Engineering, Searle and Dunlop.
He has also acquired some stakes in Bayer with Manu Chhabaria. The only company still
making huge losses is Gramophone company, presumably because of the recording piracy in
the unorganised sector. Goenka built up his independent industrial empire with lot of
investable cash he inherited after the family division ir 1979. Goenka got into the take-over
act ear['\(“and he got the pick of the companies at cheap prices.

35

T T




-

Strateglc Cholees

16

" Companies can grow in a number of ways, Some companles grow internally by their gradual

expansion of capacity and markets, or by setting up new plants to manufacture and
launching new products into the markets. On the other hand, companies which are keén to
have a larger and more diversified portfolio can alse do so by locking at their growth
options oufside the company. They agglomerate and grow by acquisitions and mergers,

Many of the large multinational companies of the United States of America and the United
Kingdom have grown like this, But. if one follows ihis trend, interestingly. the-mergers and
acquisitions have changed their focus and flavour with time depending on the changing
conditions of the external environment, As India does not have a very old tradition of”
mergers and acquisitions, one can learn a few lessons from the way events have developed

elsewhere over the decades.

Some major mergers and acquisitions took place in the U.S.A., with the onsel of the .
twentieth century, Companies such as the United Steel and American Can came into being
in 1901, Intemnational Harvestor in 1902, and Du Pont in 1903. These amalgamations came
into being through a holding company device (through exchange of securities between
participating companies) or by acquisition of majority assets by one company. They resulted
in the establishment of large single firms with the advantage of large-scale purchasing, more
controlled distribution, and significant influence on costs of supplies and selling price of
finished goods. This wave of mergers ended in 1904 when Sherman Act was enacted.

Thereafter there was a lull, as three successive Presidents, Teddy Roosevelt, Taft and
Wilson, opposed corporate mergers. In 1914, Clayton ‘Act made it illegal to acquire the
stocks of ancther company, if it would reduce competition.

But the subsequent Presidents, Harding and Coolidge, interpreted the antitrust laws lightly,

" and with the postwar prosperity, after the World War [, a second wave of mergers was set in

arcund the late 1920s. Typical in the wave was vertical iniegraliun (or expansion) through
which a manufacturer acquires a supplier’s and/or distributor’s businesses. '

Thus, allied Chemicals, Bethethelm Steel, General Foods and Borden Company emerged.
This trend of corporate expansions practically ended the depression of *30s.

The next phase of growlh by mergers and acquisitions developed afler World War I1. These
agglomerations were lypically after product or market extensions. ‘The war cconomy
generated enormous needs and with the victory of the Allied Forces, the U.S.A. emerged as
Ike supreme democratic economic power. The American goods and the services were thus
sought throughout the'world, and the U.S. businesses hag to go global. Some companies had
to grow so much Faster that they could not have possibly achieved this on their own, by
internzl expansions. So lhey either merged with others to have better control on supplies and
sales, or acquired smaller companies to gain economies of scale.

Thus, merger and acquisitions have developed differently at different stages of time, to meet
the requirements posed by the changing economic trends. The strategy of mergers and
acquisitions promises some quick benefits, bpt if it is not implemented properly, it can

- create some problems as well. We shall now discuss such issues associated with mergers and

acquisitions.-

14.3 DEFINITIONS

When different companies combine together inlo new corporate organisations, with the
objective of wealth maximisatign, such a'process is known with varying names such as
mergers, acquisitions, take-overs, amalgamations elc. Many of these terms are used
interchangeably, but they are different in details, The common underlying philosophy is that
Lwo companics can make more money togelher than when run scparately. In other words, 2.
+ 2 becomes 5. The additional benefit or compelitive advantage generated should in
principle benefit all the shareholders and the employees of the combined corporation.

Merger

Strictly speaking, merger takes place when two or more companies roughly of equal size-or
strength. formally submerge their corporale idenliliFs into a single one in a friendly

* awmosphere. Under such circumstances, a holding company may be formed, and its shares
“are exchanged for the shares held by the share-holders of the merging companies.




Acquisitlon or Take-over Mergers and Acquisitions
- Take-over or acquisition takes place when a company offers cash or securities in exchange '

for the majority shares of another company. Generally, this happens when a merger is not
agreed upon by the two participating companies. In fact, if one scans through the history of
the corporate world on ‘such combination efforts, disagreements and differences came to the
fore. Both the parties involved in a deal view their situations differently, and there is a tussle
for supremacy. Perhaps then an open war is declared, and the stronger party uses its market
and money force, whereas the weaker company would try to win the media support,
govemment intervention or public sympathy.

The more severe the baitle, higher it pushes the price of the 1arget company, and the acquirer
must get ready for paying high premium. The typical premium may run upto over 100 per
cent nbove (he market price. A frequent allegation is that the manugers of the target
company overslate their profits, or that they try to sabotage once they have lost the baitle 1o
avoid the take-over, or enact ‘golden parachuts’ for themselves or devise poisen pills to
create digestive problems for acquirers.

Activity 1
Give five cxamples of
think were behind such moves.

mergers il acquisitions in India, explaining the motives that you

14.4 MERGER MOTIVATIONS

As stated earlier, the mergers and acquisilions take sdace with a number of motivations
culminating in a 2 + 2 = 5 relationship. Some of the perceived benefits of mergers and

acquisitions are described below.

Improving Economies of Scale

One of the most frequent reasons given for mergers and acquisitions is to improve the
economies of scale. Let us say there are three companies X, Y and Z, producing cold drinks
and competing in a market. The total market demand is 5,000 units, and the market shares of
the (hree competitors are: 3,000 units for X (60%), 1,800 units for Y (24%) and 800 units for
Z(16%). : .

With this distribution, X is already a market leader with dominant market share.

. Furthermore, due to the Experience Curve Effect, the unit cost of production for X would be
the lowest, and it would be the highest for Z. Thus with a 80% Experience Curve, if the unit -
cost for Z is 100, then it would be 99 for Y, and about 66 for X. Thus, due to economies of
scale, X Co, has a significant cost advantage, and with this leverage it may offer lower price
in the market to make the survival of the other competitors difficult, or altematively, it may
derive large margins and surplus profits, for further growth and diversification. The markets
often change in a dynamic manner. For example, it may be estimated that over the next two

. years, there will be 2 25%. growth in the market demand. Now, let us assume that there’is a
technological break-through, se that a new process plant has been developed and is avnilable
with a minimum capacity of 500 units. It would reduce the unit cost of producing cold-
drinks by 15 per cent. Assuming further that the market shares are maintained by all the
compelitors, their respective shares would be 3,750 units for X Co., 1,500 units for Y. Co., -

~and 100 unit for Z Co.” _ '

The addirional demand for X is 750 units over the next two years, so they can go for the new
_technology process'and set up a new plant with upgraded know-how reducing their unit cost
fusther: On the other hand, Y company has an additional demand of 300 units; and Z has 200
units more. These are not sufficient for Y or Z to set up new planis with more efficient
know-how. So they must continue to produce these additional requirements with the older
technology at higher unit cost. Their competitive gap from the market leader would further
increase; If Y and Z want to make use of the latest developments in technology they have to
resort to installing excess capacity, which may not be always viable todo. . . 37
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Another option for Y and Z to survive the market competition is to join hands togetherand
- merge, so that their tatal additional market share is sufficient to permit them 10 set up a new

plant with the latest technology. Economics of scale are generally associated with the
manufacluring operations, so that the ratio of output to input improves with volume of
operations, This gives the company i competitive advantage by gaining an ability to reduce
the price to increase market share, or eam higher profits while maintaining a price.

Galning Managerial Expertise .

Sometimes acquisition route is followed because of the unique managerial expertise
available with the target company, which when acquired will also help to improve the
profitability of the acquirer. This cxpertise may be embodied in the team of managers and
staff, as well as the systems in operation in the target company. In order to ensure
managerial effectiveness, a friendly atmosphere of a mergér is created.

A short-cut 10 acquisition of managerial expertise is 10 {ure and hire the key managers only,
but this will have some obvious limitations because the atmosphere and the sysiems in
operation would be difftcult for them to be fully effective as befare. '

Market Supremacy — .
Some of the mergers and acquisitions take place with a view to seek additional power in the

market. With the additional combined market share, the company can afford 10 control the
price in a better. manner. This will hopefully lead to a better profitability. With Ceat and
Duntop, Goenka has a control on over 40 per cent market share of automoliye tyres in India.

We must be aware that in most of the socictics, formation of monopolies is restricted by
state policies because it reduces compelition. As a result long delays may take place on
account of regulatory bodies of the Government screening (he intentions behind market

dominance.

Acqulring 2 New Product or Brand Name .

A company, for strategic reasons, may wish to produce or markel a particular product, but
may not have the required production, marketing or managerial facilities for completing o
product line or for meeting all the needs of a customer scgment. Getting the required know-
how from other sources installing and commissioning a plant and then launching the new
product may take much time and result in loss of advantages for getting into-the associated
business. Instead, acquisition of the ready-made facilities would provide a quicker entry for
encashing the comparative advantage of the new product before the new entrants make the

market much more competitive, and much less profitable.

. Whiic doing s0, the acquirer can give ils established brand name to the little known new

product or a small company so that a much higher price can be obtained from the market. In
the absence of this the little known new product with no brand image has to be introduced at
low price to facilitate customers change their consumption preference. .

Similarly, if the acguirer has a new product, but no reputed brand image in a particular
markel segment, then it may seek a company which is the market leader in the desired

segment.

Diversifying the Portfolio

Another popular reason for companies to merge of acquire is to-diversify their dependence
on a number of segments of the economy. All businesses go through cycles and if the
fortunes of a company are linked to only one or a few products then in the decline stage of
their product life cycles, the company would find it difficult to sustain itself, The company
therefore looks for either related or unrelated diversifications, and may decide to do so nat
internally by setting up new projecis, but extemnally by merging or acquiring companies with
desired product profile. Such diversification helps to widen the growth opportunitics for the
company and smoothen the ups and downs of their life cycles. .

Reducing the Risk and Borrowing Costs

‘Due to diversification of portfolio, the risk of the combined operations and the earnings
fesulting from the same reduces. This is particularly so if the earnings from different
businesses are not correlated. In other words, when one segment is running deficit, the other
segment is likely to be surplus or vice versa with a *co-insurance effect’. Due to this inbuilt

 safety, the costs associated with the borrowings would reduce.

_Sometimes, the companies merge or acquife to utilise unused debt capacity of another

company, especially if they have already borrowed in excess, and need to borrow more,




However, this need may not justify 1he payment pfex.cessive,prcmiums generally involved
in mergers and acquisitions. ' Co R LTI T

Taxation or Investment Incentives . .
A company wlich has incurred losses in the past can cary such losses forward and offset
them against futurc taxable profits and reduce tax \iabilities. Such a company when merged
with a company with large taxable profits, would help to absorb the tax libility of the latter.

A slmilar advantage exists when a company is modemising or investing heavily in plant and
machinery which entitles itto substantinl investment incentives, but has not much taxable

. profils to offset them with, Acquiring or merging such a company with & highly profitable
company would help make full use of the Investment incentives for the lalter,

145 WHY-COMPANIES MERGE OR ACQUIRE:
SURVEY FINDINGS -~ -

In 1955, a U.S. Federal Trade Commissic;n conducted a survey to find out.why companies .
chose the merger and acquisition route, The report listed seven major benefits of acquisition
for the acquiring company: _ _ ST
1 Gaining\léld'dilidnal capacity to supply to a market already being'scrviced-l:;y the ...
© pcquirer, | - - B
Gaining extended product lines,
 Achieving diversification of product base,
Gaining facilities to produce goods purchased easlicr,
Gaining facilities 10 process of distribute goods sold earlier,
Galning access to additional markets, . -
7 Qther advahtqg'és sueh as emply plamts, contro! of patents etc.
In 1974, the Organization For Bepnomic Cooperation and Devélopment (OECD) published.

oot B W

aReport of thelr committes of Experts on Restrictive Business Practices, on ‘Mergersand -~ -

Compelition Policy', The Repont listed twolva motivea most oftan cited for mergers, which
may be grouped together under the following categosies.

1 Obiain Real Economies
. of Scale .
Acquire Capacity at
Reduced Prices,
Increase market pOWET,
Expand produclion without
price reduction
Buj|d an empire
Ratigpatise production,
Obtain Tax advantages..
- Obtain monetary economies of scale,
Use complementary .
_ TESOURCES,
10  Gain promotional profits.

D Diversiﬁt'mtion of 11 Spread risks by diver-

Risk Related Reasons siftcation.
. - 12 Avoid finm’s failure.

A Economies of Scale
Related Reasons. ' 2

B Market share Reasons

]

C  Financial Synergy
: Reldle;l Reasons

W ooo =1 ahLn

_ lp 1970 another study of 38 merger moves, the senior managers stated thag they initiated
" these getions 50 as to rétain or increase market shares of their companies because the
 gxisting business env
oF surpluis/short capacity.
Many a time, the mergers also cccur because 2 middle man brings a propqsal or the targeted
‘company effers itself for merger because of Tising competition. -
- Fear of ‘increasing uncenﬁiﬁty of environment, and the technological, product oF managerial
obsolescence lie at the back of the minds of the managess propogating merger activity. They

ironment was deteriorating, or because the company hed excess cash,

Mergers and ARdpaiiiin
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_ like to reduce or harmonise this uncertainty level by a wider and more diversified product
range, more market penetration or bigger size of the company. Companies wish to grow fast
5o that they are not destroyed by other more powerful firms, and mergers offer them the
lastes! route to safety.

A previous successful merger by the company also paves way for further mergers by the .
same management in the near future.-On the other hand, earlier indigestion of the acquired
units leads’to corporate hesitancy and reluctance for further mergers

Activity 2 .
The reasons behind mergers and acquisitions have been discussed in the above section.,
Which l.ncrgcrs and acqerisitions benefit corporariens? They may ercawe problems from the -
societal point of view. What these problems are likely o be? List them.

14.6 SCREENING PROCESS

Having understoed why companies merge or acquire, we must grasp how they go akout jt
Once the top management has decided to pursue th route of mergers and acquisitions, the
operational managers have to get into action on the look out for suitable candidatés.

The process of screening and selecting candidates for mergers and acquisition$ should
proceed in a systematic manner—from general to the more specific.

The process starts by identifying the general domains of potential industries to the specifi¢
selection of candidates to be evaluated and approached for merger or acquisition. From a

wider range of potdntial candidates, successively lesser number of candidates are selected.
The process of screening as follows: ‘ :

_ Identify Industries

First a set of industries are selected which meet the stralegic conditions oullined by the
company for merger and acquisition. This may be in terms of size. For instance, a company
wanling 10 acquire a medium scale investment, will leave out the large investnient industriés
such as petrochemical complex, basic electronics/computer business or shipbuilding etc.

Similarly, if the company has its future tied to-one industry, it might like to spread its risks
by looking at other industries for merger or acquisition, If it js already a diversified
company, then it may look at all the possible industries, in certain sectors,

Select Sectors -

In this step, a broad group of acreplable sectors are identified. For each of these sectors, data
with respect to the sales turmover and growth, return on investment (or sales), market shares,
competition and asset tmover elc. is collected for the various participating companies. On
the basis of this comparison, the more desirable sectors are chosen.

Choose Companies

Generally the size of companies is characterised by sales tunover and the asset levél, which
in turn determines the cost level of acquisition. Size of the company is also important
because it is invariably quite difficult 1o acquire companies wiiich are bigger in size than the
bidder. Similarly. for the mergers, comparable sizes favourable chances for success. A
common rule-of thumb fellowed for acquisition is to consider companies which are 5 10 10
per cent in'size of the bidding companjes.

Potential companies are also carefully looked at with respect to the competitive envirpnment
in which they operate. Specific attention is paid to the competitive strengths of these
companies in theirsectoral environment. At this stage, the acquiring company also starts
considering what new strategic they would pursue 10 make the acquired company stronger in
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theii market segments, The acquiring munugement considers whether it will be possible to Mergers and Acqulsitioris

make these aequired companies improve their competitive position or is it that their
compelition is ovér-powering.

Cost of Acqulsition and Returns: Compare Candldates .

In this step the financial obligations ussociated with merger and acquisition nre considered,
and the potential candidates are reduced further on the basis of their likely retum. All the
potential candidates are listed and compared with respect to their return on investments for
acquisitions. The future expected refurns are also developed an the basis of different market
_ scenarios, The risks and uncerlaintics are incorporated to determine the possible variations
in returns, Finally, the various possible candidates tre ranked on the basis of their positien

* against each of the idemified objectives.

Ranking of Candidates
The ranking has to be done according to comman screening criteria identified by the
corporate management and related to all the potential candidates. In general, the acquisition
or merger should result in returns far in excess of the cost of acquisition. The retums
~hqwever can also be in the form of access to an additional market segment. ability 1o
maintain a leadership position, distribution of risks across more sectors of economy.
development'of a new core base over which ventures for further growth can be developed,
etc. The company must identify its Concept of Fit, and should 1ake into account not only:
the cost of acquiring, bur also the costs of integrating the acquired unit with ilself and
improving its performance further. Various desirable parameters are weighed to develop a

composite index for ranking of the potential candidates.

Identifying Good Candidates .
In general, the acquirer is seeking to acquire a company which will increase the overall
economic value of the company. To achieve this, some managers seek companies which .

have : . B

High Market share,

Growing Market,

Large Sales Volume, . )
Good Management Systems,

Diversified portfalio or ils potential,
A Relumn on Investment above a bench mark specified for acquisition.

But, following such an approach has a catch. A company with such desirable features may
not be available-for sale, and if it is available, then every other company in the market may
like to bid for it. As a result, the price of such acquisition may rise sky high-

Thus, the strong and perpetual players of the take-over gume believe that the acquisition of

companies. is very similar to-buying of shares/stocks in the market. To strike a good deal and

make money, one has to look for the inefficiencies and cddities in the 1ake-over trade. With

growing interest in mergers and acquisitions, (here are more and more companies taking part
in this game. Anl, due to the enormity of deals and large movements of-cash, the media
picks up the news related to take-pvers with added interest. There are now many specialists
truly doling out advice on tike-Overs across the different parts of the glabe. Thus there are
agents in New York who speciulise in following the developments in the chemical firms of
Japan, with the'sole object of identifying potential lake-overs only. Because of these

. cireumstances associated with the trade of take-overs, companies keen on acquiring another
company generally have to pay excessive premiums, much beyond the calculated financial

value of a company.

The practical guidelines for acquisitions are changing. The focus is on secking those odd
gaps in the overall industrial system, which would provide synergic advantages due 1o the
unique “fit" of the acquisition with the acquirer. For instance, 8 company’must seil its
division or the entire existing operations to finance a pénding liability, or a more profiinble
‘venlure in the offing. Or say, one can judge that a particular sector or industry is temporarily
going through its low in the business cycle, but is likely to recover in the future, This could
be because of secret or selective inforgnation available about the forthcoming developmen?s
in technology, product or channel of distribution. Thus, the market value for such a company

wolild be low, whereas the bidder may be able Lo foresee.a much higher potential value in
the acquisitien. ' '
ﬂ‘ypes of Candidates : } . , _
Candidates for acquisition can be clussified on the basis of how much of the rarget company

2an be or witl be acquired, and how much ol it will be retained. 43
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In principle, a company may acquire the whole or a part of n company, and may retain the
whole of ncquisition, part of it, or none of it. If the company acquires and retnins the whole
of it, the acquired company must-be carefully re-monaged and Integrated with the
monagement systems of the acquiring company. This Is of crucial Imponance, otherwise the
mismatch of the two can adversely affect the performance of the whole organlsation.

If the company acquires the whole of n company and retains only part of it, this is a
candidate for Clean-up of portfolio, where the part which does not fit with-the acquiring
company is disposed off, while retaining the part which blends and balances well with the

corporaie Strategy of the overall ponfolio.

If the company acquires cnly a pan of a company and retains whole of it, the acqum:d part
has to “adapt’ to the management style of the acquirer; because of its minority position,
When the acqu:rcd part is retained, the company is being very selective in its acquisition

strategy.

i a company acquires either a part or whole of a cémpany and keeps none of it, the move is
mainly for investment purposes. If the whole company is acquired and disposed off, it is
because the company finds No-Fit for combined operation. On the other hand, a part of 2
company may be acquired and disposed off, because it was available at a throw-away price.

Similarly, the candidates can also be classified by other criteria such as distinctiveness or the
distance from the present activities or operations of the acquiring company. This is also an
indicator of the enormity of the task of integrating the acquired unit with the acquiring
company. '

-14.7 ASSESSING THE SUITABILITY OF A PROPOSAL

Afier going through the Slcrccning Process, or when a single proposal is brought by the
midd!e man or an agent, the suitability of the proposal is judged by asking certain basic
. questions listed below:

Funds Avallability
The first question is whether the acquirer has requisite surplus funds available for

investment. Here one must consider the cost of acqulsuwn as well as lhc cost of integration
of the acquired business.

Likely Positive Synergles
The acquiring company must look at the likely synergies with the acquisition ofthe

proposed company. The resulling synergies are the strengths in support of the acquisition
proposal, .

Nepative Synergies and Weaknesses

The proposal should be viewed also in terms of its limitations and deficiencies. New
companies may bring in handicaps also. For cxnmple, if the industrial relations are at a poor
state in the acquired company, this can also affect the relations-between management and
workers in the acquiring company: Similarly, if the employees in the proposed acquisition
are being paid higher salaries and perquisites, these might spread to the entirc enlarged
ocganisatior. On the other hand, if the weakness is in terms of technical or marketing skills
which the acquirer excels at, then these weaknesses can be easily rectified by acquisition.

. Is Timing Appropriate?
The managers of the acquiring company must carefully review if they can atford to spare
their time fer integrating the acquired company. And, whether in terms of business cycles

ELC., il is the right time to acquire the proposed company.

Is the Required Management Style Available? .

Considering the positive and the negalive synergies, the strengths and weaknesses of the
acquisilion candidate and 1he availability of funds and time, the acquirer must also consider
whether the requisite management culture and approach is available to run the acquired .
company more efficiently. Will the managers in the acquired company cooperale in running
their company differently. or would they have to leave to do so. One rnust also consider how
the key managers can be retained 1o run the organisation while supplementing some

additional conirols.
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Actlivity 3

For a business segmeat with which you are famar, consider the various possibilitics for
mergers and acquisitions, and report how you would go aboul screening the candidates.

14.8 VALUATION FOR MERGERS AND ACQUISITIONS

So far we have discussed how the various potential candidates for mergers/acquisitions are
viewed in the context of the corporate strategy of the acquirer. By systematically going
through the screening process and after checking the suitability of the candidates for
acquisition, a desirable company is identified. Then the next question is: How much is it
worth, or whal is its value? :

Mergers and acquisilions-invo!vc share stocks of different companies, and their exchange for

suitable consideration. Acquiring the shares of another company entitles one to get the
dividend accruing on the same, or the capital gains by selling the shares when the prices ase
higher than what was paid for. Value of the shares/stocks of a company is determined by
_ factors such as: -
® Present Dividend Returns,
® Likely Future Reums,
@ Risk of these future returns,
@ Present profitability. “
® Powntial growth rate.

Thus, the valuation for merger and acquisition involves evaluation of the assaciated risks
and the potentia! growth rate of the firm and its earnings. The vajuation procedure follows a
rigorous analysis similar to the one followed for other capital budgeling decisions.

Valuation by P/E Ratlo
The P/E ratio is defined as:

Market Price Per Share
Net Earnings after tax per share

Thus, if the market price of a share is Rs. 40/- and Eamings per share is Rs. 2.00, then
the P/E Ratio = 40/2 =20

In other words. this company would have to sustein profit at this levet for 20 years to pay
.back its current share price. Of course. generally an investor would not wait this long to
recover his cost. The investment is made either with the hope that the company would grow
faster. or that when the price of the share rises beyond Rs. 40, the investor would sell the
shares for some capital gains. When the P/E Ratio is reversed, it gives the Earnings Yield. In
the above example, the eamings yield is 5 per cent after tax. This is how considering the risk
of investment in shares, and the risk-free returns available from bank deposits, '

The different values of P/E Ratio for different companies is auributed to the differences in:

® Growth rate of company.,
@ Risk associated with the investment. .
@ Competition and environment of the induslry.

The industrial sector to which a compuny belongs plays an important role in the value of u
company and its shares. Certain sectors bave shorter business cycles and more uniform
enrnings compared o other sectors, The essential consumer commodities such as soups.
detergents, oil, bread etc. have sleudy returns on investments compared [o the heavy
engineering equipment manufacturer. The fortunes of the lalter are intimately linked to the

upswing growth phases of the economy only.

Mergers and Acquititions’
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Thus, the P/E Ratio for 4 company is a simplified 100l for assigning value to o cnmpaﬁy.
This must be viewed along with other underlying factors such as 1he growth prospects, risks
associated with the company and the business scctor, and the presenl carning position of the
compiny.

Earning Per Share
Another way ol looking al the potential acquisitions is 1o compare the earnings per share of
the acquirer. the company Lo be acquired and the two together.

If the markel price of a share is Rs, 100 and its P/E Ratio is approximately 25, then its
Earnings Per Share is Rs.4.

However, this value is a static measure of the performance of the acquisition. The carnings
of the company can move upward or downward depending on the actions taken by the
company. To grasp 1his, one needs to look at the major sources and uses of funds given in
the Balance Sheel and Profit and Loss Accounts. P/E ratio or earnings per share alone
indicate very litle and must be checked side by side with the, Balance Sheet and Profit and
Loss Accounts of 1he firm. These together should be viewed to develop a scenario on how
the company is running at present and how it can be run better after the acquisition.

A typical financial analysis to facilitate such building up of scenario. would mvolve the
following steps: :

Divest Loss Making Operations

“The Mrst actian thal the sequirer considers while acquiring another compitny is (o see if there
is any loss making operation within 1he organisation. By divesting the loss making
subsidiary, the acquirer reduces the cash drain tn the form of losses, and generates some
liquid funds for running the profitable part of the organisation. The additional funds so
penerated help 10 reduce the bank borrowings or may be invested in good marketable
securities for additional income. One hopes Ihat these unwamcd assets can be disposed off at
their book value at Ieast

Use Ratio Analyses
The performance of the company and efficiency of its various operations can be Judged by
calculating various key ratios. .

Current Assels

For example, the Current Ratio = —
. Current Liabilities

The Current Ratio for the company should be compared with the indusiry average to check
if it is on the higher side. A high currenl ralio should lead one to go lhrough the individual
components of current assets and current liabilities.

Reduee Current Assets
Under current assels, often there is a high level of stocks and excess money blocked with the
debiors,

Stocks
Level of stock = ocxs x |2 months

{in months) Cost of Goods sold

This stock leve! should be compared with the indusiry average, and then it should be
estimated how much of it can be reduced, for instance, a high level of 8§ months of stocks
can be reduced 10 a 6 months level. Funds corresponding to stock leve] of 2 months would
be released for better deployment of unds elsewhere.

Similarly,
Average Age of Debtors —M x 365
{in days) Sales

This should be compared with the average age of debtors for the acquiring company. If the
acquirer's debtor's age is lower, consider how Lhe acquirer’s credit controls can be used to
reduce the average age of debtors. For instance, if' the average age can be reduced by 25%.
thea this would give additional funds for current use,

c

Reduce CurrentLiability
The lunds released from stocks and debtors are then ploughed back into the firm, and
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" Here. the current cost of an asset is determined by the m

correspondlngly some current iabilities in the form of bank overdraft ar-working capital Mergers.and Acqulsitiony

loans can be reduced to save on (heir respective interest chorges.

Revise Balance Sheet and Profit ond Loss Account
On the basis of the actions oullined above, revised Balance Sheet ond Profit & Loss

Accounts are developed. The new nel garnings per share is calculated, which will be far
better than the earlier value of carnings per share, of the larget company.

Thus, the acquirer is able to derive savings and higher profits which presumably the farget
company had not forescen.

Incorporate Growth and Expectation Rales

In the context of P/E ratio we presumed that it would stay constan| before and after
aequisition. On the other hand, the reality speaks otherwise. The very fact thai the P/E ratio
of different companies varies, implics (hat the investors associale their investments in
different companies with differenl risks. Thus, the mergers and acquisitions must be vijued
on the basis of the likely growth rates of the different companies when run independently.

and compared with their combined performance.

Acquisilfon involves generally paying a premium over and above their current market prices
to the shareholders of the acquired company. Thus the number of shares in the combined
company would be different from (and less than) the simple sum of the number of shares in

the two companies.

Furthermore, the growth rate of a high-growth company 1 bound 1o Tall with the acguisition
ally for the acquirer, the earnings per sharc may seem

of the low growth company. Thus, initiz
to improve over Lheir earlier operations with the acquisitions. Similarly, the shareholders of

the acquired company also gain by their over-capitalisation of shares {which were paid for a1
a premium). But itis generally seen that because of the difference in the growth rates of the
acquirer and the acquired companics, the growlh rate of the combined company is lower
(han that of the acquiring company. Al 50me S13ge in fulure, (he carnings per share of the
combined operations fall below what would have been the eamings per share of the
acquirer's operations aloue. As the investment is that of the acquirer, a merger ot acquisiticn
is considered profitable if the returns on investment for the acquirer company aré higher

than their investment. The two streams arc compared in tezms of their present values.

The above method has been criricised for the fact that it is based on reported eamings rather
idends paid (o the shareholders. To that

than gctual cash streams in the form of actual divi
extent the market can be deceived by manipulating the reporied earnings.

Market Value of Assets .
This is another way of judging an acquisition. The current markel values of the used assets

of the 1arget company if traded in the market are o good measure of their worth. However.
the market may perceive an asset to be in a different use than the one for which the company
is using it.

Land and buildings are the fixed asscls of the company which provide productive industrial

operations, but they may have d much higher markel value especially if they are located
conveniently near a growing urban centre. In such a situation, the company must also
incorporate the cost of conversion of the asset 1o the preposed new use, and chack whether

the concerned governing agencics would allow such conversion.

Replacerent Value of Asscls

Another way of evaluating the worlh of the ass
down replacement value-of the asseis, This 1ake
their remaining useful economic life.

els ol @ company is by evaluating the written
s into account the usage of 1he assets and

The written Down Replacement value of an assct is caleulated as:
= | - Age of Assels
Tota) Economic Life of Asset

x Currcm cost of assel.

arkel price of the asset if replaced

now. .
Replacement cost is betler than the historical cost, particularty in an inflationary economy,
where the price of asscls is rising steadily. Furthermore, the price of the assets also increases
if these assels are in general being used more profitably. On the other. hand. if these assets
are not 5o profitable in use, their prices gel depressed or else the asset replacement will not )
45
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However In 1his analysls, the econemic life of the asset has to be estimated, and sometimes
due 1o the technological ndvoncements the assets nvallable In the market aro morkedly
different from the cnes originally installed by the company a few years ngo, Mbst of the
currently available assets incorporate computers in them and more automatic/with flexible
manufaciuring features. The replacement value of dssets is compared with the other option
for the firm 1o invest in new assets. '

Thus, a merger or acquisition can be valued in different ways to compare the cost with the
potentia benefit. The benefit accruing with the future ecamings Is discounted to the present
values, whilc the costs are determined by market value or the written down value on the
concemed assets.

14.9 MANAGING AFTER ACQUISITION OR MERGER

The performance of companies after mergers vary from case to case and place to place, A
number of studies have reported on what happens after the merger or acquisition.

In terms-of profitability (as percentage return on net assets), there should be improvements
after the merger due to enhanced economies of scale and other functiona] advantages such as
in the area of financing and marketing. The firm would also acquire better control of the
markets, so the profitability should improve. But many companies end up getting lower
profitabilities after the merger, not only during the turbulent year of acquisition, but some-
times much later as well, The measurements here have to be standardised with respect to
companies operating in different industrial sectors with different average profitabilities,
Profitabilities before mergers should also be averages over a three-year period.

The study must be carried out for extended peried after the merger, to sec how the
profitability moves two years or five ycars after the merger. In some cases, despite higher
market power, the acquired operations deleriorate or even fail, In a U.S. study in the 1960s,
about 75 per cent of the mergers were reported to be failures. In a UK. study, cight out of
nine mergers were rated as failures, Here, one can argue that the fulure cvents are always
unpredictable, or that worse could have happened to the company if they had not gone for
merger.

Many problems of compatibitity occur: Will the managers in the acquired company follow
the practices of the acquirer willingly? Will the operations of the merged company be run as
efficiently and effectively as the individual operations? In many cases the mergers only lead
to a change in ownership and control, while the operations of the old and the acquired one
continue (o run as before.

Due to fear of uncertainty and redundancy, the executives on both the sides resort to
excessive manipulation. Such efforts then have very adverse effects on the acquired
company, causing disillusionment, disappoiniment, and excessive loss of personnel. The
psychology of employees across the merged company are likely to ¢lash and cancel each
other oul, if not car¢fully harmenised well in advance.

The acquiring company must also carefully consider and evaluate which skills of theirs can
be more easily transmitted from their organisation to the acquired organisation. It is felt that
financial management skills are easily transferable whereas the technical management skills
on Research & Development, desipn and production innovations are much mure difficult to
transfer. The managars who spearhead the merger must not insist on transferring all their
methods and practices to the other side, with their 'big brother® attitudes.

A sincere and sensitive management is the key 1o the success of the mergers and
acquisitions. The understanding and ‘putting oneself in the other's shoes’ go it much longer
way than pushing people for immediate results. The combinution of two different cultures
may cause upheaval of human emotions. Invariably the managers of the acquiring and the
acquired firms take the roles of the victors and the victims. Itis, therefore, not rare that the
managers of the acquired firm especially the ones who resisted the take-over bid, lose their

jobs an the day the deal is signed.

Mergers and acquisitions are costly affairs as they take time and involve premiums of over
£00 per cent which the acquirers have to pay to the shareholders of the acquired firm.
During the stalematc period when the fate of the ownership of a firm is not decided, most of
the employees on either side are not fully concentrating on their jobs, resulting in many [ost
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opportunities, Many of the deals are also disputed-and contested in courts, ¢nusing additional
cost in legai fees, conunission charges, printing of sialienery ete.

14.10 MERGER POLICIES: INTERNATIONAL TRENDS

We will now consider the role of exlernal agencies in mergers and acquisitions. The policies
governing and conrrolling mergers and acquisitions vary from country to country, These are
invariably relaled to their inlluence on competitive environment ol the economy. The
argumenls against free uncontrolled amalgamations are that they lead 1o the concentration of
commercial and indusltrial power in the hands of few. Such menopelistic pewer bases may
fcad Lo price collusion and create barriers (o entry in market for new smaller firms.

Let us now censider how merger policies have evolved in different economies.

usa y
In the USA the general objective of the Government policies is 1o promote free compelition

and curb activities which restrict such compeltition and free market forces to operate, A
series of Acts, for about hundred years now have been in operation. For example, Shermin
Act of 1890, restricts moves (owards building up monopoly, which is deflined at or beyond a
market share [evel of 75 per cent, The enforcement is done by the Ant-Trust Division of the
Department of Justice and the Federal Trade Commission. The US law strictly prohibits
horizonlal mergers, if they would lessen market competition. The vertical and conglomerate
mergers {with dissimilar operations) are also discouraged but not cffectively. Generally, the
enforcement agencics consider the polential benefits of the mergers, but competition is not
allowed to be restricted, and mere ecenomies of scale are not strong enough reasens for

permission.

In USA the mergers and acquisitions, though quite frequenl, involve a scries of legal battles.
For instance, the sharg:holdcrs of the firm targeted for acquisition, would sue their own
directors and senior executives, if (hey have not taken any actien to resist the bid from the
raiders. The targeted firm files a suit againsi the bidder to gain time, to develop alternate
strategy for defence. Huge costs are often incurred by both the sides in mergers and

acquisitions in USA.

 Japan

Japan’s merger policy has been developed from the American policy, and after revision in
1977, has acquired powers 1o break up companies with a majority market share of more than
50 per cent. As a typical Japanese praclice, these drastic powers have been never used.
Otherwise, theit law also draws heavily from the US legal framework, though the exient of

litigation in Japan is much less than in the USA,

Europe i )
In Europe, the EEC policy is (o conirol the abuse of the dominant market share, rather than
to place restrictions on market domination per se. Aticle 86 of the Treaty of Rome
considers market domination at a market share of 40 per cent and beyond. In U.K., the limit

is sel on 25 per cent and in West Germany, it is at 33 per cent.

In West Germany, the merer controls are in operation since 1973, under their. Federal
Cartel Office. The proposed mergers are to be notified in detail to this office, which must be
shown the potential benefits of the merger. If the merger is above a certain size or it lcads to
market domination, it is less likely to be approved. A discouraging feature is that, the merger
may be classified as liquidation in some cases, resulting in levy of tax on Lhe premium if the
merger value is more than the book value. Generally there is less interference, and the
merger ¢an proceed while it is still under investigation by the Federal.Cartel Office. On the -
other hand, this office can within one year of merger, decide against.it and ask the parties to

separate.

In the U.X., the mergers are much more frequent than in other Eurcpean countries, Asa
result the Monopolies and Mergers Commission tends to delay and resificl creation of
Monopolies. Since 1948, the U.K. had a competition policy, fermulated with Monopolies
Commission. The Restrictive Trade Praclices Acl of 1956 and 1960 followed, and
subsequently there the Fair Trading Act of 1975 and the 1976 Consolidating Act, whereas
the U.K. has sfatutory monopalies in the form of nationalised industries, the concentration of
power with private companies is controlled.

Mergers and Acquisitions
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In 1978, in a review of their monopolies and mergers policy, it was recognlsed that to
achieve greater efficiepcy with respect to increasing international trade, concentration of
economic strength may be necessary, but not if it reduces competition.

France started control of merger activity in 1977. As a result of this, it permitied horizantat
merger causing a markel share of 40 per cent or more, and mergers of companies with
market share of over 25 per cent. only by proving that they would have more advanlages
than disadvantages. The take-over bids are generally less, and these proposals have to be
submitied by the bankers of the bidders to the Chambre Syndicate des Agents de Change
(CSAC). a commitiee of stockbrokers and agents appointed by the Minister of Economy and
Finance. The banks have to guarantee the offer with cash or securities, The proposals for the
mergers are also to be published in the newspapers, and must undergo extended legal
formalities. All shareholders are to be fully informed about the terms of the bid, und the
pragress is closely regulated. - :

14.11 INDIAN SCENE

- India’s corporate activities are highly regulated by goveﬁ_men: policies and regulations.

The Managing Agency System prevalent in India, and heavily misused since the British
Rule, was brought to an end by the Companies Act in 1956. The govemment also controls
the appointment and remunerations of Managing Directors, wholetime Directors ete. The
Companies Act also restricts loans made or guaraniees piven by one company to another. To
avoid interlocking of funds and multiple mutual directorships.

Two of the major control policies govemning the conduct of the companies, especially their
expansion and ownership, are Monopolies and Restrictive Trade Practices (MRTP) Act of
1970, and Foreign Exchange Regulation Act (FERA) of 1973. The latter Acl was In
exislence in some other form since 1931, and was subjected to successive changes over the
years, MRTP Act is to restrict concentration of economic power.in a few hands and market
dominance which restrict free trade practices. The asset limit for MRTP Act has been raised
to Rs. 1000 million.

The FERA has guidelines for ownership by foreign business-in India. For certain limited
itemns permissible foreign shareholding limit is 74 per cent, whereas for companies engaged
in *other manufacturing iterns’, construction and consultancy trading companies, non-lea
plantation etc., the limir is 40 percent. :

According to Indian corporate laws, company shares are freely transferablé except under
very special circumstances (section HI) when the directors can refuse their transfer and
registration. But while doing so, the directors have to give reasons behind such a move.

The management analysts and watchers believe that corporate take-over activity, though

presently in infancy, is likely to grow in the next few years. Several banks, particularly
forcign banks like Citibank, Hong Kong Bank and Standard Chartered Bank, have enlarged
their merchant banking activiries to include the management of mergers and acquisitions.
The financial institutions, which have enomous shareholdings in public limited companies,
have so far been using their velo on take-overs. However, they have lately tended 1o take a
more realistic and benign view of such activity, Some ambitious industrialists, it has been
reported, are opting 10 become Non-Resident Indians (NRIs) to get out of the clutches of
FERA (Foreign Exchange Regulation Act) which hampers offshore take-over deals.

The Chhabaria and Hindujas have an edge over others because of their NRI status which
heips them in acquiring the foreign component of the equity consequent upon the dilution of
the foreign collzborators’ holdings in the Indian companies. o

The changing economic environment is creating its own compulsions for a.consolidation of
capacity through take-over and output rationalisation. With growing competition and
economic liberalisation it has become essential to build viabie production sizes. Take-overs
achieve this end by letting the strong buy out the weak. '

Backward and forward integration are two other reasons for seeking growth by acquisition.
The R.P. G’s bids to acquire running enterprises fall into this pattern. With the country’s
largest tyre manufacturer (CEAT) under its belt, the RPG group’s strategic alliance with the
overseas’s shareholders of Harrison Malayalam gives it control over a major tyre inpuL, viz.,
rubber. Since the group already owns a carbon black company (Phillips Carbon Black), the

R ArRtt i

=
= P

T

I+ T TTETETE—




Harrison Malayelam link gives CEAT a stronger backward integration than most other tyre Mergers and Acquisitions

campanles. This brings into play the.syncrgistic effects that we talked in a previous section.

‘Some major take-overs in recent years are given in table 14.1

Table 14.F: Major Take-overs In Recent Years

Nichotas Lobs

_ Ajay Pirmal

Company " - Purchaser/Partner Price Year of
Purchnse
Warren Tea G.5. Ruia, UK £6m 1983
Shaw Walloce M.R. Chhabria $26m 1985
Merzl Box hB.M. Khaitan {1} N.A. 1985
T.N.Chemicals R.Udayar Ross Deas N.A. 1986
Chleride India 5.K. Birla (2) MN.A. 1987
Holman Climax Nai Puri £2m 1587
Ashok Leyland Hindujas £26 m(3) 1987
. Maiher & Plan M.R. Chhabria £l4m 1987
Hind Dorr Oliver M.R. Chhabrin 59m. 1987
Berger Paints Yijay Mallye £12m 1988
Shalimar Paints M.R.Chhabna Rs 72 per share 1988
Nci\;clli Ceramics Spartek Ceramics Rs.1.69 crores 1588
Harrisons Malayalam R.P. Goenka ~NA, 1988 -
ICIM R.P. Goenka N.A. 1988
Dunlop M.R.Chhzbria N.A. 1988
Allwyn Nissan Mahindras Rs.4.32 crores 1988
IEL Rishra Unit Abhey Oswal Rs. 14 crores 1988
UCIL Chembur Unit Abhey Oswal Rs. 5£.5 cromes 1988
West India Engg. Vijay Mallya . N.A. 1988
West India Enter Yijay Mallya N-A. 1988
L&T D.H.ﬁrr-tba.ni Rs 80 crores(d) 1988
ACC Darban Seth N.A. 1938
Universal Luggoge(5) Dilip Piramal Rs.;i.l'a' Cromes 1988
Swaslio Surfactanis Nitin Jabanputra(6) Rs. | crore 1988
$2m 1988

Notes (i) 7% stake bought thraugh rights issue (2) Sirategic alliance no equity stake (3) includes 39% slake in
Ennorz Foundnes (4) 12.4% stake bought from market for approximately Rs. 80 crores (5) includes three ancillary
units {6} 97% of equily bought togsther with Satish Bhanagar,

Source: Business World, December 7-20. 1988, p. 52.

14.12 SUMMARY

The strategic aliernatives of growth based on mergers and acquisitions involves a series of
interrelated dicisions. Beginning with idealifying potential candidates based on take-over
objectives, a firm-wanting to grow through the take-over route will proceed to identify the
financial flows in a take-over. [t will have to foresee the new challenges, that it will have to
face in managing the acquired business. Compliance with legal framework is an important
dimension in any take-over exercise. Effective negotiation and a complete understanding of
the take-over are important on <he part of both the acquiring and the acquired companies for
smoaoth functioning of the business. Mergers and large scale acquisitions in India are recent

- phenomena, though such activities are likely to-grow in future due to changed environment
and softening of attitudes on the part of powers that be toward this activity.
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14.13 KEY CONCEPTS/TERMS

Acquisition
Bear Hug
Merger
Poison pill
Target

White Knight

14.14 SELF-ASSESSMENT QUESTIONS

1  Define the following :

&) Merger
b) Acqulsition or Take-over
2 Do you know of any mergers or take-overs which have taken place recently? What were
_ the mativations behind such mergers or take-overs?
3 Explain the screening process for merger or acquisition.
4 What would be your five most important recommendations for managing a merged or
_an acquired enterprise. :
5 Briefly describe the policy regarding mergers and scquisitions in India.
Look at Table-14.1 carefully. What appear to be the main strategic motives behind
take- overs? Discuss.

7 Whether tuke-overs should be freely permitted or should curbs be placed on such
activity? In your view what should b the important elements of a policy on take-overs?

14.15 FURTHER READINGS
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BLOCK 6 IMPLEMENTATION AND
| EVALUATION OF STRATEGY

vious block we discussed various strategic altemalives. After a particular strategy
has been selected, it has to be implemented. Implementation embraces all those actions that
are necessary 1o put the strategy in practice. The iest of cffectiveness of implementation lies
in the extent of maiching of the acwal performance with the performance envisaged in the

the very first unit of this course, we had mentioned that it was not in the
of the organisations meel

In the pre

strategy. In
formulation but in the implementation of the strategy that most

their waterloo. No other statement probably would speak about the importance of
implementation so eloquently as this cne. There could be many slippages between the
strategy as formulated and strategy as implemented. Implementation is a difficuli and
relatively neglected area. While a strategy is being implemented it has to be continuously

c‘ralﬁated during and after the implementation.

Many of the business enterprises run into trouble not because they fail to formulate or have
a strategy, they fail because they are unable to implement the strategy effectively. That is
why we have included Turnaround Management as par of this Block.

This blor_:k is divided into three units.

Unit 15 deals with Implementation of Strategy. The process of resource allocation and
budgeting is explained. The nged for appropriate structure for implementation is
highlighlcd. The relevance of differcnt types of structures and their linkage with external -
and internal environment are examine
and their relationiship with environment is discussed. The need for appropriate functional
policies to translate the strategy into reality is emphasised, What possible policies.could be
followed in functicnal areas are discussed. Laslly, the need for communication of strategy

and the challenge of change are discussed.

Unit 16 discusses about Evaluation and Control of Strategy. For implementaticn to be
effective, it needs to be constantly evaluated. The process of evalualion and control,
identification of key variables and performance standards are discussed. Then, the structure
for evaluation'and control, follow up action needed for control, and problems of control

system are dealt with.

Unit 17 is concerned with Tumareund Management. The incidence of industrial sickness in
India is first taken up. What are the danger signals of corporate sickness, how business
failure can be predicted, and what are the causes of corporate decline are examined. The
Iater part of this unit deals with the tumaround process and the various types of strategies
that can be used for bringing about the turnaround. Some turnaround cases drawn from thie
Indian public sector are also discussed toward the end of this unit.

After a corporate body finds that its strategic goals have not been achieved, it must
recommence the strategic planning process of considering its objectives, analysing its
. environment of resources, choosing again among new strategic possibilities and .

.implementing improved strategies, Thus corporate strategy is an on-going process.

d. The appropriateness of teadership styles is stressed

T
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UNIT 15 IMPLEMENTATION OF

STRATEGY

Objectives
Alter studying this unit, you should be able to appreciate the:
¢ imporance of implementing a chosen strategy.

process of resource allocation and budgeting
relationship of strategy with organisation structure, leadership, and systems

role, nature and development of functional stratcgies
task and process of change implied in implementation
issues related to communication of strategy

Structure
15.1  Introduction
152 Resource Allocation
153  Organisation Structure
154 Leadership
15.5 Functional Strategies
15.6 Challenge of Change
15.7 Communication of Strategy )
15.8  Prc-implementation Evaluation of Strategy

15.9  Summary
15.10 Key Concepts/Terms
~ 15,11  Self-assessment Questions

15.12 Furher Readings

15.1 INTRODUCTION

In ome of the units of the previous block, we discussed the process of selection of stralegy.
Once a strategy has been chosen, it has to be put into action. This process is known as
implementation of strategy. The process of implementation is also called corporate
development. Strategy implementation or corporate development covers a wide range of
issues, invalving a number of decisions and actions which are often critical for the success
of a strategy (see Figurc 15.1). The resources of the organisation have to be atlocated/
reallocated in a manner that reinforces the choice of strategy. The search for technology has
to be made (unless it has already been considered while analysing and selecting the
strategy). Besides, various tasks related to organisational development (i.e gearing the
enterprise in its entirety to meet the demands of furure business) have to be undertaken. The
success of a strategy, to a large extent, depends on the way the task of corporate
development is carried out. The McKinsey’s 7-S Model {refer to Unit 2 of Block 1) captures
the essence of the task of corporate development. A strategy is usually successful when the
other Ss in the 7-S Framework fit into or support the strategy. The task of corporaie
development is'to achicve this good fit among the seven Ss by making necessary alterations.

Flgure 15.1; Strategic Management Process

STRATEGIST | )
by RESQOURCE LEADERSIIIP POST IMPLEM-
ﬂ‘é‘ﬂ_ﬁf{" INTERNAL mlc SELECTING | | ALLOCATION FUNCTIONAL | | nTaTION
— ANALYSIS [ " [ STRATEGY &STRUC- | | POLICIES EVALUATION
ANALYSIS TIVES TURE SYSTEMS
ENTERPRISE
OBJECTIVES
Vv
™
£ <
5

Source : Glueck W.F. (1584), p. 6.

TSI I

Hert L are=am | i ey




nplemantatlon and
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™ approach 10 su

- Methods of Resource Alfacation

The corporate development i n complex task due to the fﬁct that the olements of the 7-8
Bramework have latelcate relationships among themsclves, thus, defying any band-ald

ccoss. Tho clements havo to be fltted with cach other. Even a single “bad-f1t"
‘I

has o potential to jeopardise a wel] thought out business stratogy.

The task of corporate development Is also quite diffleult beca\iﬁa it {nvolves the process of
change for maneging transition from the present stfucture, systems, styles, skills and ataff to’

-the desived ones.

It may be noted that although the discussion on strategy formulation and implementation '
may give the impression that one leads to the other ina sequence, it may not be so. The
implementation flows both from and into the determination of strategy. In an on going
organisation, structure, policies, and systems are already in place and the choice of strategy
is constrained by the firm’s ability to alter them. The task of managing transition implies
that the strategy be “‘workable”. A good strategy is not synonymaous with “doable” one, nor is
udoable” one synonymous with good strategy. There is a need for “doable”, good strategy’

Activity 1
Which one. in your vicw, is a more difficuli task : strategy formulation or sieategy
implementation? Why?

15.2. RESpUR'CE_. ALLOCATION

Resource allocation is the process of allocating organisatichal resources to various divisions,

. departments end Strategic Business Units (SBUs). The resources could already be existing -

in the organisation or may have to be acquired. Resource allocation becomes a critically
important exercise when the're are major shifts proposed from the past strategies in terms of

- product/market scope. For instance if the official strategy is expansion in one line,
* withdrawal from another and stability in the rest, then greater resources would flow to the

first and lesser to the second to reinforce the strategy. Similarly, if the strategy is to develop
competitive edge through product development, greater resources will have to be committed
1o R&D. Resource allocation 15 2 powerful means of communicating the strategy of the

organisation as it gives the desired signals to all concerned. It will demonstrate what strategy -

is really in operation. If the resource shift is not in line with the official or announced
strategy, the latter will remain only as'a paper strategy.

The resource allocation decisions are important. “The use of a formilla approach (for
instance as a percentage of sales or profits), in allocating resources to advertising or research
and development, may be inappropriate and counter-productive, a5 the resources may be
inefficiently spent when or where they were not required and may not be avallable when or
where they ray be critically required”. Care should also be taken to see that the resources
are not allocated or withdrawn because of easy availability or paucity. For instance, cutting
down R&D budget in view of sudden fail in profitability should be avoided as such
expenditure may be most critical for developing future competitive advantage. This may be
in spite of the fact that R&D activities use resources without preducing any benefit in the .
short- run. The resource allocation decisions are linked to the objectives. Decisions about
dividend, for example, are important in relation to objectives and long-term ability of the
company to: attract capital. How 10 distribute the expected profits among investors,
employees iand the company's own needs is an imporiant resource allocation decision from

the viewpoint of long-term implications of the stratepy*.

In profit oriented organisations, the BCG Matrix (see Figure 15.2), which we had earlier
discussed in Unit 10, provides a convenient tool for resource allocation.

oran




Cash Cows are the business which aic in the saturation phase of the product life cycle. They
generate encugh of surplus cash. The surplus resources may be reallocated to “Stars” and
“Question Marks™ (in case the company slrategy gives a further thrust to them). "Dogs™ with
low growth and markel share do not need any thrust, henee resources may be gradually

withdraw from such brsinesses.

Flgure 15.2: BCG Motrlx .
Tehnllve dMaorket Shnre

IIGH STAR QUESTION MaARK
Business Growll Rate
LOW CASIT COW DOG
HIGH LOW

Relative Market Share

_Souree: Hedley, B., “Strategy and Business Partfolio”, Long Range Planning, Feb. 1977, p, 10.

The BCG matrix is a useful tool in that it impresses upon a portfolio approach to resource
allocation. It helps in averting over-investment in any particular type of business. In the
absence of such a too), an enterprise may commit resources to alt bigh growth businesses
which may not necessarity be “Stars™. This may undo the very advantage of the strategy.
The enterprise may land up in scrious resource crisis. The approach also averts sustained
commitments to “Dogs” which are non-promising propositions {rom the long-term peint of

vigw,

Despite the utility of BCG matrix, as discussed above, it should be used with care and only
as a guideline. It dogs not provide a concrele measure for making a finer choice paricularly
among the businesses of the same nature, for example, businesses whicl are Stars or which

are Cash Cows.

The common approach to resource allocalion in the implementation phase js through the
budgeting system. It is possible 10 incorporate some hasic features of (he BCG malrix
approach in the budgeling sysiem by considering the stages of the product life cycle of
 various businesses. The cashflows, departmental expenses, revenues sad demand for capital
expenditure would be different at different points of the product life cycle, and so will be the
balance sheet and income statements. Exureme care has to be taken with regard 1o any
incremental capilal expenditure from one period to another. Further capital expenditure may
not be incurred where withdrawal of investment may be advisable. Zero base budgeting is an
important tool for analysing capital expendilure, pasticularly where retrenchment strategies

are wsed.

For long-term commitment of resources in mergers or acquisitions, setting up of a new plant
or factory taking up new product lines, capital budgeting lechniques may be employed.
Plans for securing and allocating capital for large-scale investments are needed to
accomplish strategy. The techniques of project appraisal like Internal Rate of Retumn (IRR},
Payback Period, Net Present Value (NPV), etc. may be used in decision making. In simple
situations, Return cf Investment (ROD) or Residual Income (RI) criteria can also be used.
Due care should be taken in multi-business enterprises where there may be several divisions/
SUBs competing for resources. If an SBU’s performance is measured on ROI criterion, a
situation may arise where a high performing SBU may reject a reasonable investment
proposal because it witl reduce its existing high level of ROL On the other hand, SBU-with a
current low ROI may like to invest in a product line which promotes a lower ROI compared
to the one dropped by the SBU, because it is likely to boost its overall ROL Asa -
consequence, the enterprise as a whole may commit resources to less attractive proposals
while neglecting more promising proposals. In such cases it is advisable to use Residuat
Income approach which guards against such ironical situations. The RI method stipulates a
minimum desired ROE level for SBUs or for the enterprise as a whole. The proposals that are
expected to give high residual incoq{c after charging off the stipulated return on capital are

accepied®.

The capital budgets arc helpful in creating the necessary infrastructure to carry out the
business. On the other hand, annual bugdgeis are necessary for more routine resource

ailocation for conducting operations.
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Implementotlon ond
Evalunfion of Strategy
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The operating budgets may be fixed or flexible. Both of these have their own advantages

and disadvantages. The fixed budget commits resources bpsed an ectivity levels. If frequent
chenges are necessary, the resources in a fixed budget sltuatlon may be commltted based on -
false assumptions in the analysis, unreliable forecasts and unrealistic estimates of future
activity levels, It is always possible to give post facto justifications for non-achievement of
activity levels. There may be a tendency to-retain the committed resources even if the

activity levels are not being achieved, thus depriving other divisions of the resources which .
have a better potential. This leads to non-efficient utilisation of resources. Even at the end of
the period when accounts are closed, the surplus resources arising from lower activily levels
mey not be transferred back. As a result, additional resources may be claimed in the next
period, when the-allocation process starts again, for any increase in activity levels beyond
what was actually achieved in the last period. Thus resource allocation may get linked with

inefficient operations.

Flexible budgeting system ovcrcomes this problem but it has the disadvantage of
encouraging non-seriousness about the targets. It is, however, better to follow flexible
‘budgeting to énsure transfer of funds from one orgenisational unit to ancther if a fall is
expected in actual activity level in the former, thus ensuring betier resource utilisation, The
fall in activity levels may be separately teken up by monitoring and controlling the

performénce of the organisational units.

It may be mentioned that resource allocation may not necessarily be a purely “rational™
decision making process involving techno-econom ic considerations only. It is also
“pehavioural” process involving people who may be motivated by different objectives. All
these influence the funding of projects. It is also as much a “political” protess affected both
by formal as well as informal structure of the organisation. )

As the “behavioural” and “political” considerations are inevitable, one.must ensure that they
do not dominate the rational considerations; otherwise ineffective implementation of
strategy may lead to failures. Integration of budgeting process with the overall planning

process is important. Failure to do so may lead to problems in achieving the desired strategic

- change. _

Activity 2 ok .
What considerations inluence the allocation of monetusy. human and other resources 10 _

different divistons/depariments in your organisation? Does Ihe process of allocation, in your
view. reinforce the strategy of the organisation? If it does not, what are the reasons?

15.3 ORGANISATION STRUCTURE

Once the strategy is decided, the entirz organisational set up in terms of six Ss (of the 7-S

Framework) have to be geared to match the strategy; organisation structure being one of the .

most critical of them. Organisational structure is the network of durable and formally -
sanctioned organisationgl arrangements.and relationships. Among other things, it involves
the development of mechanisms to ensure that the parts are linked and work togéther -~

effectively '
There are two different aspects of organisation structure, the highly visible sup,e_r-étructure
or deparimentalisation {i.e., how people are grouped in different departments/divisions/ ~
sections and how they are related w0 each other) and the less visible Infrastructure {i.e.,
authority refationships, specialisation, communicatiop, elc.) ) :

rally depicted picmrially' in what ig known as oxgé.nisiﬁonal chart. It

‘Super-structure is gene
to fneet its tasks, and how differentiated the

shows at a glance how the organisation is geared
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organisation is (i.c how efaboratory specialiged are Its actlvities, etc.). The supersstructure
also Indicates the principal ways in which the organisational operations are integrated (or
coordinated). By shawing their levels it indicates which groups have relatively more

strategic importance?.

There are scveral other factors that determine the grouping of people in the organisation.
Oné of the most important factors for determining the grouping is the interdependence.
There are three types of interdependence namely, reciprocal (when the output of one group/
individual becomes input for anather and vice veréa). sequential (when the output of one is
. dependent on the input of another but rot vice versa), and poofed (where the groups are anly
indirectly dependent on onc another). Organisations generally graup together people having
reciprocal interdependence: Nexl, they group together those having sequential
'interdependence and then those having pooled interdependence’. The grouping of course is
limited by the span of control or supervision. This may, however, vary depending upon the
‘nature of task performed by individuals and the intensity of interactions between superior
and subordinates. Similarly the nature of function being perforned by two individuals/
groups is also u factor that influences grouping of people. There is fittle gain in putting
_markel researchers and accountants together. Therefore clubbing together people performing
similar functions makes it easier to have access to their pooled specialised skills.

Infrastructure

" The comparatively less visible part of the organisation structure — the infrastructure —
deals with issues like delegation of authority, information systems, procedure, etc. The
infrastructure enables the organisation o engage in a number of disparate activitics and still
keep them coordinated’. As the performance-related behaviour of individuals and groups is
made possible through the infrastructure, one docs not feel difficulty even in the mammoth
task of coordinating the activities of severa] thousand people. For cxample, a simple money
order form and standard operating procedure can reduce the total work involved.
Infrastruclure not only makes behaviour more predictable but also'more efficient. It alse
constrains behaviour, sometimes quite painfully, though more often it facilitates the

 satisfaction of needs.

Decentralisation i.e., delegation of authority to lower levels is necessary 1o make the
organiéation more responsive 1o the demands of dynamic environment. Tt allows the people/
departments who are closest to the situation to take decisions. There are several
determinants of delegation of authority. Larger organisations with greater competitive |
pressures need more decentralisation. Simitarly, the more sophisticated and comprehensive
the control and informaticn system, the more is the deceniralisation®.

Decentralisation is more than just a management philosophy and is fiot easy to achieve, It is
in fact a part of the organisalion culture, It requires that the people at higher level be willing
to delegate authority and people at lower levels be prepared to accept the responsibility. In
the absence of either, there cannot be effective d‘cccntralisarion. People at various levels )
should, therefore, be continuously groomed to assume more responsible roles. The
decentralisation with all good intentions may remain only on paper if organisation fails to

ensure human rescurces development.

“There are important links between decentralisation and information system, and between the
task of human resourc.s development and demands of environment. The environmental
demands are in terms of speed of decision making. Since information is a critical glément in
a decision, the response-time-demands of environment gét translated into speed of
information flow. With rapid strides in the field of communications. the pressure for
decentralisation at least in certain areas has been reduced.

Varieties of Organisation Super-structure )

The researchers have indicated that a firm is more effective in implementing its strategy if it
has the right organisation struciure®. The question then arises : What structure is gppropriale
for a particular stralegy? Ina very small enterprise, the structure is only the employer and
the employee. As the organisation grows, it usually develops into functional type i.e., the
employees are grouped by the nature of the work they do {e.g. marketing, production,
accounting and finance, etc). This siructure facilitates speciatisation and brings economies of
scale. However, when (he size becomes large and operations complex, the coordination and
integration or various functional unils becomes difficult, Further, undue attention may be
paid to existing dominant businesses at the cost of promising new ones. If the organisation

!
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" Implementation and grows by diversifying into variety of activities (producis/markets/services), then another

Evaluation of Strategy level of management above the functional levels is generally created and thus & multi-
divisional structure develops (see Figure 15.3). A divisional structure results in improved -
coordination among (internal) functional units and increased response to changes in .
environmental demands (through decentralisation). The divisional structure could be

product-oriented or (geographical) area-oriented or at times client-oriented. There could also’

be a combination of functional and product/geographical division

Flg. 15.3 : Varletles of Organlsational Structure

CHIEF
EXECUTIVE
_ CONTROL
LER
ENGQ. MATER. MFG. PERSON. MKTG.
PLNT PLNT PLNT BR BR BR.
| 1 [ ] | 2 3

A. Functional Structure

CHIEF
EXECUTIVE
CONTROL
LER,
PROD: A PROD. B PROD.C |’ PROD. D
DIV. CON-
TROLLER
ENGG. MKTG. | | wrG PERSON. MATER.

10 . B. Product Divislon Structure
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CHIEP
EXPCUTIVE
CONTRO
LER
PROJECT COMMER. PERSONNEL ENGG. MAT,
MGT.
PROJECT PROJECT PROJECT
1 2 1
C. Matrix Struclure
HOLDING
COMPANY
Cot Co.2 Co.d Co.d
CHIEF
EXECUTIVYE
CONTRO-
LER
ENGG. MKTG, MFG, PERsQN. MATER.

D. Holdlng Company-Subsidiary Structure

tructure in an orgamsanon Moreover, in enterprises where products change frequently, still
andther laycr may be inserted between divisional and functional levels, consisting of project
development and project implementation. Such groups are temporary and are terminated at
the end of the project.

There is another type of organisaticn structure, known as "holdmg company -subsidiary
structure”, It can be taken as similar to divisional struciure where the divisions are legally

Implomentations of Steategy
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Jmplementation ond
Evuluation of Sirategy

. company conld be exercise

autonomous units (s companies), but the main company holds 50% or mare of its equity
(see Figure 15.3-D). Though legally autonomous, the subsidiary companies may not
necessarily be fully independent in taking decisions. The decision making is influenced by
the holding company as it holds key to the board membership through its controlling interest
in equity shareholding. With wider spread of equity shareholding, the control of a subsidiary
d even with Iess than 50% equity. Though such a company does
not legally qualify as a subsidiary, there is fittle difference in practice. The parent and all the’
«controlled companies” together are collectively known as business house:

This structure has cestain advantages over divisional and functional sqruclure“’. It provides
flexibility in kceping financial, personnel ard other policies among different business lincs
while keeping uniformity in some other businesses. It keeps the control over each company
casy by virtues of smaller size, and helps top management in controlling various businesses
through financial tools. It provides ease and speed of acquisition, divestments and expansion
through unrelated diversifications, and reduces the hostility of the general public towards
large companies expanding through divisional structure. Such a structure also facilitates
guick response 10 exploit incentives offered 1o selected industries. ' '

Which Organisation Structure Is the Best?

There is no particular Ltype of form of organisation which can be said to be right or best for
all the enterprises. The “best” form is the one which fils the organisation’s environment and
its internal characteristics in terms of culture, styles. skills and siraiegy. Structure follows
strategy. and strategy determines the future environment of the enterprises. At times it also
determines which one of the basically different forms, e.g., holding company-subsidiary,
divisional, or functional structure is the right choice. For mnstance, there may be no visible
advantages of using divisional structure if the company has decided in favour of unrelated
diversification. Holding subsidiary company struclure may perhaps be a better form.
Similarly, no definite advantages would be derived from divisional structure over functional

one is the company plans to grow by backward or forward integration.

The impact of environment and internal charzcteristics on the form of organisation structure

is shown in Figure 15.4.
Figure 15.4: Foctors that inMuence form of Organisatlonal Struclure

) Functlonal Divisfonal
Environment
Ruiz of change Slow Ruopid
Degrec of competition Liule Much
Dependence on siakeholders Low High
Internal Characteristics '
Organisation size Small . Large
Diversity of Produat/Markels . Low High
Technology used Small Batch Mass Production
or job work or routine

Management Style Aulhoritarian Participative

Source : Glueck W.F.. p. 322,

the need for innovation and inter-departmental

s are few and markets are narrow, the functional

fits of specialisation and cconomies of scale. In

r perative when the product lines and markels are

diverse and the environment is dynamic, requiring faster and intensive inter-departmental

coordination, faster commuriication and more innovation.

When the environment is steady,
coordination is less, the product line
structure works well. It enables the bene
conirast, the divisional structure becomes im

our and integration of dilferent groups, the research findings

I have more diffecentiation (i.e., have created specialist
groups to mect 1he demands of environment) are more successful than those which have
Jess!!. For inslance, an organisation that has separaté R&D, market research and sales
activities is likely to be more successful than the one that has put all of thefn in one
department. There is however, a caveat rider to it. The organisation has to develop
integrating mechanisms commensurate with the degree of differentiation, The requirements
of integrarion (i.c., coerdinationfconflict resolution mechanisms) increase with '
differentiation. The rescarch studies have shown that organisations which had di

In terms of division of lab
indicute thut organisations whic

fferentiated
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nore bullm‘u no} Integrated appropristely nro poorer in parformance than those which hed Impismeniation of irstsgy

not differentlated us much'?, ‘
It may be added here that except In o few slmple crganisations, organiantion structure moy
rarely L found in pure form. In a lurge complex organisation tho mixed strycture i3 moro &
rule thay, i exeeption,

The style and skill dimensions put constraints on the creation of an appropriate structure, For
instance, if the style cannot be changed Lo help decentralisation, little advantage will be
gained by divisionalisation. Similarly, if a functionally organised enterprise cannot develop
the functional specialists to be the general managers, little cap be gained by changing to
profit-oriented.divisional structure at the cost of economies of scale and specialisation.
Indeed, if the style and skills cannot be changed, the siructure may not meel the demands of
cnvironment and strategy. Structure itself, 1hus, "t limes, affects the strategy.

Activity 3
Tdentify the main features of the environment of vour oraanisation. To what extent.
do vou thinl, the structure of vour orgginisabon meelsfdoes not meet e denmands of

the environment?

15.4 LEADERSHIP

Developing appropriate leadership is one of the most important elements in the:
implementation of a strategy. This is imponiant because leaders are key organic elements
who help an organisation cope with changes. Appropriate leadership is necessary, though
vnot a sufficient condition, for mobilising people, and for developing effective structure and
systems for the success of strategy. Failure of leadership may lead to difficulties in
achieving goal congruence, communication breakdown. ambiguity with regard to roles of
sub-units, and difficulty in obtaining commitment 1¢ a plan €.g., staff conflicts and lack of
strategic thinking. Leadership is the key factor for developing and muintaining the right

culture and climale,
Fighrc 15.5 : Dimensions of Leadershlp Styles

Risk ) Planning & Organic, Teom Aulherilarinn
faking technocracy flexible, management, values
dominated administrative employee coerciyely
decisions relationships, oriented secured
authority ) posiure - compliznce
2 vested with with one's
A Py situntionat wishes
;, E expertise 5
[+ 4 c
5 z 2 5
I
Risk Scat-of Mechanistic, Individual Mon-coercive
nversfon the-pant rigid decision values
conserv- decisions administrative making and behaviour
atism relationships, oreatation
bureaucratic pversions o
values insiitutionalised
participative
management
Extemat Tenemnal
Market <_' e o e e e . ———— Acliminislmtion
oricnicd orienled
Dimensfons Dimensions

Souree: Khandwalla, P.N. {1977 p, 395,
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There are several aspects of lendership styles and skills, some of them are more appropriate
to the context/content of a strategy, while others are dasirable attributes in general for the

success of an organisation.

Leadership styles are manifesled through the orientations, Khandwalla has identifiea five

orientations (dimensions of style) namely, the risk taking (willingness to make high risk,

high relurn decisions), aptimisarion (degree of commitment to the use of planning, and

management science (echniques in decision making by technically qualified people vis-a-vi.

seat-or-the pant decisions), flexibiliry (degree of looseness and flexibility in organisation

struciuring), participation {of those other than the ones holding key positions) and coercion

(use of fear and domination)" (see Figure 15.5). For superior performance on key -

organisation goals he proposes that if . :

« the orientation of top management is risk taking, then jt should be at least moderately
organic and coercive in proportion to internal resistance to change. oo

» the orientation is risk aversive. then it should be moderately mechanistic and non-
coercive,

e the orientation is of highly optimisation type, then it should be strongly participative,

« the orientation is highly seat-or-the-pant and non-technocratic, then it should be at least

moderately risk tuking and non-participative.

Flgure 15.6 : Seven Siyles of Top Management

Leadership Hisk Technocracy FlexIbllity Particlpotion Cotrclon
Style Taking {Optimisation) Organlelty
|  Emirgprencurial High Modenate to Moderate to Moderzie 10 Yariable
) low high low
2 Neoscientific Variable High Moderale to High Moderae
low 1o low
3 Quasi-scientific Vuriable High Moderate to Modgemale o Moderate
low low to high
4  Muddling through Moderate Low . Moderate 10 Moderale o Modemate
10 low i high low to high
5  Conservative Low Moderute 1o Moderate 10 Moderale o Vanable
low taw . low
6 Democratic Moderate  Moderate 1o Modemte 10 High Vartable
- lo low low high
7 Middle of the Moderme  Moderie Moderale Moderate [o Moderate
Road ’ . low 10 low

Source: Khandwalla, P.N., “Same Tap Management Siyles : Their Conlext and Performance”, Organisation and
Adminisirative Sciences, Yol. 7, No.4, Winter 1976, p. 27.

Different leadership styles have “good (it" with different environments. Since the strategy
determines the product/market scope, and also the environment in which the organisation is
going to operate in future, it has a bearing on leadership style. Khandwalla has further

categorised leadership styles into seven types to relate them to environment, each reflecting

different mix of the five orientations, as shown in Figure 15.6. .

Like leadership, lhese are several dimensions of environment zlso, namely, the degree of
turbulence/votatality (high degree of changeability/unpredictability), hostility (hostile
environment are highly risky and overwhelming), heterogeneity (diversity of markets/
consumers), restrictivenéss {(economic, social, legal & political constraints) and the degree
of technological sophisticaticn. The leadership styles which are more appropriate to
different 1ypes of environment are shown in Figure 13.7. ‘

ft should be noted that while the above discussion gives g good idea of orientations and the
styles of Jeadership to respond effectively to the environmental demands, it does not cover
the leadership skills required for “revitalisation™ or “transformation” of the organisation'.
The above discussion gives the attributes of 2 manager who is a “1ransactional" leader, and
not a “transformational” leader. The task of 2 “transformation” or “revitalisation” leader is to

take the organisation 1o a dominant position. This involves managing change or transition. It -

has three distinctive phases.

s Recognising the necd for revitalisation
s Crealing a new vision
» [nstitutionalising change.
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Figure 15.7 Environment-Style Flt Implementatlon ¢f Strategy

Envlronment ! . Styles
Turbulence High Entreprencurial, nee scientific
' Medium ' Neo seientific, middle of the road
Low Conservative
Hostilily ' ‘ High Eatreprencurial
© Mediom Neo scicniific
Low Neo scientific, Conservative
Diversity High Entreprencurial, Neosgientilic
: Medium Muddling through, middle of the road
Low Neoscientific, conservalive,
enireprencurial, quasi-scicntific
Restrictive- High . Meo scientific, entreprencurial
ness Medium ' Entreprencurial, conservative
Low
Technological " High Entreprencurial, Neoscientific,
Complexity ' Medium qu;l.si-.sc}enliﬁc
Low Democratic

Source : Khandwalla, P.N. “Some Tap Management Styles : Their Contexl and Performance™, Organisation and

Administrative Sciences, Vol 7. No.d, Winter 1976, p, 27.

The leadership task in the first phase requires the abiliLy lo scnse the need for change (oflen
there is a low threshold 1o catch wigger events in the environment). The second phase
requires communication skills to create a vision for future that excites people to move, and
also the interpersonal skills and creativity to mobilise commitment of at least a critical mass
in the organisation, To perform the lask in the third phase of the transformation process the
leader should have the ability to understand and manage powerful conflicting forces in
people. The negative emotions and threats 1o power and authority have to be ransformed
into positive emotions and reconciliation. New ways of working, new styles, new culture,
and neiw nomms have to be developed. The shock of change has to be reduced.

The challenges of leadership in implementation are the gravest as leadership.is the most
scarce resource. Organisations cope with it in several ways, by changing the curent
leadership and by developing appropriate leadership styles. The change of current Jeadership
may not be easy to achieve even though it might be inevitable for ¢ffecting *“transformation™
in the situation. The cxisting leadership might have been cast in 2 particular mold which
may be inappropriate to the demands of the organisation. The “casting” effect can be’
overcome if changes are introduced gradually in the leadership styles and skils, 1o avoid
accumulated lags or sismalches between existing leadership styles/skills and-company’s
changed requirements. This would require a blueprint to indicate the kinds of styles and
skills, and the number of persons of different styles and skills required in future, current
talent available end a plan of recruitment and grooming. The 1ask of human resources

development is thus very closely related and determined by strategy of the organisation.

.“l'-:li\'“.\" e
Deseribe bisie feattiy of Tie 10p mhogvihld Myhes By aue orgamsaton. Comprre themn

- with the styles necessany o uwich U dotiniids GF your arganisaiion.

15.5 FUNCTIONAL STRATEGIES

“The strategies have to be ultimately translated into business operations. The operating 5 =

_decisions are taken by middle and junior level managers. Functional policies provide
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-market scope is contemplated. This becomes a

guidelines to oi)craling managers so that (2} he strategies are implemented, {b) executive

time in decision making is re
(d) coordination across functiona) units takes place. Once the strategy of the company is_.
decided, modification in functional policies may become necessary to meet the demands of .
new business or new business philosophy, particularly if a major deviation in product/ '
“es all the more necessary in the Indian context
where unrelated diversification is not uncommon and where large-scale sickness of business
exists. Depending upon the changes in the present business and the method of its
management, {he magnitude of modifications may range from a few ininor ones 1o total-
revamping of functional policies, For instance, a company might plan an expansion in sales
by introducing instaiment schemes. This may need some alteration in the financial policies.
On the other hand, if a company growing only ata 5% rate wants to be the leader in the
industry and has the ambition of appearing on world scene, major changes may be

imperative not only in financial but also in technology production, marketing, personngl and
R&D policies. The functional policies should be comprehensive; they should not leave so’
much choeice to operating managers that they work suboptimally or at cross purposes. Atthe
same time, the policies should be flexible enough to leave room {0 Managers for gespgndiqg

quickly to situations and make exceptions for good reasons. The firm should have ﬁolici'csl'@ﬁ _

every major aspect of business, at least in key functional areas.

In the financial management area, the major policies relate to the arrangement and
deployment of funds. Major issues involved are the sources from where the funds will come,
from owners (equity) or by borrowing. How much of the borrowing will be short-term and
how much long-term? In terms of usage of funds, the policy decisions would relate to

whether and to what extent funds have 10 be deployed in long-term (fixed) and shori-term
(current) assets. The long-term or capital investment decisions relate to buying or leasing the

fixed assets. A retrenchment strategy or paucity of funds may compel the organisation W
lease rather than buy. In case of an organisation where capital investment decisions are
decentralised, a “hurdle rate” may be fixed so as to avoid investment in weaker projects by
one division and non-investment by another division, as discussed in se ]
Allacation). " '

b

Apart from capital budgeting, another consideration in financial management which

influences other functional areas is the-cashflow. A éompany may frame bonus and dividend

policies based on availability of cash. In case 8 company proposes expansion through -
internally generated funds, it may reduce bonus and dividend. This is panicular_ly"s.’p when it
has formulated ambitious growth policies which require huge cash. Similarly, if the ﬁ’iT.i‘ilhas
high risk business, it should have a conservative deblequity ratio to guard against fallingIn |

red due to heavy interest burden.
The funds position and optimisation orientation of top management also determine the

accounts receivable and payable policies. Financial policies may even determine the account
keeping (e.g- LIFO or FIFO) as these affect the profitability, balance sheet and hence

cashflow through tax, dividend, bonus, etc.

Functional policies in marketing area are required for marketing- mix decisions, namely, the

four Ps (Product design, Product distribution, Pricing, and Promotion) of marketing. In
terms of specifics, the product decisions relate to such issues as the variety of product/
service (shape, size, models, e1c.), completeness of the line, quality requirements,
introduction/withdrawal of products, nature of customers, etc. Specific policies aré also
riccessary regarding distribution channels, i.c., through retailers or direct selling? What will ~
be the spread of distribution network? Whethier new dealers will be established or old ones
developed? What will be the terms of contract with dealers and the nature/extent of after-
sales service (wherever necessary). The promotion policies will relate to mode of promotion,
coverage and nature (corporate/product OF. brand proniotion). Very clear and specific policies
will have lo be made about pricing, €-g.. full cost or standard cost based pricing. In the case
of latter, at what sales levels? Offensive vs. defensive postures also influence pricing
policies. :

The functions relating to production will need policies relating to quality assurance, machine
utitisation, location of facilities, batancing the line, scheduling of production, and materials
management. The strategy for entering into export market will dictate a different policy
regarding quality of products and maintenance. In case of common facilities policies of
prioritisation will have to he made for scheduling production. Location of facilities may be
determined by closeness 10 market or input supply points. Policies must be made to

duced, (c) similar gituations are handled consistently and -.-..1 .

ction 15.2 (Resource




determine whether and how much to make or buy, on the basis of cost differential, certainty
regarding availability, criticality of the.item, ability to follow up procurement action for
production, capacity utilisalion of the existing plant & facility and alternative uses of

- expanded capacity, if expansion becomes necessary. In case of bought out items, policies
regarding we number of suppliers and the criteria for selecting them are necessary.

In the area of resenrch and devetopment, functional policies regarding nature of research are
necessary. In case of expansion through new product developmient, heavy emphasis has to
be laid on basic and applied research. On the other hand, for expansion in the same line,
research emphasis has to be on produci/process improvement to cut cost and on added value.
It may be noted that in case of basic research the firm should be prepared to commit
resources and wait for outcome for several years. It cannot have basic research unless it is

prepared to commit resources on tong-term basis.

Lastly, functional policies will be necessary in the area of personnel management: what will
be the compensation/ incentive sysiem to get the best out of the people and to make. them fit
for desired positions in the organisation? What compensationfincentive systern will be able
to attract people of the desired type 10 join the organisation so as to meet the task '
requirements demanded by the strategy? What policies will be necessary for grooming
internal people for new positions? The problem becomes acute in the context of tvmnaround
strategies. On the one hand, the most competent people leave and the firm finds it difficult to
attract suitable replazcments, On the other hand, it faces problem of surplus staff.
Retrenchment policies, though painful, are quite necessary but difficult to develop,

The functional policics have a lot of interlinkages between themseives and, therefore, cannol
be developed independent of cach other, Attempts to do so, for whatever reason, may lead 10
chaos and scrious mismaiches, resulting in Mailure of thie siralegy.

Activiiy 5
List-the main [enctional policies in your organisalion. What mismaich, if any.'do you notice
among there?

15.6 CHALLENGE OF CHANGE

" -The strategy implementation process generally involves a change. The change can be minor
or major. If it affects a large number of people; culs into deeper issues like beliefs, values
etc., it is major change. The process of change becomes more difficult because it involves
“unlearning” and them “'releaming”. The process 6f change has three stages namely
unfreezing, moving and refreezing as shown in Figure 15.8 '

Figure 13.8 : Process of Change
Relreezing .

Maving

Defreezing

Challenge of change comes in implementation in all the six Ss of the 7-S model. Adjustment

gy may mean acquiring new skills,

means adjustment in the people. The change in strate
values, nomms, etc. The more the

change in power structure, change in style, change in
number of Ss affected by strategy, the more the challenge of change.
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The problem is compounded if the degree of freezing is very high. For instance, poor quality
products might have been tolerated for 100 long. If the company, decides to enter in‘a big
way in the international market which demands very high quality standards, the company
may find it difficult 1o enforce quality standards. '

* Similarly, if the organisation is in serious trouble because it has been failing consistently for

quite sometime, the morale may be low and people may start leaving. Holding staff
members and enthusing them to work may not be easy. Indeed it is the challenge of
managing change thal determines the acceptable level of plan and performance. The
tentative strategy and aspiration levels for desired performance are tested on the anvil of
challenge of change to decide whether they are okay or ought o be modified.

'1§.7 COMMUNICATION OF STRATEGY

Cormmunication of strategy, covering the mission, objectives, product/market scope,
technology and all the issues relatifig to implementation, to different levels in the
organisalion is very important for its success, This is so because strategy is implemented
through peaple who ought to be clear about the roles they have 1o play in relation 10 éach
other. This should be done as clearly and directly as possible to avoid doubts and confusion
which are quite likely to arise if people have to interpret the roles from the behaviour and
oblique references. The confusion may lead 10 peaple working without direction and at
times even al cross purposes. The clarity of communication may assume critical proportions
if there are major shifts in.product/markel scope, structure, system, ctc. It is also neccssary
10 overcome fesislance Lo change arising out of anxiety and lack of participation in the
strategy development process. The challenges of communication are really preatin a
(urnaround strategy when morale is low and a vision is to be created promising a brighter
future. Formal corporate plan is a good instrument for communicating strategy, although in
many cases it does not cover the significant issues of implementation.

While there is a strong need for communicaling strategy, there may be several difficulties in

_announcing it loud and clear. The sirategy may include an approach for meeting

competition. Tt may be nccessary to keep this as a 1:195?.1}r guarded secret lest the competitors
come to know and sabotage it by counter strategies.

Formal announcement of strategy may also lead to reactions from regulatory agencies and
others. This is particularly so in case of large business houses covered under MRTP/FERA,
etc. where announcement of high profile aggressive growth strategtes may lead to hostile
reactions. Such announcements may also be quite embarrassing if deficiency in formulation
or implementation of the straicgy are found later. o

Implementatior of strategy, more often than not, implies a change. If the change is a major -
one like restructuring bringing major reforms in work norms, €tc.,.it may lead to strong
reactions. The political process involved may lecad to serious difficulties if the strategy is
announced in unrestricted way. The situation may b really grave if there are factions and
cliques in the organisation particularly at top management levels. ~ )

Strategies have motivational aspects 100. Growth strategies are popular because they
promise incentives in terms of financial benefits as also career growth. Retrenchment
strategies on the ather hand are unpleasant and those affected are likely to have low morale
and may actively oppose it, making the task of implementation difficult.

Given the above difficulties and risks associated with unrestricted announcement of strategy,
it is necessary to undersund that the communication has to be restricted. The announcement

should not be premature.

15.8 PRE-IMPLEMENTATION EVALUATION OF
STRATEGY

Before you effect the implemenlasibn of strategy, it is advisable for you to subjectittoa
final serutiny 50 as to avoid fuilures due to weaknesses in the analysis, if any, and to ensure
1hat strategy decided for the organisation is optimal. It is something like checking all the
clectrical connections before switching on the circuit. There are several checkpoints that

may be used for evaluation as given below!’:

T T




» s the strategy ensily identifiable and can it be easily communicated? lmplameuuuﬁh ;r-smtlsy

» Is the strategy unique for the organisation? If so, can it be ensily imitated by the
competing organisalions?

s Does the strategy exploit the opporlunities and corporate resources to the muxlmum?

¢ Is it consistent with the corporate resources and competencies, both the presenl and the
[ulure?

 Are the major provisions of the stralegy and the resultant programmes and policies

internally consistent?
¢ Is the chosen level of risk commensurate \th the organisations capac:ty to sustain the

shocks asscciated with the risk?
¢ Does the stralegy meet the aspiralion levels and personal values of the key executives?
s Docs the strategy ulfil the minimum expectations of the socicty?
e Will the sirategy provide clear stimulus 10 organisalional efforls and commiument?
» Are the key executives confident of effccnng the clange associated wuh the

implementation?

15.9 SUMMARY

The success of strategy depends to a large exient on the efficacy of implemeniation. Indeed,
the limits 1o the size and scope of workable stralegic plans are set by the associated
challenges of implementation. The complexities in the task of implementation arise {from the
number of organisational adjustments relating to structure, systems, skills, culture,
resources, ctc. needed and the demands of maiching them all. The difficulties in effecting
the organisational adjustments arise from the tasks associated with managing change. Poor
appreciaticn of the tasks of implementation and issues involved in it, many a time, lead to
selection of inappropriate strategies. Before finally deciding the strategy and effecting
implementation it is imperative to have an evaluation. The final corporate strategy is thus a
package covering the mission, objectives and product/market scope on the one hand and
policies, programmes etc. relating 1o the implementation on the other.

15,10 KEY CONCEPTS/TERMS

BCG Matrix

Differentiation

. Human Resource Development
Integralion

Iniernal Rate of Relum

Net Present Value

Payback Period

Pooled Interdependence |
Portfolio Approach

Product Life Cycle
Product/Market Scope
Reciprocal Interdependence
Residual Income

Return on Investment
Scquential Interdependence
Sirategic Business Units (SBUs)
Transformational Leader
Zero-base Budgeting

‘15,11 SELF-ASSESSMENT QUESTIONS

1 What is sirategy implementalion? Why is the task of implementation complex and
difficuli? '

2 Discuss various metheds of resource allocation. Would you recommend Return on
Investment (ROI)} or Residual Income methed for capital investment in a multi-business (0

divisionally structured company’?
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3 Discuss the advantages and disadvantages of different typesof organisation structures.

4 What is the need for formulating funcuonnl poticies? What care should be taken whlle
developing them?

5 Whatisthe imporiance of communicating strategy? What are the difficulties involved in

. communicating strategy?

6 Why pre-implementation evaluation of strategy is important? What checkpomts would
you like 1o use in pre-implementation evaluation?
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UNIT 16 EVALUATION AND CONTROL
OF STRATEGY

Objectives

After studying this unit, you should be able 10 appreciate

s why enlerpriscs must evaluate strategy after implementing it
what the evaluation process is

how one decides the measures for cvaluation

what 1ypes of standard$ are used for evaluation

how performance deviations are contrelled from the set standards,

Structure

16,1  Introduction

16.2  Evaluation and Control Process

16.3  Key Variables

164  Performance Standards

16,5  Structure for Evaluation and Control

16.6  Evalualion System in a Mulii-business Company
16.7. Analysis and Follow up action for Control
16.8  Problems of Control Systems

169 . Summary

16.10  Key Concepts/Termns

i6.11  Self-assessment Questions

16,12 Further Readings.

16.1 INFTRODUCTION

With the completion of the strategy implementation, the organisation looks forward to
achieving the desired goals and objectives. It is necessary, however, to introduce the process
of strategy evaluation and conlrol in the carly stages of implementation, to see whether the
strategy is successful or not and to carry out mid-course correcticns wherever necessary,
There are several reasons why a slralegy may not lead to desired results. The external
environment may not actually follow a irend as was expected at the time of planning the
stralegy. The intemal changes within the organisation such as the organisational systems
consisting of siruclure, policies and procedures may not reflect harmony with the strategy.
Afier a while, the top management or even middle-level managers may find it difficult to
exercise a substantial degree of control over operating systems. The unexpected moves of
the competitors might create major paps in the strategy. Thus the list of such factors will
require a continuous evaluation and control of stralegy. In this unit we will describe the
process of evalualing a straiegy while it is being implemented.

16.2 EVALUATION AND CONTROL PROCESS

The design aspect of a strategy evaluation system follows {rom the following considerations':

a)  Where arc the unexpected changes? Are these exlernal or internal to organisation? If
extemnal, are they in terms of policy changes or at the market level? If intemal, are they
in the form of resource constraints or failure of operating systems?

b) There is a nawral iendency in all orpanisations to go out of control on account of
quality of leadershig and the cultural profile of employees.

¢) The availability of 1echniques within the organisation for underiaking the evaluation of

slrategy.
The evaluation of a corporate sirategy can be done qualitalively as well as quantitatively.

The quantitative evaluation is based on data and is possible through post facto analysis to
detect whether the content of stralepy is working or has worked. However qualitative

T

N1 e o

21




Iinpleirentation and
Evaluatlon of Strategy

_ necessary. The process of évalualion and control of strategy has been-shown in Figure 16.1.

- pauged by its effectivensss and efficiency. Effectiveness is rmeasured by the degree to which

Figure 16.1: Evatuation and Contral of Strategy

- L . .
| Objectives ]
sel ' Measure

A Parformance B Performance
Standards & and Monitor
Environment the Environment |- !

——
T

“) ' €
(3 | Implementation I a. =

Tor ’ N Analyse the ‘

. reasons for . B

- D performance :

Reward or commective Action Possibilities

Source : Glueck W.F,, p. 393, I y

evaluation can also be done by addressing the question : Will it work? The qualitative .
evaluation can thus be done before activating plans of change. As already discussed inan ;
earlicr nit, the qualitative evaluation of strategy after implementation is based on following :
criteriak

« - Does each aréa of policy form part of an integiated pattem?
« Does each policy area meet the current demands of the environment?

« Does the strategy involve deploying all the critical resources? ,
« Given the values of management towards risk, does the strategy meet its preferences?
+ Are the appropriate time-related goals laid down or not?

e Does the strategy achieve the enterprise objectives or not?

The quantitative evalvation and control of strategy is o real time process. The performance
of strategy is monitored and corrective actions are taken to make alteration as and where

The first phase of this process consists of selecting the key- success factors, developing
measures and setting standards for the same, and collecting information about actual state
(performance on these measures). The second phase consists of comparison with the
standards laid down ard initiating action to alter performance, wherever necessary. The
follow up action could relate 1o people/business or both and could be tactical or strategic.
For instance, if the business has not picked up as expected, it may be necessary to increase
pramotional efforts, or revise the product policy, or as a last resort, the firm may pull out of

a particular business.
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It i necessary to maintain a distinction between the follow up action towards business/
peiple and evaluation/control process. If major changes in environment have taken place-or
if raajor assumptions about environment have gone WIONg, it may be improper to give credit
or discredit to the people forthe deviation in performance from standards set. At the same .
tirae good performance of a strategy may not be due to good performance of the people as
there may be windfall gains due to changes in the environment not imagined at the time of
selting the standards of performance or targets.

From ﬁigure 16.1 you would realise that the process of evaluation is quite complex and there
ars teverat pitfalls in proper evaluation and control. The success of an organisationis

1k organisation has achieved its objectives while efficiency refers to the manner of resourge
wtilisation for achieving the output, The two can thus be represented as below

L Output _ QOutput
w) Effectiveness = ——— b) Efficiency =
Objectives _ Input

1t is easy to evaluate efficiency by comparing outpulyinput of various organisations or
organisation units with cne another. Inpats, by and lazge, are always quantifinble. An
organisation is more cfficient than the other if it uses ;ess resources (inputs) than another for
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the same output or if for the same input it gives more output. The larter case requires output )
. Control of Strategy

to be measured in quantitative terms and hence is more difficult to assess.

Measurcment of effectiveness has both numerator and denominator which are comparatively
more difi:. .kt 1o quanti. . Hence assessment of effectiveness is more difficoit than the

assessment of efticiency of (he organisation.

The success of corporate strategy should be evaluated both in terms of efficiency and
effecriveness. It is, however, not commen to find an efficient but in effective orgenisation or
vice versa,

In a profit oriented crganisation, profit becomes a surrogate measure for both efficiency as
well as effectiveness?, Profit, is the difference between revenue and expense, and thus is a
measure of efficiency. Being the objective itself, profit also becomes a measure of .
effectiveness..In arganisations with multiple objectives, the situation is different if the
surrogate measures like profit are not available/not sufficient for evaluating the strategy. In-
such cases the major problem in evaluating the strategy is to develop measures for
evaluating the strategy. The probl&m is solved by identifying the key variables or key
success factors which are measures of performance of certain key activities of the

organisation.

Activity 1 .
Analyse the periodical evaluation and control reports in your organisation. Do they
emphasise cltectiveness or elliciency?

16.3 KEY VARIABLES

Key variables, key success factors or critical success factors are most important fora.
successful strategy. A typical list of such factors for a business organisation is shown below: ’

Markeling Production Assels Management Parsonne!
Sales, Orderbook Capacity Utilisation, . Tnvemtory Tumover - Employee

Position Cost of Production Sundry Deblors . ‘Turnover. Absentze-
Market sharc Timely Retums on ism Man-days
Gross Margin or deliveries -Investment " lostin sirikes
Repeat orders

It must be noted that the key variables for designing the system of evaluation and control
differ from business (and thus organisation) to business (organisation). Also ina large multi-
business organisation, they may vary from one orgenisation unit/level-to another.

This is particularly luc in the Indian context where unrelated business strategies are not
necessarily unsuccessful or uncommon. A company may be in textile and-pharmaccutical
businesses simultaneously as also in vegetable oils and computers. The environment permits
" that it'is therefore all the more necessary to avoid getting bogged down with a standard or
uniform set of key variables for all the organisations. Knowledge of key characteristics of
industry in which the business falls is thus imperative and useful for identifying key success
" factors, Some of the key variables on the other hand will emerge from the company's
functional strategies. For instance, if a company has proposed aggressive strategies, the
number of new products inwaduced in a period will be a key success factor. The guideline

for identifying kéy variables has been provided by Anthony* as below

Is it Important in explaining'the success or failure of the organisation?
Is it volatile and can change quickly, often for reasons not controllable by the managers?

Is it slgnHicant enough to require prompt action when a change occurs?

Is it not easy to predict changes in key variables? i
Can the variable be l{peasured, gither directly or viaa surrogate? For irigtanice, customer
sntisfaction canriot be measured, but its surrogats, number of sales returns can be akey - 2

varlable. )
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Aclivity 2 . : .. _
For the {ollowing businesses, identify the key success factors for evaluating (he success of
their respective stralegies :

Key Success Factors

", Business:
p} - Bank o u h {2) (3)
) (5) (6}
b TV Maonufacturer () (2 . (3;
SRRy S ) () (6)
¢) A Netional Universily (1 {2) (3
] - . NG T &) (6}
8) A Large Retail Qutlet , () i ) (3)
L)) : 5 (6)
g)  Police Depaniment ’ () 2 3
_ @ (5) )
0 Lifk Insurance Co. - . - A1) 2} 3
‘ L @) . ). - (6).
g}  Expomer L o (n . (3)
(4) (5) .. (6}

16.4 PERFORMANCE STANDARDS

Having identified the measures relevant for assessing the success of the strategy, the next
important issue is to set the standards against which actual performance is to be measured.
The standaids of performance could be any of the following three types.

a) Historical Standards
In this type of standards, comparison of present performance is made with the past
performance. Though simplest, this type does not take into account the changes, in
environmental conditions between the two periods. Moreover the pridr-period performance
itself may not have been acceptable. Tt also could be mislea'c]ing in the formative years when
the numerator (previous years figures) is small.

b) Industry Standards ) )
In this typeof standards, the comparison of a firms’ performance is tade against similar
other firms in the industry. The difficulty here is that all the firms may not be exactly the -
same for purposes of comparison. : .

¢} Present Standards
The goals/targels arc decided by the firm's management to be achieved in a particular -
period. Present standards convey the aspiration levels and take iniq account environmentak -
conditions if properly derived. These are more realistic and also consider the organisations”
capacity to achieve them. These, however, require tremenous analysis. Absence of such
analysis may lead to shocking results. However, for a company developing a conscious
straicgy.'ﬁresem'star][daids provide the best alternative. " N
o, RO IR Lo .

Activity 3
_ What kinds of standards are being usedin

[NEERAA A .
your organisation? Whal, 1 your view. are e
problems arising out of it? .
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16.5 STRUCTURE FOR EVALUATION AND CONTROL " Contral of Strategy’

For effective implementution of stralegy, it is necessary that someone’is made exclusively
responsible for carrying cul the operations. Responsibility centres, therefore, may be created
for achieving the objective of the organisation following the selected strategy. The
responsibility centres should have tull freedom o take aperational decisions relevant to their
businesses. To an extent the responsibility centres will be restricted in taking decisions
relating (o functional policics as those decisions will not be within the jurisdiction of them.

Responsibility centres may be of several types. In a prefil oriented organisation, there could
be profi1 centres, there could be revenue centres or there could be expense or cost centres,

Profit centre managers are responsible for profits. They have full freedom to decide their
level of sales, margins and production, what to make and what to buy, etc. At times,
however, they do net have jurisdiction over {inancial policies (sources of financing) and
basic personnel policies. The revenue cenire heads are held respensible for generating the
revenue {within the approved costs) and cost centre heads are responsible for costs for a

certain level of production or aclivities.

In the functional structure the only person who can be held responsible for profits is the
chief executive, since the very next level below (i.e., the functional heads) does not have
operatienal jurisdiction over issues related to other functional areas (but which influence
profits all the same). Functional structure of the organisation can thus have revenue and
expense centres. In divisional structure the divisions will have most of the key operationat
decisions under their jurisdiction. Hence they can have profit centres for the suecess of
strategy. The structure, thus, facilitates keeping of records for managerial accounting (so
crucial for sirategic decisions and strategy evalvation), and Laking up/divesting a new
product/business. The most appropriate strizcture for stritegy of growth through
diversification or expansion is to create profit centres in the form of divisional structure,
Divisional structure also facilitates grooming of functional executives as general managers,
althouglh it dilutes the functional specialisation to some extent. The holding company-
subsidiary structure also provides similar advantages from cvaluation and control point of
view, though it limits the scope of busingss portfolio management as different companies
may be catering to different businesses.

The product divisional structure does net provide any significant advantage for growth
through expansion in the same business or through (backward/forward) vertical integration.
It is so because little flexibility is available to the divisions involved in the intermediate
stages of production and all of them stand or fall together with changes in environment.
Indeed it may be more appropriate in such cases 1o make the marketing division as revenuze
centres and produclion divisions as expense centres. The situation may be different if the
intermediate product lines (oo have a significant market of their own. In such cases, making
all such-divisions as profit centres may be advisable.

Activity 4
What kind of responsibiliny centies exist in your organisation? If you were given a free
hand. whal responsibaiiry centres you would have created? Why?

16.6 EVALUATION SYSTEM IN A MULTI-BUSINESS
COMPANY

The identification of key success factors and their exacl trend values is a complex process
because of inter-business unit transfers of goods and services. Often these transfers take .
place at price levels which might suppress the true profitability of the supplying division. In 25
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such.cases transfer price adjustmems are carried out for the purpose of falr evaluat}on of
each unlt,

Ina multl-producUmultl-business company, having several divislons as profit centres, there
mmay be several products/components which are manufactured and sold by one dlvision and

. at the same time required by others for their product/business. In such case 8 system of

transfer pricing needs to be developed for transfer of products/components from one
division to another, otherwise a situation may arise when two divisions may.take decisions

" which may be against the overall interest of the company. For instance, teke two divisions A

& B as profit centres. Division A produces a component which is a monopoly

Division A ' Dlvision B _
SluationI Sltuatlon II
Cost of ' ' Cast of Cost of other
component A- 70 other ComB - 185 Comp. B 185
Profic Margin 30 Cost of Cast of -
- component A 100 Component A 85
Price 100 - Profit margin _15  Profit margin 30
Sals Price 00 Sale Price o0
Profit L Proflt — Profit -
- Sale 0% Sale 3% Saole 10%
If A does not reduce price IT A reduce price
Division A gets 30 : 15
Division B gets - 30
Company gets k' 45

-itern and can fetch a margin as high as Rs. 30. The component price is say Rs. 100. Division
B needs this component for one of its products. However, if it gets it at a price of Rs. 100, it
cannot cam any profit on its product. Division A is not prepared to reduce its price to Rs, 85
a5 it cuts inlo its margin by Rs. 15 to give 10% return on sales to Division B. Division B is
left with two options to ensure 10% cut off retumn for its operations, either to drop the
product or invést in facilities, The minimum size of facilities is far in excess of the
requirements of the product in Division B, hence it will-have to szil in open market. The
prices in that case are likely to fall to Rs. 75 a piece. Division B may also not like to divert
its energies to sell the component separately. It will, therefore, decide to drop the product.
The actions of Divisions A'& B in maintaining profitability of their respective division thus
lead.to loss to the company as a whole on the-margin that'was available to it on product B, if
only Division A had reduced the price & bit:

Similar would be the case if Division A has created capacity to meet the requirements of
Division B. However, at a Jater stage, a situation of glut appears and the other suppliers
Tesort to heavy price cutting, and B decides to purchase from open market at a price which A
cannot afford to supply without running into losses. The situation may be even more
damaging to the company, if the price reduction by the other supplier was to force some of -
the manufactures (like Division A) to close the manufacturing facilities for the component
and to rise prices again after the closures. Not. only the company as a whole but even
Division B will be a loser.

It would be realised that there are two.issues involved in situations of Lransl‘er pricing,

Firstly, the sourcing decision, i.c., whether the product is 10 bought/sold by a division
intemally or externally. In view of profit centrés as independent resgonmb:hty centres,
normally the divisions should be atlowed to decide it themselves. But a situation may arise
when the intervention of top management may be necessary.to give sourcing decisions to.
ensure that buying/selling by divisions is in the inferest:of the company. The sccond -
question is what should be the (transfer) price for the rra.nsfer of goods from one division to
another, .

It should be remembered that the purpose of transfer oricing is not 1o encourage inefﬁcie’nt
operation by diclating a transfer price thut will fetch a profit, but to ensure a fair price to the
concemned divisions in the absence of an open and free competitive market price. That
unifies the interests of the divisions with the interest of the company. Thus, whenever
markel place prices are available and when the divisions can meet all their requirements of

" buying and selling there may be no need,of intervention. Indecd even when these conditions
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do'not prevail, the level of inter-division transfer may not be significant. Or no intervention
may be necessary/advisable.

Activitv 5
Iy frunster pricag wied invour organisatron? If so; which method is being fellowed and
what pioblenms, if ary, are arising due o ? If not, which methed you would like 1o suggest

lor your orgamsaton?

16.7 ANALYSIS AND FOLLOW UP ACTION FOR
CONTROL -

Once the actual operations start, information about the actual performance has 1o be
collected periodically and compared with the standards set. If the objectives or major
componenis of strategy include such factors as market leadership, information about market
share wil] also have to be collected. Information may also be collected regarding
performance of the other key factors. If the performance on key success factors is
unsatisfactory, the long-lerm success of the strategy may be endangered. This may be
despite the current success which may be due to favourable current environment, for

example, boom in the industry, scarcity etc.

If the performance is unsatisfactory, two courses of action are possible. The responsibility -
centre manager may be asked to improve performance, or if it is not possible, target or
standards of performance may be revised. :

The evaluation and control reports may be of two types namely the motivalicnal and the

economic reports®. The molivational reports relate to the performance of the people in the
responsibility centres. Economic reports are concerned with the economic performance of

the responsibility centres. The basic difference in the two s that while the latter gives actual *

economic performance covéring all factors, the former reports the performance of &
responsibility centre. For instance, while an economic report will include all costs, the'
motivational report will include only those items of cast over which he has control.

For example, the division may not have any controt over purchase price of materials, but it
may have control over material consumption. Similarly, the responsibility centre has.control
over market share while it may nol have control over industry volume. It is advisable to keep
the two reports separate. Ior instance, if the economic performance is going down despite
best efforts of the responsibility centre, there may be need to make a shift in the strategy.
Similarly, strategic performance based on economic reports may be satisfactory but still
there may be need for medificalion of the strategy if the good performance is due to
unexpecled favourable developments. :

From the control point of view 1he reports must be timely, otherwise corrective action may
“not be possible. The frequency of reports is determined by the lead time required for
corrective action and is constrained by the lead rime for processing the transactional data
and its transmittal 1o retrieve data in the form of reports. If on the other hand, the evaluations
are made too early kneejerk reactions are likely which may hurt the plan,

A strategy need not be changed or abandoned just because evaluation has revealed the
causes of poor performance over a short period. It should be tested for a'sufficiently long
period of time because certain assumptions might have gone wrong and there was no

" contingency plan to take care of such situations. If even after reasonable period of time the
performance is not coming up to expectations, it may be due to serious deficiencies in the
business strategy. However, before changing the sirategy, it would be advisable to check its

T
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- implementation on the test of adequacy. It is quite possible that some of the Ss of the 7-3

model may be grossly out of line with the strategy. And, if corrected, the strategy may still
be quite useful. However, there might have been serious errors in assessing the external and
internal environments even thougli the evaluation-of implementation reveals no major
mismatches. The assessment may also reveal that itis impossible for the management to
make other 6-Ss matching with the strategy. In sucn cases it may be imperative to modify or
change the stralegy, '

Actlvity 6

How are the targets fixed for various divisions/d
why are the targeis revised? Give comments on

gpartments in your organisation? How and
he duratjon of wrget fixing and revisiog.

16.8 PROBLEMS OF CONTROL SYSTEMS

There are a farge number of problems associated with control systems for stralegy
evaluation. An efficient system may collect a lot of irrelevant data whereas a sophisticated
systemn might ignore crucial information. Some of the 1ypical problems encountered in
designing and managing control sysiem are : .

¢ These may not be a consensus on the criteria: for measuring the effectiveness and

efficiency of the.strategy.

» The reporting data may be invalid.

 The performance norms may be based on-outputs on which the relevant business may not
have a control. -

+ Often performance standards may be set with inherent contradictions. For example, an
increase in market share may be expected in conjunction with an absolute decrease in

marketing expenditure.

.+ Employees may consider the system 10 be unfair and therefore may not accept it.

» Overemphasis on meastiring short-term perfarmance may make managers forget about

the strategy which inherently has long connotations.
e Itis very difficult to set “good"”, “average"” and “poor” levels of performance in situations

where the outputs are not very langible.

16.9 SUMMARY

An effective system of evaluation and control is important for the success of corporate
strategy. It is also necessary for taking decisions on whether strategy should be continued or
modified, The success of a sirategy should be considered both in terms of effectiveness and
efficiency. While it is easy to measure efficiency, it is relatively more difficult to measure

effectivencss.

The problem in evaluation and control is that of developing appropriate measures. The key
variables of the organisation may guide the duration of measures for evaluation and control.
Structure also plays an important role in evaluation and control of strategy. Defective
structures may lead to inadequate eveluation snd control. The economic performance of an
organisation unit must be distinguished from the performance of people of the unit from the
viewpoint of follow-up aclion. Factors which are not under the control of a responsibilily
centre must be excluded from the reports in evaluating the performance of the responsibility
centre people. For evaluation of a strategy for concrete action, all factors of cost and
environment must be included. O
if the performance is not up to the planned levels. If it is found that the performance of the
responsibility centre is not improving of is unlikely to improve, the targets may be revised.

o the basis of evaluation the corrective action may be taken.
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If there are successive failures, the strategy may have to be abandoned. Before abandoning
the strategy, however, an examination should be made as to whether implementation has

been adequate.

16.10 KEY CONCEPTS/TERMS

Economic Reports
Effectiveness
Efficiency

Expense Centre

Key Variables
Motivational Reports
Profit Centre
Responsibility Centres
Revenue Centre
Transfer Pricing

16.11 SELF-ASSESSMENT QUESTIONS

2

What are the *key success factors’ in the organisational context? How would you
determine them?
Compare and contrast different types of standards which can be used for evaluation and

contrel of strategy?

What is the importance of structure for the evaluation and control of strategy? What are
the advantagés of profit centres? In what situations is it advisable 1o set up revenue and
expense centres? ’

What is the purpose of transfer pricing? What are the merits and demerits of different
metheds of transfer pricing?

Analyse the case “Punjab Tractors Ltd™, What are the other important points which you
think the questions given at the end of 1he case do not cover?

16.12 FURTHER READINGS

Anthony, R.N., et al., 1984, Management Controf System, Rechard D. Irwin : Homewood.,
Glueck, W.F., etal., 1984, Business Policy and Strategic Management, McGraw Hill : New

York.
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UNIT 17 TURNAROUND MANAGEMENT

Objectives
After going through this unil, you should be able to appreciate the

extent of industrial sickness in Indian economy

symptoms of corporate sickness and its causes

process and strategies for tuming around sick companies

experiences of turnaround management in public sector undertakings.

Structure

17.1  Intreduction ,
17.2  Incidence of Industrial Sickness in India

17.3  Danger Signals for Corporale Sickness

174  Predicting Company Failures

17.5  Causes of Corporale Decline

17.6  Types of Turnaround Strategies

17.7  Turnaround Process

17.8  Turnaround Management in Public Sector Undertakings
179  Summary

17.10 Key Concepts/Terms

17.11 Self-assessment Questions

17.12  Further Readings

17.1 INTRODUCTION

A firm is said to be sick when it faces a severe cash crisis or a consistent downtrend in its
operating profits. Such firms become insolvent unless appropriate internal and external
actions are initiated to change the financial picture of the firm. This process of recovery is
called wmaround management. Any successful rumaround management can be broadly
classified into three distinct but inter-related phases. The first phase is the diagnosis of
impending trouple. Many authors and research studies have isolated distinct early waming
signals of corporate sickness. The second phase of unaround management involves ’
analysing the causes of sickness and choosing appropriate tumaround measures to restore.
the firm on its profit track. These turnaround measures are of both short-term and long-term
nature and have been successfully implemented in companies both in private and public
sector. The third and final phase of turnaround management involves implementation of
change process and jts monitoring. In the case of public sector units, the turnaround
management acquires a special character because of restrictions imposed by the controlling
institutions. In this-unit, we will look into all these aspects of tumaround management. -

17.2 INCIDENCE OF INDUSTRIAL SICKNESS IN INDIA

One parameter for measuring the incidence of sickness in an industrial unit is its inability to
pay back bank loans. Using this parameter, we have figures for the number of sick wnits in
India from 1980 to 1986 in Table 17.1. This table gives the aumber of sick units in all
indusiries and the amount of outstanding bank loans. The percentage increase in the number

. of sick units and their outstanding loan amounts is also presented in the table. This will give
you an idea of the increasing dimension of the problem from year to year.

As presented in Table 17.1 there were 24,450 sick units in alt industries in India in 1980
which swelled over the years to 1,47,740 in 1986. Their corresponding outstanding laan |
amounts increased from Rs. 1,809 crores in 1980 to Rs, 4,874 crores in 1986. -~ - v

Table 17.2 presents an industry-wise picture of industriat sickness in India from 1978 10
1986. As revealed in the Table, the maximum number of sick units are in engineering and-
textile industries. At the end of June 1986, out of a total of 689 sick units, as many as 213
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Tebla 111 lncldnr;'u of Industrial Bleknesa In Indla

N ' ' ' Pemnunt'lnmm o
, . . . over the praceding yenrs
* As st the end * Total Gutstanding No. of Oulstanding
of the year unlts. bank loara unils bank looma
Lo (Re. crores)
980 e e %550 1809 - —
1981- . .. e o 26,158 2,026 8,98 12.00
1982 60,173 . 2,585 124.87 27.59
"1983 - go. 110 - K 1] . 33.13 19.96
984 93,282 3,638 16.44 17.32
. 193_5 W 1,19,606 4,271 28.22 17.40
1986 147,740 4874 231.52 14.11

‘Seurces Economle Survcy,‘lgs'f - 8.

industry and owed the banks Rs. 954.5 crore. Another 186 units
out of a total of 683 belonged to the textile industry and owed the fargest amount to banks.
gating toa figure of Rs. 1,118.4 crore, Engineering and textile units together comprise
57 per cent of all sick units. The totg! outstanding amount owed by all the 689 sick units
belonging to various industries amounted to Rs. 3,238.6 crore in 1986. The other sick units
belonged largely to the sugar and jule textile industries. 47 suger units and 43 jute textile
units were sick in 1986 and owed to the banks a total of Rs, 177 crore and Rs. 199.6 crore

veionged to the engineering

.respectively.
' Table 17.2: Industry-wise [ndustrin] Sickness
(Large and Medlum Unlis}
End of June 15978 End of June 1983I End of June L986
. Indusdry No.of | Amountaf Np.of | Amount of No.of | Ameount of
units | bank credit units | bank credit unlts § bank credil
cutstanding oulstanding ovtstandlng
{Rs. crores} {Ra. crores) {Rs. crores)
Engineering' 112 286.2 139 §08.2 213 954.5
Textile 18 263.6 119 L7498 186 184
Chemicals 21 . 117.9 27 2 9 240.1
Sugar k]| 79.5 44 1801 47 1770
. Jute textiles k]| 76.6 a7 120.5 43 199.6
Rubber . 5 25.2 . 16 108.2 16 - 1212
Cement 4 13.7 ki 9.2 5 al3
Miscellenecs 43 93.4 78 197.6 140 480.6
Total . 325 956.1 463 19131 689 32386
 Including electrical, iron and seal.

Source; RBI, Report on Curmency & Finance, 1979-80 & 1986-87.

Activity 1 I )

Visil a.commerciil oank.and find aut how hanks deal with sick imdusirial nnts?

173 DANGER SIGNALS FOR CORPORATE SICKNESS

Do companles suddenly wrn slek ovemight and quallfy as potentlal cnndldnics for

twemaround or do they become slek slowly which ean bo stopped by ¢

imefy corrective action?
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Obviously the latter is possible. But.the reality also is that companies Beco'ining sick often Turnareumd Mansgemant

do not themselves recognise (his fact, and faif to-take timely remedial action to remedy the

situation. )
Despite th. = ot thu the fi.lors that lead to sickness in one particular industry or company
may be very different from the causal factors in another industry or company, there are some

universally common signals which herald the onset of sickness.
_Companies becoming sick would exhibit one or more of the following characteristics:

1  Decreasing market share: This is the most significant symptom of a major sickness.
A company which is losing its market share to competition needs to sit up and take
careful note. Regular monitoring of marker share helps companies 10 keep a 1ab on
their performance in the market vis-a-vis their competitors. Any indication of decilning
market share should trigger-off immediate comrective action. .

2 Decreasing constant rupee sales: Sates figures, to be meaningful, should be adjusted
for inflation. If constant rupee sales figures are showing a declining trend, then this is &

" -danger signal to watch out. )

4 Decreasing profitability: Profit figures are a geod indication of a company’s health. -
Care must be taken to interpret the profit figures correctly, so as to avoid any

. misjudgments. Decreasing profitability can show up as smaller profits in absolute
terms or lower profils per rupee of sale or decreasing return on investment ot smaller
profit margins.

4 Increasing dependence on debt: A company overlay reltant on debts soon gels into a
tight comer with very few options left. A substantial rise in the amount of debt, a
lopsided debt to equity 7atio and 2 lowered corporate credit rating may cause banks and
other financial institutions to apply restrictions and become reluctant to lend more.
Once financial'institutions are hesitant to lend money. the company’s rating on the
stock rarket also slides and it becomes very difficult for the company to raise funds
from the public 100.

5  Restricted dividend policless Dividends frequently missed or restricted dividends
signal danger. Often such companies may have earlier paid substantially higher
proportion of earnings as dividends — when in fact they should have been reinvesting
in the business. Current inability to pay‘dividends is an indicaticn of the gravity of the
sitpation,

6 Failure to reinvest sufficiently in the business: For a company 10 stay competitive
and keep on the fast growth track, it is essential to reinvest adequate arnounts in plant,
equipment and maintenance. When a business is growing. the combpination of new
investments and reinvestments often warrants borrowing, Companies which fail to
recognise this fact and try to finance growth with only their intemal funds are applying

. brakesin the path of growth. 1

7  Diversification at the expense of the core business: It is a well-observed fact that
once companiés reach a particuiar Jevel of maturity in the existing business they start
looking for diversifications. Often this Is done al the cost of the <.« business, which
then staris to deteriorate and decline. Diversification in new ventures should be sought
as a supplement and not as & substitute for the primary core business.

8  Lack of planning: [n many companies, particularly those built by individual
entrepreneurs, the concept of planning is generally lacking. This can often result in

" .major setbacks as limited thought or planning go into the actions and their

consequences.

9  Inflexible chief executives:
from others is a signal of impending ba
signals, his unwillingness 10 accept any pre

the path towards Fecovery. _
10 Management succession problems: When nearly all the top managers ar¢ in their

mid-fifties there may be a serious vacuum at the second line of command. As these
older managers retire or leave becatse of perception of decreasing opportunities there
is bound to be serious managemecnt crisis.

11 Unquestionlng'ﬁoord of directors: Directors who have family, social or business ties
. with the chief executive or have served very long on the board, moy no longerbe |
cbjective in their judgment. Thus these directors serve limited purpose in terms of

questioning or cautioning the CEQ about his nctions.
{2 A management team unwilling to fearn from its competitors: Companies in decline
often adopt & g:lcuscél attitude and are not willing to learn anything from their

A chief executive who is unwilling to listen to fresh ideas
d news. Even if the CEO recognises the danger
posal from his subordinates further blocks

i3
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. 17.4 PREDICTING.COMPANY FAILURES

'z

+ " compétltors. Companles which have survived tough competltive times continuously
" analyse thair competitors' moves. ' T

Using financial ratios; many atiempls have been made to predict company failures. However,
it is well recognised that any analysis of financial data can at best serve only as & waming
system..Also, inter-industry and inter-firm differences may sometimes render the analysis
meaningless in one situation whereas it may prove quite useful in another.

One of the well known efforts in this area is thet of Altman. He used five financial ratibs
and linear discreminant analysis to classify firms as solvent or insolvent to calculate an
index called a Z-score. This is calculated as follows : - .

XX EX KX,

index

= working capital/total assels

‘retained eamingsftolal assets

earnings before interest & tax/total assets

market value of equity & preferred stock/total liabilities
sales/total'assets. -

[ |
1}

where

-

(LI TR |

T

. Where the Z-score is below 1.81 the firm is considered ro be failing, and where it is above
2.99 it is considered healthy. Altman’s scores turn out to be 82:95% accurate one year prior

10 bankruptcy and 72% accurate two years prior to bankruptcy. The Z-score has been found
to be a poor predictor if the period before bankrupicy is longer than iwo years.

Z-score will differ from industry to industry and will change over time as economic
conditions change. It is therefore important to be careful in using these or any other
predictive sCOfes. - . . ' : :

Activity 2
In the unit on Strategic Fimancial Analysis, we have presented the financial highliéhzs of

Burroughs Welcome Ltd. Study the various ratios and comment on the comporate health of

this company.

17.5. CAUSES OF CORPOR:}TE'DECLINE' ‘

A great deal of research has been conducted into the causes of corporate decline. Many .
books have been written on this subject. Table'17.3 presents in a summary form the most
commonly occurring causes of corporate decline as put forward by different people.

At the top of the table in the topmost row are the names of various researchers/authors such

_as Stuart Slatter, J. Argentt, Schendel, Patton and Riggs, and S, Sigoloff. Listed under cach
name in the lable are the primary causes of decline as propounded by each author.




Table 17.3 : Causes of Corporate Decllng

Slatter Argenii Schendel, Patlon Sigololf
& Rlggs
Lack of futun- Accounting Lack of colnlral-
cial control information
. Inadequale Management Management Peter Principle
management prablems Management
: without guts
Interpersonal conflict
al decision-
- making level
Competition Fim Increased Change in
unresponsive 10 competitive technology
change “pressure Firm hostage
Lower to current
revenues produtt-markes ~

High cost Higher costs Development of
sloucjure locational *
relative to disadvaniages
compelilors “

Changes in markel Demand” -Chang"c in
demaond declines markelplace ~

Adverse Increasing cost of
movement in Normal debt -
commadily business
markels (including | hazards
inLerest raies)

Operational Marketing Poor distribution
markeling problems ’ :
problems

Big projecis Dependente on

- single customer
Big project
Acguisilions
Financial policy . Gearing Limited ﬁnn..n.cjial
_ resources |
Ovenrading Ovenrding Sales growth faster
Strikes than-working capital

- Source: Slatter, Swart, Corporale Recovery : A guide to Tumaround Management, Penguin, 1984,

~ As revealed by the Table 17.3. the major causes for corporate decline are :

| Lack of or inadequate financiel controls: This is often major cause of decline.
Weak control me:ns that management is unable to find out on which produicts'or
rharkets it is making or losing monéy. Week financial control is often reflected in the
absence of any cash-flow forccasts and madequate costing systems and budgcta.ry

controls:

The firm may be having an accounting system which is not geared towards management
decision making. What it probably has is financial accounting information as derived

from the statutory requirements,

2 Inadequate management: In analysing the poor quality of management lhere are five

typical situations where this problem may occur.

i) One-man rule: The presence of single, domincering chief executive unwilling
to adapt to new idess, characterises many declining companies. Often the early
reasons for success become the [ater day causes of decline as the CEO
invariably tends to repeat his past policies unmindful of the changed or

changing environment.

ii) Combined chairman and chief executive: In such a situation there isno

elfective “watchdog” in the system.

Turnargund Management, .
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sources and- borrowings,
S
Activity 3
Identify 4 sick industrial unii and interview its Inanugers und employees  identily the
eauses for its sickness.

fif) Ineffective hoard of directors: A board may be Ineffective for a number of
reasons such as directors who are mere rubber stamps, or who have no real
interest or knowledge of the business, or because they may all be drawn from
_ one particular functionsl area or industry-thus representing a lopssided view.
iv) Management of core buslness: Diversification becomes a'substityte and not 4
supplement to the core business resulting in eventual financial losses. -

. v) Lack of management depth; Managers just below the CEQ level often lack
adequate management skills and this may be a contributory reason for the
decline of a firm. '

Competition: Competition as a reason of corporate decline occurs in the form of
product and/or price competition. All products after a certain pericd of time become
obsolete and are replaced with newer substitutes. A firm which fails to introduce new’
products at the right time is likely to face a declining fortune. ;

H_igh cost structure: A company that has a higher cost structure than its competitors is
likely.to be at a competitive disadvantage. The high cost structure may be due to:

- ¢ relativé cost disadvantages because of the firm's inability to take advantage of scale |

£conomies, - _

absolute cost disadvantages arising out of lack of control of strategic variables,
cost disadvantages due to diversification, )
cost disadvantages due to management style and organisation structure,
operating inefficiencies, and ' '

unfayourable government policies.

Changes In market demand: This may be due to secular decline in demand in which
case the firm either has to find & new use for its existing product or diversify into a new
product line. In case the changes in market demand are due to cyclical market decline
then the firm has to find ways and means to boost.up sales during the low sales period.

Lack of marketing effort, Firms that aze going through a phase of declining profits are .

characterised by management and employee complacency. This is most visibly
exhibited in a lack of marketing cffort on the part of the firm.

Blg projects and acquisitions; Often a cause of corporate decline is the starting of new
big projects or large acquisitions. The new. projects may lead to decline because of .
under-estimation of capital requirement, start up difficulties or high market entry costs.
A firm acquiring new firms may end up in trouble in case the gequired firm has a weak
competitive position in its market, or due to the inadequacy of the management in the
post-acquisition period leading to corporate decline. .
Financlal policy: The three types of financial policies that directly lead 1o corporate
decline are: B

» high debt—equity ratio,

» conservative financial policy, and

« use of inappropriate financing sources. .

Overtrading: When a firm"s sales giow_ faster than it is able to 'ﬁqémce from internal

TS




17.6 TYPES OF TURNAROUND STRATEGIES

Hoffer? has classified the wurnaround strategies in two broad categories. These are strategic
turnarounds and operating turnarounds. Whether a sick business needs strategic or operating
turnaround choice can be ascertained by analysing Lhe current strategic and operating health
of the business as shown in Figure 17.1. The operating turnarounds are easier to carry out

and can be applied only when there are average to strong strategic strengths (product-market *

relationship) in the business.
' Flgure 17.1: Selecting the Optimnl Turnaround Strategy -

Current strategle health

Weak . Average Stong
= H o L i
= é.r Liguidalion Divestitre Operating
E or Sirategic -or Operaling . ,
£ % :
s E Strategic Stralegic or None or
¥ oz None Operating .
o : .
e w Sirategic Mone or  Neneor
E £ Strategic Operating
O & .

The strategic tumaround choices may involve either a new way to compete in the existing -
business or entering an allogether new business. Entering a new busingss as a turnaround
strategy can be approached through the process of praduct portfolio management. This has -
been discussed in details in Unit 10. The strategic tumarounds around existing business ‘
focus either on increasing the market share in a given product-market. framework or by
shifting the product-market relationship i a new direction by repositioning. The increase in
market share can be achieved by improving product quality perception, through dealer push

or even by consumer pull. However, sirategic tumarounds seeking no change in the market -

share almost always involve a change in the product-market segment focus. .

The operating turnaround strategies are of four types. These are:
* Revenue — incréasing strategies -
e (Cost— cutting strategies
Asset — reduction strategies
" Combination Strategies

L-

Figure 17.2 presents the choice of operating turnarounds with reference to the firm’s
capacity utilisation. The focus of all these choices is on short-term profit effect. Thus if a
. sick firm is operating much below its break-even, it must take steps.to reduce its assets. This
will reduce the levels of fixed cost and help in reducing the total costs of the firm, In real life
jt is always a difficult choice to identify the d@ssets which can be sold without affacting the -
_productivity of the business. To identify saleable assets, the firm may have 1o keep in mind
its strategic move in the next 2 to 3 years. - ) '

" the sick firm is operating substantially but not extremely below its breek-even, point, then
tme most appropriate turnaround strategy i the one whith generates exira revenues. These

"may be in the form of price reduction to increase sales, stimulating product demanq through
promotional efforts or sometimes by introducing scaled down versions of the main products
of the firm. The increased quantities of product sales not only result in higher sales but also
raduce the per unit cost, this leading to higher operating profits.

Operating closer but below break-even point calls for appl ication of combination strategies.

Under combination strategies cost-reducing, revenue generating and asset-reduction actions
are pursued simultaneously in an integrated and balanced manner. The combination. - -
strategies have a direct favourable impact on cashflows as well as on profits,

Operating around break-even point, a sick business usually needs cost-reduction. st:‘ategiqs,
since cost-reduction actions are easily carried out as compared o revenue generating
actions, the former is usually preferred for quick short-term profit increases. - _
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Fig 17.2 : Operating Turnaround Strategles .
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Slauee, has, however, linked the choice of turnaround strategies to the causes of decline-
Figure 17.3, presents the causes of decline and the appropriate’ turnaround styategies. The -
recommended choice of strategies include change in management end organisational
processes, improved financial controls, growth via acquisition and new financial strategies
in-addition to four choices suggested by Hoffer. o

Closely associated to the choice of tumaround strategy is the concept of turnaround process.
- In the next section we will focus on this aspect.

Activity 4

In :-Elivi:y 3. you have'identified the causes of sickness in an indus

rartound measures can this unit initiute © make it profitable or viable.
. T :

Ariat unil. FFind o what

R P RLIRL L L

177 TURNAROUND PROCESS

The process of tuming a sick company into a profitable one is rather complex -and difficult.
It is complex because a successful tumaround strategy demunds corrective actions in many
deficient areas of the firm. It is necessary that all these actions are integrated and do not
contradict each other. The tumaround process is difficult because it involves perceptual and
attitudinal changes at all the levels as far as employees are concemned. These human change

IV




Flgure 17.3 1 Influence of Couses of Dacllra on Ganarle Btrategle

Cnuse of decline

Princlple gonorlc Strateglea required

[

Poor menpgement(

o ffe-
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Organizalional change
and decentralization
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canrol

New management

Improved financial controf

Decentralizntion

High cost strugture W

Cost reduction
Product-marker

Lack of marketing effort WK

Improved markeling

Compelilive weakness W

Product-market

Cost reduction
Improved markeling -
" Asset reduction
Growth vie acquisition

Big projects
Acquisitions

" Asset reduction

]

i |
S

Financial policy

Agset reduction
New financial stratepy

Source: Siatler, Siua-rl: Corparate Recovery — A Guide (o Turmaround Managemenl, Penguin Books, 1984

. processes tend to become very sensitive when the firmi is in a crisis sitvation. Therefore,
many a time, o chenge in the leadership or even an active intervention from outside is
suggested for bringing about such changes in the organisation.

“Figure 17.4 shows the model fora turnaround process as suggested by Grinyer and Spender.
As soon as the paramelers of corporate performarnce are indicative of unsatisfactory - -
corporate performance, it becomes necessary to immediately tighten the controls within the
organisation, Effective controls have a positive impact on cost-reduction, that is, profit
improvement and also on the net cash-flows of the firm. But this tightening of the financial

_ and administrative contro! do not guarantee a stable wrnaround process. In fact controls
coupled with poor quality image of the product may hasten the process of corporate failure.
So while the controls are being affected, it is necessary that the strategic posture of the
company may also be overhauled. This involves major changes in the product-mix,
customer-mix and the patterns of resources deployment in the company. These two stages of
change further need tc be complemented by changes in top management and many

organisational processes. If these changes produce early results which are satisfactory, then

for long-term effects it is necessary to reinforce these changes.

Prahlad and Thomas® have analysed the tumaround strategy and processes adopted by
Hindustan Photo Films, a public sector company, during 1572 to 1976. Based on their
research they have presented ten propositions for uming around sick units. These

propositions are:
Revival of a sick unit requires the formulation aud implementation of a new strategy

i)

ii)*

iii)

iv)

sick unit;

Localising problems and sequencing the corrective aclions helps in the revival of the

The successful implementation of the tumaround strategy requires appropriate
organisation structure, 2 participative type of decision making environment, effective
administrative and budgetary controls, training, performance evaluation, career

progression and rewards.
The turnaround strategy must focus on profit generati

as a legitimate goal.

ion_and profits must be rega.rdéd

Turnarcund Managemen
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Flgure 17.4 : A Model of Turnaround Process
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* manogement

Source: P.H. Grinyer and J.C. Speader, “Recipes. Crises and Adaplation in Malure Businesses", Internaiional
Studies of Management and Organisation, Yol. IX, No_ 3.

o

v)  The acceptance and the commitment of managers and employees of the organisation
towards revival measures must be high if not total. Openness in management
processes helps in gaining commitment and thus facilitates the implementation
process.

vi})  Openness in the change process leads to confidence in the top management and its
strategy. : S '

vii) Understanding of technical processes and problem-solving attitude in overcoming

. technical snags is essential for tuming around sick companies. ’

viii) Consultants can play a vital role in objective analysis of problems as well as in
implementing innovative changes, '

ix)  The active support given tq the chief executive by the appointing authorities is critical
for the implementation of turnaround strategy. | Co o

x) Leadership provides the focus for action in sick units,

Thus, from these propositions, it is evident that in any tumaround process, the important
issues are strategy, the management process, the technical competence and the leadership. .

17.8 TURNAROUND MANAGEMENT IN PUBLIC
SECTOR UNDERTAKINGS

T

Public Sector Enterprises (PSEs) in India represent the ‘commanding heights’, in terms of
investment and turnover. However, a large number of PSEs are still in the red and there is
great pressure on them to stage a tumaround. :

Different PSEs have adopted different strategies for managing a turnaround. One commonly
adopted strategy has been-of diversification where the PSEs have ventured into related areas,
such as airlines diversifying into hotels, milk procurement and supply organisation venturing
into marketing of fruits and vegetables. Another strategy that is sought to be used for
turaround is that of re-organisation and amalgamation of sick units into viable ones and
changing the product-mix. '

Hindustan Machine Fools (HMT) and Bharat Heavy Electricals Limited (BHEL) arc two

public-sector unifs which have successfully used the diversification strategy to turnaround. _.-'

HMT"s strategy of diversification has been based on the use of surpluses from old ventures
to diversify into allied profitable products and gradually expanding.
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HMT was incorporated in 1953 with the objective of manufacruring machine tools with Turnaround Management

Swiss collaboration. In 1961 the company decided 10 diversify into the waich industry. The
impact of this decision was felt only in 1967-68 when capacity utilisation in the major -
production units drapped 1o 50 per cent and the company incurred a loss for the first time. It
was Lhen that the dectsios 10 diversily started 1o give good results. The warch factory
generated cash income every month and showed profits at the end of every year. It were
these profits that were used to meet the running expenses of other loss-incurring plants. In
the mid-seventies and again in 1980-81 the watch division once again rescued the company
from a tight spet. Apari from ensuring the economic viability of the company as a whole,
these diversifications have also led to a more balanced organisation structure. The heavily
production-erienied organisation has to develop some marketing skills which would stand in

good stead in the fulure Loo.

BHEL is one of the larger public sector organisations. It has monopoly in the area of power
generating equipment. Its customers are mainly the government owned State Electricity
Boards (SEBs). In recent years due te the inability of the SEBs to tone up their efficiency
coupled with monetary resource crunch of the government and a demand recession for
power generating equipment in the developed countries. BHEL has been facing a dwindling -
order position. The situation is ne griim that the capacity utilisation which was 89 per cent'in
1987 could drop to as low as 18 per cent in 1989-90.

To overcome this situation, BHEL has decided 10 reduce its dependence on power
generating equipment which accounted for 70 per cent of sales tumnover in 1985-86, The
company has decided to venlure into lelecommunications, metropolilan tansportation and
defence produclion, The diversification plans entatl a major change in management thinking
arid shifting from an aren of monopoly 10 one which is highly competitive, and aiso internal
re-organisation revolving around the concept of product managers. The success of BHEL's

diversification plan would unfold with time. ’

National Textile Corporation (NTC) embarked on a wmaround programme in 1988. The

main planks of this turnaround strategy are:

¢ restructuring and amalgamation of non-viable units with viable ones:
¢ upgradation and change in producl-mix,

¢ shedding-off surplus labour, and .

.o re-structuring of the capital structure,

NTC has clearly spelled out short and long-term objectives.

17.9 SUMMARY -

The incidence of industrial sickness is on the increase.in Indian economy. This may be due
to increasing competition, obsolete technology, poor product quality, lack of financial and
administrative discipline and poor management. Whatever may be the reason, sick units
cannot be left unatlended, The process of wiming these sick units into profitable ones
invelves preper diagnosis, choosing of appropriate tumaround options and implementation
of the same. In case of public seclor companies, we have several cases of successful
turnaround manageme::t A recent case is that of Engineering Project (india) Lid. (EPI),
which set cul agpressive uird competitive tendering contracts in the demestic market, This
increased activity has resulted inte EPI tuming the comer.

17.10 KEY CONCEPTS/TERMS

Sick unit
Tumaround Process
Tumaround Strategy

17.11 SELF-ASSESSMENT QUESTIONS

1 'What are the various indicators of Indusirial Sickness? 4]
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What could be thc various types of Tumaround Management?

Explain the process of tumnaround management and also explain, briefly, how it was
carried out in certain public sector companies in India?

4  Explain major causes of industrial sickness in general. What spmﬁc measures will you
recommend to overcome 1ndusLna1 sickness?

W bk

17.12 FIHJRTHER READINGS

Albert, Kenneth J., 1983, The .S'rrareg:c Management, McGraw Hill Book Company: New
York.

-Altrnan, Edward 1. (Ed ) (Sept.) 1968, “Financial Ratios, D:scrihwmAnalym andthe

- prediction of Corporate Bankruptcy" Jounal of Finance, pp. 589-609.

. Glueck William F., 1980, Strategic Managemenr and Business Pohcy, McGraw Hill Boqk

Company: New York. .

Hoffer, 1980, “Tumaround Su-atcgtes In Glieck, William (Ed.) Strategic Management and

Business Policy, McGraw-Hill ;: New York.

| Prahlad end Thomas, 1977, ‘Tumaround Strategies : Lessons from HPF's experience,

Vikalpa, Yol. 2, No. 2. .
Slatter, Stuart, 1984 Corporate Recovery, A Guide 1o Turnaround Management; Penguin:

_ England.

REFERENCES i
1 Alean Edward I (Ed.) (Sept.).1968, "Fi nanclal Ratios Discrimant Analysis and the
Prediction of. Corporate Bankruptey', J ournal of Finance, pp. 589-609.

"2 . Hoffer, 1980, ‘Tumaround Strategies’ In Glueck, William (Ed ) Strategic Menagement

and Business Policy, McGraw-Hill : New York.

3 Slatter, Stuart, 1984, Corporate Recovery, A Guideto Tumaround Ma.nagement,

Penguin, England.

4 , Hoffer, op. cit.
5 Prahlad and Thomas, 1977, Turna:ound Strategics Lessons from HPF's experience’

. Vikalpa; Vol. 2, No. 2.

L e PR ELal L p s ey

r gy




el I kel |

N LN

e g men

LTS S




tmmrp o T ST I T T R T FIFEEIS ¥ Ry R STy 3 pyea B e i m—rk




