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Preface

The New CEO Corporate Leadership Manual is designed to give the chief executive officer (CEO) a thorough understanding of his or her primary responsibilities and what path to take to succeed as a CEO.

The first part of this book addresses the activities of the new CEO and answers such questions as:


	What should I do during my first days on the job?

	How do I measure the business?

	What is the process for developing a corporate strategy?



A major part of the CEO's job is to develop a corporate strategy. Chapters 2 through 6 are concerned with the development of high-level strategy as well as more specific considerations in such areas as finance, taxation, information technology, and outsourcing. These chapters provide answers to such questions as:


	How do I evaluate the competitive environment?

	What are the three major types of corporate strategy?

	How do I test a strategy to see if it will work?

	What should my strategy be for handling debt and equity?

	How do I develop an information technology strategy?

	When should I use outsourcing?



The corporate strategy is much more likely to be implemented if it is fully integrated into the annual budget. Accordingly, Chapters 7 and 8 provide a detailed view of how the system of budgets is constructed and the criteria for accepting a capital budget proposal. These chapters yield answers to the following questions and more:


	How does the system of budgets work?

	How can a flexible budget enhance the comparability of a budget to actual results?

	How can a budget be used as a control mechanism?

	How can I integrate throughput analysis into capital budgeting?

	How do discounted cash flows improve capital budgeting analysis?



The CEO needs to be concerned about the potential impact of a variety of risks on the company and so should be aware of them and should develop a risk mitigation plan to deal with them. Chapters 9 and 10 discuss risk management concepts and, more specifically, the risk caused by foreign exchange transactions. Examples of the questions answered by these chapters are:


	What risk management policies and procedures should I have?

	How do I develop a risk matrix?

	What types of business insurance are available?

	What types of foreign exchange hedging strategies are available?



There are three types of financial analysis that a CEO should be engaged in or at least aware of: performance metrics for the company, various types of cost reduction analysis, and the evaluation of potential acquirees. These topics are covered in Chapters 11 through 13, and answer such questions as:


	What asset utilization measurements should I track?

	Which operating performance metrics are the most useful?

	Which cash flow measurements should I monitor?

	Which reports should I use for cost reduction analysis?

	What is involved in a spend analysis system?

	What issues should I consider for a workforce reduction?

	How do I evaluate acquisition targets?

	How do I arrive at a price for an acquisition target?



The goal of many larger companies is to go public, which gives their shareholders a convenient way to sell their ownership interests and which also gives a company a potential source of new capital. The CEO should know the mechanics of conducting an initial public offering as well as how to interact with the investment community and, if the burdens of being publicly held are too great, of how to take the company private again. These topics are covered in Chapters 14 through 17, which answer these questions and more:


	What steps do I follow to complete an initial public offering?

	What are the requirements for trading on a stock exchange?

	How do I deal with analysts, brokers, investment bankers, institutional investors, and private investors?

	What is my role in an investor conference call?

	How do I take a company private?



The book concludes with an appendix that contains a handy checklist of the most important short-term steps that you should address as a new CEO.

In total, this book is a comprehensive guidebook for the CEO who needs to know about strategies, budgets, risk management, financial analysis tools, and tips on how to run a publicly held company. It should assist you in focusing on the most critical aspects of running a business and hopefully will result in a more profitable company that is better positioned to succeed in the future.

Steven M. Bragg

Centennial, Colorado

June 2011





Chapter 1

New CEO Activities

You have just been hired or promoted into the chief executive officer (CEO) position. How do you succeed in this role? You are in charge, so you can set any priorities you want. What activities should you pursue first, not only to succeed but also to avoid any risks to which the company is subject? This chapter addresses your immediate priorities, measurement systems, strategy and budget formulation, and other activities that you should address during your first few months on the job. If you follow these steps, you will have a good knowledge of the company's strengths and weaknesses and of the proper strategic path to follow to improve your chances of success over the long term.

Immediate Priorities

What should you do during your first few days as CEO? You are likely to be overwhelmed by a variety of immediate crises that threaten to consume all of your time. Nonetheless, you need to make room for the investigation of several key items, to see if the company is in any financial or legal difficulty. If it is, these issues override any others confronting you, since they potentially can put the company out of business in the near future.

Without question, your first step is to go over the company's cash position and short-term cash forecast with the chief financial officer (CFO). During the review, look for the next items.


	Customers. Unusually large overdue payments from customers, which may indicate a variety of customer selection, customer service, or product-related problems.

	Suppliers. Unusually rapid payments to suppliers, which may indicate cash-on-delivery payment terms, or short-payment situations caused by a history of slow payments in the past that suppliers no longer tolerate.

	Payroll. Large bonuses and commissions that indicate unusually high compensation plans.

	Capital expenditures. Imminent planned payments for expensive fixed assets, which may indicate that existing assets are worn out and need replacement.

	Debt. Large impending debt payments indicate the need to refinance as soon as possible.

	Cash balance. The most obvious item! Is the cash balance very low in relation to the size of operations? Is the company continually relying on a line of credit to meet its cash requirements?



If there appears to be a problem, either set up a periodic meeting to continually review cash or ask to be notified when the cash position reaches a certain trigger point. You do not want to have your time consumed by a series of status meetings, so the latter option is usually the better one. If cash appears to be a problem, it becomes the focus of your activities until the problem is resolved.

Another concern is any existing tax liabilities. If a company has been in financial straits, it is possible that the previous CEO authorized a delay in income tax or payroll tax payments to the government. If so, the government will impose large fines and penalties; a few states even make the CEO personally liable for unpaid payroll taxes. Given the downside consequences, it is worth your time to investigate whether these payments have been made.

The situation will be easier for you if the company already uses a third party to process payroll, since the third party will ensure that payroll taxes have been paid. To verify that income taxes have been paid, you may want to bring in auditors to review the company's books.

A company of any size is likely to be subject to the threat of lawsuits at any time, many of which have no great probability of every reaching an unfavorable settlement. Rather than wading through the details of all possible or actual lawsuits, have corporate counsel summarize just those having both a reasonable probability of success against the company and a large settlement amount. Your main concern is that a lawsuit may exist whose settlement will seriously affect the finances of the company.

In addition, look for any legal situations in which the company could potentially lose its rights to major competitive advantages, such as patents. Further, investigate whether there are any scenarios under which company officers could be charged with crimes for the company's prior actions.

If the company has a history of violating government regulations, it is possible that it may be subject to impending fines of considerable size. Further, if it has violated environmental laws, the government may be authorized to shut it down entirely or to bring such crushing fines to bear that it will have to be liquidated. The company's legal counsel should be able to inform you about the status of these matters. You may need to delve into the specific notices received to satisfy yourself regarding the severity of any violations.

If there is a large amount of outstanding debt, meet with the CFO and discuss when the principal amount of the debt is due for repayment. The CFO should have a plan for how to refinance the debt, either with replacement debt or the sale of stock. Further, discuss whether the company is exceeding any covenants imposed under the debt agreement or whether there is a reasonable chance that it will do so in the near future. Lenders often are willing to negotiate around covenant violations, but an impending debt repayment that the lender is not willing to renew is a much more serious matter.

A final issue is to meet with the audit partner and see if the company's audit firm believes that it may issue a “going concern” opinion as part of its audit of the company's financial statements. This opinion means that the auditors do not believe the company has the financial results or resources to stay in business. Lenders do not like to see a going concern opinion and may not renew outstanding debt if the company receives such an opinion. It is possible to avoid a going concern opinion by obtaining additional financial resources, so this is not necessarily a death knell for a company.

Once you have reviewed all of the immediate priorities, set aside some time to think about the company's position: Were you brought in to supervise a sinking ship? Can it be rescued? Is the job so impossible that it would be better to leave now? These are uncomfortable questions, since any new CEO wants to be successful in his or her first job. However, if the task is simply impossible, it may be better to discuss the issue immediately with the board of directors and focus on either selling or dismantling the company.

If, however, the review of immediate priorities reveals no glaring problems, you can proceed to the next task, which is measuring the basic operations of the business.

Measure the Business

The next step is to gain an overview of the company's financial results. You should schedule time with the CFO to go over the company's financial statements for the past year and the current year to date. If possible, have the CFO provide the current-year information as a trend line by month, so that you can see any changes in results. For example, if ten months have been completed in the current year, the financial report should contain ten columns of results, one for each month. When reviewing this information, you should look for these items:


	Compare cash to profits. If the company is reporting profits, is it also reporting a similar amount of increases in cash? There are many reasons why this may not be the case, such as capital expenditures and working capital needs. Be sure that you understand the differences between these two numbers. If you do not, there is a chance that financial shenanigans are creating profits that are not translating into real cash flow.

	Review the revenue trend by component. Usually multiple products and services comprise revenue. Are certain components of revenue changing dramatically? How much of it is caused by seasonality and how much by new product introductions or changes in demand?

	Review the cost of goods sold trend. Separate the cost of goods sold into its fixed and variable components. Review the trend of the fixed costs; they should stay relatively flat, unless the company has changed its operations recently. Also review the trend of variable costs as a percentage of sales. If this percentage is increasing, you may have a problem with increasing component costs that are not reflected in increased product prices.

	Review the selling, general, and administrative trend lines. These costs are mostly fixed, and so they should not change much over the short term. If there are significant trend changes, delve into the details of the specific expenses causing the issues.

	Review the debt trend line. An ongoing and unremitting increase in debt over time is a cause for great concern. If this is the case, and irrespective of what the stated profitability may be, the company is bleeding cash. Conversely, if the debt level is seasonal, the increase in debt is a standard outcome of the business and is not an issue.



In addition to this trend line review, have the CFO create a basic set of performance metrics and present them to you on the same trend line. Some of the key metrics to review presented next.


	Accounts receivable turnover. This is the net annual credit sales divided by average receivables. If the rate of receivables turnover is slowing, you have a collection problem that is impacting your cash balance. The problem may not be inadequate collections activity; it is entirely possible that the company has a variety of product or service issues that customers are unhappy with and for which they are not paying. You may need to find out exactly which customers are not paying and why, which may require further action.

	Inventory turnover. This is the cost of goods sold divided by inventory. Inventory turnover can be a serious problem, especially if a company does not have strong inventory controls, obsolescence reviews, and inventory disposition processes. A low inventory turnover number likely represents a quagmire of problems that may take a long time to repair and are consuming an inordinate amount of cash.

	Accounts payable turnover. This is total supplier purchases divided by average accounts payable outstanding. If turnover is clearly lower than supplier payment terms would normally indicate, it is likely that the CFO is prolonging payment intervals in order to avoid additional debt. This is not a good idea over the long term, since abused suppliers can drop the company or insist on very restrictive payment terms.

	Gross margin ratio. This is the gross margin divided by revenues, and is best viewed on a trend line. Any decline in this ratio is cause for serious concern, since it means the company is unable to pass changes in its production and purchasing costs through to its customers via price increases.

	Debt service coverage ratio. This is net annual operating income divided by total debt service payments. It measures the ability of a company to meet its debt obligations. If the ratio is anywhere near 1:1, even a slight decline in profits could lead to a loan default.

	Quick ratio. This is current assets (less inventory) divided by current liabilities. The ratio should be above 1:1, and gives an indication of a company's ability to meet its immediate accounts payable obligations. It is not a perfect indicator of liquidity, since the remaining balance on a company's line of credit can also be used to pay accounts payable, but it does give a general indication of liquidity.



Note that the ratios listed here are few in number and oriented toward short-term results. The intent of reviewing them is not to delve into the efficiency and effectiveness of specific aspects of the business but rather to determine at a gross level whether the company can generate a profit, whether it can pay its bills, and whether it has enough cash to maintain its operations. If you want to add other measurements that give an expanded view of a company's operations, refer to the more extensive set of measurements in Chapter 11, Performance Measurements.

You now have a rough idea of the company's general performance in the recent past. The next step is to predict how it will perform in the near future. There are three key parts of this prediction:


1. Sales forecast. This should be a weekly update from the sales manager, at whatever level of detail you want. It is best to not settle for a simple grand total, since you gain no visibility into where the sales are coming from. A better alternative is to obtain sales by product line, region, distribution channel, or store—whatever makes the most sense given the structure of the company and how it sells products or services.

2. Backlog report. You want to know if there are any significant changes (especially downward) in the sales backlog. You may be comfortable with a monthly update to the backlog, but consider starting with a weekly update, just to see how much the numbers vary in the short term. If a few customer orders comprise a large part of the backlog, you should know when these orders ship as well as what the backlog numbers look like without these orders included.

3. Flash report. The flash report is a weekly update of what the income statement will look like at the end of the month. This report contains the revenue information from the sales forecast and the accounting staff's best estimates of expenses.



It should not take long to at least initiate the steps noted here to measure the business—you can delegate all of the required tasks in a day, and have the results back a few days later. You may want to dig into certain details of the business, so multiple iterations are perfectly acceptable, as you learn more from the measurements about the operating characteristics of the company. The result will likely be a somewhat modified set of reports, with varying delivery intervals.

Now that you have a rough feel for the company's financial numbers, let us spend some time with an even more critical item: people.

Get to Know the Company

There are a number of groups of people with whom you should build relations, some more than others. The unique characteristics of each company will dictate which group is most important. For example, the CEO of an airline should spend considerable time with the pilots; the CEO of a technology company wants to have regular discussions with the engineering staff. Also, the form of interaction depends on your comfort level; some like one-on-one interaction, others prefer formal group visits, and a few even work alongside their employees. How you choose to interact is up to you. What we present here are the specific groups of people to meet; you choose the method.


	Administrative assistant. A good administrative assistant is incredibly valuable for delegating a broad array of tasks as well as a gatekeeper who keeps lesser issues from ever coming to your attention. You should block out a large amount of time during your first few days to sit with your administrative assistant and discuss exactly which issues can be delegated and how they should be settled. This can include going through every event in your day (and every e-mail) to determine whether your assistant could have handled it for you. It may take time to become comfortable with such a high degree of delegation, but it is very worthwhile and will save you an immense amount of time.

	Senior managers. As the CEO, your effectiveness ultimately is determined by the effectiveness of your management staff, so you should build close relations with all of your direct reports. There may not be a need for a formal managers' meeting as long as you can replace it with continual informal ones that keep you apprised of all key activities. Part of your initial goal in meeting with these managers is to build trust: You can rely on them to get the job done, and they can rely on you for support and the resources they need.

	Staff. In a larger company, you have no hope of meeting everyone, but you should block out time to at least gradually cycle through the company, meeting with selected groups of employees. This is partly so that they have an opportunity to meet with you and partly so that you can convey whatever message you may have at a level that is more personal than an e-mail or corporate memo. Meeting with the staff is more important for knowledge services companies, such as consulting, where nearly every employee is highly trained and is closely involved with customers—these people are essentially subject matter experts, who are described in the next point.

	Subject matter experts. Every company has a core group that is responsible for its key profit-making activity. Examples of these people are the sales staff, engineers, and consulting staff. You should make a special effort to build relations with this group, for they likely know more about the company's detailed operations and prospects than you and so can provide both good advice and warnings of impending problems.

	Customers. Customers are the first to know if the company is having product or service issues and can also provide valuable counsel regarding possible new products or services. In companies that have only a few large customers, CEOs may feel that this is the most important group to deal with, and so they are continually on the road, meeting with key customers.

	Suppliers. If the company is dependent on a few suppliers for a few key supplies that are difficult to obtain, or if some suppliers build large product components for the company, you need to build relations with them. There may not be very many suppliers who fall into this category, but if you have any, you should accord them the same level of attention that you would to a key customer.



Of the people noted here, the only one who exists specifically to improve your job performance is the administrative assistant, so block out a considerable amount of your initial time to develop a strong working relationship with this person. Of the remaining categories of people, you should not meet with them once and assume that you are through for the foreseeable future. The CEO position can be considered a gregarious one, so you need to see people and be seen by them. Work out the best method for meetings—the concept of management by wandering around works for many CEOs, or perhaps you are more comfortable with ongoing status meetings. You will likely fall into a routine fairly soon. However, do not forget that customers and suppliers are just as important as employees, so include them in your discussions.

Develop a Strategy

The development of a strategy that has a chance of working is a lengthy process, since a number of issues must be factored into it. The details of strategy development are addressed in Chapter 2, General Corporate Strategy. In this section, we cover the primary activities that you should check off while creating an initial strategy for the company.

The CEO has a central role in strategy development, but you cannot participate effectively in the process until you know what the company does—not just an overview of its activities but rather a nuts-and-bolts level of familiarity. If you were promoted to CEO from within the company, you may already have this knowledge. However, if you were hired from outside the industry, you face a steep learning curve. The only way to gain this level of understanding is total immersion in every aspect of the business. The best approach is to meet individually with those people who have been with the company a long time and who have expert-level knowledge of their subject areas. Ask every question you can think of, and expect to come back with more questions as you learn more about the company. It is extremely helpful to not just sit in an office and ask questions but to see processes in action. Expect this learning task to take up a large part of your time during your first few months as CEO.

Strategy development is not something that the CEO should engage in alone. The management team as a group has a much better understanding of the company's abilities and the industry in which it operates than any one person. Consequently, you should schedule a series of group planning sessions. During these sessions, the group needs to summarize the key competitive aspects of the industry, and the company's place within that industry. Arising out of these discussions will be a determination of what general type of strategy the company should follow: low cost, product differentiation, or niche (see Chapter 2, General Corporate Strategy, for details).

The management team's first pass at a corporate strategy will require considerable tweaking, for the team must begin a multi-iteration process of reviewing how well the company is capable of following it and adjusting the strategy (or the company) to meet the realities of how the company operates.


Example

The strategy of ABC Company calls for a much higher level of focus on customers, but the company has only the most minimal customer service function. To make the strategy work, ABC can either back away from the strategy or provide staffing and more funds to the customer service function. If it chooses the latter path, it must block out enough time to upgrade the department properly before it can implement the strategy.



Another key issue in strategy development, and one that many companies completely ignore, is how company bottlenecks impact a strategy. Bottlenecks can take many forms and be located anywhere in a company. Examples of bottlenecks are restricted supplies, expensive machinery that limits production, and sales personnel who are not able to sell more product. The management team needs to know where the company's bottlenecks are located, how to work around them to achieve greater output, and how bottleneck management impacts the strategy.

Another concern is the amount of available resources. The management team needs to evaluate the capabilities of the employees to meet the strategy as well as any growth entailed by it. Resources also may be required for facilities and equipment. If new resources are needed, there may be an ordering, delivery, and installation interval that must be factored into the timing of when the strategy is to be implemented.


Example

ABC International's management team develops a strategy to reorient the company's direction and focus solely on customers in the Iowa and Nebraska areas, where the market for its custom-designed farm implement products appear to be the highest.

However, ABC needs to establish 11 distributorships in the two states in order to have proper coverage of the customer base, and it estimates that a full year will be required before the distributorships have been assigned and all necessary training has been conducted. Accordingly, the management team adjusts its strategy to use an on-site sales force, to be supplemented by a group of distributorships.



Another concern with strategy development is accounting for any risks that have arisen or threatened the company in the past as well as any possible new risks that may arise from changes in the strategy. If a proposed change introduces a major new risk, the management team needs to consciously accept the risk, alter the strategy to avoid the risk, or build acceptable risk mitigations into the strategy.


Example

Hubie Construction is considering entering the market for constructing buildings for local and state governments, which varies from its traditional strategy of building homes on speculation for homeowners. An examination of the prospective market reveals that Hubie must post a performance bond with any government accepting its construction bids. Hubie finds that it does not have the financial resources to post a performance bond and would be at risk of bankruptcy if even a single government triggered such a bond.

Hubie now faces the strategic choice of avoiding the government construction market or of accepting equity contributions from new shareholders in order to have the resources to post performance bonds.



There are many factors involved in strategy development, and these are enumerated in greater detail in the next chapter. The key point for the CEO is that a well-developed strategy cannot be created in a one-day off-site planning session. The general strategy concept may appear during such a session, but it requires a great deal more thought to arrive at a strategy that will stand up to the realities of the market and a company's specific circumstances.

Create a Budget and Related Systems

Once a strategy is in place, the management team needs to incorporate it into a workable budget, so that the company has a clear direction that enables it to adhere to the strategy. The CEO is not responsible for the day-to-day formulation of and follow-through on the budget—that task falls on the CFO or controller. However, as the CEO, you should examine the budgeting instructions being sent out to the company managers, to ensure that the instructions align with the strategy. You also should monitor the various iterations of the budget to see if they support the strategy. It is very likely that you will give feedback to the CFO regarding changes to the budget in areas where the managers submitting their budgets need further instruction.

A part of the budget that you should become involved with is the capital budget, primarily because it may involve a large amount of the company's financial resources. If a company is in a capital-intensive industry, it may place large bets on new factories or large equipment installations that soak up most of the company's available cash reserves or debt, so these investment decisions call for a great deal of analysis. In particular, you should know if a particular investment increases the capacity of a bottleneck operation or whether the bottleneck still exists elsewhere in the company; if the latter is the case, the investment may not improve the company's situation, so the investment should not take place.

In a great many organizations, the budgeting process takes up several weeks near the end of each fiscal year, after which the completed budget is placed in a drawer and ignored until it is time to create a new budget in the next year. You can avoid this by making adherence to the budget a primary responsibility of the CFO.

The CFO is responsible for ensuring that the company adheres to the budget, and there are a variety of controls for enforcing that this happens. For example, the accounting staff can establish responsibility for every revenue and expense line item and issue a budget versus actual report to the responsible parties at the end of each reporting period. Another control is to match compensation plans to the budget. As the CEO, you should talk to the CFO to ensure that these controls are in place and that they are operating effectively. If the controls were used in the past year and the company still ignored the budget, either the controls are not sufficient or they are not being enforced.

Once there is a budget that both you and the management team believe is workable and which dovetails with the strategy, the CFO should create a complete package of a summary-level strategy, detailed budget, compensation plans, and controls. The management team then presents it to their staffs. In a larger company, there are simply too many people for you to be deeply involved in these presentations. However, you can be involved in a supporting role. Your more important role is after the initial presentation of the package, when you need to continually reinforce the strategic message everywhere within the company, so that employees know that the CEO is backing up what their managers are telling them. It would not be too far-fetched to keep a copy of the plan and budget on your desk throughout the year, as a reminder that you must incorporate it into everything that you do.

Chapters 7 and 8, Budgeting Process and Capital Budgeting, respectively, show how the budget is formulated and how to evaluate a capital budgeting proposal.

Review the Management Team

You must work through the management team, so your success is tied directly to their competence. If the team is incompetent, the areas for which it is responsible will not meet expectations, and you therefore will be held accountable by the board of directors for that failure too. Thus, you need a method for judging the management team.

An excellent tool for evaluating managers is the strategic plan and associated budget. It presents hard, factual targets that managers are expected to achieve, so it makes sense to wait until these items are in place before actively pursuing a management review process. Now that they are in place, consider the next steps to evaluate managers.


Step 1. Create a review system. The human resources manager is responsible for creating a system upon which you can evaluate the management team. This should be a detailed system that lays out specific expectations for each manager and for which the managers have complete ownership (i.e., they cannot blame other factors for not meeting their assigned goals). You should have a great deal of input into the review system, especially in regard to the weighting given to each review factor.

Step 2. Review managers. Reviews of managers should not be an annual event, with no review activity during the intervening 364 days. You should issue feedback much more frequently, so that managers have an opportunity to improve their performance all year long. These meetings will be largely informal, involving a specific opportunity for improvement that you have noticed, with recommended actions to pursue. These frequent review intervals call for a large time commitment by you.

Step 3. Identify prospective managers. As a company expands and evolves, it always needs more managers. An excellent source of new managers is the existing staff, since they already have a considerable familiarity with company operations and have built their own networks within the company. Have the human resources manager develop a system to identify and groom these prospective managers; in addition, you should spend time with the human resources manager, reviewing the current circumstances of each candidate, and developing an action plan for each one. Only a large time investment in this area will yield a high-quality pool of managers in the future.

Step 4. Replace managers. Some managers will not work out, and you must replace them. The human resources manager should have a network of recruiters and other recruiting tools in place for identifying both internal and external candidates. You should know how this system operates and recommend adjustments to ensure that the company has the best possible pool of candidates from which to make selections.



Simply judging managers based on their ability to meet or exceed their budgeted goals is not sufficient, since it ignores a number of other measures of manager performance, such as training their employees, employee retention, and idea generation. For example, a manager who meets his expense budget by grinding down his staff about expenditure and who is the core reason for high employee turnover is hardly one you want to keep for the long term. Consequently, you should use the budget as only one of several evaluation tools. The human resources manager can assist with the development of a more comprehensive evaluation system.

Strategy development, execution on that strategy, and manager development are likely to be the three areas for which a CEO is primarily responsible. Accordingly, you should block out a large part of your time to see to it that you have the right managers in place and that you fully support them in their jobs. Only by doing so can you succeed, since they are implementing your strategy-related directives.

Review Risks

Many CEOs are held to account when a risk becomes a reality and their companies are not prepared to handle the problem. In a larger company, there may be a risk manager who considers these general types of risk as part of his job. In a smaller company, there is no such person, so either the CEO or a consultant must engage in risk review.

A good starting point for risk analysis is reviewing the industry news to see what sorts of risks have impacted other companies within the industry. Some of these issues may never have impacted the company, so you can profit from the misfortune of others by examining what happened to them and judging the probability that it also may happen to your company. In some cases, a new risk will appear that will be the harbinger of a new set of problems for the entire industry; in other cases, the problem really may impact only one competitor for a very specific reason and so is not a concern to anyone else in the industry.


Example

A competitor of ABC International builds a facility directly over a fault line and later sees the entire structure destroyed when an earthquake splits apart its foundations. This is not a risk concern that ABC's CEO needs to concern himself with, unless any ABC facilities also sit on earthquake fault lines.

Another competitor is subject to an audit by the Environmental Protection Agency (EPA) and eventually is fined a substantial amount for a variety of infractions. This is a greater concern for ABC's CEO, since the EPA may be targeting the entire industry.



You also can internalize this analysis by examining the company's own history with various risks. This analysis should go back a number of years, since the more serious risks may arise only occasionally. This analysis should include a review of the cost to the company as well as how the company dealt with them in the past in terms of a mitigation strategy.


Example

An analysis of ABC International's insurance records reveals that one facility was partially flooded 15 years ago, because it is positioned on the edge of a floodplain. No risk mitigation strategy was adopted after the flood, because consultants concluded that such flooding would occur only once every 100 years.

A capital proposal in front of the CEO now contains a request to double the size of that facility. He needs to consider whether the risk of flooding requires relocating the expansion to a different site or whether flood prevention planning may mitigate the risk.



There may be risks in a company's contracts, such as requirements to pay large minimum fees to certain suppliers or to grant an extended product warranty period to a customer. Corporate counsel should conduct a review of all unexpired contracts to see if such risks exist.


Example

A small database and software service company (Alpha Company) was in negotiations with a larger firm regarding a new services contract when a lawyer for the larger firm decided to review an old contract that already existed between the two companies. He found that Alpha Company had previously licensed a database from it and guaranteed a very large minimum payment amount. Alpha had been unable to resell the database, and neither party had noticed the minimum payment requirement. Thus, Alpha never made the payment, and the larger firm never noticed the shortfall.

The larger company elected to enforce the contract. Alpha Company did not have the financial resources to pay the minimum amount required by the contract and threatened to enter bankruptcy if the larger firm enforced its rights. The parties eventually settled for a minor sum.



Once this review has been completed, work with corporate counsel and the risk manager to create a formal plan for risk mitigation. You should review this plan with the entire senior management team, to see if it is missing any risks and that the mitigation steps are sound. Then bring the plan to the attention of the board of directors and solicit additional input. These steps likely will require multiple iterations as well as a periodic review to see if the company's circumstances warrant the addition or deletion of any risks.

After the risk mitigation plan is in place, it will be apparent that the company cannot completely mitigate some risks and will need to obtain insurance to address these risks. Have the risk manager summarize the coverage and limits of all existing insurance, match it against the risk mitigation plan, and see if there are any shortfalls in the insurance coverage. If so, alter the existing insurance coverage to align more precisely it with the plan.

It is difficult to conduct a risk review as a discrete analysis with a specific beginning and ending date, because possible risks can arise at any time and must be considered at once, before they have the potential to become larger problems. Thus, the CEO needs to be prepared to review and revise the risk mitigation plan throughout the year. The steps noted here were only for an initial review, which likely will be the start of an ongoing analysis that never really ends.

Chapter 9, Risk Management: General Concepts, and Chapter 10, Risk Management: Foreign Exchange, go into considerably greater detail on a number of risk management topics.

Review Costs

Even the finest strategy and the best risk mitigation will not result in a profitable company if the CEO cannot maintain control over company costs. Consequently, the CEO should develop a system for setting cost expectations and ensuring that actual costs remain at or below the designated levels.

The first step in creating a cost control system is to have a financial analyst develop operating metrics for every department that are based on industry or functional best practice benchmarks. By doing so, you can compare actual costs incurred to what other companies have experienced. This does not always mean that you should drive down costs everywhere in a company to meet these benchmarks. If the company strategy is to excel in certain areas, you may have to spend more in those areas, not less. Thus, a more intelligent cost review that is tailored to a specific company should follow these steps:


Step 1. Obtain benchmark information and match to company results. Perform this assessment as described.

Step 2. Review largest variances. There will be many variances between a company's expenditures and benchmark levels, but only a small number will be so large that there are significant potential savings from engaging in a cost reduction program. Itemize these large variances.

Step 3. Compare large variances to strategy. Of the large variances, which ones should remain or even increase, because the company strategy involves large expenditures in those areas? Itemize the remaining large variances.

Step 4. Compare remaining variances to reduction capabilities. Of any remaining large variances, how many require a significant amount of management attention? Is there enough management time available to enact the necessary changes?



This four-step program likely will result in only a few types of expenditures that can be safely reduced and for which the company has the resources to enact changes. If you follow this path, there may be only a few areas of cost reduction that really warrant extensive attention each year.

Irrespective of the targeted cost reduction program just noted, you also should have the CFO install a reporting system that assigns responsibility for every expenditure to a specific person within the company and reports costs to those people. With such a system, everyone knows how their assigned costs are positioned in comparison to the budget, and they know that the CFO will be making inquiries if expenditures exceed expectations.

It is also useful to have either a formal monthly meeting to go over expenditures with the entire management team or to work through the same topic on a one-on-one basis with each manager. Either approach yields the same result: Managers know that the CEO is concerned about expenses and will be making regular inquiries to see what is being done to keep costs down.

The basic rule of company costs is that, if they are not going down, they are going up. In other words, if you are not paying attention to cost suppression, costs always are expanding for any number of reasons. Thus, you must maintain an ongoing cost review to keep management focused on this key item, with a more targeted program for specific costs where there appear to be good prospects for substantial reductions. Chapter 12, Cost Reduction Analysis, contains an array of specific tips for how to reduce costs in a number of areas.

Summary

The circumstances in which a CEO will find himself at a new company can vary substantially; you may find that the situation requires you to take steps in directions quite different from the recommendations noted in this chapter. Nonetheless, the issues described here are fundamental ones that may cause trouble for you eventually if you do not tackle them. Consequently, even if you cannot deal with these recommendations at once, at least return to them when you have time. By doing so, you will have completed the baseline tasks that most CEOs find are not only useful to their own careers but also to the prosperity of their companies.

The issues outlined in this chapter are summarized in a checklist in the Appendix, New CEO Checklist, of activities that a new CEO should pursue.

In Chapter 2, General Corporate Strategy, we turn to a discussion of the general concepts of strategy, including the competitive environment, building defenses, choosing a strategy, and testing it for validity.





Part I

Strategy Development





Chapter 2

General Corporate Strategy

The key responsibility of the chief executive officer (CEO) is to formulate an effective strategy and to implement it over the long term. This chapter addresses the competitive environment in which companies operate, how to build defenses against competitors, the three principal types of strategies, and how to test a strategy to see if a company can achieve it.

Overview of General Corporate Strategy

The development of a general corporate strategy calls for a considerable amount of thought regarding the unique capabilities of your company and how the company best fits into its competitive environment. The best possible strategy is one that is highly defensible and allows the company to maintain above-average profitability. In particular, you should delve into the exact capabilities of your company to obtain a detailed understanding of its strengths and weaknesses. In many cases, your ideal strategy is one that builds even further on existing strengths rather than one that attempts to improve existing weaknesses. Finally, you should attempt to forecast competitive conditions within the industry to see what changes are most likely to occur in the near and medium term; your strategy should be tailored to these forecasted conditions rather than to conditions as they exist today. In this section, we address the competitive environment, building defenses against competitors, and the profit opportunities caused by product differentiation.

Competitive Environment

An industry is constantly in a state of flux, because it is being impacted from multiple directions. These changes may cause gradual change or sudden changes that may be useful or catastrophic. The CEO's job is to develop an excellent understanding of the industry, use it to forecast the structure of the industry in the near future, and accordingly develop a strategy that fits this future vision of the industry. The key factors impacting the competitive environment within an industry are listed next.


	New competition. If there are minimal barriers to entry in an industry, a company is constantly forced to deal with new product offerings by companies that they may not even have heard of until recently. This factor introduces a great deal of pricing pressure, since some new entrants likely will focus on low prices in order to gain market share. Also, the sheer volume of new entrants makes it difficult to predict how the competition will react to any planned strategy changes by companies that are already established in the industry. A variation on new competition is when a large outside entity acquires a company that is already positioned within the industry; when this happens, the buyer sometimes imposes a new strategy on its acquiree (along with plenty of resources), which can cause quite a disturbance within the industry.

	Substitute products. There may be substitute products available that customers can switch to easily. If so, the price of the substitute products may limit the ability of anyone in the industry to increase prices, which in turn limits profitability.

	Upstream and downstream pressure. Suppliers may have the ability to influence the prices they charge, either through the use of patents or restricted sources of supply. Conversely, customers may be able to drive down prices, usually because they command a dominant position in their industries that is difficult to avoid. Customers are in an especially good position to drive down prices if just a few of them comprise the bulk of a company's business. Both suppliers and customers can restrict the ability of an industry to garner outsize profits by shifting these profits to themselves.

	Competitors. In any given industry, there may be substantial differences in the level of competition between companies. In more staid, long-term industries, the level of market share held by each competitor may have been relatively fixed for some time, and no one is willing to upset the situation. Alternatively, other industries may contain a few aggressive firms that are willing to engage in a variety of practices to increase their market share. This competitive situation is by no means fixed, since a simple change in leadership at a large competitor may bring about a significant strategy change at that company which upsets the competitive situation in the entire industry. Similarly, if a key competitor goes public, thereby raising a great deal of cash, it now has the funding capability to drive change within the industry.

Example

The airline industry is a difficult one in which to compete, because it is negatively impacted by almost every competitive factor. It is easy for new competitors to enter the industry, because they can lease airplanes rather than paying for their full purchase price. Substitute products include car and train travel, while business travelers can opt to use videoconferencing instead of flying. There is upstream pressure from the suppliers of aviation fuel; if airlines pass through the cost of fuel to customers, they will lose those passengers who are price sensitive. Finally, there is intense competition between airlines, to such an extent that multiple price wars break out every year.

In this environment, airlines must search for highly targeted niches that allow them to compete more effectively. For example, they can lock down gate assignments at airports, which allows them to block competitors from operating flights into specific airports. They also can run direct point-to-point flights into smaller airports, where there is not enough traffic to entice other airlines to offer competing flights.






In summary, the competitive environment is strongly influenced not only by the interaction of existing firms within an industry but also by the suppliers and customers of that industry, products originating in adjacent industries, and entirely new entrants. To defend itself within this environment, a CEO should consider some of the defenses that are described next.

Building Defenses

A key consideration in developing a corporate strategy is to build defenses that not only assure high profits but that are also difficult for existing competitors to overcome, and the mere existence of which may keep potential competitors from entering the industry. A number of possible strategic defenses are listed next.


	Access to distribution channels. A company would be well advised to lock up access to the distribution channels in its industry, through sole-distributor agreements, long-term relationship building, or the use of rich promotions. By doing so, other companies will have an extremely difficult time finding ways to distribute their offerings or at least must incur massive expenditures to do so. They even may have to create their own distribution channels to achieve any degree of success.

	Economies of scale. If a company builds massive facilities that are capable of creating products at a very low unit cost, competitors will be forced either to commit large capital expenditures in order to create similar facilities or to compete with higher-priced niche products. Also, potential entrants to the market will think twice before committing the amount of capital needed to compete.

Example

The beer industry is a classic case of economies of scale. A few international firms have constructed large regional breweries that can create vast amounts of beer at the lowest possible cost. These economies of scale have forced a large number of competitors into producing an array of premium niche beers, which they can brew in small local facilities with high-grade ingredients and which they sell at price points much higher than those charged by the massive international brewers.




	Government blocking. A company can prevail on the government within whose territory it operates to use such methods as tariffs and import controls to limit competition from companies located elsewhere in the world. This is a less reliable form of defense, since a company does not have direct control over its continuance.

	Legal protection. A strongly defended patent on key technology can block competitors from making any meaningful product offerings for the term of the patent. This approach also can be achieved through secrecy rather than a patent, but the company runs the risk that the product will be invented again elsewhere and patented by a competitor.

	Product differentiation. As described more thoroughly in the “Product Differentiation as a Defense” subsection later in this chapter, a company can use a variety of techniques to make its products and services appear sufficiently different from competing products that its customers are willing to pay a premium.

	Raw material lock out. Raw materials that are difficult to obtain are known as strategic materials. If a company can either obtain preferential access to strategic materials or buy the suppliers of the materials outright, this can be an excellent defensive move.

	Retaliation history. If a company has a history of responding promptly and ferociously to any attempts to impinge on its market, this may ward off any potential new entrants to the market, who can only assume that the company will treat them in a similar fashion. This defense is particularly effective when a company maintains a large cash reserve with which to fend off other companies and makes public the extent of its financial resources and willingness to use them.

	Switching costs. A company should make it extremely difficult for customers to switch to the offerings of competitors. The cost of switching can include replacing equipment, retraining employees, or manually transferring data. By creating switching costs, competitors must present an overwhelming value proposition to lure away customers.

Example

Square Space is a Web site hosting service that offers its customers the convenience of creating Web site pages online rather than the more traditional approach of creating pages with software on customers' computers and uploading the files to a hosting service.

By doing so, Square Space is creating enormous switching costs for its customers, who cannot realistically switch their web pages to a different hosting service. If they were to use a different hosting company, they would have to re-create every page on their Web sites from scratch. If a customer has a large number of web pages, the cost of doing so would be overwhelming.






Product Differentiation as a Defense

One of the key drivers of exceptional profitability is the ability of a company to differentiate its products or services from those of its competitors in a meaningful way. Doing this requires a large, long-term investment in such items as advertising, quality enhancement, product research, and customer service. This investment is targeted at creating a strong sense of brand loyalty with customers, to such an extent that they are willing to pay a premium (sometimes quite a large one) for the company's offerings.

Product differentiation can keep potential entrants into a market from doing so, because they recognize that it will require a considerable investment over a long period of time to create a similar level of differentiation for their offerings. The key point here is less the amount of investment involved and more the time required for a new entrant to succeed. A new player in an industry must be willing to commit to the industry for a number of years and likely will incur large losses during that time, before it can build up the brand loyalty that an existing product differentiator already has. Further, if it then chooses to pull out of the industry, it will likely incur a total loss on its investment, since most of the investment is in intangible items that are not easily sold off. Thus, product differentiation is a powerful inhibitor for new entrants to an industry.


Example

The Big Four audit firms have built up a strong level of product differentiation in an area where the key product—audit and tax services—would not appear to form a foundation for production differentiation. They have done so by investing heavily in staff training, advertising for brand awareness, and accumulating a massive number of locations. All three elements give them a considerable pricing advantage, since larger firms need their high level of expertise as well as their availability in virtually all parts of the world.

A smaller audit firm attempting to break into the niche occupied by the Big Four would have to increase its fees substantially in order to fund the additional levels of training and advertising as well as the rollout of new offices. Given the partnership structure of audit firms, which prevents the accumulation of a significant amount of capital to fund such activities, it is unlikely that any smaller audit firm can seriously threaten the competitive position of the Big Four.



Building a Strategy: General Concepts

The last section included a list of strategic defenses that companies can employ to protect their market positions. In the face of such resolute defenses, how can a CEO develop an effective strategy? There are a number of possibilities. At a high level, next we present the key concepts for properly positioning a company.


	Sidestep a defense. It rarely makes sense to compete in precisely the same manner as a competitor. Instead, examine the defenses that it has constructed, and determine the best way to completely sidestep them, so that the defenses no longer matter. Doing this usually requires concentrating on an entirely different strategy. For example, if a competitor always sells at the lowest price, compete by offering the best service at a higher price.

Example

Large home-project stores, such as Home Depot, have built up a seemingly irresistible defense based on their lower prices, which they obtain through vast purchasing volumes. And yet a multitude of small local hardware stores continue to exist. How? They do not compete on price at all. In fact, their prices may be twice as high as those of the larger stores.

These local stores sidestep the low-cost defense and instead compete by maintaining stores as close to homeowners as possible and by having knowledgeable staff on hand to assist them. They impose much higher prices in exchange for these conveniences.




	Leapfrog technology. Many industries are built on a specific type of technology. If the technology changes, market shares can become reshuffled overnight. Such technology shifts are not frequent, but if you can foresee the arrival of one, leapfrogging the existing industry technology with new technology can be a very effective way to gain market share quickly.

Example

A classic case of leapfrogging technology is cellular telephone systems. A relatively small number of cell phone towers can be used to provide phone coverage to a large area, thereby completely sidestepping the need to string wire to individual homes. This has allowed upstart companies in many third-world countries to develop phone systems in short order and give them large blocks of market share.

Existing traditional providers of land-line phone services thought that the large capital investment needed to run phone lines would have prevented any new competitors from entering their markets. They were proved wrong by technology that leapfrogged the systems on which they based their assumptions.




	Avoid the experience curve. A key tenet of large-scale manufacturing is the experience curve, which states that costs decline by some percentage for every doubling of production volume. If a company makes use of the experience curve, it is intentionally pursuing a low-cost strategy that new entrants presumably cannot match, since they too must build their volume in order to achieve low costs. Proper strategic positioning dictates that competing directly against such a defense likely will result in massive losses, so do not try; instead, avoid the experience curve entirely by creating a product sufficiently different that competitors must retool their facilities entirely to make competitive products, thereby eliminating their experience curve advantage.

	Avoid declining markets. If a market is declining, price competition will be rapacious, and likely even the last company standing will be on a shaky financial footing. Strategy in this area calls for excellent forecasting of long-term trends and selling out as soon as possible, before increased competition reduces the value of the sale.

	Avoid price competition. The worst way to position a company is to compete strictly on price. Only one company will win that war, and probably only after a debilitating conflict that lays waste to the industry. Further, competitors can easily drop their prices, too, so any advantage from a simple price decline may evaporate in days.

	Focus on long-term ramp-up advantages. One of the best ways to establish a strong competitive position is to focus on improvements that will require a long time for competitors to match. For example, creating a clearly higher-quality product will require an entire product cycle for competitors to match, by which time a company can create an even higher level of quality, and so on.

Example

Toyota spent years improving the quality of its automobiles, until it became readily apparent that its products were clearly superior to American cars. Toyota maintained this quality differential for several decades, until competitors finally caught up and Toyota's quality declined through an ill-advised cost reduction campaign. Nonetheless, Toyota earned a clear and sustainable advantage through its focus on product quality.




	Avoid industries with excess capacity. If an industry has too much capacity, competitors will accept low prices in order to fill their capacity. This is an ongoing problem in such industries as airlines and automobile manufacturing. In these cases, it may take years for capacity to be eliminated gradually, as competitors shift out of the industry or go bankrupt.

	Select customers carefully. It is not always a good idea to pursue large customers who have the potential to place very large orders; such customers have the power to exert considerable downward pricing pressure. Where possible, it is better to be selective and pursue a larger number of smaller customers who will not be in a position to impose lower prices.

	Design products to avoid suppliers. Some suppliers exert unusually large amounts of control over the sources of supply of certain key raw materials or own patents that allow them to raise prices. These suppliers can squeeze the profits out of an industry. To avoid this situation, make it a high priority for the engineering staff to design products that either completely eliminate or at least minimize the use of the products of certain suppliers.



Many of the general concepts noted in this section pertain to avoidance—recognizing when an industry is structured so that no one can earn a consistent or reasonable profit. In these cases, you need to recognize the situation and simply avoid the industry entirely. The remaining concepts pertain to a process of industry infiltration—of spotting key defenses and inserting your own strategy in such a way as to completely sidestep existing defenses. By doing so, you should rarely go head-to-head against the defenses of competitors, thereby avoiding a large amount of unnecessary expenditures.

Building a Strategy: Product Differentiation

Product differentiation involves creating a product or service (or a combination of the two) that customers consider unique. Product differentiation can follow a number of paths, such as excellent customer service, an unusually liberal product replacement policy, excellent product styling, or very high quality. The goal of this strategy is to favorably bring a company's offerings to the attention of customers, who will be more inclined because of the differentiation to buy them. A high degree of differentiation creates brand loyalty, which in turn allows a company to impose higher prices. This strategy does not focus on being a low-cost provider, although a company must keep its costs under a reasonable degree of control. Depending on the speed with which a company can churn out new product iterations, it may take a considerable amount of time—over a year in most cases—before the benefits of this strategy become apparent.

The product differentiation strategy normally does not allow for a high market share, since many customers will be unwilling to pay the company's higher prices, irrespective of the perceived benefits of its products and services.

Product differentiation is the best strategy available to most companies, since it offers endless opportunities for many companies to operate profitably within the same industry. Thus, it is much less destructive to the industry as a whole than the low-cost strategy (discussed next), where essentially one profitable company is left standing.

If a company is differentiating its products (rather than services), a key aspect of differentiation is bringing products to market at very high speed. This means that early adopters are more likely to buy the products, which gives the company a large block of market share that later market entrants will have difficulty overcoming. Thus, speed to market is itself a form of product differentiation.

Developing a high speed to market requires a number of supporting systems, including:


	Bottleneck knowledge. There should be excellent knowledge of exactly where any bottlenecks are located within the company, of how they may impede the introduction of new products, and of how to circumvent them or maximize their use.

	Inventory dispositions. A company needs excellent materials management, so that it can use up or disposition any remaining inventory that is included in or related to products that are being eliminated as new products are introduced.

	Marketing. There should be an extremely active marketing department that is constantly educating customers about the features of new products and that also manages an ongoing series of product introduction events. Marketing is even more important when products are complex, since it may take time to educate customers properly about their functionality.

	Production capacity. The company should have a large amount of dedicated production equipment available (or have suppliers with such capabilities), so that it can retool and launch new products rapidly.

	Rapid prototyping. There should be computer-aided design software that is linked to rapid prototype modeling equipment, which gives the capability to create prototypes of new products in a few hours.

	Supplier capacity. A company should have a large amount of overcapacity in its supply chain, so that it can ramp up in a very short time to meet a product release date.



Another aspect of the product differentiation strategy is to upgrade existing products constantly. Doing this may involve a continual series of minor improvements, a scheduled string of annual releases, or new accessories—whatever customers want to see that will create the greatest sense of customer expectation and willingness to continue purchasing from the company.

The product differentiation strategy calls for a considerable investment in personnel and the systems needed to support them. To be effective in creating innovative products in a timely manner, a company must be fully staffed in all key skill areas, have a management structure that fosters innovation and have support engineers with the latest design software and modeling equipment and must impose project tracking controls to ensure that development work remains on track.

In order to pursue the product differentiation strategy, a company must be willing to create the following environment and actions:


	Commitment to product research and development

	Excellent product design capabilities

	Building a reputation with customers for innovation

	Excellent marketing skills to reinforce the differentiation strategy

	Excellent operational coordination among the engineering, production, and sales functions to build and launch new products properly

	A supportive environment for the type of skilled labor needed to pursue this strategy



There are several risks to be aware of with the product differentiation strategy. They are listed next.


	If there is an excessive pricing difference between the prices charged by the low-cost provider and the company following a differentiation strategy, customers may not perceive that the value provided by differentiation is sufficient to justify the higher price and instead will buy from the low-cost provider. Thus, a company following the product differentiation path must ensure that it maintains a reasonable amount of control over its costs.

	Competitors copy key features of a company's differentiated products, so there is less perceived difference between what the company and its competitors offer.



An interesting side effect of product differentiation is that a sufficient level of differentiation makes it difficult for a customer to compare alternatives, which in turn tends to reduce the amount of switching between the offerings of competitors. This is a particularly powerful effect when a product is coupled with a variety of accessories, warranties, and other service features. The resulting wide array of features that are bundled under one price makes comparison shopping exceptionally difficult.

When a company engages in product differentiation, it has the opportunity to engage in several varieties of pricing, which should be tied to its overall strategy. These pricing options are listed next.


	Skim pricing. If the product is exceptionally differentiated from its competitors, a company can set an extremely high price. A small proportion of the potential customer base will be willing to pay this price, which gives the company exceptional profits but only a relatively small market share. If the price stays high for too long, it will attract the attention of competitors, who will enter the market and lower prices in order to grab market share. Thus, skim pricing is more of a short-term strategy, unless a company can upgrade its products continually to new offerings for which it can keep charging high prices.

	Market pricing. Most companies do not attempt to depart too far from the current market price of their products, as adjusted for any perceived differences in product features. This strategy works well when customers are price-sensitive. In such cases, a company keeps its prices within in a narrow band that is dictated by the market and instead differentiates itself based on such items as fast delivery, high quality, or responsive customer service. A company frequently starts with skim pricing (as noted above) to earn large profits and gradually drops its prices to meet market rates as competition intensifies.

	Penetration pricing. The most aggressive pricing approach is to drop prices below the standard market rate or below the value of a company's offerings (which may vary from the market rate). Since profits will decline with this strategy, the only reason for using it is to increase market share, which may provoke a similar pricing response from competitors. This approach is commonly used by new entrants, who need to expand from zero market share in order to gain a toehold in the market.

	Experience pricing. If a company is primarily selling employee services, it can adjust its pricing to match the experience level of its employees. Typically, a CEO wants to avoid commodity-level services, because she cannot adequately match the experience level of her staff to the prices allowed by the market.

	Value pricing. It is generally better to focus service offerings in high-value areas (especially ones very highly valued by customers, such as merger and acquisition assistance), where pricing can be stratospheric. As long as customers perceive an unusually large benefit from the service provided, they are less likely to shop elsewhere for a lower price.



When building a corporate infrastructure to align a company with a product differentiation strategy, consider the next structural and measurement issues.


	Hierarchy. Product differentiation calls for fast product development cycle times, which can be enhanced by a flat organizational structure that pushes responsibility down into the organization.

	Employee training. Training programs should center on product development and customer service.

	Departmental orientation. The engineering, marketing, and customer service departments are at the center of the product differentiation strategy and so require strong support from all other departments.

	Measurements. Consider tracking the cycle time required to produce new products, the number of patents, the number of products delivered by their due dates, warranty claims, customer complaints, employee turnover in key functional areas, actual versus budgeted spending on product development, and the ability of the company to meet target costs as part of the product design process.



In summary, the keys to succeeding with a product differentiation strategy are to have robust product creation processes in place that can churn out uniquely positioned products on a recurring basis, a flexible production process that can manufacture sufficient quantities to meet demand, intensive product branding activities, higher pricing to support the cost of these activities, and a cost structure that is sufficiently low to allow the company to earn a profit.

Building a Strategy: Low Cost

The intent of a low-cost strategy is to achieve such low costs that your company can price its products below those of all competitors while still achieving an adequate profit. In essence, a company must focus solely on the reduction of every conceivable cost throughout the company while also expanding rapidly in order to benefit from reduced costs as production volumes increase. As costs continually decline, the company reduces its prices, which presumably should result in more sales to customers, which builds volume even more, drives down costs more, and so on.

This strategy calls for the construction of the most efficient production facilities, the design of products that are easy to manufacture, servicing all possible customers in order to build production volumes, and the ongoing pursuit of cost reductions throughout the organization. This strategy does not call for excessive cost reductions in such areas as product quality and customer service; the emphasis in these areas is only to meet the average customer expectations in the industry, so that customers are not turned away by substandard performance. Cost reductions have a rapid impact on profitability, so this strategy can begin to pay off almost immediately.

A company that achieves the low-cost position within an industry occupies a highly defensible position, since any other company attempting to attack its position will have higher costs and so can offer similar prices only in exchange for very low profits or losses. Also, if the cost of materials increases, it will impact all firms in the industry equally, so the low-cost company still can maintain its competitive position.

A company pursuing a really effective low-cost strategy also will focus on shrinking the amount of processing time involved in every aspect of the business, which increases the speed with which orders arrive, are processed, and paid for. This means that a low-cost strategy should encompass reductions in the time needed for customers to place orders, the purchasing department to procure materials, the manufacturing process to produce goods, and so on. Not only does this increase the flow of cash into a company, but it also increases the speed with which customers obtain products, which increases their propensity to purchase from the company again.

Another factor in the low-cost strategy is that it must represent the lowest total cost from the perspective of the customer. This means that not only must the initial price paid be the lowest one but that all subsequent costs should be minimized, as well. Thus, products must be of a sufficient quality level to avoid having customers waste time returning them for repairs or replacement.

Yet another consideration for companies engaging in the low-cost strategy is concentrating on a limited product line that meets the needs of the majority of potential customers. By doing so, companies can concentrate their attention on just a few products, which makes it easier to reduce costs. Conversely, having a broad product line requires a larger support structure and more complex operations, which makes it more difficult to reduce costs. This is a key point; many CEOs who are transitioning their companies into a low-cost strategy have a hard time pruning their existing product lines and so handicap their companies in the pursuit of the lowest possible cost structure.

In order to pursue the low-cost strategy, a company must be willing to engage in these activities:


	Continual investment in whatever production facilities are required to improve efficiencies

	Just-in-time deliveries and processes that are designed to reduce the overall investment in inventory

	Investment in the industrial engineering staff required to optimize production efficiencies

	Investment in a supplier quality assurance system, to improve the quality of incoming components

	Investment in the design engineers needed to optimize product designs that are easy to manufacture

	Partnerships with key suppliers to enhance the generation of cost-reduction ideas

	The willingness to eliminate low-quality customers who pay late and use an inordinate amount of the company's resources in such areas as warranty claims, product returns, and customer service

	The willingness to outsource those functions that can be handled by a supplier at a lower cost (see Chapter 6, Outsourcing Strategy)

	A strong control environment where all costs are examined carefully and actions taken to reduce them wherever possible

	A tightly organized hierarchical organization structure that is focused on cost reduction throughout the organization



There are also several risks to be aware of with the low-cost strategy. They are listed next.


	There must be a continual commitment to reinvest in the latest and most efficient production facilities. If a company ever declines to do so, it soon will find that a more aggressive competitor willing to make greater investments has taken over the low-cost lead in the market.

	Competitors can watch the mistakes made by the low-cost leader and ramp up more quickly by avoiding those mistakes.

	There is a risk that the company will be so focused on cost reduction that it will not perceive changes in the market related to noncost items, such as customer service, which it must match in order to remain competitive in the eyes of its customers.

	A company will lose its production volume advantage if it creates too many differentiated products, since each product will require a smaller production volume, which in turn leads to increased costs.

	A company with an intense low-cost focus tends to be a rigid organization that has a hard time changing to meet new market needs, since it is oriented toward adherence to existing policies and procedures.

	This strategy can result in the bankruptcy of any firm that does not succeed. If several companies are pursuing the low-cost strategy, price wars will be continual, as each one attempts to garner more sales in order to drive down its costs. The usual result is similar to a battlefield, with many dying competitors and one severely wounded victor.



When building a corporate infrastructure to align the company with a low-cost strategy, consider the next structural and measurement issues.


	Hierarchy. Achieving low costs requires a strong control system and capacity management, which in turn usually involves the construction of a multilayered corporate hierarchy that closely monitors costs throughout the organization.

	Employee training. Training programs should center on cost reductions, so such concepts at six sigma, production process improvement, and total quality management are likely training topics.

	Departmental orientation. The concerns of the engineering and production departments are paramount, with all other departments supporting their focus on the high-volume production of easily manufactured goods.

	Measurements. Consider tracking the variable cost of each product on a trend line. This includes tracking throughput of the production operation, capacity of the bottleneck operation, defect rates, production yields, percentage of product scrap and rework, equipment breakdowns, cost of inspections and testing, supplier quality ratings, inventory turnover, inventory obsolescence, accounts receivable turnover, bad debt percentage, number of innovations originating with suppliers, and overhead costs.



In summary, the low-cost strategy requires an extremely tight focus on pruning costs everywhere in an organization while building the sales of a limited number of products. The result can be a highly defensible position with the largest market share in an industry, but it also tends to burden the successful company with a rigid hierarchy and a vast array of policies and procedures.

Building a Strategy: Focus on a Niche

A possible strategic alternative is to focus a company's attention solely on a specific group of customers, geographic region, specific product, or some similar form of segmentation. By doing so, you are electing service not to an entire industry but rather a small, carefully defined portion of it. This strategy is built on the premise that customers in your target niche will be willing to pay a premium for highly targeted offerings. This approach works only if the niche focus results in a product or service that customers perceive to be substantially unique in comparison to the offerings of the rest of the industry. Also, it takes a considerable amount of time to build up a strong niche position, so expect several years to pass before the benefits of the strategy become clear. Examples of the niche strategy are listed next.


	Custom-designed products. Requires a strong knowledge of customer design requirements and rapid product iterations.

	Complete solutions. Companies buying complex products want to have a supplier not only install them but also train the staff in how to use them, and they are willing to pay a premium price for this complete package. Examples are complex computer hardware and software solutions or production machinery.

	Specialty materials. Requires the use of high-grade or special-use materials, such as fireproof materials or materials having a high tensile strength.

	Fail-safe products. Requires the use of redundant systems, tight tolerances, and high-quality materials to create products that rarely fail. Usually requires a strong customer service function, on-site repair capability, and long-term warranty to present a complete solution to customers.

	Rapid delivery. Requires a localized distribution system in areas where there is a high concentration of potential customers willing to pay for fast delivery (likely limited to large metropolitan areas).

	Professional users. Professional users of many products demand high reliability, fast product replacement, or on-site repairs that more casual users are less concerned about.

	Selection. Requires an investment in product sizes that are not normally stocked and that may require long inventory turnover periods. For example, a shoe retailer could stock unusually small or large shoe sizes or a clothier could stock suits for large men.



There are several risks to be aware of with the niche strategy. They are listed next.


	If there is an excessive pricing difference between the prices charged by the low-cost provider and the company following a niche strategy, customers may not perceive that the value provided by the niche focus is sufficient to justify the higher price and instead will buy from the low-cost provider. Thus, a company following the niche path must ensure that it maintains a reasonable amount of control over its costs.

	Competitors may provide an even tighter focus on a particular niche, thereby outcompeting a company in its chosen location in the market. Without a prompt reaction to this threat, a company may find itself with a very small share of the market.



In order to pursue the niche strategy, a company must be willing to engage in many of the activities already noted for the product differentiation and low-cost strategies, but targeted more tightly at a specific niche. In addition, it must spend a (seemingly) inordinate amount of time selecting which customers it wants to deal with and then servicing their needs. Since the right customers can be incredibly profitable, a niche-oriented company wants to service them for many years and is willing to invest a great deal in these relationships.

When building a corporate infrastructure to align the company with a niche strategy, consider the next structural and measurement issues.


	Customer loyalty program. A customer loyalty program, such as giving points on purchases to encourage repeat business, is ideal for a company pursuing a niche strategy, since it wants to build long-term relationships with its customers.

	Hierarchy. The niche strategy calls for an intense customer focus, which can be enhanced by a flat organizational structure that pushes responsibility down into the organization, allowing employees to make spot decisions to improve a company's relationship with customers.

	Employee training. Training programs should center on product development, customer service, and customer retention.

	Departmental orientation. The engineering and customer service departments are at the center of the niche strategy.

	Marketing. The niche strategy requires considerable attention to marketing. Since business with the correct customer can generate outsize profits for many years, marketing efforts must be targeted unusually carefully toward a specific niche and, more particularly, toward certain customers within that niche. This may require the use of highly granular marketing that may reach only a few dozen recipients rather than a broad-based national campaign that would be more appropriate for one of the other strategies.

	Measurements. Consider tracking customer retention, customer satisfaction, the number of testimonials from customers, the number of products sold per customer, on-time delivery percentage, stockout percentage, proposal success rate, the estimated lifetime value of customers acquired, profit per customer, and the percentage of customers below a certain profit threshold.



In summary, the niche orientation requires capabilities that are drawn from both of the other strategies, with a primary focus on product differentiation. This strategy does not necessarily focus on unique products. Instead, it represents a focus on the particular needs of a precisely defined set of customers. The result is typically a mix of both products and services, with an enormous emphasis on customer service.

Building a Strategy: Impact of the Internet

The Internet makes it more difficult for a company to establish a secure and defensible strategic position, for these reasons:


	New competitors. The Internet broadens the pool of suppliers from which a customer is willing to buy, expanding its geographical reach from local suppliers to ones located anywhere in the country (though international shipping costs still tend to impose restrictions beyond the national level). With this much larger pool of competitors, there is inevitably a greater degree of price competition.

	More potential product choices. The Internet makes it easier for a customer to research a broader array of products, including products that are in adjacent markets and that they normally would not be aware of. This makes it easier to switch to competing products.

	Supplier competition. Suppliers no longer need a distributor network in order to sell their goods to customers. Instead, they can set up storefronts on the Internet and sell directly to the end customer. This takes sales away from distributors and retailers and tends to boost the sales of suppliers.

	Focus on price. The use of the Internet by so many potential customers tends to concentrate attention on price as the main competitive factor, which gives those companies pursuing a low-cost strategy a significant advantage. Those companies pursuing a niche strategy may find that their niches evaporate in the face of the increased focus on price.

	Reduce traditional sales channels. The Internet may create a somewhat larger overall market for products, but realistically most of the sales made through it are coming at the expense of traditional sales channels. Thus, those companies depending on, or part of, the traditional sales channels may see their sales decline. Also, because of the ability to research prices easily through the Internet, customers have more bargaining power when purchasing through a more traditional sales channel.



These factors certainly increase the level of competition, but they do not weaken competitive strategy to such an extent that a CEO should abandon all hope of making a strategy succeed. Instead, the Internet is really just one of many factors to be considered and to be incorporated into the formulation of strategy.

Building a Strategy: Additional Comments

The preceding sections have outlined the three types of strategy: product differentiation, low cost, and focusing on a niche. Several additional comments regarding the strategies are presented next.


	Critical processes. When you create a strategy, you need also to identify those processes that will support the specific strategy and ensure that those processes support the strategy to the fullest extent possible. It is not necessary to upgrade unrelated processes if they do not directly support the specific strategy adopted. This is a critical point: A company cannot afford to waste the time or resources to upgrade processes that do not need to be upgraded, so be very precise about exactly which processes are integral parts of a strategy, and focus solely on them.

Example

The CEO of ABC Company decides to implement a product differentiation strategy. To alter ABC to fully match this strategic vision, she doubles the size of the customer service function and installs an online customer complaint system; both of these changes create a feedback loop regarding product problems that the engineering staff can use to design better products.




	Process reinforcement. Certain processes within a company must reinforce the overall strategy. For example, a highly customized product may call for a large design team in the sales department to configure customer orders properly as well as on-site follow-up by the sales staff later on to ensure that the products met customer requirements. If a company does not engage in proper process reinforcement, a weakness in one process may greatly weaken the entire value proposition that it is presenting to its customers.

Example

Google launched an innovative cell phone that it sold directly to customers. The phone was well designed and had features that exceeded the offerings of most other competitors, but it did not sell very well when prospective customers learned that Google had not adequately staffed its customer support function to receive customer calls, resulting in long waits.




	Distinctiveness. The ultimate goal of a strategy (other than profits!) is to make the company distinct from its competitors in the eyes of its customers. This means that a company must differentiate itself from its competitors by performing its services in different ways or by performing entirely different services. The same concepts apply to products. This distinctiveness concept can apply to nearly all aspects of a company that are visible to the outside world: product design, manufacturing, delivery, marketing, and so on.

Example

When Jolly Rancher Candies was an independent company, its owners decided to give its hard candy products an “Old West” marketing angle, which strongly differentiated it from its competitors. One aspect of this decision was to hire an artist to paint western panorama scenes on the sides of its delivery trucks, which roamed the country, delivering the “Old West” message.




	Strategic continuity. It may take several years to roll out a strategy properly, and it takes many more years to reinforce the company's commitment to that strategy internally. For example, a product differentiation strategy may call for the hiring, training, and integration of a group of top-notch product designers, which may require several years to achieve. Consequently, it is extremely important not to bounce between strategies. Commit to a single strategy and see it through until such time as it becomes apparent that the company cannot sustain a competitive advantage with that strategy.



Thus far, we have offered clarification of how to improve a foray into a particular strategy. In addition, we have these comments about strategy-related failings:


	Using multiple strategies. It may seem tempting to pursue multiple strategies at once, on the grounds that you can build up a ferocious competitive position by presenting a posture that competitors have no way of circumventing. This is flawed logic, because pursuing multiple strategies does not allow a company to fully realize the gains to be garnered from a single strategy and does allow a more fully committed competitor to achieve better results with a single strategy. For example, a company that wants to pursue both the low-cost and product differentiation strategies will find that its low-cost orientation does not allow it to invest enough funds in product development. Similarly, pursuing both the low-cost and niche strategies means that you cannot generate enough sales volume in any niche to drive down costs sufficiently to become the low-cost provider.

	Stuck in the middle. What happens when there is no clear strategy, so that a company is, figuratively speaking, stuck in the middle of all the strategies? In this case, a company does not have the production volume or organizational structure to achieve the low-cost position nor the talent pool to produce differentiated products reliably. The result of this lack of corporate direction is a complete inability to impose above-market pricing, so that profits are likely to be anemic.

	Unprofitable industries. There is a saying that a bad industry always beats a good management team. This is true, because structural problems in an industry may make it impossible for any strategy, no matter how well formulated or implemented, to succeed.

	Profitable industries. The reverse of the preceding point is also true—an industry that is gifted with strong defenses, such as massive barriers to entry and favorable government regulations, may allow all market participants to earn outsize profits, no matter how poorly executed their strategies (if any) may be.

	Market fragmentation factors. A CEO may find that, despite considerable attention to strategy, her company simply cannot gain market share. If so, it is possible that natural factors are keeping the industry in a highly fragmented state that any company would have trouble counteracting. For example, if success in an industry is based on personal service, a large amount of creative input, or local contacts, or is subject to a high degree of local government regulation, these factors support large numbers of small local or regional competitors, none of which has a reasonable chance of achieving any significant growth in market share.



In short, the harsh reality is that not having a strategy of some kind likely will lead to subpar profits, if not eventual bankruptcy. In addition, even having a well-defined strategy may not be sufficient if a company is located in an unprofitable or highly fragmented market. Thus, not only does the CEO need to attend to strategy formulation, but she also must question whether her company should be competing in certain industries.

Strategy Testing

Once you have formulated an initial corporate strategy, you should examine it to see if the company is capable of achieving it. In many cases, the management team tries to impose variations on the same strategy on a company through multiple years; if the company has not succeeded in achieving it in the past, you need to find out precisely why this keeps happening. Several thoughts regarding areas that may make a strategy unachievable are presented next.


	Bottlenecks. Are there any bottleneck operations or personnel who restrict the ability of the company to achieve its goals? For example, a manufacturing company has a multimillion-dollar machine through which all production flows; any increase in sales requires either an investment in a new machine or the outsourcing of work to potential competitors.

	Compensation structure. Does the current system of compensation support the strategy? For example, if the strategy requires that employees work as teams to better service customers, this may not work if the bonus system is designed to reward individual performance.

	Competitor reaction. How will competitors react, once the company's strategy becomes clear to them? For example, if the strategy is to be the low-cost leader, will the current low-cost leader simply drop its prices even lower in order to maintain its position?

	Conflicting culture. If the strategy represents a significant change from the prior strategy, can the established corporate culture change itself enough to support the new strategy? For example, if a company currently is designed to support a strong product research function in order to create new products constantly, it may be quite difficult to reorient employees toward a high-volume, low-cost strategy where the culture must refocus itself on paring costs throughout the organization.

	Conflicting goals. Do some goals conflict with each other? For example, if a strategy is to expand sales dramatically through the hiring of more sales staff, a goal to reduce the proportion of educational expenditures might prevent new sales personnel from being trained adequately.

	Conflicting resources. Are there enough resources to achieve goals? For example, a company cannot expand into new geographic markets easily unless it also creates an adequate infrastructure in advance to service the new markets, which may require a sales staff, distribution network, and retail locations.

	Fiefdoms. Are there managers who fiercely protect their turf and will attempt to block the strategy if it impinges on their proclaimed areas of control? For example, an engineering manager who runs all product development may not take kindly to attempts to outsource the product development function.

	Management expertise. Does the management team have a sufficiently high level of expertise to implement the strategy? For example, if key managers recently have been promoted and still are uncertain of themselves in their new roles, can they realistically engage in a significant structural change in the company?

	Pacing. Can the pace of change called for by the strategy be adequately supported by the company? For example, if a bank plans to open a new branch office once a week, does the company must have sufficient corporate staff to lease space, construct locations, staff them, and train new employees on that rollout schedule?



Many of the issues noted here revolve around employees, since their management styles, work capacity, and accustomed work habits play a major role in the ability of a company to implement its strategy. Thus, your first consideration is whether the staff is capable of implementing the strategy. The second most important consideration is the presence of a bottleneck, which in some situations also centers on the staff. If there is a cast-iron bottleneck that impedes the growth of the business, you must resolve that issue before attempting to implement the strategy.

Summary

This chapter has given an overview of general strategic concepts as well as more detail regarding the three basic types of strategic direction, which are based on product differentiation, low cost, and market niches. The CEO should certainly settle on one of these strategies. However, this is by no means the end of the corporate planning process. The CEO also needs to consider strategic issues in many other areas that tie back into the general corporate strategy. These issues encompass finance, taxation, information technology, and outsourcing. The next chapters address strategic concerns in these areas, which the CEO must weave into the general strategy in order to create a comprehensive strategy package that will work together to advance the company's fortunes most effectively.
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Toul  Toul Spend

Level 1 Commodity Level 2 Commodity _Level 3 Commodity _ Suppliers  (0005)
Metal manufacturing  Steel product fron and seel pipe. 8 $13540
Rolled stcel i 4710
Steel wire 3 3900
Steel product total 15 22150
Aluminum product  Aluminum sheets 2 2370
Estnded aluminum 9 o70
Other ahuminum 1 320
Aluminum product total 2 § 3660
Nonlerrous metal  Extruded copper 1" 1900
Copper wire 2 1110
Other nonferrous 5 850
Nonferrous metal total 2

Supplics total 50
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Quiner]  Quaner2 Quimerd  Quanerd Touls

Deparmental Overheads

Depreciation S 500 s 0 s 50 s 50 s
Ofce supplics S0 s @0 s 60 s &0 s
Payrollaxes S 2945 s 520 s 5200 s 816 s
Salaries S 38500 S 8500 S 68500 SITO0 S 2250
Tmvdandenterinment S 1500 S L0 S 1500 S 2000 S 6500

cra
Expense sublotal S 1195 S 76300 S 76300 ST8286 S 315010

prociuc Line Alpha: $32000 SO0 S 0 s 00
Expenses by Salesperson:
Jones, Milber: S 14000 S 16500 S 17000 s 5w
Smidley,jeferson S 1000 S 9000 S 8000 s 0w
Veriy, Jonas S 7000 S 9000 s 14000 s 20w
Expense subtotal 5 220005 31500 5 39,000 S 5w
fxpenses by Region.
Eas Coast 52000 S TL00 S 15000 s 1300
Midhwest Coust S 8000 S 4000 S 6000 s 00w
West Coast S 1,000 S 10000 S 12000 s 50w
Expense sublotal S 710005 55,000 5 33,000 s Zmom

Expensegrand wtal _SI57195 S50 _S8390_S10.586 5 G

Revenue persalesperon 507000 $637,617 52599700
TSE per salesperson S 500 s w0 s 50 s &7 s 216
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Machining Deparimers:
S Machine Operor — $ 15,120
Machining Apprendice _§_ 4914

Expense subtoul § 20,031

055 8 25058 § 76608
S 99m s o s 97w
S 29w S o8 si6H

Paint Depatmens
StPain: shop Saff SI5H6 S 1613 1613 16128 S 64260

Painter Apprentie 5055 $ 5216 8 5216 8 5216 8 2071
Expensesubtoul 3 30513 Taw § 31505 3503 Saon

Polishing Deparmens:
Sr_Polishing salf SI662 S UBH S ILBH S LB S 52160
Polihing Apprentics _§_ 430§ 451§ 451§ 451 s 178%

Expensesubtoul _§ 292§ 16555 $ 1655 § 16355 $ 700%

Final Assembly Deparmen
Gereral Laborer s
Expense subtoul —$ 6,

s 69%
§ 9%

Expense grand ol _SI5 702 §129% S04 $16215

Tinion Hourly Rates
SeMachineOpermor  $1500 §1525 8155 81525
Maciniog Apprendice  $ 975 $ 935 $985  $ 085
St Pain: shop Salf $I575 SI600 S1600 81600
Painter Apprentice 51005 05 $103
St Polishing Saf $1100 s s
Polishing Apprentice /865 s895 5895

Headcons by Postion:

Sr. Machine Operator 2 2 5 5
Machining Apprentice 1 1 2 2
St Pain: shop Saff 2 2 2 2
Painter Apprentice 1 1 1 1
St Polishing Saf 3 2 2 2

' ' '

Polishing Apprenticc
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Interest expense. § 45,000 543000 $41,000
Net income. 83500 65,000
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84750
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January February March

Rolling 3-month sales $4,500,000 $4.750,000 $4,800,000
Month-end backlog 2500000 2000000 1750000
Sales backlog ratio 551 421 36:1
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Quaner]  Quarer2  Quarier3  Quirterd
Revene. $320000 310000 290000 280,000
Accounts Receivable. 107,000 103,000 97,000 93,000
Invertory 640,000 320000 320,000 320,000
Accounts Payable 53,000 52,000 48000 47,00
Total Waorking Capital 694,000 371,000 369,000 36,000
Sales Working Capital Ratio 1.54 1.30 1.32 1.33
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CurrentYear  Next Year Following Year
Sales, $5,000,000 $10,000,000 §15,000,000
Netincome 1,000,000 2,000,000 3,000,000
Revenuerecognition of uture: 800,000 1,600,000 2400000
insurance payments
Annual cash flow 200000 400,000 600,000
Cash flow from operations ratio 20 20% 20%
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