Corporate finance

Corporate finance is a specific area of finance dealing with the financial decisions
corporations make and the tools as well as analyses used to make these decisions.
The discipline as a whole may be divided among long-term and short-term
decisions and techniques with the primary goal being the enhancing of corporate
value by ensuring that return on capital exceeds cost of capital, without taking

excessive financial risks.

Capital investment decisions comprise the long-term choices about which projects
receive investment, whether to finance that investment with equity or debt, and
when or whether to pay dividends to shareholders. Short-term corporate finance
decisions are called working capital management and deal with balance of current
assets and current liabilities by managing cash, inventories, and short-term

borrowing and lending (e.g., the credit terms extended to customers).

Corporate finance is closely related to managerial finance, which is slightly
broader in scope, describing the financial techniques available to all forms of

business enterprise, corporate or not.
Capital investment decisions

Longer term decisions - generally relating to fixed assets and capital structure -
are referred to as Capital investment decisions. The decision here will be based on
several inter-related criteria. In general, management must "maximize the value
of the firm" by investing in projects which are NPV positive, when valued using an
appropriate discount rate; these projects must also be financed appropriately. If
no such opportunities exist, management should return excess cash to
shareholders. Capital investment decisions thus comprise an investment decision,

a financing decision, and a dividend decision.



The investment decision

Management must allocate limited resources between competing opportunities.
Doing so requires estimating the value of each opportunity or project: a function

of the size, timing and predictability of future cash flows.
Project valuation

In general, each project's value will be estimated using a discounted cash flows
(DCF) valuation, and the opportunity with the highest value, as measured by the
resultant NPV. This requires estimating the size and timing of all of the

incremental cash flows resulting from the project.

The NPV is greatly influenced by the discount rate. Thus selecting the proper
discount rate - the project hurdle rate - is critical to making the right decision.
The hurdle rate is the minimum acceptable return on an investment - i.e. the
project appropriate rate. The hurdle rate should reflect the riskiness of the
investment, typically measured by volatility of cash flows, and must take into

account the financing mix, or WACC.

In conjunction with NPV, there are several other measures used as (secondary)
selection criteria in corporate finance. These are visible from the DCF and include

payback, IRR, Modified IRR, equivalent annuity, capital efficiency, and ROI.
The financing decision

Any corporate investment must be financed appropriately. As above, the financing
mix can impact the valuation; both hurdle rate and cash flows (and hence the
riskiness of the firm) will be affected. Management must therefore identify the

"optimal mix" of financing - the capital structure that results in maximum value.

The sources of financing will, generically, comprise some combination of debt and

equity. Financing a project through debt results in a liability that must be serviced



- and hence there are cash flow implications regardless of the project's success.
Equity financing is less risky in the sense of cash flow commitments, but results in
a dilution of ownership and earnings. The cost of equity is also typically higher
than the cost of debt, and so equity financing may result in an increased hurdle

rate which may offset any reduction in cash flow risk.

Management must also attempt to match the financing mix to the asset being

financed as closely as possible, in terms of both timing and cash flows.
Financial Risk Management

Risk management is the process of measuring risk and then developing and
implementing strategies to manage that risk. Financial risk management will also

play an important role in cash management.

This area is related to corporate finance in two ways. Firstly, firm exposure to
business risk is a direct result of previous Investment and Financing decisions.
Secondly, both disciplines share the goal of creating, or enhancing, firm value. All
large corporations have risk management teams, and small firms practice

informal, if not formal, risk management.

Corporate finance utilizes tools from almost all areas of finance. Some of the tools
developed by and for corporations have broad application to entities other than
corporations, for example, to partnerships, sole proprietorships, not-for-profit
organizations, governments, mutual funds, and personal wealth management. But
in other cases their application is very limited outside of the corporate finance
arena. Because corporations deal in quantities of money much greater than
individuals, the analysis has developed into a discipline of its own. It can be

differentiated from personal finance and public finance.



Marketing

Marketing is the craft of linking the producers (or potential producers) of a
product or service with customers, both existing and potential. Some form of
marketing arises naturally in all capitalist societies but is not limited to capitalist
societies. Marketing techniques are also applied in politics, religion, personal

affairs, and many other aspects of life.

Marketing methods are informed by many of the social sciences, particularly
psychology, sociology, and economics. Marketing research underpins these
activities. Through advertising, it is also related to many of the creative arts.

Successful marketers typically have a customer orientation or focus.

Overview

In popular usage, the term "marketing" refers to the promotion of products,
especially advertising and branding. However, in professional usage the term has a
wider meaning. It can be divided into four sections, often called the "four Ps," only

one of which is promotion. They are:

Product - The Product management aspect of marketing deals with the
specifications of the actual good or service, and how it relates to the end-user's
needs and wants.

Pricing - This refers to the process of setting a price for a product, including
discounts.

Promotion - This includes advertising, sales promotion, publicity, and personal
selling, and refers to the various methods of promoting the product, brand, or
company.

Place or distribution refers to how the product gets to the customer; for

example, point of sale placement or retailing.



These four elements are often referred to as the marketing mix. A marketer will
use these variables to craft a marketing plan. For a marketing plan to be
successful, the mix of the four "P's" must reflect the wants and desires of the
consumers in the target market. Trying to convince a market segment to buy
something they don't want is extremely expensive and seldom successful.
Marketers depend on marketing research to determine what consumers want and
what they are willing to pay for. Marketers hope that this process will give them a
sustainable competitive advantage. Marketing management is the practical

application of this process.

In economics, consumers are individuals or households that "consume" goods and
services generated within the economy. Since this includes just about everyone,
the term is a political term as much as an economic term when it is used in
everyday speech. Typically when businesspeople and economists talk of
"consumers" they are talking about person-as-consumer, an aggregated commodity
item with little individuality other than that expressed in the buy/not buy
decision. However there is a trend in marketing to individualize the concept.
Instead of generating broad demographic and psychographic profiles of market
segments, marketers are engaging in personalized market, permission marketing,

and mass customization.

In standard microeconomics theory, a consumer is assumed to have a budget which
can be spent on a range of goods and services available on the market. Under the
assumption of rationality, the budget allocation is chosen according to the

preference of the consumer, i.e. to maximize his or her utility function.

In time-series models of consumer behavior, the consumer may also invest a
proportion of their budget in order to gain a greater budget in future periods. This

investment choice may include either fixed rate interest or risk-bearing securities.

In the context of mental health, consumer is also a term applied to describe a

person living with mental illness.



Concern over the best interests of consumers has spawned much activism, as well
as incorporation of consumer education into the school curriculum. One non-profit

publication active in consumer education is Consumer reports.

Within many selling companies "consumer” has come to be a derogatory term
which means a "purchaser of products who is not very intelligent.” This is in
contrast to the meaning of customer, which is defined as "an intelligent purchaser

who has power in the purchasing relationship between buyer and seller."



Marketing Strategies

Marketing strategies are those plans designed to reach marketing goals. A good
marketing strategy should integrate an organization’s marketing goals, policies,
and action sequences (tactics) into a cohesive whole. The objective of a marketing
strategy is to put the organization into a position to carry out its mission

effectively and efficiently.

Marketing strategies are partially derived from broader corporate strategies,
corporate missions, and corporate goals. They are also influenced by a range of

micro-environmental factors.

Marketing strategies are dynamic and interactive. They are partially planned and

partially unplanned. See strategy dynamics.
Types of Marketing Strategies

Every marketing strategy is unique, but if we abstract from the individualizing
details, each can be reduced into a generic marketing strategy. There are a
number of ways of categorizing these generic strategies. A brief description of the
most common categorizing schemes is presented below. For a more detailed

explanation, follow the links.

Strategies based on market dominance - In this scheme, firms are classified
based on their market share or dominance of an industry. Typically there are four
types of market dominance strategies:

leader
challenger
follower

nicher



Porter Generic strategies - Michael Porter assessed strategy on the dimensions of
strategic scope and strategic strength. Strategic scope refers to the breadth of
market penetration while strategic strength refers to the firm’s sustainable

competitive advantages. He felt three types were important:

cost leadership
product differentiation

market segmentation

Innovation strategies - This deals with the firm’s rate of new product
development and business model innovation. It asks whether the company is on

the cutting edge of technology and business innovation. There are three types:

pioneers
close followers

late followers

horizontal integration
vertical integration
diversification (or conglomeration)

intensification

Aggressive strategies - This asks whether a firm should grow or not, and if so,

how fast. One scheme divides strategies into:

building
holding
harvesting

A more detailed scheme uses the categories:

prospector

analyzer



defender

reactor

Warfare based strategies - This scheme draws parallels between marketing
strategies and military strategies. There are many types of marketing warfare

strategies, but they can be grouped into:
Offensive marketing warfare strategies

Offensive marketing warfare strategies are strategies designed to obtain some
objective, usually market share, from a target competitor. In addition to market
share, an offensive strategy could be designed to obtain key customers, high

margin market segments, or high loyalty market segments.

Fundamental Principles
There are four fundamental principles involved:

1. Assess the strength of the target competitor. Consider the amount of support
that the target might muster from allies. Choose only one target at a time.

2. Find a weakness in the target’s position. Attack at this point. Consider how
long it will take for the target to realign their resources so as to reinforce this
weak spot.

3. Launch the attack on as narrow a front as possible. Whereas a defender must
defend all their borders, an attacker has the advantage of being able to
concentrate their forces at one place.

4. Launch the attack quickly. The element of surprise is worth more than a

thousand tanks.



Types of offensive strategies

The main types of offensive marketing warfare strategies are:

Frontal Attack - This is a direct head-on assault. It usually involves marshaling all
your resources including a substantial financial commitment. All parts of your
company must be geared up for the assault, from marketing to production. It
usually involves intensive advertising assaults and often entails developing a new
product that is able to attack the target competitor’s Line where it is weak. It
often involves an attempt to “liberate” a sizable portion of the target’s customer
base. In actuality, frontal attacks are rare. There are two reasons for this. Firstly,
they are expensive. Many valuable resources will be used and lost in the assault.
Secondly, frontal attacks are often unsuccessful. If defenders are able to re-deploy
their resources in time, the attacker’s strategic advantage is lost. You will be
confronting strength rather than weakness. Also, there are many examples (in both
business and warfare) of a dedicated defender being able to hold-off a larger

attacker. The strategy is suitable when

the market is relatively homogeneous

brand equity is low

customer loyalty is low

products are poorly differentiated

the target competitor has relatively limited resources

the attacker has relatively strong resources

Envelopment Strategy (also called encirclement strategy) - This is a much
broader but subtle offensive strategy. It involves encircling the target competitor.
This can be done in two ways. You could introduce a range of products that are
similar to the target product. Each product will liberate some market share from
the target competitor’s product, leaving it weakened, demoralized, and in a state
of siege. If it is done stealth fully, a full scale confrontation can be avoided.

Alternatively, the encirclement can be based on market niches rather than



products. The attacker expands the market niches that surround and encroach on
the target competitor’s market. This encroachment liberates market share from

the target. The envelopment strategy is suitable when:

the market is loosely segmented

some segments are relatively free of well endowed competitors

the attacker has strong product development resources

the attacker has enough resources to operate in multiple segments
simultaneously

the attacker has a decentralized organizational structure

Leapfrog strategy -This strategy involves bypassing the enemy’s forces
altogether. In the business arena, this involves either developing new
technologies, or creating new business models. This is a revolutionary strategy
that re-writes the rules of the game. The introduction of compact disc technology
bypassed the established magnetic tape based defenders. The attackers won the
war without a single costly battle. This strategy is very effective when it can be

realized.

Flanking attack - This strategy is designed to pressure the flank of the enemy line
so the flank turns inward. You make gains while the enemy line is in chaos. In

doing so, you avoid a head-on confrontation with the main force
Defensive marketing warfare strategies

Defensive marketing warfare strategies are strategies designed to protect your

market share, profitability, positioning, or mind share.

Fundamental principles

There are five fundamental principles involved:



1. Always counter an attack with equal or greater force.

2. Defend every important market.

3. Be forever vigilant in scanning for potential attackers. Assess the strength of
the competitor. Consider the amount of support that the attacker might muster
from allies.

4. The best defense is to attack your self. Attack your weak spots and rebuild
yourself anew.

5. Defensive strategies should be the exclusive domain of the market leader.

Types of defensive strategies

The main types of defensive marketing warfare strategies are:

Position defense - This involves the defense of a fortified position. This tends to
be a weak defense because you become a “sitting duck”. It can lead to a siege
situation in which time is on the side of the attacker, that is, as time goes by the
defender gets weaker, while the attacker gets stronger. In a business context, this
involves setting up fortifications such as barriers to market entry around a
product, brand, product line, market, or market segment. This could include
increasing brand equity, customer satisfaction, customer loyalty, or repeat
purchase rate. It could also include exclusive distribution contracts, patent
protection, market monopoly, or government protected monopoly status. It is best
used in homogeneous markets where the defender has dominant market position

and potential attackers have very limited resources.

Mobile defense - This involves constantly shifting resources and developing new
strategies and tactics. A mobile defense is intended to create a moving target that
is hard to successfully attack, while simultaneously, equipping the defender with a
flexible response mechanism should an attack occur. In business this would entail
introducing new products, introducing replacement products, modifying existing

products, changing market segments, changing target markets, repositioning



products, or changing promotional focus. This defense requires a very flexible
organization with strong marketing, entrepreneurial, product development, and

marketing research skills.

Flank position - This involves the re-deployment of your resources to deter a
flanking attack. You protect against potential loss of market share in a segment,
by strengthening your competitive position in this segment with new products and

other tactics.

Counter offensive - This involves countering an attack with an offense of your
own. If you are attacked, retaliate with an attack on the aggressor’s weakest
point. If you are being attacked with an advertising campaign, initiate your own
promotional campaign aimed at the aggressor’s weak spot. If a competitor
introduces a new product, retaliate with a fighting brand that is designed to nullify

any advantage the new product might have had.

Pre-emptive strike - This is a “defensive” attack initiated because an enemy
attack is believed to be imminent. The objective is to use the element of surprise
to create chaos. The enemy will need time to regroup and might have second
thoughts about an attack. The advantages are that you gain first-strike advantage
and you get to choose the battlefield, a battlefield that you can win on. This
strategy is similar to the counter-offensive strategy except that it is proactive

rather than reactive.

Strategic withdrawal - This involves freeing your resources deployed in untenable
positions. If an objective becomes strategically unimportant or tactically
impossible to defend, then the best strategy can be to withdraw. The resources
can be re-deployed where they will be more effective. In business, this can entail
dropping unprofitable products, product lines, or brands. It could also involve
exiting a market or market segment. At one extreme, a radical strategic
withdrawal involves closing down the business completely. At the other extreme,

it involves a contraction of resources in a market segment.



Flanking marketing warfare strategies

Flanking marketing warfare strategies are strategies designed to minimize

confrontational losses.

Fundamental principles
The fundamental principles involved are:

1. Avoid areas of likely confrontation. A flanking move always occurs in an
uncontested area.

2. Make your move quickly and stealth fully. The element of surprise is worth
more than a thousand tanks.

3. Make moves that the target will not find threatening enough to respond

decisively to.

Types of flanking strategies

Flanking strategies can be either offensive or defensive:

Flanking Attack (offensive) - This is designed to pressure the flank of the enemy
line so the flank turns inward. You make gains while the enemy line is in chaos. In
doing so, you avoid a head-on confrontation with the main force. The disadvantage
with a flanking attack is that it can draw resources away from your center
defense, making you vulnerable to a head-on attack. In business terms, a flanking
attack involves competing in a market segment that the target does not consider
mission critical. The target competitor will not be as concerned about your
activities if they occur in market niches that it considers peripheral. It usually
involves subtle advertising campaigns and other discrete promotional measures,

like personal selling and public relations. It often entails customizing a product for



that particular niche. Rather than finding uncontested market niches, the attacker

could also look for uncontested geographical areas. The strategy is suitable when:

the market is segmented

there are some segments that are not well served by the existing
competitors

the target competitor has relatively strong resources and is well able to
withstand a head-on attack

the attacker has moderately strong resources, enough to successfully
defend several niches

Flanking Position (defensive) - This involves the re-deployment of your resources
to deter a flanking attack. You strengthen your flank if you think it is vulnerable.
The disadvantage of this defense is that it can distract you from your primary
objective and siphon resources away from where they are needed most. In
business terms, this involves the introduction of new products, product lines, or
brands, the defensive re-positioning of existing products, or additional
promotional activity in a market niche. It requires market segmentation and/or
product differentiation. You protect against potential loss of market share in a

segment by strengthening your competitive position there.

Guerrilla marketing warfare strategies are strategies designed to wear-down
the enemy by a long series of minor attacks. Rather than engage in major battles,
a guerrilla force is divided into small groups that selectively attacks the target at
its weak points. To be effective, guerrilla teams must be able to hide between
strikes. They can disappear into the remote countryside, or blend into the general
population. The general form of the strategy is a sequence of attacking,
retreating, and hiding, repeated multiple times in series. It has been said that

“Guerrilla forces never win wars, but their adversaries often lose them™.



Strengths
The main strengths of guerrilla strategies are:

Because you never attack the enemy’s main force, you preserve your
resources.
It is very flexible and can be adapted to any situation, offensive or defensive.

It is very difficult to counter with conventional methods.

Guerrilla marketing involves
In the business arena, this involves:

1) targeted legal attacks on the competition

2) product comparison advertising

3) executive raiding

4) short-term alliances

5) selective price cuts

6) deliberate sabotage of the competitions test markets, marketing research,
advertising campaigns, or sales promotions

7) orchestrating negative publicity for a competitor

It can also involve choosing a modest market segment, geographical territory, or

niche and defending it.

No matter how successful the guerrilla becomes, he/she should never act like a
market leader. A guerrilla marketer must be flexible. They must be able to change
tactics very quickly: this includes abandoning a market segment, product, product
line, brand, business model, or objective. Guerrillas are not ashamed to make a

strategic withdrawal.

The strategy is suitable when:



the target competitor has relatively strong resources and is well able to

withstand a head-on attack

the attacker has moderately weak resources

The term Guerrilla marketing is sometimes used to refer simply to the use of

unorthodox marketing tactics.

Product or service, a brand, or a product line. It can cover one year (referred to as
an annual marketing plan), or cover up to 5 years. A marketing plan may be part of

an overall Business plan. In general terms, it must:

describe and explain the current situation

specify the expected results (objectives)

identify the resources that will be needed (including financing, time, and skills)
describe the actions that will need to be taken to achieve the objective(s)

devise a method of monitoring results and adjusting the plan where necessary

There are many formats for marketing plans and every company does it a little
different, but the outline that follows is a very complete format. Using this format
will produce a 30 to 40 page plan. Many companies prefer an abridged format that

would yield a 10 to 20 page plan.

1. Title page
2. Executive Summary

3. Current Situation -Macro-environmental

. economy
. government
. legal

. technology
. ecological

. socio-cultural



supply chain

. Current Situation - Market analysis

market definition

market size

Market segmentation

industry structure and strategic groupings
Porter 5 forces analysis

competition and market share
Competitor’s strengths and weaknesses
market trends

. Current Situation - Consumer Analysis

nature of the buying decision
participants

demographics

psychographics

buyer motivation and expectations

loyalty segments

. Current Situation - Internal

company resources
financial
people
time
skills
objectives
mission statement and vision statement
corporate objectives
financial objective
marketing objectives

long term objectives



. corporate culture

7. Summary of Situation Analysis

. external threats

. external opportunities

. internal strengths

. internal weaknesses

. key success factors in the industry

. our sustainable competitive advantage

8. Market research

. information requirements
. research methodology
. research results

9. Marketing Strategy - Product

. Product mix

. product strengths and weaknesses

. perceptional mapping

. product life cycle management and new product development
. Brand name, brand image, and brand equity
. the augmented product

. product portfolio analysis

. B.C.G Analysis

. Contribution margin analysis

. G.E. Multi Factorial analysis

. Quality Function development

10.Marketing Strategy - Market share objectives

. by products,
. by customer segments,
. by geographical markets

11.Marketing Strategy - Price



. Pricing objectives

. pricing method (e.g: cost plus, demand based, or competitor indexing)
. pricing strategy (eg.: skimming, or penetration)

. discounts and allowances

. price elasticity and customer sensitivity

. price zoning

. break even analysis at various prices

12.Marketing Strategy - Promotion

. promotional goals

. promotional mix

. advertising reach, frequency, flights, theme, and media
. sales force requirements, techniques, and management
. sales promotion

. publicity and public relations

. electronic promotion (eg.: Web, or telephone)

13.Marketing Strategy - Distribution

. geographical coverage

. distribution channels

. physical distribution and logistics
. electronic distribution

14.Implementation

. personnel requirements

. assign responsibilities

. give incentives

. training on selling methods

. financial requirements

. management information system requirements
. month-by-month agenda

. pert or critical path analysis



. monitoring results and benchmarks
. adjustment mechanism
. contingencies (What if's)

15.Financial Summary

. assumptions

. pro-forma monthly income statement

. contribution margin analysis

. breakeven analysis

. Monte Carlo analysis

16. Appendix

. pictures and specifications of the new product

. results from research already completed



PORTER’S GENERIC STRATEGIES

INTRODUCTION

“Competitive strategy is about being different. It means deliberately choosing to
perform activities differently or to perform different activities than rivals to

deliver a unique mix of value.”

---- Michael E. Porter

Companies the world over are imaginative in conceiving competitive strategies to win
customer favor. The aim of most of the companies is to do a better job of providing

what buyers are looking for and thereby gain the upper hand over rivals.

A competitive strategy concerns the specifics of management’s game plan for

competing successfully and achieving a competitive edge over rivals.

Pitts and Snow defines a competitive advantage as “any feature of a business firm
that enables it to earn a high return on investment despite counter pressure from

competitors”.

A company achieves competitive advantage whenever it has some type of edge over

rivals in attracting buyers and coping with competitive forces.

There are many routes to competitive advantage but they all involve giving buyers
what they perceive as superior value-
¢ A good product at a low price,

+« A superior product that is worth paying more for,



% Or a best-value offering that represents an attractive combination of price,

features, quality, service, and other appealing attributes.

Delivering superior value always requires performing value chain activities differently
than rivals and building competencies and resource capabilities that are never

matched.

THE FIVE GENERIC COMPETITIVE STRATEGIES

Each company employs varying strategies as the circumstances and variables affecting
each company differ widely. Each company uses a strategy that is custom-made to fit
in with its own culture, vision, mission, etc. However, when one strips away the
details to get at the real substance, the biggest and most important differences
among competitive strategies boil down to

*

« Whether a company’s target market is broad or narrow, and

« Whether the company is pursuing a competitive advantage linked to low costs

or product differentiation.

There are five distinct competitive strategy approaches:
1) A low-cost provider strategy: appealing to a broad spectrum of customers by

being the overall low-cost provider of a product or service.

2) A broad differentiation strategy: seeking to differentiate the company’s

offering from rivals in ways that will appeal to a broad spectrum of buyers.

3) A best-cost provider strategy: giving customers more value for the money by

incorporating good-to-excellent product attributes at a lower cost than rivals;



the target is to have the lowest (best) costs and prices compared to rivals

offering products with comparable attributes.

4) A focused (niche) strategy based on differentiation: concentrating on a
narrow buyer segment and out competing rivals by serving niche members at a

lower cost than rivals.

5) A focused (niche) strategy based on differentiation: concentrating on a
narrow buyer segment and out competing rivals by offering niche members
customized attributes that meet their tastes and requirements better than

rivals’ products.



Type of competitive advantage being pursued

Lower cost Differentiation
Broad
Broad
Overall low-cost differentiation
provider strategy strategy
Target
g Best-cost
Market —< provider strategy
Focused low-cost Focused
Narrow strategy differentiation
strategy

Figure: The Five Generic Competitive Strategies - Each Stakes out a Different

Position in the Marketplace



LOW-COST PROVIDER STRATEGIES

A company achieves low-cost leadership when it becomes the industry’s lowest cost
provider rather than just being one of several competitors with comparatively low
costs.

In striving for a cost advantage over rivals, managers must take care to include
features and services that buyers consider essential - a product offering that is too
frills-free sabotages the attractiveness of the company’s product and can turn buyers

off even if it cheaper than competing products.

The low cost leader in any markets gains competitive advantage from being able to
produce at the lowest cost. Factories are built and maintained; labor is recruited and
trained to deliver the lowest possible costs of production. Examples include low-cost
airlines such as Easyjet and Southwest Airlines.

This strategy emphasizes efficiency. By producing high volumes of standardized
products, the firm hopes to take advantage of economies of scale and experience
curve effects.

Maintaining this strategy requires a continuous search for cost reductions in all
aspects of the business. The associated distribution strategy is to obtain the most
extensive distribution possible. Promotional strategy often involves trying to make a

virtue out of low cost product features.

Two major avenues for achieving a cost advantage:

1) Out manage rivals in the efficiency with which value chain activities are
performed and in controlling the factors that drive the costs of value chain
activities.

2) Revamp the firm’s overall value chain to eliminate or bypass some cost-

producing activities.



Controlling the Cost Drivers

There are nine major cost drivers that come into play in determining a company’s
costs in each activity segment of the value chain. They are discussed below:
1. Economies or diseconomies of scale.
Economies of scale arise whenever activities can be performed more cheaply at
larger volumes than smaller volumes and from the ability to spread out certain
costs like R&D and advertising over a greater sales volume. This can be a major
source of cost savings. Simplifying the product line, scheduling longer
production runs for fewer models, and using common parts and components in
different models can usually achieve manufacturing economies. In global
industries, making separate products for each country market instead of selling
a mostly standard product worldwide tends to increase unit costs because of
lost time in model changeover, shorter production runs, etc.
2. Learning curve effects.
The cost of performing an activity can decline over time as the experience of
company personnel builds. Learning curve economies can stem from debugging
and mastering newly introduced technologies, finding ways to improve plant
layout and work-flows, and making product design and modifications that
streamline the assembly process. Speed and knowledge accrue from repeatedly

citing and building new plants, retail outlets, or distribution centers.

3. Cost of key resource inputs
How well a company manages the costs of acquiring key resource inputs is
often a big driver of costs. Input costs are a function of four factors:
a. Union versus non-union labor
Avoiding the use of union labor is often a key to keeping labor input
costs low, not just because unions demand high wages but also because
union work rules can stifle productivity.
b. Bargaining power vis-a-vis suppliers
Many large enterprises have used their bargaining clout in purchasing

large volumes to wrangle good prices on their purchases from suppliers.



Having greater buying power than rivals can be an important source of
cost advantage.
c. Locational variables
Locations differ in their prevailing wage levels, tax rates, energy costs,
inbound and outbound shipping and freight costs, etc. Opportunities may
exist for reducing costs by relocating plants, field offices, warehousing,
or headquarters operations.
d. Supply Chain Management expertise
Some companies have more efficient supply chain expertise than others
and are able to squeeze out savings via partnerships with suppliers that
lower the costs of purchased materials and components, e-procurement
systems, and inbound logistics.
4. Links with other activities in the company or industry value chain.
When the cost of one activity is affected by how other activities are
performed, costs can be managed downward by making sure that linked
activities are performed in a cooperative and coordinated fashion. For
example, when a company’s materials inventory costs or warranty costs are
linked to the activities of suppliers, cost savings can be achieved by working
cooperatively with key suppliers on the design of parts and components, quality
assurance procedures, JIT, and integrated materials supply. The costs of new
product development can often be managed downward by setting up cross-
functional task forces (including representatives of suppliers and key
customers) to work on R&D, product design, manufacturing plans, materials
handling, outbound shipping, and packaging.
5. Sharing opportunities with other organizational or business units within the
enterprise.
Different product lines or business units within an enterprise can often share
the same order processing and customer billing systems, maintain a common
sales force to call on customers, share the same warehouse and distribution

facilities, or rely on a common customer service and technical support team.



Also, the know-how gained in one division or geographic unit can be used to
help lower costs in another.

. The benefits of vertical integration versus outsourcing.

Vertical integration (both backward and forward) allows a firm to bypass
suppliers or buyers with considerable bargaining power. Vertical integration has
potential if there are significant cost savings from having a single firm perform
adjacent activities in the industry value chain. But more often, it is cheaper to
outsource, or hire outside specialists to perform certain functions and
activities, since by virtue of their expertise and volume these specialists can
perform these functions more cheaply than the company can perform them in-

house.

. First-mover advantages and disadvantages.

Sometimes the first major brand is able to establish and maintain its brand
name at a lower cost than later brand arrivals. Examples are eBay,
Amazon.com, Yahoo. On other occasions such as when technology is developing
is fast, late purchasers can benefit from waiting to install second or third
generation equipment that is more cheaper and more efficient; first generation
users often incur added costs associated with debugging and learning how to
use an immature and unperfected technology.

. The percentage of capacity utilization.

Capacity utilization is a big cost driver for those value chain activities
associated with substantial fixed costs. The more capital intensive a business
is, or higher the percentage of fixed costs as a percentage of total costs, the
more important this cost driver becomes because there is such a stiff unit cost
penalty for under-utilizing existing capacity.

. Strategic choices and operating decisions.

A company’s costs can be driven up or down by a fairly wide assortment of
managerial decisions:

Adding/cutting the services provided to buyers.



» Incorporating more/fewer performance and quality features into the product.

» Increasing/decreasing the number of channels used in distributing the firm’s
product.

= Lengthening/shortening delivery times to customers.

= Putting more/less emphasis than rivals on the use of incentive compensation,
wage increases and fringe benefits to motivate employees and boost worker
productivity.

= Raising/lowering the specifications for purchased materials.

Revamping the value chain

Dramatic cost advantage can emerge from finding innovative ways to eliminate or
bypass cost-producing value chain activities. The primary ways companies can achieve

a cost advantage by reconfiguring their value chains include:
1. Making greater use of Internet technology application

Internet has become a powerful and pervasive tool for reengineering company and
industry value chains. For instance, Internet technology has revolutionized supply
chain management. Using software package from any of several vendors, company
procurement personnel can- with only a few mouse click within one seamless
system- check material inventories against incoming customer orders, check
suppliers stocks, check the latest prices for parts and components at auction and

e-sourcing website, and check FedEx delivery schedules.

Electronic data interchange software permits the relevant details of incoming
customer orders to be instantly shared with the suppliers of needed parts and
components. All this lays the foundation for just-in-time deliveries of parts and
components and for the production of parts and components to be matched closely
to assembly-plant requirements and production schedules-and such coordination

produces savings for both suppliers and manufacturers.

Various e-procurement software packages streamline the purchasing process by

eliminating much of the manual handling of data and by substituting electronic



communication for paper documents such as requests for quotation, purchase

orders, order acceptances, and shipping notices.
2. Using direct to end user sales and marketing approaches

Costs in the wholesale retail portions of the value chain frequently represent 35-40
percent of the price final consumers pay. Software developers are increasingly
using the internet to market and deliver their products directly to buyers, allowing
customers to download software directly from the internet eliminates the costs of
producing and packaging CDs and cuts out the host of activities, costs and markups
associated with shipping and distributing software through wholesale and retail

channels.

By cutting all these costs and activities out of the value chain, software developers
have the pricing room to boost their profit margins and still sell their products

below levels that retailers would have to charge.

The major airlines have stopped paying commissions to travel agents on ticket
sales, thereby saving hundreds of millions of dollars in commissions. Airlines now
sell most of their tickets directly to passengers via their web sites, ticket counter

agents, and telephone reservation systems.
3. Simplifying product design

Using computer assisted design techniques, reducing the number of parts,
standardizing parts and components across models and styles, and shifting to an

easy to manufacture product design can all simplify the value chain.
4. Stripping away the extras

Offering only basic products or services can help a company cut costs associated
with multiple feature and options. Stripping extras is a favorite technique of the

no-frills airlines like local companies.

5. Shifting to a simpler, less capital- intensive or more streamlined or flexible

technological process:



Computer assisted design and manufacture or other flexible manufacturing

systems can accommodate both low cost efficiency and product customization.
6. Relocating facilities

Moving plants closer to suppliers, customers both can help curtail inbound and

outbound logistics costs.
7. Dropping the ““something for everyone” approach

Pruning slow selling items from the product lineup and being content to meet the
needs of most buyers rather than all buyers can eliminate activities and costs

associated with numerous product versions.

Companies noted for their successful use of low cost provider strategies include
Lincoln Electric in arc welding equipment, Briggs & Stratton in small gasoline engines,
Picasso in ball pint pens, Black &Decker in power tools, Stride Rite in footwear,
Beaird- Poulan in chain saws, and General Electric and Whirlpool in major home

appliances.

Conditions under which low cost provider strateqy is used

A competitive strategy predicated on low cost leadership is particularly powerful

when:
% Price competition among rival sellers is especially vigorous:

Low cost providers are in the best position to compete offensively on the basis
of price, to use the appeal of lower price to grab sales from rivals, to remain

profitable in the face of strong price competition, and to survive price wars.

« The products of rival sellers are essentially identical and supplies are

readily available from any of several eager sellers

Commodity- like products and/or ample supplies set the stage for lively price
competition in such markets; it is less efficient, higher cost companies whose

profits get squeezed the most.



% There are few ways to achieve product differentiation that have value to

buyers

When the differences between brands do not matter much to buyers, buyers
are nearly always very sensitive to price differences and shop the market for

the price.
% Most buyers use the product in the same ways

With common user requirements, a standardized product can satisfy the needs
of buyers, in which case low selling price, not feature or quality, becomes the
dominant factor in causing buyers to choose one seller’s product over

another’s.

¢ Buyers incur low costs in switching their purchases from one seller to

another

Low switching costs give buyers the flexibility to shift purchases to lower
priced sellers having equally good products or to attractively priced substitute
products. A low cost leader is well positioned to use low price to induce its

customers not to switch to rival brands or substitutes.

/

% Buyers are large and have significant power to bargain down prices

Low cost providers have partial margin protection in bargaining with high
volume buyers; since powerful buyer are rarely able to bargain price down past

the survival level of the next most cost- efficient seller.

+ Industry newcomers use introductory low prices to attract buyers and build

customer base

The low cost leader can use price cuts of its own to make it harder for a new
rival to win customers; the pricing power of the low cost provider acts as a

barrier for new entrants.

As a rule, the more price sensitive buyers are, the more appealing a low cost strategy
becomes. A low cost company’s ability to set the industry’s price floor and still earn a

profit erects protective barriers around its market position.



Benefits of Cost-Leadership Strateqy

/
°

Cost advantage is possibly the best insurance against industry competition.

The threat of cheaper substitutes can be offset to some extent by lowering

prices.

Cost advantage acts as an effective entry barrier for potential entrants who

cannot offer the product/service at a lower price.

Powerful suppliers possess a higher bargaining power to negotiate price
increase for inputs. Firms with low cost can absorb the price increase to some

extent.

Powerful buyers possess a higher bargaining power to effect price reduction.

Firms with low cost can offer price reduction to some extent in such a case.

The Pitfalls of low cost provider Strateqgy

/
°

Perhaps the biggest pitfall of a low cost provider strategy is getting carried
away with overly aggressive price cutting and ending up with lower, rather

than higher profitability.

A second pitfall is not emphasizing avenues of cost advantage that can be kept
proprietary or that relegate rivals to playing catch-up. The value of a cost
advantage depends on its sustainability. Sustainability, in turn, hinges on
whether the company achieves its cost advantage in ways difficult for rivals to

copy or match.

A third pitfall is becoming too fixated on cost reduction. Low cost cannot be
pursued so zealously that a firm’s offering ends up being too features poor to

generate buyer appeal.

Technological shifts are a great threat to a cost leader as these may change the
ground rules on which an industry operate. Technological breakthroughs can

upset cost leadership strategies.



Lower Cost is always relative to what the competitors have to offer. Low cost by it is
not absolute. Cost advantage has to come essentially by operational effectiveness.
Such a cost advantage should also be sustainable i.e. it should not be easily duplicable

by the rivals.



DIFFERENTIATION STRATEGIES

When the competitive advantage of a firm lies in special features incorporated
into the product/service, which are demanded by the customers who are willing to

pay for those, then the strategy adopted is differentiation strategy.

Differentiation involves creating a product that is perceived as unique. The unique
features or benefits should provide superior value for the customer. For Example,
Orient fans, offers premium ceiling fans based on product innovation and superior
technology. The product attributes for differentiation are extra-wide blades, heavy
duty motor, high velocity and maximum area coverage.

Differentiated goods and services satisfy the needs of customers through a
sustainable competitive advantage. These allow company to focus on values that
generate high price and a better margin.

There are additional costs associated with the differentiating product features
and this could require a premium pricing strategy. Such extra costs may include high
advertising spending to promote a differentiated brand image for the product, which
in fact can be considered as a cost and an investment.

There is also the chance that any differentiation could be copied by
competitors. Therefore there is always an incentive to innovate and continuously
improve.

Because customers see the product as unrivaled and unequaled, the price
elasticity of demand tends to be reduced and customers tend to be more brands loyal.
This can provide considerable insulation from competition. In an interesting case,
packaging became the differentiator for Parle Agro when, in 1985, it launched Frooti,
a nonaerated, natural, fruit-based drink, in a tetra pack. The customer perceived
glass-bottled drinks to be synthetic. Frooti went on to become generic to the category
of tetra packed fruit drinks.

To maintain differentiation strategy the firm should have:
¢+ Strong Research & Development skills

¢+ Strong product engineering skills



¢+ Strong creativity skills

¢+ Good cooperation with distribution channels

¢+ Strong marketing skills

% The ability to communicate the importance of the differentiated product
attributes

+«+ Stress continuous improvement and innovation

For example, McDonalds is differentiated by its very brand name and brand images

of Big Mac and Ronald McDonald.

For Achieving Differentiation, a firm can incorporate features that
< Offer utility for the customers and match their tastes and preferences.
+ Lower the overall cost for the buyer in using the product/service.
+ Raise the performance of the product.
¢ Increase the buyer satisfaction in tangible or non-tangible ways.
+« Can offer the promise of high quality of product/service
% Enable the customers to claim distinctiveness from other customers and

enhance their status and prestige among the buyer community.
BMW, Ralph Lauren, and Rolex have differentiation-based competitive advantages

linked to buyer desires for status, image, prestige, upscale fashion, superior

craftsmanship, and the finer things in life

Types of Differentiation Themes

Companies can pursue differentiation from many angles -

« A unique taste, multiple features

K/
0.0

Wide selection and one-stop shopping

¢+ Superior service, spare parts availability

0

» Engineering design and performance

>

» Prestige and distinctiveness, product reliability

L)

¢ Quality manufacture, technological leadership



A full range of services, a complete line of products and top-of-the-line image

and reputation.

The most appealing approaches to differentiation are those that are hard or expensive
for rivals to duplicate. Indeed, resourceful competitors can clone almost any product
or feature or attribute. This is why sustainable differentiation usually has to be
linked to core competencies, unique competitive capabilities, and superior

management of value chain activities that competitors cannot readily match.

Example: Intel uses speed, innovation and manufacturing techniques as basis for

uniqueness

Conditions under which differentiation is used

Large Market: The market is too large to be catered by few firms offering
standardized product/service.

Diversified needs & preferences: The customers’ needs and preferences are
too diversified to be satisfied by a standardized product/service.

Charge Premium Price: It is possible to charge a premium price for
differentiation that is valued by the customer.

Nature of Product/service: The nature of product/service is such that brand
loyalty is possible to generate and sustain.

Scope of increasing sales: There is ample scope for increasing sales for the
product/service on the basis of differentiated features and premium pricing.
Fast-paced Technology change: Rapid innovation and frequent introductions
of next versions help maintain buyer interest and provide space for companies

to pursue differentiating paths.

Benefits of Differentiation Strategy

< Command a premium price for its product because of providing the unique

features which no other firm in the industry is providing.



/

Increase unit sales because additional buyers are won over by the
differentiating features

Gain buyer loyalty to its brand because some buyers are strongly attached to
the differentiated features.

Less Competitive rivalry because the firm following differentiation strategy
distinguish themselves successfully and customers are brand loyal.
Differentiation is a Market and Customer Focused strategy.

The differentiation strategy acts as Entry Barrier because differentiation is an
expensive proposition and the new firms cannot compete with already

established firm which is following differentiation strategy.

The Pitfalls of Differentiation Strateqy

Trying to differentiate on the basis of something that does not lower a buyer’s
cost or enhances a buyer’s well-being, as perceived by the buyer.

Trying to charge too high a price premium which customers are not willing to
pay.

Being timid and not striving to open up meaningful gaps in quality or service or
performance features vis-a-vis the product of rivals - tiny differences between
rivals’ product offerings may not be visible or important to buyers.

First mover advantages with differentiation are limited because resourceful

competitors can copy the differentiated product/service.

In case of several differentiators adopting similar differentiation strategies, the

basis for distinctiveness is gradually lessened and ultimately lost.

The ultimate success of a differentiation strategy lies in its ability to identify a

tangible basis for customers to latch on to the product/service a firm offers. Yet,

there is a paradox here that the more tangible the basis is, the greater are the

chances that a competitor will be able to copy it. So, a firm has to rely on its core or

distinctive competencies to offer a not so tangible differentiation which a customer

could easily relate to and that could be sustained at a price that he or she is willing to

pay.



BEST- COST PROVIDER STRATEGIES

Best- Cost provider strategies aim at giving customers more value for the money. The
objective is to deliver superior value to buyers by satisfying their expectations on key
quality/service/features/performance attributes and beating their expectations on
price.

The firm following Best Cost Strategy has the ability to incorporate attractive
attributes at a lower cost than rivals. Best Cost strategy is a middle ground between
pursuing a low-cost advantage and a differentiation advantage and between appealing
to the broad market and a narrow market niche

Best- Cost strategies are hybrid, balancing a strategic emphasis on low cost
against a strategic emphasis on differentiation.

To become a best-cost provider, a company must have the resources and
capabilities to

achieve good-to-excellent quality,

Incorporate appealing features,

Match product performance and

Provide good-to-excellent customer service - all at a lower cost than rivals.

The competitive advantage of a best- cost provider is lower cost than rivals in
incorporating good-to-excellent attributes, putting the company in a position to under
price rivals whose products have similar appealing attributes.
A best-cost provider strategy can be quite powerful in markets
where buyer diversity makes product differentiation the norm and

Where many buyers are sensitive to price and value.

Example: Toyota has used a best cost approach with its Lexus models.



Risks of Best- Cost provider strategies

The danger of a best cost provider strategy is that a company using it will
Squeeze between the strategies of firms using low cost and differentiation
Strategies
Have fewer customers: Low cost leaders may be able to siphon customers away
with the appeal of a lower price. High end differentiators may be able to steal
customers away with the appeal of the better product attributes

To be successful, a best cost provider
must offer buyers significantly better product attributes in order to justify a
price

has to achieve significantly lower costs in providing upscale features

FOCUSED (OR MARKET NICHE) STRATEGIES

Focus Business Strategy essentially relies on either cost leadership or differentiation
but cater to a narrow segment of the total market. Thus, focus strategies are niche
strategies.

Where an organization can afford neither a wide scope cost neither leadership nor a
wide scope differentiation strategy, a niche strategy could be more suitable.

Competitive advantage is generated specifically for the niche.

Examples of firms that concentrate on a well-defined market niche include eBay (in
online auctions); Porsche(in sports cars); Cannon dale (in top of the line mountain
bikes); Jiffy Lube International (a specialist in quick oil changes and simple
maintenance for motor vehicles); Google (a specialist in internet search engine
software); Pottery Barn Kids (a retail chain featuring children’s furniture and
accessories); and Bandag (a specialist in truck tire recapping that promotes its recaps
aggressively at over 1,000 truck stops). Microbreweries, local bakeries, bed-and-

breakfast inns, and local owner managed retail boutiques are all good examples of



enterprises that have scaled their operations to serve narrow or local customer

segments.

The more commonly used bases for identifying customer groups are the demographic
characteristics - age, gender, income, occupation; geographic segmentation -
rural/urban or Northern/Southern India; or lifestyle - traditional/modern.

For the identified market segment a focused firm uses either the lower cost or
differentiation strategy. With a cost focus a firm aims at being the lowest cost
producer in the niche or segment. With a differentiation focus a firm creates

competitive advantage through differentiation within the niche or segment.

Achieving Focus

Focus is essentially concerned with identifying a narrow target in terms of markets
and customers. The firm seeking to adopt a focus strategy has to locate a niche in the
market where the cost leaders and the differentiators are not operating.
These are the following measures that a focused firm can adopt:
¢+ Choosing specific niches by identifying gaps not covered by cost leaders and
differentiators
+ Creating superior skills for catering to such niche markets
¢+ Creating superior efficiency for serving such niche markets
« Achieving lower cost/differentiation as compared to the competitors while
serving niche markets
+«+ Developing innovative ways to manage the value chain which are different from

the ways prevalent in an industry.

A Focused Low Cost Strateqy

A focused strategy based on low cost aims at securing a competitive advantage by
serving buyers in the target market niche at a lower cost and lower price than rival
competitors. This strategy has considerable attraction when a firm can lower costs

significantly by limiting its customer base to a well-defined buyer segment. Cost focus



is unachievable with an industry depending upon economies of scale. For Example,
Telecommunications.

Focused low cost strategies are common. Producers of private-label goods are
able to achieve low costs in product development, marketing, distribution, and
advertising by concentrating on making generic items imitative of name brand
merchandise and selling directly to retail chains wanting a basic house brand to sell to
price sensitive shoppers.

Several small printer-supply manufacturers have begun making low cost clones
of the premium priced replacement ink and toner cartridges sold by Hewlett-Packard,
Lexmark, Canon and Epson; the clone manufacturers dissect the cartridges of the
name-brand companies and then reengineer a similar version that would not violate
patents. The components for remanufactured cartridges are acquired from various
outside sources, and the clones are then marketed at a price as much as 50 percent
below the name brand cartridges. Cartridges remanufactures have been lured to focus
on this market because replacement cartridges constitute a billion-dollar business
with considerable profit potential given their low costs and the premium pricing of

the name-brand companies.

A Focused Differentiation Strateqy

A focused strategy based on differentiation aims at securing a competitive advantage
by offering niche members a product they perceive as well suited to their own unique

tastes and preferences.

Successful use of differentiation strategy depends on the existence of a buyer
segment that is looking for special product attributes or seller capabilities and on a

firm’s ability to stand apart from rivals competing in the same target market niche.

Companies like Godiva, Chanel, Gucci, Rolex, Rolls-Royce, employ successful
differentiation based focused strategies targeted at upscale buyers wanting products
and services with world class attributes. Indeed, most markets contain a buyer

segment willing to pay a big price premium for the very finest items available, thus



opening the strategic window for some competitors to pursue differentiation based

focused strategies aimed at the very top of the market pyramid.

Conditions under which focus strategies are used

The following are the conditions where the focus strategy is used:

*.
°

There is some type of uniqueness in the segment, which could be geographical,
demographic or based on lifestyle. Only specialized attributes and features
could satisfy the requirements of such a segment.

There are specialized requirement for using the products or services that the
common customers cannot be expected to fulfill.

It is costly or difficult for multi segment competitors to put capabilities in
place to meet the specialized needs of the target market niche and at the
same time satisfy the expectations of their mainstream customers.

The niche market is big enough to be profitable for the focused firm.

There is a promising potential for growth in the niche segment.

The major players in the industry are not interested in the niche as it may not
be crucial to their own success.

The focusing firm has the necessary skill and expertise to serve the niche

segment.

Benefits of Focus Strategies

7
°

A focused firm is protected from competition to the extent that the other firms
which have a broader target do not possess the competitive ability to cater to
the niche markets. In other words, a focused firm provides products/services
that the other firms cannot provide or would not find it profitable to provide.
The competence of the focused firm acts as an effective entry barrier to
potential entrants in the niche markets.

The specialization that focused firm is able to achieve in serving a niche
market acts as a powerful barrier to substitute products/services that might be

available in the market.



< Powerful buyers are less likely to shift loyalties as they might not find others

willing to cater to the niche markets as the focused firms do.

Risks associated with focus strategy

/

¢+ Serving niche markets requires the development of distinctive competencies to
serve those markets which may be a long-drawn and difficult process.

¢ Being focused means commitment to a narrow market segment. It may be
difficult for the focused firm to move onto other segments of the market.

% The costs for the focused firms are higher as the markets are limited and
volume of production and sales small.

« Niches may become attractive enough for the bigger players to shift attention
to them which pose a threat to the focused firms.

¢ Rivals may out focus the focused firms by devising ways to serve the niche

markets in a better manner.

CONCLUSION

Porter’s generic strategies framework suggests that a company can maximize

performance by striving to be the cost leader in an industry, by differentiating its
products or services from those of other companies, and by focusing on a narrow

target in the market.

Each of the five generic competitive strategies positions the company differently in
its market and competitive environment. Each establishes a central theme for how

the company will endeavor to out compete rivals. Each creates some boundaries and



entails differences in terms of product line, production emphasis, marketing emphasis

and means of sustaining the strategy.

Each of the generic strategies has advantages and inherent risks that should be
analyzed carefully with respect to the company and its competitors. It is noted that in
practice, most successful companies make use of a combination of low cost and

differentiation strategies, which is true even in the context of online business.

It is seen that Porter’s generic strategies can be effective in defending against

competitive forces in the industry. But, analysts must use the generic strategies

analysis as only a part of a broader strategic analysis.

It is important to conduct the analysis with an open mind, and to explore the relative
advantages, disadvantages, and risks that the various strategies may offer to a
company vis-a-vis the competition and overall business environment.
Having a competitive edge over rivals is the single most dependable contributor to
above-average company profitability. Hence, by making a strong and unwavering
commitment to one of the five generic strategies, a company can achieve sustainable

competitive advantage.



Business Plan

A business plan is a summary of how a business owner, manager, or entrepreneur
intends to organize a commercial endeavor and implement activities necessary and
sufficient for the venture to succeed. It is a written explanation of the Companies

business model.

Business plans are used internally for management and planning and are also used
to convince outsiders such as banks or venture capitalists to invest money into a

venture.

Business plans are noted for often quickly becoming out of date. One common
belief within business circles is that the actual plan may have little value, but
what is more important is the process of planning, through which the manager

gains a greater understanding of the business and of the options available.

Content of a business plan

A business plan can be seen as a collection of sub-plans including a marketing
plan, financial plan, production plan, and human resource plan. The business plan

has many forms. There is however a format that is typical:

Executive summary
explains the basic business model
gives rationale for the strategy
Background
gives short history of company (unless it is a new company)
provides background details such as:
age of company

number of employees



annual sales figures
location of facilities

form of ownership including

. sole proprietor

. Partnership

. entrepreneurial startup

. private corporate startup

. Publicly traded corporation.
. public utility

. Non profit Organization

background of key personnel including
owners
senior managers
head scientists and researchers
Marketing
the macro-environment
the competitive environment
the industry
the customer’s priorities
product strategy
pricing strategy
promotion strategy
distribution strategy
Production and manufacturing
describe all processes
production facility requirements - size, layout, capacity, location

inventory requirements - raw materials inventory, finished goods

inventory, warehouse space requirements

equipment requirements



supply chain management requirements
fixed cost allocation
Finance
source of funds
expected return
break even analysis
monthly pro-forma cash flow statement
existing loans and liabilities
Human resources
assign responsibilities
training required
skills required
union issues
compensation
skills availability

new hiring

Specialized sections such as product research and development, legal strategies,
marketing research, or inter-company collaborations, are added to deal with

unique features or characteristics of the business or its markets.



Strategic Planning

Strategic planning is a way to identify and move toward desired future states. It is
the process of developing and implementing plans to reach goals and objectives.
Strategic planning is applied primarily in military affairs (where it is called military
strategy), and in business activities. Within business it is used to provide overall
direction to a company (called strategic management), in financial strategies, in
human resource/organizational development strategies, in information technology

deployments, and to create marketing strategies, to name just a few applications.

But it can also be used in a wide variety of activities from election campaigns to
athletic competitions. This article looks at strategic planning in a generic way so

it's content can be applied to any of these areas.

A good strategy will be:

capable of obtaining the desired objective

a good fit between the external environment and an organizations resources
and core competency - It must be feasible and appropriate

capable of providing the organization with a sustainable competitive
advantages - It should be unique and sustainable

dynamic, flexible, and able to adapt to changing situations

sufficient on its own - ie.: valuable without cross-subsidization

Methodologies

Most strategic planning methodologies are based on a three step process

(sometimes called the STP process):

Situation - Where are we right now? How did we get here?
Target - Where do we want to be? What is our objective?

Path - How can we get there?



In general terms, there are two ways of doing strategic planning:

Strategy as logical incremental steps
formal approach

4 steps:

Situation analysis including environmental scanning, internal resource
assessment, external assessment, intelligence gathering, an assessment of the

current situation

SWOT (Strengths, Weaknesses, Opportunities, Threats) - isolate those aspects
of the environment that are particularly important

Strategy development including determining vision, mission, objectives, and
stratagem generation. Strategic plan including strategy specification and resource
allocation

GTSM (Goals, Targets, Strategies, Measures) - the setting of goals, targets, and

measurable objectives (implementation, monitoring, adjustment, and control)

Strategy as revolution
Identify the unquestioned beliefs in your industry and challenge them -
Look for opportunities to re-write the rules of the industry. Look for major
discontinuities in technology, lifestyle, habits, and geopolitics, and embrace the
change wholeheartedly - Do not waste time making small incremental adjustments
- Be prepared to create a completely new business model at any time more a
mind-set than a formal technique not rule or ritual oriented, not reductionism, not

reactive, not autocratic.

A distinction is frequently made between strategy and tactics. Strategy is planning
how to get where you want to go. Tactics is the implementation of these plans. It
deals with specific actions by particular people. Some theorists claim that it is a
mistake to separate strategy and tactics. Constantinos Markides describes strategy
formation and implementation (tactics) as an on-going, never-ending, integrated

process requiring continuous reassessment and reformation. Strategic planning is



planned and emergent, dynamic, and interactive. J. Moncrieff also stresses
strategy dynamics. He recognized that strategy is partially deliberate and partially
unplanned. The unplanned element comes from two sources: “emergent
strategies” (result from the emergence of opportunities and threats in the
environment) and “Strategies in action” (ad hoc actions by many people from all

parts of the organization).

Henry Mintzberg could not identify one process that could be called strategic

planning. Instead he concludes that there are five types of strategies. They are:

Strategy as plan
Strategy as ploy
Strategy as pattern
Strategy as position

Strategy as perspective

Goals and objectives

Any differences between your current situation and the future aspirational state
can be though of as a deficiency or gap. Objectives and goals are how we
eliminate this gap. Some writers distinguish between goals (that are inexactly
formulated and lack specificity) and objectives (which are exactly and
guantitatively formulated as to time frame and magnitude of effect). For
example, a goal might be ambiguously stated as "I want to get lucky tonight".
Converting this into an objective, it becomes "I want to make $100 at the Black
Jack table by 8 o’clock tonight. Not all authors make this distinction, preferring to
use the two terms inter-changeably. When goals are used in the financial arena,

they are often called targets.

People typically have several goals at the same time. Goal congruency refers to

how well the goals combine with each other. Is one goal incompatible with



another? Do they fit together to form a unified strategy. Goal hierarchy is the
nesting of one goal into another. It is best to have short-term goals, medium term
goals, and long-term goals. The short-term goals are fairly easy to attain, just
slightly above your reach. At the other extreme, long-term goals are very difficult,
almost impossible. Goal sequencing refers to using one goal as a stepping-stone to
the next. You start by attaining the easy short-term goals; they step up to the

medium, then long-term goals. Goal sequencing can create a "goal stairway".

In an organizational setting, goals must be coordinated so that they do not
conflict. The goals of one part of the organization must be compatible with other
parts of the organization. Individuals within organizations will typically have
personal goals. These must also be compatible with the overall goals of the

organization.

Mission statements and vision statements

Goals and objectives are often summarized into a mission statement or vision
statement. A vision statement describes in graphic terms where you want to be in
the future. It describes how you see events unfolding in 10 or 20 years if
everything goes exactly as you hope. A mission statement is similar except it is
more immediate. It details what you will do today to attain your goal, purpose, or
mission. Ford's brief but powerful slogan, "Quality is Job 1" is a mission statement.
However most mission statements are more detailed often describing what will be
done, by whom, for whom, and why. For example: "Our mission is to meet or
exceed the demands of business computer users by offering a level of service that
surpasses anything available in the Tritown area while providing our employees
with a stimulating environment in which to grow and providing our shareholders

with a return that is above the industry average."

Vision statements tend to be more graphic and abstract than mission statements

(that tend to be more concrete and proscriptive). A vision statement "paints a



picture" of ideal future outcomes. Whereas the mission statement provides
immediate guidance, a vision statement inspires. An athlete might have a vision of
walking up the steps to a podium where she accepts a gold metal. Her vision
statement would describe this event. In the 1980s, Bill Gates had a simple vision:
"To see a computer on every desk, a computer that he produced.” Variations of
this vision have inspired and guided him throughout his career (anti-monopoly law

suit not withstanding). An effective vision statement is:

clear and unambiguous

paints a vivid picture

describes the future

is memorable and engaging

involves aspirations that are realistic

is aligned with the organizations values and culture

is driven by customer needs (if it is for a business organization)

To be really effective, a vision statement must be assimilated into the
organizations culture. It is the leader's responsibility to communicate the vision
regularly, create narratives that illustrate the vision, act as a role-model by
embodying the vision, create short-term objectives that are compatible with the
vision, and encourage others to craft their own personal vision compatible with

the organization's overall vision.

Why strategic plans fail

In general, strategic plans can fail for two types of reasons: inappropriate
strategy, and poor implementation. Strategy can be inappropriate due to:
inaccurate intelligence gathering, failure to understand the true nature of the
problem, the strategy is incapable of obtaining the desired objective, the strategy

is a poor fit between the external environment and an organizations' resources, or



it is not feasible. A strategy can be implemented poorly due to: over-estimation of
resources and abilities, failure to coordinate, ineffective attempt to gain the
support of others, under-estimation of time, personnel, or financial requirements,

and failure to follow the plan.

Micheal Porter’s's ground breaking 1979 theory, there are 5 forces that influence a
firm's competitive strategy. Four forces -- the bargaining power of customers, the
bargaining power of suppliers, the threat of new entrants, and the threat of
substitute products -- combine with other variables to influence a fifth force, the

level of competition in an industry. Each of these forces has several determinants:

The bargaining power of customers
buyer concentration to firm concentration ratio
bargaining leverage
buyer volume
buyer switching costs relative to firm switching costs
buyer information availability
ability to backward integrate
availability of existing substitute products
buyer price sensitivity
price of total purchase
The bargaining power of suppliers
supplier switching costs relative to firm switching costs
degree of differentiation of inputs
presence of substitute inputs
supplier concentration to firm concentration ratio
threat of forward integration by suppliers relative to the threat of
backward integration by firms
cost of inputs relative to selling price of the product

importance of volume to supplier



The threat of new entrants
the existence of barriers to entry
economies of scale
proprietary product differences
brand equity
switching costs
capital requirements
access to distribution
absolute cost advantages
learning curve advantages
expected retaliation
government policies
The threat of substitute products
buyer propensity to substitute
relative price performance of substitutes
buyer switching costs
perceived level of product differentiation
The intensity of competitive rivalry
power of buyers
power of suppliers
threat of new entrants
threat of substitute products
industrial growth
industry overcapacity
exit barriers
diversity of competitors
informational complexity and asymmetry
brand equity

fixed cost allocation per value added



This 5 forces analysis is just one part of the complete Porter strategic system. The
other elements are strategic groups (also called strategic sets), the value chain,
the generic strategies of cost leadership, differentiation, and focus, and the
market positioning strategies of value based, needs based, and access based

market positions.

Manufacturing and manufacturing systems

Manufacturing



Manufacturing Strategies

Manufacturing is the transformation of raw materials into finished goods for sale,
or intermediate processes involving the production or finishing of semi-

manufactures. It is a large branch of industry and of secondary production.

Although handicraft production has been with us for many millennia, modern-style
manufacturing is generally regarded as beginning around 1780 with the British
Industrial revolution, spreading thereafter to Continental Europe and North

America, and subsequently around the world.

While it remains a huge part of the modern world economy—perhaps a quarter of
aggregate world production of goods and services—many of the world's wealthier
nations devote an ever smaller proportion of their workforce to manufacturing
activity owing to relocation of enterprises to lower-wage countries and the rising

proportion of economic activity devoted to service activity.

Mass Production

Mass production is the production of large amounts of standardized products on
production lines. It was popularized by Henry Ford in the early 20th Century,

notably in his Ford models.

Mass production is notable because it permits very high rates of production per

person and therefore provides very inexpensive products.

The economies of mass production come from several sources. The primary cause
is a reduction of nonproductive effort of all types. In craft production, the
craftsman must bustle about a shop, getting parts and assembling them. He must
locate and use many tools many times, perhaps hundreds of times to assemble a

complex product such as a clock.



In mass production, each worker repeats one or a few related tasks that use the
same tool to perform identical or almost identical operations on a stream of
products. The exact tool and parts are always at hand. The worker spends no time

going and getting them.

Mass production systems are usually organized in assembly lines. The assemblies

pass by on a conveyor, or if they are heavy, hung from an overhead monorail.

In a factory for a complex product, rather than one assembly line, there may be
many auxiliary assembly lines feeding sub-assemblies (i.e. car engines or seats) to
a backbone "main" assembly line. A diagram of a typical mass-production factory

looks more like the skeleton of a fish than a single line.

Another important economy is that the factory can purchase very large amounts of
materials. This reduces the overhead costs (shipping, purchasing negotiations,

paperwork, etc.) associated with purchasing the parts.

A final very important strategy is vertical integration. In this strategy, the
manufacturer produces all or most of the parts and subassemblies that go into the
product. For example, at one point, Ford motor company literally mined iron ore
in Minnesota and turned it into cars in Detroit, capturing all the profits from all

the processes that added value to iron ore.

Nowadays, rather than assembling everything, factory managers choose which
assemblies to produce based on the return on investment (ROI) that each assembly
process can produce. The basic plan is to out-source unprofitable subassemblies to
other organizations. Often, such organizations can afford specialized equipment or
organization that makes them substantially more efficient than an ordinary factory

at a particular task.



Pre Industrial Revolution

While Ford was first to introduce mass production in recent times, the idea was
first developed in Venice several hundred years earlier, where ships were mass-

produced using pre-manufactured parts, and assembly lines.

The Venice Arsenal apparently produced nearly one ship every day, in what was

effectively the world's first factory that, at its height, employed 16,000 people.

Books were already mass produced since Johannes Gutenberg’s Bible was
published in the mid-1400s.

Industrial Revolution

During the Industrial Revolution simple mass production techniques were used at
the Portsmouth Block Mills to manufacture ships' pulley blocks for the British Navy
during the Napoleonic Wars. It was also used in the manufacture the of clocks and

watches, and in the manufacture of small arms.

Batch Production

Batch production is a method used to produce or process any product in groups
that can be called batches, as opposed to a continuous production process. For
example baked goods such as cakes are typically produced in batches, while oil
refineries may use continuous processes that do not involve grouping of the
product. An example of a material that may be produced in either a batch or a

continuous process is Titanium metal

New Product Development

New Product Development is a business and engineering term which describes the
complete process of bringing a new product to market. There are two parallel

aspects to this process: one involves product engineering; the other marketing



analysis. Marketers see new product development as the first stage in Product Life

Cycle Management.

Types of new products

There are several types of new products. Some are new to the market, some are
new to the firm, and some are new to both. Some are minor modifications of
existing products while some are completely innovative. These are displayed in the

following diagram.

The process

There are several stages in the new product development process:

1 Idea Generation
ideas for new products obtained from customers, R&D department,
competitors, focus group, employees, or trade shows
formal idea generating techniques include attribute listing, forced
relationships, brainstorming, morphological analysis, and problem analysis
2 ldea Screening
eliminate unsound concepts
must ask three questions:
will the target market benefit from the product
is it technically feasible to manufacture the product
will the product be profitable
3 Concept Development and Testing
develop the marketing and engineering details
who is the target market
what benefits will the product provide

how will consumers react to the product



how will the product be produced
what will it cost to produce it
test the concept by asking a sample of prospective customers what they
think of the idea
4 Business Analysis
estimate likely selling price
estimate sales volume
estimate profitability and breakeven point
5 Beta Testing and Market Testing
produce a physical prototype or mock-up
test the product in typical usage situations
make adjustments where necessary
produce an initial run of the product and sell it in a test market area to
determine customer acceptance
6 Technical Implementation
New program initiation
Resource estimation
Requirement publication
Engineering operations planning
Department scheduling
Supplier collaboration
Resource plan publication
Program review and monitoring
Contingencies - what-if planning
7 Commercialization
launch the product
produce and place advertisements and other promotion
fill the distribution pipeline with product

critical path analysis is useful at this stage



These steps may be iterated as needed. Some steps may be illuminated. To reduce
the time the process takes many companies are completing several steps at the
same time (referred to as concurrent engineering). Most industry leaders see new
product development as a proactive process where resources are allocated to
identify market changes and seize upon new product opportunities before they
occur (in contrast to a reactive strategy in which nothing is done until problems
occur). Many industry leaders see new product development as an ongoing process
(referred to as continuous development) in which a new product development

team is always looking for opportunities.
Protecting new products

When developing a new product many legal questions arise, including: How do |
protect the innovation from imitators?; Can the innovation be legally protected?;
For how long?; How much will this cost?. The answers are complicated by the fact
that several legal concepts may apply to any given innovation, product, process, or
creative work. These include patents, trademarks, service marks, trade name,
copy right, and trade secrets. It is necessary to know which are applicable and
when each is appropriate. This varies somewhat from jurisdiction to jurisdiction.

The advice of a lawyer that specializes in these matters is essential.

Generally, copyrights are fairly easy to obtain but are applicable only in certain
instances. Patents on the other hand, tend to involve complex claims and approval
processes, tend to be expensive to obtain, and even more expensive to defend and

preserve



Purpose & Objectives

The objective of this feasibility study is to understand practical implications of
corporate finance, primarily to facilitate potential entrepreneurs in project
identification for investment. This report may form the basis of an important
investment decision and in order to serve this objective, this report covers various
aspects of project concept development, start-up, and production, marketing,
finance and business management. But as per requirement of our report we will
only emphasize on the ‘corporate finance’ section in which we would give all the
numeric and theoretical information and the basis of financial analysis. This
particular feasibility is regarding ‘“Bakery & Confectionery” and “Hospital”.
Following are some crucial concepts which form the basis of any investment

decision.

Before making any investment decision, it is very important to evaluate the
associated risk factors by taking into consideration certain key elements.

Number of customers to the Bakery & Confectionery and Hospital will
determine the financial success of the business.

Size of the investment and proposed production in business.

Revenue generating capacity of the business and spending capacity of the
population.

Selection of right location for an outlet is an important factor in the popularity
of any Bakery & Confectionery. Initially outlet is planned and in future new outlets
will be added so as to capture the desired targeted population.

It is a general observation in Pakistan that every celebration is accompanied
with sweets and cakes. We will introduce our product in new way that people
come to our outlet in more frequently in our national and religious occasions like

EIDs, weddings and other celebration parties.

In addition to above stated products, provision of other general items for the

customers also plays a major role in the popularity of the Bakery & Confectionery.



General items include drinks, eggs, chocolates, candies, jams, jellies, ice creams

and related products.



Business PLAN

The proposed project presents an investment opportunity in setting up a Bakery &

Confectionery. Major products in this case would be cakes, snacks, sweets &
nimko, biscuits, bread and general items. According to the final site selection and
amount of investment being incurred by an investor. Although for this particular
project study only Bakery & Confectionery items along with general items are
included, however, bread production unit covering bread, bun, and Rusk and allied
items is not incorporated in this study. The reason being that bread production
unit in itself is a complete unit and requires heavy investment. Almost all the
Bakers & Confectioners purchase bread items from specialized bread-

manufacturing units.

Capacity and Rationale

Project Capacity can not be based on machinery capacity, as the same oven will
be having different capacities for different products. This business segment is
labor intensive. The proposed bakery outlet will be working from 6.00-am morning
to 12.00 midnight. These outlets determine the factory timing for production. It is
proposed that 2 shifts are necessary for production. The interesting fact is that

these two shifts include only 3 or 4 pure working hours.

Number of working days has been taken as 365 with average 2 shifts per day.
Initial Capacity of the Bakery & Confectionery is calculated on the basis of total
expected sales of items. Maximum sales are expected in festival months and in

winter or spring season.

However, in order to calculate average monthly sales, potential revenue is
estimated by using the potential demand estimates. It is expected that annual

increase in sales would be 20%. Although due diligence is carried out in estimating



these numbers, the final outcome will vary depending on the selection of location,

pricing, product mix and the marketing strategies.

Proposed Product Mix

This feasibility is developed for a project based on a production plant along with 1
outlet in a famous city area. Selection of outlet would totally depend upon the mix
of target population. For example if we start this business in a bigger area, one
might select more sophisticated outlet with the emphasis on best decor and
interior design. It is also important to change the mix of both bakery and general
items according to sale trends of a particular outlet. In this study it is assumed
that 30% sales will be consisting of general items but this combination would be

different in different items and according to consumer behaviors.



| ocation

In Lahore city there many major players are playing in bakery & confectioners
business, it is very difficult to defeat them in short time, Ultimately it has to be
observed that how to compete and build the name of the Bakery & Confectionery.
Areas like Defence, Gulberg, Model Town need heavy investment and areas like
Saman Abad, Allama Igbal Town, Johar Town and Old City needs more traditional
varieties of foodstuff. We would open our first outlet in Lahore’s most rush area of

‘Moon Market’ Allama Igbal town.

As a heavy competition and proper positioning of the brand name, one has to open
outlet in the vicinity of competitors (Gourmet, Shezan Bakers, Rahat Bakers,
United Bakery, Cakes & Bakes etc.). This will be a direct marketing of the brand

name for the best quality and the best competitive price.

Our marketing strategies need to determine where the product will be sold and
methods of distribution including transportation and storage. Also for
taste/enjoyment consumers are demanding a higher standard of food quality.
Value for money and choice and exposure to new foods both have resulted in
demand for diversity in terms of food varieties and uses. Food safety is a major
issue around the world and consumers are looking for fresh and hygienic foods and

which are made from natural products (i.e. free of preservatives).

Market Entry Timing

As the main decisive factors in this case are events and season, the investor will
have to match the timings with these two limitations. Especially to open a bakery
chain before Eid is advisable. The peaks can be classified as winter/ spring and Off

Peaks as summer.

Key Success Factors



Some of the Key Success factors that will determine the success of this project
include:

Products range selection and introduction of sitting areas.

Quality and Innovation in products.

Selection of location.

Pricing strategy.

Understanding of target customers, alternative availability (product
differentiation).

Launching time.

Hygienic conditions.

Strategic Decisions
Marketing

Marketing and branding of Bakery & Confectionery will play a key role in the
mobilization of targeted number of customers. Major marketing options include,
site advertisement, cable ads and handbills among other traditional marketing
channels. Before launch of the project, it is recommended that a research for
understanding the dynamics of the targeted market should also be carried out, to

design the products as well as the promotional strategy.
Pricing

The following factors determine the price of the product:
Positioning of the product
Cost of developing and manufacturing the product.
Cost of competitive products.

Condition of the economy.

Product



The proposed bakery will be offering a large variety of quality products at
competitive prices. The product line will be including different types of fresh
cream cakes, dry cakes, snacks, sweets and nimko and biscuits. As the production
will depend on the sales potential, the sales are estimated depending upon the

industry norms. The project will be having outlet sales of its own.

Due to a large range of products offered on the proposed bakery, it is not possible
to list down the costing of each and every item. An approximate percentage is

used for different items.

Technology & Process

The proposed project will be using local machinery or 2nd hand imported
machinery available locally. Local machinery and installations are quite
competitive in price in comparison to the foreign equipment and installations.
Additionally, it is linked with the viability of the project as the foreign new

machinery and installation would not be feasible due to the high costs involved.



Economic and

Financial
Analysis

—




PROJECT COSTS

Rs.
% age Total
Building and Civil Works 320,000
Plant and Machinery 270,000
Contingencies 25,000
Furniture, fixture and office equipment 225,000
Net initial working capital 160,000
1,000,000
Debt Equity Ratio
Debt 50% 500,000
Equity 50% 500,000
1,000,000
Financial Summary
Debt Equity Split 50:50:00
Projected Life 10 years
Repayment of long term loan 5 years
Grace period for long term loan 1 year

Mark up rate for long term loan 12%




Project cost

Project cost is estimated one million for this project. All the cost is split in

different part of the project. We would here explain all the assumptions.
Building & Shop

Building with one shop will be rented; Building will have one story with two rooms
with open front ground floor shop. We will make rent contract 2, 00,000 will be

paid in advance as security, 1, 20,000 will be paid in advance for three months.

Contingencies

Contingencies charges for tax registration and other legal charges are estimated to
be paid. It will be charge as revenue expense and will be deduct in first year

income statement.

Working capital
Working capital is estimated 1, 60,000 for paying current operational expenses
before starting business, working capital will use to purchase raw material,

salaries and other general items.
Long term Debt

We estimated our debt equity ratio 50:50. We would borrow amount of 5,00,000 from
bank @ 12 % annual interest loan will have five year of time for maturity. Bank is also

offering one year for grace in loan.

Equity



We two partner will introduced 50 % of the total investment in this project which

is 5, 00,000, we will equally share this equally.



I Projected Income Statement

Rs. in Thousands

Year 1 Year 2 Year 3 Year 4 Year 5
Net Sales 5,400 6,480 7,776 9,331 11,197
Cost of sales
Salaries, wages and
benefits 378 453.6 544.32 653.18 783.82
Raw material
purchases 2430 2916 3499.2 4199.04 5038.85
Other production
overheads 540 648 777.6 933.12 1119.74
Fuel and power 432 518.4 622.08 746.5 895.8

3,780 4,536 5,443 6,532 7,838
Gross Profit 1620 1944 2332.8 2799.36 3359.23
Administrative & Selling
Expenses
Salaries, wages and
benefits 540 648 777.6 933.12 1119.74
Other Admin expenses 162 194.4 233.28 279.94 335.92
Depreciation 99 99 129 131 182
Project operational cost 145

946 941.4 1139.88 1344.06 1637.67
Operating Profit 674 1002.6 1192.92 1455.3 1721.56
Non-Operating Expenses/Income
Financial expenses 55.82 45.97 34.88 22.37 8.29
Profit Before Tax 618.18 956.63 1158.04 1432.93 1713.27
Tax @ 24 % average 148.36 229.59 277.93 343.9 411.19
Profit After Tax 469.82 727.04 880.11 1089.03 1302.09
Retained earnings - - 469.82 1196.86 2076.97 3166




opening

Retained earnings -
closing 469.82 1196.86 2076.97 3166 4468.08

Annual Sales

Sales are predicted as average on all the item we will produced and purchase from
standard producers, it is assumed that there will be 360 operating days and Rs.

15,000 sales for first year.

Cost of sales

Cost of sales is comprised in different classifications. Cost of sales is calculated on

annual sales basis. All the costs are calculated on the percentage to sales.

Following are the classifications of cost of sales.

Factory Salaries and wages 7%
Raw material 45%
Other production overheads 10%
Fuel and power 8%

All factory costs are including transportation charges, packing and finishing. All

costs are apportioned on all processes.

Administrative and selling expenses

Selling and admin expenses are also estimated on percentages of annual sales

basis. These are classified as follows

Salaries and wages 10%
Other admin expense 3%

Depreciation



Salaries for sales men and helpers sweepers, security guards, and are calculate on

annual sales, other admin expenses included stationeries and printing etc.
Depreciation
Depreciation is calculated on straight line method on five years. There will be no

salvage or resale value is estimated. Following are the assets which are supposed

to be depreciated.

e m BEEN

Rs. In Thousands
Plant &
Machinery
Opening
balance 270 216 222 206 430
Purchased 270.00 0 60 50 300 59
Depreciation 0 -54 -54 -66 -76 -104
Net Book
Fixture &
Furniture
Opening
balance 225 180 225 212 321
Purchased 225 0 90 50 164 100
Depreciation 0 -45 -45 -63 -55 -78
Net Book




Interest Expenses

Interest is calculated @ 12% annual, amortization table is prepared for loan
payments and interest expenses. Monthly installment is estimated to pay against

loan.

Tax rate

Tax rate is determined on average basis. Actual rate of annual income tax is
obtained from taxation resources and average tax is calculated. Annual income tax
and sales tax is 24% on average.

Retained Earning

Retained earning will be transfer to balance sheet, there is no appropriation for

retained earning till will are not paid all long-term obligations. Cumulative earning

is made to evaluate that how long we need to go to return our actual investment.



Projected Balance Sheet

Rs. in Thousands

Year 0O ' Year1l | Year2 Year 3 Year 4 Year 5
Fixed assets
Net book value
Plant & Machinery 270 216 222 206 430 385
Furniture & Fixtures 225 180 225 212 321 343
Advance for Rental building 200 200 200 200 200 200
Prepayment & Contingencies 145 - - - - -
Total Fixed Assets 840 596 647 618 951 928
Current assets
Raw Material - 432 5184 622.08 746.48 895.76
Packing Material - 27 324 38.88 46.66 55.99
Stores and Spares - 13.5 16.2 19.44 23.33 27.99
Finished goods - 270 324 388.8 466.55  559.85
Trade Debtors- outside sales - 108 129.6 155.52 186.62 223.94
Advances to suppliers - 135 162 194.4 233.28  279.93
Cash & Bank 160 648 1207.6 1982.12 2583.72 3733.64
160 1633.5 2390.2 3401.24 4286.63 5777.09
1,000 = 2,230 3,037 4,019 5,238 6,705
Financed by :
Owner’s capital 500 500 970 1,697 2,577 3,666
Retained earnings - 470 727 880 1,089 1,302
500 970 1,697 2,577 3,666 4,968
Long term loans 500 422 335 236 125 0
Long-term Liabilities & capital 1,000 1,392 2,032 2,813 3,791 4,968
Current liabilities
Trade Creditors
Raw Material - 500 600.05 720.06 864.05 1036.84
Packing Material - 60 71.93 86.31 103.57 124.29
Stores and Spares - 7.8 9.07 10.89 13.06 15.68
Accrued & others - 270 324 388.8 466.55  559.85
0 837.8 1005.05 1206.06 1447.24 1736.65




1,000 2,230 3,037 4,019 5,238 6,705

Fixed Assets

Plant & Machinery

Fixture and furniture
A detailed table for the calculation of plant and machinery and fixture and

furniture is provided above and all the additions and deletion as depreciation is

shown in the table.

Advance for rental Building

Advance for rental building is assumed capitalized and it will remain the same

until any alteration or changes in rent contract are made.

Prepayments and contingencies

Prepayments and contingencies are shown in year-0 balance sheet these would be

charge as revenue expense and will deduct in income statement of first year.

Current assets are calculated on the assumption that amount of 1, 60,000 is
required for initial working capital and then all current assets are estimated

against annual sales.



Owner’s Capital

Owner’s capital is cumulative as annual retained earning after paying long-term
obligations. Both owners’ would not entitle to withdraw any amount until the
entire long-term loan paid.

Long-term Loan

Long term will be decreasing annually over five year time annual payments of loan

amount is estimated and deducted.

Current Liabilities

Current liabilities are also projected on percentage to annual sales basis and all

current liabilities are assumed to be increase as increase in annual sales.



EBIT
Annual Depreciation

Taxes

Operating cash Flows
Discount Factor 12%
Total Present

value

Initial investment

Operating cash Flows
Discount Factor 79.40 %
Total present

value

Initial Investment

All amount in ,000 Rupees

674 1,002.60 1,192.92 1,455.30 1,721.56

99 99 129 131 182

773 1,101.60 1,321.92 1,586.30 1,903.56

148.36  -229.59  -277.93 -343.9 -411.19

0.8929 0.7972 0.7118 0.6355 0.5674

557.74 695.17 743.11 789.55 846.77 3,632.34
1,000.00

NPV 2,632.34

0.5574  0.3107 0.1732 0.0965 0.0538

348.18 270.94 180.81 119.94 80.31 1,000.19
1,000.00
0.19




Initial -

Investment 1,000

Cash Inflows 1,000 624.64 872.01 1,043.99 1,242.40 1,492.37

Cumulative cash flows 375.36 496.65 1,540.64 2,783.04 4,275.41

Pay back 1.43 yrs

IRR 79.4%"
All amount in ,000 Rupees

Ending Net fixed Assets 396.00 447.00 418.00 751.00 728.00

Beginning - - - -

Assets 495.00 396.00 447.00 418.00 -751.00
Depreciation 99.00 99.00 129.00 131.00 182.00

Net Capital Spending - - - - - I

All amount in ,000 Rupees




Introduction

The proposed project is for setting up a private hospital. This hospital would be a
general hospital catering both to indoor as well as outdoor patients. The hospital
indoor facilities would include a 30-bed in-patient department with a fully
functional operation theatre capable of conducting major types of surgeries. The
outdoor facilities would include a diagnostic clinic consisting of a complete
medical laboratory and a radiology department. An idea of the competing
hospitals and general practitioners in Lahore where the hospital will be set up is

very critical.

Investment Opportunity

Growing number of patients and lack of maintained infrastructure has put
tremendous pressure on Government hospitals. That is the main reason in a rising
demand for health services in the private hospitals. Moreover, introduction of
latest technology, hygienic environment and professional staff attitude at private
hospitals has also contributed to the popularity of the hospitals in private sector.
In addition to this, increasing trend of medical diagnosis through sophisticated
scientific medical tests has increased the need of high capital investment in the
Health care department. We have tried to search opportunity and provide latest
and dependable diagnostic services on round the clock basis, which not available
in the Government hospitals. The hospital is a capital-intensive project. Once the
required infrastructure is developed, the management focus would shift to
maintain its repute, provide quality services and engage reputed consultants to
attract patients. Considering the current market structure, the key success factor
for our successful hospital is the provision of modernized consultancy and

diagnostics services in multidisciplinary areas.

Threats for the Investment



One of the major threats to the hospital is a high turnover rate of medical,
paramedical staff and the consultants. To retain the consultants and other medical
staff, salary package should be competitive. We will provide incentives to our
Medical staff to attract them stay longer in our hospital and assure to work for

their best interests.



Location

Site selection

On the basis of the following factor we have decided to choose the location
because, a location factor is an instantaneous overall total project factor for
translating all of the project cost elements of a defined construction project
scope of work from one geographic location to another. This factor recognizes
differences in productivity and costs for labor, engineered equipment,
commodities, freight, duties, taxes, procurement, engineering, design, and
project administration. We have searched the best possible site available for
our hospital and we carefully analyzed our findings, and we have decided to
build our hospital in area where trend of living is high. The new housing
societies are being developed very fast and quality conscious people are moving

in this area.

A location factor is an instantaneous overall total project factor for translating
all of the project cost elements of a defined construction project scope of work
from one geographic location to another. This factor recognizes differences in
productivity and costs for labor, engineered equipment, commodities, freight,

duties, taxes, procurement, engineering, design, and project administration.

The cost of land, scope/design differences for local conditions and codes, and

differences in operating philosophies are not included in a location factor.

Location factors provide a way to evaluate relative cost differences between
two geographic locations. This is an important aspect as far as Pakistan is
concerned. Some areas such as Defense, Cantt, Gulberg, Model town and other
highly developed areas are very costly with respect to the cost. More the
society is developed more is the cost of land and construction costs as well as
other costs. These factors often are applied to conceptual estimates for

identifying "go/no-go" projects at an early stage.



Selection of location and a specific piece of land is the conceptual stage where
we are identifying and conceptualizing various locations and the pros and cons

accordingly.

Funds and resources are always identified as scarce in nature. Therefore, we
have to critically visualize all the aspects for the efficient management of our
available funds and resources. This is what drives us toward methods that are

accurate, flexible, easily managed, and allow a quick turnaround.

The perfect location for the hospital according to us is near CMH. This is
situated on the Tufail road. There are two plots available. One is near the FG
school for boys and one is near the Pharmacy, which is located very close to the
CMH. The purpose for this location is that it is very populated and the people
over there are having very high standards of living. Our hospital is a private
entity, which provides services at a relatively expensive price. Therefore, it

should be at the place where people can afford such service.

Lahore CANTT has costly land, but the investment opportunities are high in this
area as our other investment analysis, we are going to start our hospital in

CANTT area near new- air-port.

Basic location factors
Human resources
Market
Business environments

Choice of technology
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Detailed project engineering

Site characteristics

Telecommunications
Water

Sewage Treatment
Government

Local Taxation
State Taxes

Tax Credits

Total Land Requirement

For above recommended size of hospital, approximately 20,000 square feet
covered area required with 4 floors including the basement.

Covered Area

Following is the covered area requirement split into various departments and

sections:

Capacity

Operation Theater and emergency ward are going to be located on the ground
floor with the reception. Basement is going to have ENT department,
ophthalmology department and a testing lab. Whereas, first floor will have

gyne department, CCU. Second floor is going to have medical ward, an ICU.

Each ward is going to have capacity of at least 20 beds in it.

Layout of building

Total area of the building is 4 kanals with basement, ground floor and 1% and
2" floor. Clinical area is going to be approximately = 4* 225 * 20 = 18000 (sq ft)

Within this area 4300 square feet is going to be the parking area which is 33% of
the total area. Ground floor and basement are going to be of 12000 square
feet. Where as first and second floors are of 14000 square feet after leaving

place for tiaras of about 1500 square feet.



Sections / Departments
Reception And Waiting Room
Emergency
Canteen
Pharmacy
Diagnostics
Operation Theatre
Sterilization Room
Bed Rooms
Wash Rooms
Laboratory
Consultants' Rooms
Admin Block
Nursing Centers
Doctors' Room
Surgeons Room
Recovery Room
Lounge
Nurses' Room
Child Nursery And Labor Room

Store Room
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Reception % waiting room 1 50 x 50 2500
Emergency 1 20x 20 400
Canteen 1 10x 10 100
Pharmacy 1 10x 10 100
Diagnostic 1 30 x 20 600
Operation theatre 1 30 x 20 600
Sterilization rooms 1 10x 10 100
Bed rooms 25 12x 10 3000
Wash rooms 30 6x6 1080
Laboratory 1 20 x 20 400
Consultant's room 8 15x12 1440
Admin Block 1 20 x 20 400
Nursing centers 2 12x 10 240
Doctor's room 3 12 x 10 360
Surgeon room 1 12x 10 120
Recovery room 1 15x12 180
Lounge 2 20x 20 800
Nurse's room 1 15x12 180
Child Nursery & labor room 1 25x 20 500
Store room 2 15 x20 600
Total covered area 85 13700
Free area 4300
Total Area 18000

Human resources

They are many factors which believe to be important for the selection and
recruitment of the skilled and competitive human resource.

. Skilled and professional staff

. Competitive services

. Competitive salaries and incentives



Opportunities for professional development
Availability
Servicing staff.
Medical staff (including 3 midwives and 2 dentists)
Nursing staff
Medical officers / doctors / consultants
Staff (sweepers etc)
Servicing staff.
30 Medical staff (including 3 midwives and 2 dentists)
30 Nursing staff
20 Medical officers / doctors / consultants

10 Staff (sweepers etc)

Hospitals are the service organization which depends one third on the capital
and two third on the labors. It is wise to establish it on that place where labors
are easily available. Therefore, we selected the Tufail Road, which is an ideal

place, as it is very well known by almost everyone.

Business environments

Beside every good thing, there is always a threat for every business. Same is
case with us. We are facing an environment where CMH has already established
its image and reputation. It is very difficult, yet, not impossible to establish our
hospital. At this point, people will start comparing the services and the staff of
the two hospitals and it will be needed to hire an excellent staff, which is

devoted, committed and honest with their work and hospital.
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Marketing Analysis

Market Plan

We have an extensive market plan to start our services to provide the best health
care and life saving services to the people of the city. We will approach our
marketing plan in strategically manners ensure that our objectives are met. We

have following strategies to apply our plans.

Clinical Quality, access,
Clinical effectiveness

And new ways of delivering services.

These priorities are aimed at enabling the CARE HOSPITAL to make the transition
to its emerging future service strategy, which will be developed in 2006 onward.
This will reflect the major factors that we know will dominate the strategy in the
future. These are reform of the healthcare system (eg Patient Choice and
Payment by Results), our and our ability to manage change through measures such

as Agenda for Change,

In addition to these specific priorities, directorates and departments will continue
to be performance managed on a series of “maintenance targets”. Included in

these are the completions of the Future Service.

Identification of Market

The establishment of quality services of hospitals is threatened by the
mushrooming of new hospitals; it is becoming difficult for hospitals these days to
depend on mere word of mouth promotion to attract patients. Hospital
managements are putting extra effort in carving a service image of the hospital

and improving hospital’s visibility.
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In city like Lahore there are many governments, semi government, private charity
hospitals, and clinics. But the area we chosen has great interest of hospital. The
CANTT area is already established there is a large community of armed force living
also civil population is settling there. After establishment of new air-port people
are more concern to live there near air-port new housing societies are under
development. Trend of living in this is high and hopefully increased by the as

housing societies would develop.

Marketing aspects

We have strategically prepared our plan to cover all the marketing aspects to built
great image of our hospital. We have also care fully planned these marketing
aspects after studying all competitors in the city. We would like to explain all the

aspects separately to understand our ideas and plans easily.

Service

Service Quality

Quality is a degree to which services and supports for individual and population
increase the likelihood for desired health and quality of life outcomes and our
consistent with current professional knowledge. Care hospital has a critical role to
play in developing quality assurance and quality improvement systems that
effectively address the health and welfare of individuals who are elderly or have a
disability or long term illness.

Our goal is to maximize the quality of life, functional independence, health and
well being of the population. Commitment to service Quality also consists of a

comprehensive set of initiatives:

Patient Safety & Reporting Results

Physician Excellence
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Nursing Excellence

Facilitating Patient Care Flow Through Care Delivery (Patient Throughput)

We would provide the best possible services to our patients and the people of the
area. Maximum satisfaction and the best procurement of the patients would be our
aim. As health care services we would offer limited services to the patients at
start due to limited resources. We have planned to extend our services in future as
believe and trust grows in the people. We would like to provide our initial services

plan here in brief.

The CARE hospital would have the following departments:
Emergency
Diagnostic Centre
Radiology Department
Surgical Consultancy
Medical Consultancy

Gynecology and Obstetrics
Emergency

All the patients will be treated first in emergency unit first-aid will be provided

and patient will be referring to the relevant units or other hospitals.
General Physician unit

All the physician services would be providing in the hospital. There would be a
range of services in the emergency units and will be treated by experienced

physicians. We would have following treatment in the physician unit.

Fever treatment
Normal pain

Minor accidents



Blood pressure
Sugar tests

Other diseases
Surgery

We would have specialist surgeons to operate different type’s surgeries cases. We
would have limited number of surgery services to the patients who wounded in
accidents. All minor surgery treatment would be providing in the hospital. In this
service would treat patient who accidentally wounded and if emergency surgery
would required. Other we would provide Appendices surgery. Any serious surgery

would be referred to specialized hospitals.

LAB services

An extensive range will be providing in LAB tests. In LAB unit we would have latest
machines and the LAB specialist to ensure the accurate and reliable results for the

tests and inquiries. We would have following range of service to provide.

Blood tests
Ultra sounds
X-RAYS

All other tests

Price

Upcoming modifications are designed to capture current service delivery patterns,
reimbursement methods, and payment sources for hospital visits, rather than what
the hospital charges for individual treatment inputs; the result will be an index

that better reflects price changes in the dynamic health care field.



Nonprofit hospitals

uncompensated care than for-profit hospitals.

admit more

uninsured

patients and

provide more

No. Categories Charges Discounts* Final
changes
1 Entry registration 100 No 100
2 General physician 500 10% 450
fee
Per visit physician
charges
1000 900
3 Operations 10%
O Appendix
O Gynen 10000-20000
O Other 10000-25000
surgeries
10000
4 Lab charges Will be depend on the nature of tests

Discount on above charges are only for the officers

armed forces.



Choice of Technology

Machinery and Equipment

Today the world is in information technology revolution everything and every
process is now automated. Service like health care also dependant on these
automation technology as our proposed quality service. We have very care fully
examined the way we process our service and selected technology and
equipments. The major cost involved in establishing a well-equipped hospital is
the cost involved in machinery, equipment and furnishing. The proposed hospital is
a thirty-bed hospital, providing basic in-house diagnostic and radiology services to
its patients. It is also proposed that the hospital is equipped with a fully functional

operation theatre.

Radiology Department
X-Ray Apparatus with motorized tilting table
Dark Room X-Ray Accessories
ECG Machine
Ultrasound Machine
Printer for Ultrasound
Diagnostic Center
Blood Analyzer
ELISA for hormone Analysis
Binocular Microscope
Centrifuge Machine
Clinical water bath
Photo-calorimeter
Incubator
Miscellaneous Lab Equipment
Oxygen Supply Plant with Supply in all Rooms

Operation Theatre



Operation Theatre Shadow less Light

Electric suction apparatus

Solid state Electro surgical unit

Trolley for Anesthesia

Cardiac Monitor

Anesthesia Apparatus

Cardiac Resuscitation Trolley

Hydraulic Operation Table

Horizontal and vertical Autoclave

Operation Table

Emergency Oxygen Kit
Gynecology, Obstetrics & Pediatrics

Delivery Table

Computerized Baby Incubator

Phototherapy Apparatus

Baby Cot with side protection

In addition to this machinery, small auxiliary tools are also required for the
smooth operations of the hospital.
Other Equipment Requirement

Electricity Generator

Elevator

Light and Electricity Appliances

Instrument sterilizes

Baby Weighing Machine

Instrument cabinets

Stethoscope

LV Stands

Blood Pressure apparatus

Miscellaneous



Moreover, there is other office equipment that is required for the daily operations
of the hospital.
Office Equipment Requirement

Split Units

Window Type

Refrigerators

Computers

Printers

Telephone Exchange

Telephone Sets

Fire Extinguishers

File Cabinets
To furnish the hospital rooms, laboratories, and visiting area the following
furniture would be required.
Furniture and Fixture Requirement

Single side lift able beds

Examination Couch

Sofa set 3 seat

Chairs

Office Table

Bed Side Cabinets

Mobile stretcher trolleys

Wheel Chairs

Instrument trolley



Key Financial Calculations

% %

% % %
ROA 4.61 8 11.54 15.17 18.63
ROE 8.01 11.84 14.92 17.16 18.63
Tax rate 43 %
Interest
rate T16 %
NPV 10098.1
Pay back 2.16 yrs
IRR ~32.48 %
ROA

Return on assets gradually increasing because book value of assets decreasing due
to depreciation and earning after tax is increasing it shows the nearly 100 %
increasing 2™ year and then 50 % for next year. We assume here that book value of

assets will be decrease and the return will be increase.

ROE



Return on equity showing higher in initial years because retained earning plays an
important role to increase equity but in later stage in year 5 return on equity

eqgual to the return on assets.

Tax rate

Tax rate is assumed to be 43 % it is standard rate which applies in different legal
entities. We got tax rate from SMEDA and local tax authorities. Tax rate may be
different from this report but as per our knowledge we gained from different

sources generally 43 % rate is applied on private hospitals.

Interest rate

Interest rate is applied on the basis of actual market rate of interest applied by
different banks in Pakistan. Banks offering 16 % interest rate for long term loans
for large projects and business entities. We projected our financial statements on

the basis of this rate and NPV is calculating on this rate.

Net Present Value

Net present value for the proposed project is positive and on behalf of these result
this project should be started. There are very low risk associate with this project
and that risk is depending on strategically manage the whole process. All the

sources should be carefully managed and monitor to achieve the desired NPV.

Pay Back Period



This project will be paid back with in 3 years of total time. If all the sources will
be utilized in proper directions, loan could be paid back before time. Although in
this report pay back showing well earlier time than actual maturity time, but in

real it’s very difficult to recover loan amount before contract period.

Internal Rate of Return

Net present value is positive at the rate of 16 % so, net present value can be reach
on break even point at the rate of 32.48 %. This project is secured even interest
was increased as high as 32.48%. Project would have no problem for any inflation
in the future. The projected earning could recover the long-term liabilities as well

as short-term liabilities



Assumptions

Various components of Project cost:

Financing:

Capital structure 46:54,
Debt financing = 46%
Equity Financing = 54%

Financing for this project is one of the most important considerations. It is
assumed that approximately 46 % of total investment would be borrowed from
United Bank limited at the rate of 16 % (assumed) on five years contract and one

year would be awarded as grace year if we would pay regular installments of loan.

54 % capital will be injected by two directors (Mudassir, Nasir) it would be
distribute on equal 50 % and both of these directors will be also be acting
corporate executive officers of the hospital and receive monthly salaries. Profit
among the directors will be distributed after paying all the long-term obligation of

the hospital on appropriate distribution percentages.

Time table for project

After evaluating the feasibility report and successful acceptance of loan, this
project will be start in march 2006. Construction work will be completed with in
one year start time. In April 2007 all the major activities of hospital will be
resume. Financial year will be assumed to be started from April 2007 to march 31%

2008 and will continue for infinite time.



Inauguration ceremony

Inauguration ceremony will be take place and we will hereby invite Mr Abdullah
Masood with prestigious welcome. All of our batch and Mba fellows will also be

invited for the ceremony.

Land

Land of 4 kanalS in CANTT area cost about 40 millions. Now day’s rates of
properties are high and in popular areas like CANTT Defence rates of land are

unreachable for purchase, but as far as importance for the project of hospital it is

viable to purchase land. And cost of land can be recovered in long-term period.

Machinery

Most of the machineries will be purchase from local manufacturers but some

important operational and diagnostic apparatus will be purchase from

international market on net purchase.. these imported machineries will be duties

and taxes paid. And all import expenses would be added in cost of machineries.

Pre-production expenses
Pre-production expenses would be of 13 millions and these will be amortizing on
five years. If we charge all of these costs we could not achieve targets in time
because of huge amount.

Import incidentals:

CNF charges - clearance and Freight:



Working capital evaluation

Investment in total working capital is of 10 million in gross. Of this 10 million 6
million is the permanent net working capital, where as 4 million is recoverable

amount in net working capital.
Depreciation
Depreciation of Building

Depreciation on building will be charged on straight line method over 25 years of
time all of this amount will be add back in operating cash flows. And such amount

will be use for regular tear and wear of building of hospital.
Depreciation of Machineries & Assets

Depreciation on assets and machineries will also be provided on straight line
method but 5 % residual value will be charge after 8 years. Actually depreciation
will be charge for 8 years. And old apparatus and machineries will be replaced on

development and innovation in research of machineries basis.
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