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Icons

Throughout the Masters in Management series of books you will see
references and symbols in the margins. These are designed for ease of
use and quick reference directing you quickly to key features of the text.
The symbols used are:

Key Question Guide to Best Practice

Action Checklist Key Learning Point

Activity Key Management Concept

We would encourage you to use this book as a workbook, writing notes
and comments in the margin as they occur. In this way we hope that
you will benefit from the practical guidance and advice which this book
provides.
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CHAPTER ONE

Mastering Business Success

‘Either lead, follow or get 
out of the way.’

RAYMOND G VIAULT
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Mastering Business Success

Achieving business stability and growth
Many directors and managers find their time completely occupied by 
‘fire-fighting’, dealing with the crises and problems that are occurring
today, rather than considering what is necessary to ensure the survival
and eventual success of the business. Their skill and effort is absorbed
in evaluating and taking tactical operational decisions whilst the
business as a whole may be failing.

We need to recognize that this short term focus on dealing with today’s
issues is the natural response of many managers as:

• That is what they have been ‘trained’ to do

• It is what is ‘expected’ of them

• They feel ‘comfortable’ taking these short term, often low
risk, decisions.

Successful businesses have rejected this type of management approach
and instead developed people and an organizational culture that
addresses the issues vital to success.

‘He who has neither a thorough knowledge of his own conditions,
nor the enemy’s, is sure to lose in every battle.’

Sun Tzu – Chinese Warrior

Traditional review and planning systems within most organizations
encourage an introverted, incremental approach to performance
improvement. Leading businesses concentrate on three areas: 

• Customers: how can we ensure that we satisfy customer needs?  

• Competitors: how can we achieve and maintain competitive
advantage?

• Company: how can we further develop and build on our company
strengths?



ONE MASTERING BUSINESS SUCCESS 3

Business leaders must ensure that they and their senior management
teams apply the appropriate thinking processes. Traditionally managers
all too often try to apply an ‘operational’ approach to problem solving
and as a result are likely to constrain their thinking and limit their impact.

Those businesses whose strengths are solely in their operational ability
– and surviving in a game where the margins are narrow – tend to be
efficiency driven.  In other words doing what they have always done,
only trying to do it better. Strategies for success are about being more
effective, in terms of identifying what it is that the business should be

For example

The Production Director of a manufacturing company has been
asked to examine opportunities for improving production
performance. Over the last three years the production facilities
have gradually improved output with the following results:

Utilization of Productive Capacity

Year 1 71%

Year 2 75%

Year 3 78%

It has been suggested that improving the workload scheduling
and concentration on longer production runs could reduce idle
time. This is targeted to produce 81% utilization of productive
capacity.

In Operational terms this seems attractive giving a 10%
improvement over four years ago.

However Strategically it is unlikely to achieve long term business
success if major competitors are achieving 95% utilization.

An Operational response to a Strategic Problem.
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doing today and tomorrow in order to survive and prosper in the long
run.

In the following pages we will examine the key issues related to business
success and identify some initial techniques for analyzing the perform-
ance of the organization.

Business goals
Normally each corporate has specific goals it is consistently pursuing.
These vary between organizations but the table below is a summary
of common business goals identified by research.

Source: McKinsey

The per cent column indicates what proportion of the corporates surveyed
were explicitly pursuing this goal.

Per cent

Profitability 89

Growth 82

Market share 66

Employee welfare 62

Product quality and service 60

Research and development 54

Expansion outside core business 51

Efficiency 50

Financial stability 49

Management development 35
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In reality the table is a mixture of goals and success factors which are
important to the achievement of those goals. True goals are probably
confined to the first three categories.

• Profitability

• Growth

• Market share

Of these three the one of primary importance to commercial businesses
would be profitability – the reason why most enterprises exist! From
an owner’s or corporate parent perspective this could be more specif-
ically defined as Return. Growth and Market Share are pursued to the
extent that they yield a long–term benefit in terms of Return. In simple
terms the measure Return reflects the relationship between the profit
generated and the money tied–up in the business represented by the
assets of that business. This starts to identify a series of three linked
financial criteria that provide the framework for results management
in the business:

Return = Margin x Utilization

Profit Profit Sales
     __         __         __    

Assets Sales Assets

The paramount goal for most businesses is Return. However, within the
business, managers are focused on achievement in the two constituent
areas of margin and utilization, with specific targets relevant to their area
of responsibility. Examples would include those shown on the next page:

MARGIN

Sales management – gross margin achievement

– pricing and discounting

– sales expense control
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Delivery management – production cost

– purchase price

– labour cost

UTILIZATION

Sales management – credit terms and debtor collection

Delivery management – stock level, WIP and turnover

– labour efficiency

If the business provides a framework of operational margin and utiliza-
tion controls it is implicitly focusing on the key elements that drive return
– the paramount goal.

BUSINESS GOALS — A NATURAL HIERARCHY

Business success – the evidence
This section summarizes from research evidence a number of key drivers
of business success. These should be used as a leadership checklist to
ensure that the business is clearly focused on, and actively pursuing,
these foundations for long term business health.

RETURN

=

MARGIN x UTILIZATION

GROWTH AND MARKET SHARE

PRODUCT QUALITY AND SERVICE

EMPLOYEE WELFARE     RESEARCH + DEVELOPMENT

EFFICIENCY
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Concept

The highly competitive nature of many markets and the likely future
prospect of continued economic turbulence as national and global
economic fortunes vary, requires that business managers continue to
look for opportunities to improve performance. This will primarily be
achieved by improving effectiveness in the areas of winning/retaining
customers, developing organizational competence and financial control.

It is vital not to lose sight of the fact that research reveals that...

‘... Nothing fails like success’

This is the paradox facing many businesses particularly successful ones!

Research into the top performing businesses has identified a number
of common ‘Success Factors’. These are briefly summarized below:

LEADERSHIP 

• Experienced leadership with a thorough understanding of the
business and the market /segment in which it operates.

MAINTAINING THE ‘SMALL COMPANY CULTURE’

• Good employee relationships supported by good pay/incentives 

• Close links and strong loyalty.

QUALITY FOCUS

• Customers have a strong perception of quality

• Close contact with customers, excellence of customer handling
and a thorough understanding of needs.

MARKET DRIVEN 

• Ingenuity and innovation in product and service delivery

• Good market intelligence identifying what customers want 

• High investment in R+D type activities and brand development.
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PROFIT FOCUS 

• More interested in profitability than simple growth in sales volume
or sales value, or market share

• Good management systems to clearly identify true performance
and profitability.

CONTROL OF BORROWINGS

• Avoidance of borrowing unless essential for business development. 

Application

These success drivers are obvious but it is amazing how many businesses
ignore their importance. This is particularly true in difficult markets or
economic recession where short term financial constraints lead to cost
cutting. Early casualties are staff levels, training, research, product inno-
vation, ‘non-essential’ customer care etc. These are targeted because
they produce relatively easy short term cost reduction. Ironically they
often also reduce the ability of the business to respond to and satisfy
customer needs and expectations. In practical terms the business has
reduced its capability to win and retain customers at a time when there
are fewer customers in the market and it is even more important to win
the sale.

Consider the following questions:

• Are these success factors relevant to your business?

• What systems do you have to measure your effectiveness (and
that of competitors) in each area?

• What systems should you have to measure your effectiveness?

• What level of achievement do you truly have on each factor?

• What are the implications for the future development and stability
of the business?
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Business stability – the evidence
The previous section identified a number of factors that support business
success. This section takes a different perspective and is based upon
research into the common factors underlying the failure of businesses
both large and small. This identifies a series of principles vital to promote
organizational stability and reduce risk.

Concept

Business research has identified the following key factors for business
stability:

MANAGEMENT STYLE

• The management approach must be relevant to the commer-
cial requirements of the marketplace and the situation of the
business. A different approach will be required dependant on
the boom or recessionary nature of the market sector and the
general economy.

CONCENTRATION ON ‘CORE BUSINESS’

• No interest in diversification unless this is clearly linked to the
business and yields direct cost or competitive advantage.

CONTROL OF COSTS AND RESOURCES

• Consistently pursuing cost reduction/efficiency initiatives

• Not delaying taking action – ‘grasping the nettle’.

UNDERSTANDING ‘PRODUCT/SERVICE’ PROFITABILITY

• A clear and accurate understanding of the actual profit gener-
ated by different ‘products/services’

• Appropriate systems to identify actual costs and profitability recog-
nition that being busy may not be the same as being profitable.
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CONTROL OF ‘WORKING CAPITAL’

• Rigorous management of stocks, work-in-progress and debtors
to ensure the minimum of finance tied-up.

MAINTENANCE OF REALISTIC STOCK VALUES

• Valuation of all stocks at the true value (lower of cost or realiz-
able value)

• Appropriate stock liquidation, write–down and obsolescence
write–off procedures.

CASH FORECASTING

• Thorough cash forecasting and good management of cash flow.

Source: TMMp / Barclays

Application

In the same way as the previous section ‘business success’ it is vital to
address the five fundamental questions.

• Are these factors relevant to your business?

• What systems do you have to measure your effectiveness (and
that of competitors) in each area?

• What systems should you have to measure your effectiveness?

• What level of achievement do you truly have on each factor?

• What are the implications for the future development and stability
of the business?



CHAPTER TWO

Mastering strategic analysis

‘To win every battle by actual fighting before a war is
won, it is not the most desirable. To conquer the enemy
without resorting to war is the most desirable.  

The highest form of generalship is to conquer the
enemy by strategy. The next highest form of
generalship is to conquer the enemy by alliance. The
still next highest form of generalship is to conquer the
enemy by battles. The worst form of generalship is to
conquer the enemy by besieging walled cities.’

SUN TZU, CHINESE WARRIOR, THE ART OF WAR
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Mastering strategic analysis

Overview
Strategy is the process of deciding how to best position the organization
in its competitive environment in order to achieve and sustain competi-
tive advantage, profitably. Strategy is formed at both corporate level (what
industries/markets should we operate in) and business unit level (in what
segments should we compete – and how). This chapter will focus on corpo-
rate level strategic considerations.

The pace of change has significantly increased in recent years and the
competitive arena has enlarged, driven by, for example, larger inter-
national corporates with an appetite for new markets, reduced barriers
to international trade, and technology. The following summarizes some
of the key ‘shifts’.

Changing focus of corporate strategy

From To

Relatively static economies Shifting unstable economies

Durable products Shortening product life cycles

Stable customer needs Escalating customer expectations

Market focus Segment focus

National/regional markets Global markets

Ownership of technology Freedom of access to technology
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War of position (strength) War of movement (stealth)

Build market share Create segmented dominance

Defensive Offensive

Reputation and strength Competence and responsiveness

Strategic focus: ‘chess’ Strategic focus: ‘interactive
video game’

The process of strategic analysis is one of focusing down ‘layer by layer’
to develop a clear understanding of the factors which effect the corpo-
rate and the market in which it operates. It may therefore be referred
to as the ‘onion skin’ approach, as illustrated below.  Each layer must
in turn be ‘peeled off’ and analyzed before the core Strategic Business
Unit (SBU) element is approached. The subsequent chapter Mastering
Market Analysis will examine the practical approaches to SBU appraisal
and future planning.

EN

VI
RONMENTAL ANALYSIS

'SERF'

IN

DUSTRY ANALYSIS

'5 F ORCES '

CO
RP

OR
ATE ANALYSIS

' S W OT '

SBU
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Environmental mapping
This technique is intended to capture the key characteristics of the envi-
ronment in which the business operates. These factors, which may be
supportive or constraining to the future development of the organiza-
tion, provide the ‘back-cloth’ against which the future strategies and
plans must be formulated.

Concept

The model analyzes the environment into four areas of focus. It should
be used flexibly to reflect the nature of the relevant country/market envi-
ronment.  This means that for a large corporate, with a significant spread
of operations, it is appropriate to separately map the different envi-
ronments in which the various parts of the organization operate. A
‘generic’ analysis may be too broad to be accurate and useful.

IMPACT ON

INDUSTRY

ECONOMIC ENVIRONMENT

ECONOMIC CYCLES

FOREIGN COMPETITION

REGULATORY ENVIRONMENT

COMMUNITY

LEGAL PRESSURES

GOVERNMENT FORCES

SOCIAL ENVIRONMENT

'ENVIRONMENTAL' ISSUES

WELFARE

SOCIAL TRENDS

FINANCIAL ENVIRONMENT

CITY EXPECTATIONS

BANKERS

POTENTIAL INVESTORS
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Application

The facts are normally identified by the senior management of the business
from their personal knowledge and experience. Naturally this assumes
that they have sufficient background in the environment to generate
accurate data. If this experience does not exist external information
sources would need to be used to supplement the existing knowledge
of the business. Even where knowledge is ‘strong’ it is prudent to validate
key facts/assumptions and to compare alternative views of the future.

The analysis should be used to identify:

• The general pressures and constraints which surround the
industry in which the business operates

• The principle expectations of each environmental group

• The issues that are dominant and are likely to exert the most
pressure or influence on the future direction and prospects of the
corporate. This is often achieved by using H/M/L (High/Medium/
Low) categorization of each factor.

Industry mapping
This is a model that enables the competitive environment in which the
organization operates to be analyzed. It was developed by Michael Porter
and is often referred to as the ‘Porter 5 Forces’ model. It helps to identify
the strength of the competitive forces that impact on the industry. Whereas
the previous stage ‘Environmental Mapping’ examined more generally
the wider commercial context affecting all industries, this approach is
focused on the specific industry in which the organization operates.
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Concept

The model identifies five industry forces that directly influence an 
organization.

Competition among existing firms – this is the natural competitive
rivalry which exists between the various businesses operating within
the industry marketplace.

Threat of new entrants – this is the potential likelihood of, and ease
of, entry for new firms into the market. An example would be the entry
of Japanese contractors into the UK construction market.

Threat of substitute products or services – this is where a product
or service, perhaps produced through a different technology, enters the
market.  An example would be the entry of compact discs into the audio-
tape/record market – providing the same product, ‘music’, through a
different technology.

Bargaining power of suppliers – this examines the relationship between
businesses in the industry and the suppliers to those businesses.
Where suppliers have a unique or restricted availability product they
can exert a strong influence over prices and conditions of supply, there-
fore potentially putting pressures on the businesses purchasing their
product/services.

BARGAINING POWER OF

SUPPLIERS

THREAT OF NEW ENTRANTS

THREAT OF SUBSTITUTE

PRODUCTS OR SERVICES

COMPETITION AMONG

EXISTING FIRMS

BARGAINING POWER OF

BUYERS
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Bargaining power of buyers – this examines the relationship between
businesses in the industry and the customers of those businesses. The
purpose is to identify the relative strength of the business in the customer
relationship.

Application

The objective is to consider the industry marketplace and to identify the
ability of each ‘force’ to de-stabilize the existing situation. The power of
the influence on the business of each force can then be ranked (often
using a ‘H’ high/‘M’ medium/‘L’ low categorization). This enables appro-
priate actions to be considered to take advantage of, or defend, the situation
to be reflected in the strategy and plans of the organization.The following
paragraphs summarize some of the key factors related to each of the
five forces.

Competition among existing firms is a powerful force if:

• Competitors are equally balanced

• Market/industry growth is slow or negative

• Fixed costs are high

• Buyers can easily switch purchasing between businesses without
penalty

• Capacity is increased only in large increments which means that
utilization (and therefore volume) is critical

• The market/industry is strategically important to the businesses.

Threat of new entrants is a powerful force when:

• There are low economics of scale (i.e. volume/size do not signif-
icantly change the cost base)

• Customer loyalty is low

• Products/services are ‘commodities’ with little differentiation
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• Capital spend is low

• Defensive retaliation is minimal

• Low technological, regulatory or competence barriers exist.

Threat of substitute products or services is a powerful force when:

• The price/performance trade-off is good in comparison to the
established product/service

• Buyers can easily switch purchasing to the substitute without
penalty

• Buyer acceptability of substitutes is high.

Bargaining power of suppliers is a powerful force when:

• There is a limited number of suppliers or availability of supply

• The industry is unimportant as a customer for the supplier

• The supplier’s product is an important input

• The supplier’s product is valuably differentiated

• There is a threat of forward integration

• There are high costs of switching to an alternative supply.

Bargaining power of buyers is a powerful force when:

• There are a limited number of buyers

• The purchases represent a significant proportion of the buyers
costs

• Products/services are ‘commodities’ with little differentiation

• There is ease of switching to alternative suppliers

• There is a threat of backward integration

• The purchases are of low importance

• The buyer has full information on costs and performance.
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The following summary framework can be helpful for evaluating the
Porter 5 Forces analysis.

For each of the five competitive forces:

• Identify the key factors associated with that force

• Evaluate the influence of that factor on the industry/business
as positive (+), neutral (0) or negative (-)

• Evaluate the impact of that factor – how critical it is to future
success and stability – as high (H), medium (M) or low (L)

• Summarize the consequences for the industry/business together
with any potential action themes which need to be considered.

Illustrative action themes could include:

Competition among existing firms

• Differentiate to strengthen competitive advantage

• Strengthen brand to improve loyalty/retention

• Re-segment the market

• Aggressively reduce cost base to improve competitive strength

Key factors Influence
+/0/-

Impact
H/M/L

Consequences

Competitor rivalry

New entrants

Substitutes

Suppliers

Buyers
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• Acquire competitors to improve market position

• Develop strategic alliances.

Threat of new entrants

• Build entry barriers

• Vigorously defend any early entry

• Consider attacking potential new entrants ‘on their own ground’.

Threat of substitute products or services

• Continuously research potential substitutes

• Re-engineer and continuously improve existing products/services
to ensure performance

• Evaluate opportunity to invest in substitute industry/technology

• Monitor customer preferences and understand changing
requirements.

Bargaining power of suppliers

• Research alternative suppliers

• Build advantageous ‘preferred supplier’ relationships

• Re-assess requirements and re-engineer to reduce ‘lock-in’ to
specialists

• Evaluate opportunity for backward integration.

Bargaining power of buyers

• Segment customer base and focus on most valuable

• Emphasize relationship management and supplementary support
to enhance loyalty

• Develop image/brand strength to enhance preference in
purchasing decisions

• Evaluate opportunity for forward integration

• Appraise customer business to understand market/industry
context in which purchase decisions are taken.
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Summary – responding to the characteristics

Examination of the industry and market in which  the organization
operates is a vital initial stage of corporate strategic review and subse-
quent business unit planning. This industry mapping approach using
the ‘Porter 5 Forces’ model...

... focuses on the structure of the industry/market

... examines the key forces driving overall profitability and stability,
identifying 

– what forces now exist

–  how these forces are likely to change

–  the potential attractiveness

–  the primary risk factors

... draws attention to the strategic issues and challenges facing the
companies operating in that industry/segment

... starts to highlight the strategic direction and action themes for
corporate development.

The analysis process is equally important for evaluation of any new
strategic opportunity as well as existing business operations.

The structure of the industry will significantly effect the profit poten-
tial of the business operating in that industry. The strategy and actions
of a business operating in the industry may improve or destroy the
industry structure. Each business (and the relevant decision takers) must
recognize and evaluate the impact, short term and long term, of actions
taken on the overall industry structure and attractiveness.

SWOT analysis
SWOT is a widely used thinking framework for identifying Strengths,
Weaknesses, Opportunities and Threats. It enables key factors to be visibly
recorded as a high level summary of a business (or personal) situation.
It is a summary that is simple but powerful. The technique is commonly
used by consultants to document the key factors arising from the review
of a particular project or business.
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Concept

The use of SWOT enables an assessment to be made of the overall internal
state of a business and the direction in which it is heading, through looking
at its Strengths and Weaknesses. It also enables a judgement to be made
about aspects of the external business environment, which can affect
the performance of the business, through looking at the Opportunities
and Threats it faces in the wider world.

Application

The SWOT summary may be used to consolidate key issues identified
through other forms of analysis already highlighted in this chapter (e.g.
environmental mapping, industry mapping, etc.) However, the following
are illustrative of the types of questions that should additionally be covered.

STRENGTHS
H

L H

ABILITY
TO EXPLOIT

VALUE TO THE BUSINESS

 OPPORTUNITIES
H

L H

ABILITY
TO EXPLOIT

ATTRACTIVENESS TO
THE BUSINESS

THREATS
H

L H

ABILITY
TO ADDRESS

SEVERITY TO
THE BUSINESS

WEAKNESSES
H

L H

ABILITY
TO ADDRESS

RISK TO THE BUSINESS
S W

O T
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Strengths and Weaknesses

MONEY

Q What is the cash and profit performance of the business?

Q How sensitive is the business to a change in the level of demand?

Q What are the levels of fixed and variable costs?

Q At what level of activity does the business fail to break-even (i.e.
cover its costs and its cash commitments)?

MANAGEMENT

Q What is the management and organizational structure?

Q Does it meet the needs of the business?

Q What is the general level of manager’s skills, their level of expertise,
drive and energy?

Q What is the leaders/owners philosophy – why are they in the
business?

Q What is the business strategy and plan?

STAFF

Q What is the quality of the people employed?

Q How good are team relationships?

Q How well are people motivated and rewarded?

EQUIPMENT

Q What is the current state of plant, workshop equipment, handling
equipment etc?

Q What is the replacement policy?

Q Is the policy being actively implemented?

Q How well utilized are the facilities?

Q What is the level of output quality achieved?
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PREMISES

Q What is the condition of the premises?

Q How suitable are they for present/future needs?

Q What is their location?

Q What alternative uses are there for the site/premises and what
is the impact on realizable value?

STOCK

Q What levels of stocks are held – what is the stockholding policy?

Q What are the stock turn performances?

Q What are the levels of work-in-progress?

Q Is too large a proportion of capital tied up in stocks and WIP?

Q Are there redundant/obsolete stocks?

Q What influence does the company have over supplier’s prices?

Q What is the mix of business?

Q What are the volumes sold and what is the profit margin perform-
ance?

Q How secure is the customer base?

Q What is the trend of customer satisfaction performance?

MARKETING

Q What is the penetration of the market?

Q What are the competitive advantages – how does the business
differentiate itself from the competition?

Q What is the customer profile?

Q Who are the main competitors?

Q What is the state of the market?

Q What is the level of customer loyalty?

Q What influence do customers have over prices?
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FINANCIAL

Q How well informed are the management team about the finan-
cial position of the business?

Q How relevant and accurate is the financial information produced?

Q Are the financial systems and controls in operation adequate?

Q How well prepared/accurate are the business plans, budgets and
forecasts?

Opportunities and Threats

COMPETITIVENESS

Q How intense is the competition?

Q Are there new competitors likely to enter the market?

Q How secure is the position of the business in the market?

TECHNOLOGICAL CHANGES

Q How will changing technology affect the business – products
and processes?

SOCIAL CHANGES

Q What effect will changing life-styles have on the business and
product mix?

Q How will these affect employees/managers/customers?

POLITICAL CHANGES

Q What will be the impact of changes in government policy or
changes at the wider European level?

TAXATION CHANGES

Q To what extent is the business likely to be vulnerable to new or
changing taxes?

ECONOMIC CHANGES

Q What will be the likely impact on the business of inflation, reces-
sion or an increase in interest rates?
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LEGISLATIVE CHANGES

Q How likely are potential legislative changes (either domestic and/
or European) to affect the business?

From To analysis
This technique helps to simplify strategic choices to enable clear exec-
utive decisions to be evaluated and taken. It contrasts existing and
potential future characteristics of the organization and encourages eval-
uation of the consequences of alternative actions.

Concept

The diagram below illustrates a simplified From To analysis and
the potential consequences which could arise from the change.

From To analysis

From To Consequences

Production led  Market led Better market intelligence required

Stronger customer focus

Reduced productionefficiency

Functional  Business unit Better results focus structure

structure Recruitment of general managers

Reduced functional co-ordination

Change in reporting systems

Sales force division

Poor customer  Outstanding Salesforce reorganization

support customer support Appointment of technical 

support team

Training

Additional costs

Improved customer retention

Increased sales
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Application

The approach is usually linked to the other strategic analysis tools high-
lighted in this book.  The From To factors may well emerge from
the previously mentioned Environmental Analysis, Industry Analysis
and SWOT, and are a summary of certain of the key challenges facing
the organization.

The consequences of each From To change should be high-
lighted, both positive and negative. Based on this, some broad decisions
can be taken to pursue, or not pursue, certain strategies. The transi-
tion From To is an option and the decision not to change may
be taken in some circumstances where the cost/benefit balance of the
consequences is not attractive.

Root cause analysis
This is a simple problem diagnosis technique, which provides a visual
map of the factors that contribute to a particular organizational issue.
The purpose of this analysis is to establish the root cause(s) of the
problem. The technique is sometimes called fishbone analysis

Concept

The following is an illustration of how the approach can be used to
identify a series of underlying factors, which contribute to a problem.
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ROOT CAUSE ANALYSIS

Application

Initially the problem is clearly stated on the right hand side – this is the
effect.  The primary areas that contribute to the problem are then iden-
tified. In this example these are :

• Marketing – the advertising and promotion of the product/service

• Qualifying – the selection of potential telephone contacts

• Systems – the approach to rewarding performance

• Staff – the quality, availability and capability of the tele-sales team.

The individual causes are identified by those who have direct experi-
ence of the problem. This normally takes place in a brainstorming type
session to build up a detailed picture of the circumstances.

The causes can be prioritized according to their seriousness. Those that
are complex and/or serious may then be individually analyzed further
using the same technique.

The overall objective is to build up a clear picture of the situation to
highlight areas of specific attention for problem solving.

QUALIFYING MARKETING

SYSTEMS      STAFF

FALLING
TELE–SALES
RESPONSE

poor selection
of target clients

degradation of
contact list

lack of
promotion

poor product
image

changes in
incentive scheme

inadequate
training

high staff turnover



CHAPTER THREE

Mastering market analysis

‘The management of change is both difficult and time-
consuming, the more so if a company’s leadership and
strategies have been successful in the past. However,
we have found at Grand Metropolitan that if time and
resources are invested in developing a clear ‘vision’ –
that is, in defining a company’s ambition in terms of
the role it will play, the geographic and market sectors
in which it will compete, and the sustainable
competitive advantage it has or can achieve, as well as
the distinctive skills that will make it successful and
resilient – then this creates a major integrating force
which can help leadership overcome barriers to
change, channels the energy of management to strive
towards their highest aspirations, and positions the
company to exploit strategic opportunities.’

SIR ALLEN SHEPPARD, CHAIRMAN, GRAND METROPOLITAN PLC



MASTERING BUSINESS PLANNING AND STRATEGY30

Mastering market analysis

Overview – defining business unit strategy
The previous chapter ‘Mastering strategic analysis’ focused on under-
standing the corporate, the industry in which it is positioned and the
wider environment in which the industry operates.  As a foundation
for this chapter it is important to introduce two definitions :

CORPORATE STRATEGY

• This is concerned with the organization as a whole. It defines the
industries/markets in which the corporate will operate and sets
the direction in terms of development of the overall portfolio. It
will provide the basis for the allocation of resources.

BUSINESS UNIT STRATEGY

• This is concerned with the component parts of the organization
(Strategic Business Units). It defines how the business will compete
in the market in which it operates and how it will be positioned in
relation to its competitors.

This chapter deals in some depth with how the business positions its
offerings (products/services) versus those of its competitors. This
analysis and planning process must be applied at Strategic Business
Unit (SBU) level. Too often market strategies are evaluated and set at
too high a level (corporate) which leads to a poor fit – or no fit! – with
the real dynamics of the individual market segments in which the SBU
operates. Too often market managers and business unit directors chal-
lenge strategic decisions saying ‘this approach won’t work in our market’.
In most cases they are identifying the fundamental flaw in the strategic
review and business planning processes pursued by many corporates.
Briefly, the analysis and decision taking process is simply pitched too
high up the organization. It deals with broad markets and corporate
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direction, rather than the individual market segments and different
competitive areas in which the business really operates. The result is
bland, ill-fitting, strategies that fail to achieve the desired outcomes.

Market analysis – the process

The following pages link a series of practical tools to provide a struc-
tured market analysis and action planning process.

MARKET MAPPING

COMPETITIVE POSITIONING

– DIFFERENTIATION

DIRECTIONAL POLICY

MATRIX

COMPETITIVE POSITIONING

– GENERIC STRATEGIES

COMPETITOR

PROFILING

STRATEGIC BUSINESS UNIT

ANALYSIS

Plotting the demographics
of the market

Identifying the SBUs in
which the corporate
operates and their

characteristics

Comparing relative
performance of the

business to the primary
competitors

Analyzing the SBU
attractiveness and

identifying the potential
development direction

Recognizing alternative
bases of achieving

competitive advantage
and their inplications

Positioning the SBU
to win
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MARKET ANALYSIS – THE BUSINESS OBJECTIVES

• Selecting markets and market segments in which to compete

• Providing a mix of products and services that customers value

• Doing it better and/or at lower cost than the competitors.

Market analysis – setting 
competitive strategy
The structured market analysis process is a core element of the overall
approach to strategic review and business planning coverage of this
book. The ‘corporate mindset’ often defines this process as an annual
or periodic exercise. However markets are dynamic not static with the
pace of change increasing in many sectors. This requires that:

• These strategic thinking processes become a continuous focus
of management being integrated into the ongoing disciplines
of review and decision taking

• Factual evidence is routinely and rigorously appraised to avoid
decisions being based on subjective beliefs about competitor
positioning and customer relationships.

Fundamental principles are:

• Focus on how the business positions itself in the eyes of the
customers who choose between offerings

• Markets are dynamic, not static therefore market analysis is a
process not an event

• Customers decisions are based on:

–  relative benefits not benefits

–  perceptions not facts.
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Market mapping
This module introduces certain concepts for creating a ‘map’ of the
marketplace in which the firm operates. The purpose is to examine the
relative position and strength of the business versus the competition.

Concept

The following are illustrative visual ‘maps’ which are helpful in under-
standing the dynamics of the market. Each circle represents a company.
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This ‘map’ identifies the degree to which market share is a driver of
company growth. Relative market share is the size of each firm’s share
expressed as a proportion of the share held by the market leader. The
market leader share is therefore shown as 1.0 on the left-hand axis of
the graph. In this example it can be observed that only those businesses
with a dominant/strong market share are achieving positive growth.

This second ‘map’ examines the correlation between relative size of
the business (defined as annual turnover) and company growth. This
reveals that in this market both large and small businesses are failing
to grow whilst one medium size player is bucking the trend and achieving
high growth.

These two analyses help to build-up a general picture of the market in
which the business operates and the relative fortunes of the competi-
tors. Different markets and products will have a different relationship
between the key factors of market share, size and growth. It is impor-
tant to understand these relationships, and how they are changing over
time, as part of the input to business development planning.  

The following graphical presentation highlights the actual perform-
ance of each competitor, this time from the perspective of the customer.
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The vertical bars represent the relative importance of each factor to the
customer.  This is normally established through customer research under-
taken to provide the basis for customer satisfaction monitoring. The lines
track the latest performance of the firm and the key competitor(s) against
these buying criteria.  These may be established from customer surveys,
customer clinics or independent market research. This reveals any
negative (or positive) gaps in relative performance. Gaps are obviously
of more significance where the buying criteria is of more importance
to the customer.

Application

These three ‘maps’ enable a clearer picture to be established of the char-
acteristics of the market in which the firm operates and the relative
strength of the customer relationship. The key questions are:

Q What is our relative market share? – and how is this changing?

Q Who is achieving growth? – and how?
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Q What are our customer needs? – and what is their relative 
importance?

Q What level of customer satisfaction are we achieving against
each need?

Q What level of customer satisfaction are our competitors achieving
against each need?

Q Where are the performance gaps: positive and negative?

Strategic Business Unit (SBU) analysis
Organizations are often complex and it is necessary to break down the
overall corporate into Strategic Business Units (SBUs) for plans to be
clearly focused and effective. Unless these SBUs are identified any
planning will be generic and bland – therefore unlikely to produce the
desired positive results.

Concept

The approach uses a ‘Customer – Offering Matrix’. Each cell within
the matrix is an actual or potential relationship between a customer
group and an offering category. Where the relationship is significant
(or of significant potential) this is a SBU which needs to be individu-
ally considered for planning purposes.

OFFERINGS

CUSTOMER
GROUPS

A B C D
1
2
3
4

What are our products
or services? ('offerings')

Who do we supply to?

What businesses are we in?

Who are our competitors?
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Application

Strategic planning must focus individually on each SBU to define clearly
targeted goals and actions. The approach to the development (or disposal)
of each SBU is likely to be different, reflecting the specific nature of the
customer relationship, the competitive environment and the key factors
for successful development.

For each cell, or relationship, the following should be identified:

• The customer requirements 

• The primary competitors 

• The competitive process

This will identify the various bases on which new business is won from
competitors (i.e. how differentiation is achieved) and the primary factors
which are important to maintaining existing customer loyalty/satisfaction.

Using these facts it is now possible to take each significant SBU (cell
in the matrix) and to define those things which the business needs to
do well – these are referred to as Critical Success Factors (CSFs). The
CSFs are a vital input to strategic planning and objective setting. They
help to clarify what competencies the organization requires and impli-
cations for the type of structure that is appropriate.

If we take an example of a Strategic Business Unit which may be defined
as a bank offering lending products to small business customers. The

OFFERINGS

CUSTOMER
GROUPS

A B C D
1
2
3
4

What are our products
or services? ('offerings')

Who do we supply to?

What businesses are we in?

Who are our competitors?

What are our critical
success factors?

plus

What competencies
do we need?

How should we
be structured?



MASTERING BUSINESS PLANNING AND STRATEGY38

major competitors would be other lending banks and the competitive
rivalry would be intense. The customer requirements, expressed in order
of importance, would be:

• Understanding my business

• Cost (price/rate)

• Understanding my needs

• Consistent/reliable service

• Continuity of primary contact

• Speed of response

• Value for money

• Speed of supply (availability of funding)

• Quality of primary contact

• Competitive terms of trade (arrangement fees/security fees etc).

Illustrative critical success factors (CSF) and related consequences would
be:

CSF Consequences

Prime contact
quality and
continuity

Appointment of relationship managers with
high personal credibility

Business/commercial awareness training of
relationship managers, including needs
identification skills

Price
competitiveness

Strong cost control and efficiency

Effective lending risk assessment and
margin management

Competitor
awareness

Structured competitor intelligence gathering

Lost customer analysis

Service
responsiveness,
accuracy & quality

Reliable systems

Development and motivation of support staff

Highly developed customer awareness
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So far the matrix has been used as an analytical tool. It also should be
used to examine new creative approaches to either:

Market extension

• What additional new customer groups could be targeted for the
existing offering categories provided.

Offering range extension

• What new products/services could be introduced to broaden the
range provided to existing customer groups.

The ‘Customer-Offering Matrix’ is a powerful tool even used in isola-
tion. Here, however, we are using it as part of a structured process. A
particularly important link is to the Directional Policy Matrix discussed
later in this chapter. This enables the attractiveness of each SBU to be
assessed and highlights relevant options for future development.

The matrix can provide a further interesting insight into the underlying
dynamics of the business of each SBU cell if the following two facts
are recorded.

Level of sales (£) achieved

Profit contribution (£) generated

This highlights the profitability of the customer group across the range
of offerings (as well as offering category profitability across the
customer groups served). In certain organizations this will reveal a mix
of attractive and unattractive relationships with a specific customer
group. This may well be sensible where there is a deliberate trade-off
to provide a comprehensive package to the customer. In practice it is
not uncommon for certain SBUs to reveal a negative performance
without any such justifying logic! Equally often a company does not
have the data to identify the financial performance of specific SBUs.
This reveals a deficiency in the management information available for
decision taking.
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SBU analysis: the benefits
Clear segmentation of any business using the customer/offering matrix
seeks to avoid a bland, unfocussed approach to the market. The process
enables:

• Identification of the strategically most important SBUs

• Clear definition of the specific competitors and meaningful
comparison of performance

• A focused understanding of customer group needs to be devel-
oped and satisfaction tested

• Targeted differentiation strategies to be developed

• Advertising and promotional activity to be designed and deliv-
ered based on a clear understanding of the dynamics of the market

• Resource allocation and prioritization.

Here this has been introduced as a specific ‘exercise’ to identify SBUs;
in practice, regular on-going information flows and management
decision taking needs to be focused on each individual SBU, as well as
managing the overall portfolio of SBUs.

The initial process of developing the customer/offering matrix may take
considerable time and effort but the process is itself productive in helping
to identify what is known and highlight other areas in which vital infor-
mation is lacking.

If the analysis process has been well executed it will not only have deter-
mined the right business to be in, but will also have started to prompt
deliberate decisions not to be in other areas of work. This is important
in clearly establishing and being able to communicate throughout the
organization:

• Those areas in which the business wishes to operate, and why

• Those areas in which the business does not wish to operate, and
why.
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Competitor profiling
This analysis provides for a direct ranking of the relative performance
of the organization versus that of its competitors. It should be used to
take a broad view of the relative competence of the firm and the analysis
must deliberately be driven from a customer perspective. It is therefore
important to take into account both facts and perceptions. Customers’
buying decisions are based on their perception of the relative advan-
tages (price/cost, performance, quality etc) of the firms ‘offerings’ versus
that of either direct competitors or substitute products/services. These
perceptions may or may not correlate with the facts.  Successful busi-
nesses are those that effectively manage customer perceptions to ensure
that their products/services are the preferred choice.

Concept

The matrix enables a map to be developed of relative performance against
each Critical Success Factor (CSF).
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Application

The first step is to identify the CSFs – ‘What do we need to do well to
win business’. These must particularly be addressed from a customer
perspective.  To clearly identify the CSFs it is vital that a clear defini-
tion of the market segment and customer group has been identified using
the SBU analysis concept introduced in the previous section. Within any
sizeable business there will be many different market segments and
customer groups that are served. If too broad a definition is used the
CSFs will be bland and generic, and therefore unhelpful in gaining clarity
of relative performance against competitors.  

The analysis relies on a sound understanding of customer perspectives
and competitor performance. It will therefore draw on factual data avail-
able (from customer satisfaction surveys, market research etc) as well
as the experience of managers and staff within the organization. It also
requires a clear understanding of competitor performance.

The objective of the ‘profiling map’ drawn is to identify gaps in relative
performance. These may be:

• Relative strengths which produce a source of competitive advan-
tage. The strategic objective will be to seek to maintain this positive
differentiation

• Relative weaknesses which may threaten future performance,
or explain current shortfalls. The strategic objective would be
to evaluate options for closing, and potentially reversing, the gap.

This visual form of analysis clearly highlights priority areas of atten-
tion to sustain and improve the performance of the business unit in the
market segment.
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Directional policy matrix
The purpose of the matrix is to provide a clear focus for the develop-
ment priorities of the organization. It is also sometimes referred to as
the GE Grid, which was derived, when it was initially used by General
Electric as a strategic analysis framework. It encourages executives to
make objective decisions about each strategic business unit within the
corporate portfolio, taking into account the strength of the business
position and the attractiveness of the market segment in which it operates.

Concept

The matrix requires a clear analysis to be made on two determinants
fundamental to business prospects:

MARKET SEGMENT ATTRACTIVENESS

• This is particularly related to the ongoing level of sector growth
and profitability available.

COMPETITIVE POSITION

• This is the strength of the position which the business currently
occupies in the market/segment.
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NO GROWTH: low overall
attractiveness – harvest/divest

BORDERLINE: medium overall
attractiveness

GROWTH: high overall
attractiveness – hold/build
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Market sector attractiveness

The analysis of Market Sector Attractiveness should reflect the following
key drivers:

MARKET FACTORS

• Growth rate

• Volume and financial value

• Maturity

• Seasonality

• Stability

COMPETITIVE FACTORS

• The number of competitors

• Relative size of competitors

• Intensity of competition

• Barriers to entry and exit

• Potential availability of substitute products/services

• Product lifecycles

TECHNOLOGY FACTORS

• Speed of technological change

• Technology investment required

• Access to technology (patents etc)

FINANCIAL FACTORS

• Investment funding requirement

• Working capital funding requirement

• Profit margin levels and trends

• Volatility of market
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• Cost flexibility (balance of fixed and variable costs)

• Taxation policies

• Cash flow requirements

CUSTOMER FACTORS

• Strength of customer bargaining power

• Loyalty/ability to switch

• Stability of needs and demand levels

SUPPLIER FACTORS

• The availability and cost of supplier inputs

• Strength of supplier bargaining power

• Strength of employee bargaining power

SOCIAL AND ENVIRONMENTAL FACTORS

• The power of pressure groups

• ‘Green’ acceptability of industry

• Social attitudes toward industry

• Regulatory controls and trend of legislation

Competitive position

The analysis of competitive position should reflect the following factors:

MARKET FACTORS

• Market share and relative market share

• Annual growth rate of business unit sales versus competitors

• Maturity of products relative to competitors

• Quality of products/services relative to competitors

• Strength of product mix and range

• Marketing competence

• Protection of product/intellectual property (patents etc)
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• Relative pricing and perceived differentiation

• Control and quality of distribution channels

• Advertising quality and responsiveness

• Level of marketing spend

• Level of customer loyalty and satisfaction

TECHNOLOGY FACTORS

• Technological competence and leadership

• Quality of technology adoption and integration

• Patent protection

• Quality of manufacturing/service delivery technology

PRODUCTION FACTORS

• Costs relative to competitors

• Level of capacity utilization

• Availability of raw materials and sub-assemblies

• Quality of inventory control

• Quality of maintenance

ORGANIZATIONAL FACTORS

• Quality of employees

• Effectiveness of management systems

• Culture and fit with market

• Quality of training and development

• Staff attraction and retention

FINANCIAL FACTORS

• Financial resources available

• Access to capital

• Relative cost of capital

• Inventory and debtor management

• Relationships with suppliers
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Application

The Directional Policy Matrix is an important tool for business port-
folio analysis and seeks to clearly reflect the position and attractiveness
of each Strategic Business Unit (SBU).

In practice the strategy for an individual SBU, within the overall corpo-
rate, must take into account its strategic importance to the overall group,
synergy with other areas of activity, the ability to offer a full range of
products/services to a customer etc. However, unless these wider consid-
erations are an overriding constraint to decision taking the following
table illustrates likely responses to each position:

When applying the Directional Policy Matrix it is important to accu-
rately define the relevant criteria for the market segment to evaluate
in a logical, structured way the current competitive position. It is essen-
tial to test and challenge assumptions about relative competitive position.
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G1
Enhance leadership
Sub-segment and extend
to strengthen position
Invest to maintain

G2
Seek cost effective
differentiation
Concentrate focus to gain
position

Y3
Aggressively pursue options
for competitive advantage
Prepare for retaliation
Evaluate investment
and risk

G2
Hold leadership position
Focus on most attractive
segments
Use strength to suppress
competition

Y2
Seek to further clarify
growth/harvest segments
Avoid inertia

R3
Consider alternative areas
for development
Evaluate options to sell
share

Y1
Maintain leadership in
most attractive segments
Use strength to re-engineer
sector attractiveness
Harvest less attractive
segments

R2
Consider further
segmentation and focus to
gain advantage
Evaluate options to sell
share

R1
Sell, if possible, or close
down

MEDIUM

COMPETITIVE POSITION

WEAK

HIGH

MEDIUM

LOW
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Often managers’ perceptions are quite different to the reality and at
variance with the actual views of customers (and potential customers
if an improved competitive position is to be pursued).

There are two particular ways of applying the matrix :

OPTION ONE

Mapping the position of SBUs onto the matrix to examine their relative
position, and that of the key competitors.

Q What is the relative position and attractiveness of the SBU?

Q How is the SBU positioned versus competitors?

Q How are these relative positions changing and for what reasons?

OPTION TWO

Applying the identified matrix positions (indicated as ‘G1’, ‘Y3’, ‘R2’ etc
on the table) to the Customer/Offering matrix previously described. This
is illustrated below for a simple business.

An offering category may have a different positioning depending on
the customer group being considered. For example, in the case of a
pharmaceuticals manufacturer, a certain product range may be compet-
itively weak when considered in relation to state healthcare as a customer
group, but competitively strong in the private healthcare market

OFFERINGS

CUSTOMER
GROUPS

A B C D
1
2
3
4

G2 G1 R3

G2 Y1

G2

Y3

R3
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where differing purchase criteria may be used. Equally the private health-
care sector may itself provide significantly more market attractiveness
in terms of growth and profitability.

This second option provides a powerful visualization of the real attrac-
tiveness of offering categories and customer groups. This enables
strategic issues and options to be considered.  It is also a starting point
for considering the correct priorities for resource use (management
time, staff resource, financial investment, etc). It also highlights where
continuing to operate an R1 (apparently very unattractive SBU) can be
vital to integrate into an attractive range of other SBUs as part of a
comprehensive package to certain customer groups.

Competitive positioning: generic strategies
Here we will consider the practical application of an approach devel-
oped by Michael Porter.

The model provides a framework for industry or market sector analysis
to examine how a firm can compete effectively in order to create and
sustain competitive advantage.

Concept

The concept identifies the two distinct drivers of competitive advantage:

• Low cost– This is where the business manages its cost base to ensure
that it is the lowest cost producer – thereby either winning a greater
volume of business through lower prices than competitors can sustain
and continue to be profitable, or charging comparable prices and
therefore achieving a higher level of profitability.

• Uniqueness – This is where the business provides a distinct basis
of differentiation (uniqueness perceived by the customer and
regarded as valuable) which enables business to be won and
normally a price premium attracted.
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There is a further choice introduced by the model that defines the breadth
of the competitive arena in which the business operates.

• Industry wide – this is where the business operates across the
breadth of the industry providing products/services for a wide
range of customer needs. An example in the car industry would
be Mercedes with an extensive range across a broad base of
customers.

• Particular segment only – in this context the business has chosen
to concentrate attention on a defined segment of the market. This
is called a focus strategy. An example would be Ferrari pursuing
the exclusive performance car segment.

Application

The model enables us to consider the requirements of each strategy
and therefore to identify action themes. The following paragraphs high-
light important considerations that underlie each of the two approaches
to achieving strategic advantage.

Differentiation strategy

• Identify needs and wants that are valued by the buyer

• Evaluate differentiation options and selectively add value in cost
effective areas

DIFFERENTIATION
OVERALL COST

LEADERSHIP

FOCUS

UNIQUENESS PERCEIVED
BY THE CUSTOMER

LOW COST POSITION

INDUSTRY-WIDE

PARTICULAR
SEGMENT

ONLY

Strategic Advantage
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• Establish and sustain superior performance by serving the buyer
needs and wants uniquely

• Ensure that successful differentiation leads to premium prices
(premium prices may reinforce perceived differentiation), or
market share/volume advantages

Differentiators must maintain a broadly equivalent cost base to that of
competitors to achieve above-average profitability

Differentiators must select cost effective forms of differentiation, which cannot
be easily or immediately replicated or leapfrogged by competitors.

In order to pursue this strategy it is likely that the Critical Success Factors
would include...

...strong marketing skills

...strong co-ordination among functions

...product engineering

...amenities to attract creative people

...corporate reputation for quality

...brand strength and image

...integrated distribution channels

...quality focused incentives.

Cost leadership strategy

• Deliver a relevant quality product or service at the lowest possible
cost

• Develop a significant and sustainable cost gap over the primary
competitors
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• Create advantage through superior management of key cost
drivers

• Leading to above-average profits with industry-average prices,
or market share/volume advantage.

Cost leaders must maintain an acceptable level of satisfaction of buyer
needs. Cost leadership is often in conflict with differentiation i.e. to achieve
differentiation adds cost thereby removing the potential cost leadership
advantage.

In order to pursue this strategy it is likely that the Critical Success Factors
would include...

...capital for investment in technology

...business process re-engineering competence

...tight cost control

...labour efficiency controls

...design for ease of manufacture/service delivery

...low cost distribution channels

...quantitative volume/cost incentives.

Focus strategy

For many more complex organizations operating in sophisticated
markets an ‘industry-wide’ approach locks the business into the
‘mindset’ of differentiation or cost leadership. This may lead to inap-
propriate approaches being taken to certain segments of the market.
Competitive positioning is best examined at Strategic Business Unit (SBU)
level where the relevant competitive strategy can be identified in direct
relation to specific customers and competitors. This enables a tailored
approach to be adopted for each SBU.  In turn this may lead to cost effi-
ciency by ensuring that only the specific competitive requirements of
the segment are addressed rather than, for example, market/industry
wide differentiation approaches which may add significant cost.
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Strategic direction – Common problems

The differentiation strategy is often the most ‘attractive’ in that it provides
the opportunity for a more creative approach to the market. For this
reason the organization tends to be marketing led. It is vital in these
business units that the cost/benefit analysis of any new form of differ-
entiation is thoroughly evaluated. In addition, sensitivity analysis
must be used to look at the viability of the associated cost base at different
levels of sales performance and in different market conditions.

The primary challenge with differentiation is one of competitor repli-
cation, where the advantage is temporary and, once replicated, becomes
an increase in the industry/market cost base for all competitors. This
upward migration of the cost base can over time destroy an attractive
market segment.

The cost leadership strategy often requires a ‘lean’ culture and is usually
perceived as ‘unattractive’ with the consistent focus on cost manage-
ment and efficiency. A tendency to be production or operations led
therefore emerges.  This produces a concentration on standardization
of products, components and processes with the minimization of vari-
ations/derivatives. A fine balance needs to be achieved between
maintaining a narrow range of products/services and meeting the varying
needs of different customer groups.

It is these tensions between either providing a differentiated approach
to match customer need and gain competitive advantage, or pursuing
cost leadership to gain profit margin and value advantage, that often
leads in practice to a mixed approach. This means that the advantages
of neither competitive position are achieved. This being ‘stuck in the
middle’ yields no competitive advantage and erodes the position of the
business unit.
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Summary... the facts of competitive life

• There are two distinct competitive positions: differentiated or
low cost

• Each Strategic Business Unit (SBU) must have a clearly defined
differentiated or low cost strategy

• With a differentiation strategy, effective control of the cost base
to ensure effectiveness of spending remains important

• With a cost leadership strategy, maintenance of product /service
adequacy and customer satisfaction remains important

• The reason for the strategy must be understood and pursued
by all managers

• The chosen strategy must be superior to that of competitors and
lead to competitive advantage

• No one competitive position succeeds for all market segments
/SBUs.

Competitive positioning: differentiation
This model of the differentiation process, developed by Shiv Mathur
provides an outstandingly powerful framework for considering alter-
native approaches to creating competitive advantage. It provides an
insight into the processes of differentiation and competitor positioning
which builds on the concepts introduced by Michael Porter’s ‘generic
strategies’ as described in the preceding pages.
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Concept

Businesses seek to influence potential customers to purchase their
products and services by a process of differentiation. The benefit of
differentiating an offering from that of the competitor is that it encour-
ages initial customer purchase and ongoing customer loyalty. It may
also enable a price premium to be commanded.  The way in which a
business differentiates can be considered using a simple matrix.

The two axes of the matrix are defined as:

• Merchandise – those things, which are provided to the
customer, e.g. a car service, an office refurbishment, a stereo
system etc.

• Support – advice, training or assistance (help in making choices,
use of the merchandise etc) given to customers, e.g. knowledge
of customers specific requirements and past history.
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The implications of the four cells of the matrix are:

Application

This simple model enables us to consider the features of a competitive
offering and to develop approaches for gaining competitive advantage.
The model below uses the matrix to highlight the normal competitive
processes at work in the market place.

Merchandise
Differentiated
Support
Differentiated

The firm fully analyzes the customer’s
requirements in detail and ensures ‘tailor-
made’ merchandise as part of a unique
package. 

Defined as ‘System’.

Merchandise
Differentiated
Support
Differentiated

Differentiated from the merchandise of other
providers by, say, technical and physical
features; branding also comes into play. No
focused support provided. 

Defined as ‘Product’.

Merchandise
Undifferentiated
Support
Differentiated

The firm provides a unique programme
aimed at assisting the customer to assess and
specify their requirements and these are
subsequently supplied from a standard
offering range with great expertise. 

Defined as ‘Service’.

Merchandise
Undifferentiated
Support
Undifferentiated

The merchandise is sold with technical speci-
fications and other features undifferentiated
from those of competitors; nor does the firm
provide differentiated support for the
customer in assessing or responding to indi-
vidual requirements. 

Defined as ‘Commodity’.
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Whilst the company should be continually seeking to find new ways
of differentiation, the natural competitor response is to match or prefer-
ably exceed each new increment of differentiation. This is normally a
continuing process, often with different products or services holding
the superior differentiated position from time to time. However, where
there is no distinct advantage in the eyes of the customer the market
becomes ‘commodity’ where the only form of differentiation is price.

The matrix should be used to consider the following four questions.

Q What is our current position within the matrix?

Q Where in the matrix are our competitors?

Q What are the existing bases of differentiation used by ourselves
and our competitors?

Q What are the potential bases of differentiation which could be
used by our business to gain advantage?

When using the matrix, care needs to be taken to ensure that the stated
competitive positions reflect reality rather than management percep-
tion. In some markets several competitors will see themselves as being
differentiated and therefore positioned in the ‘system’ box. If these indi-
vidual forms of perceived differentiation are not valued high by the
customer no real competitive advantage has been attained. The compe-
tition are therefore truly positioned in the ‘commodity’ box. The acid
test of achieved differentiation is superior market position, volume and/or
a price advantage.
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Merchandise differentiation

Helpfully the Shiv Mathur approach highlights the key drivers of each
of the two primary basis of differentiation. Merchandise is particularly
driven by :

• Content: the tangible attributes of the product or service
received by the customer. For example technical capability, func-
tions, durability etc.

• Image: this is less tangible, but nevertheless valued by the
customer attributes. For example brand reputation which
supports product confidence (Sony) or status/exclusivity (BMW).

Again deliberate decisions need to be made concerning alternative routes
to competitive advantage. There are four distinct choices of competi-
tive position:

Position M1 appropriately described as ‘standard’ – there is nothing
differentiated about the merchandise (product or service). For example,
matches or milk.

Position M4 is described as ‘exclusive’ – where merchandise differen-
tiation has been achieved on both axes. For example, Porsche or Versace.

Support differentiation

Again there are two key drivers: 

• Expertise: the inherent knowledge of the product or service and
its general application such as technical competence, market
knowledge, experience etc.
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• Personalization: the effort devoted to understanding the specific
needs/requirements/application of the customer and provision
of a specifically tailored response. There are four distinct choices
of competitive position:

Position S1 described as ‘trader’ – indicates that there is nothing distin-
guishable about either the level of competence of the approach, to
tailoring the offering to the circumstances of the customer. This is
perhaps most easily likened to the market trader who sells primarily
on price and availability. For example, petrol.

Position S4 described as ‘consultant’ is differentiated on both dimen-
sions. For example, management consultancy or luxury bathroom design
and fitting.

Differentiation and price
Differentiation and price are linked. Normally achieving differentiation
enables a price premium to be charged. However, this additional price
potential may be sacrificed to enable increased volume/market share
to be achieved. This in itself may provide a further competitive advan-
tage as high volume drives down unit costs.

Price is also a factor which itself influences customer perception. In
certain markets/segments high price is seen as overcharging or ‘taking

S4DIFFERENTIATED

UNDIFFERENTIATED

PERSONALIZATION

S3

S3

DIFFERENTIATED UNDIFFERENTIATED

EX
PE

RT
IS

E

S1



MASTERING BUSINESS PLANNING AND STRATEGY60

advantage’ of the customer – naturally leading to lower price compet-
itive offerings being chosen. However, in other markets/segments price
is in itself a positive differentiator. In this case premium price reinforces
the perception of premium product – in fact a lower price would damage
the competitive positioning. Examples would be luxury cars or exclu-
sive hotels where the tangible additional value provided, versus a lower
profile competitor, is significantly less than the price premium attracted.
The price reinforces the positive perception.  Here brand image and
exclusivity are directly supported by price. To reduce price would actually
reduce attractiveness.

Summary – achieving competitive advantage

There are a range of potential differentiation choices driven by
Merchandise (comprising Content and Image) and Support (comprising
Expertise and Personalization).

Where no real differentiation exists the business is operating as a
commodity and the customer will choose on price and availability. A
low cost competitive strategy will be required to support a lowest (or
equal) price whilst still retaining average industry profitability.

The differentiation matrixes should be used to map the business offer-
ings and the relative position of competitors. Based on this analysis,
alternative market strategies should be examined and a choice made.



CHAPTER FOUR

Mastering the volume – cost –
profit relationship

‘It’s unwise to pay too much, but it’s worse to pay too
little. When you pay too much, all you lose is a little
money – that is all. When you pay too little, you
sometimes lose everything because the thing you
bought was incapable of doing the thing it was bought
to do. The common law of business balance prohibits
paying a little and getting a lot – it can’t be done. If you
deal with the lowest bidder, it is as well to add
something for the risk you run, and if you do that, you
will have enough to pay for something better.’

JOHN RUSKIN
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Mastering the volume – cost –
profit relationship

Overview
In this chapter we will consider some of the basic concepts of preparing
and reviewing business financial plans. These will be the straightfor-
ward and practical ‘ground rules’. Unfortunately many businesses fail
to understand or apply these concepts.

Volume – Cost – Profit relationships

Directors and managers will usually focus on sales (volume and value)
and profit performance. Future plans are often based on what has been
achieved in the past with an emphasis on growth and, for larger busi-
nesses, increased market share. The impact on the business of a
divergence from plan is not fully considered or even perhaps recognized.

The assumptions made in any plan will never be perfect and changes
may occur in many areas. For example:

• Sales volumes

• Cost of materials and supplies

• Prices

• Labour costs

• Productive efficiency

• Interest rates

• Gross profit margin.

Directors and managers need to understand the financial character-
istics of the business – how it will respond to change. To identify these
financial characteristics we need to ensure that we have the right infor-
mation to enable judgements to be made.
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Unless the Volume – Cost – Profit Relationships are properly under-
stood decisions regarding the future of the business may not produce
the results expected. In the worst case they may place the future of the
business at risk. Surprisingly many businessmen are unable to clearly
and accurately describe the important financial dynamics of their
business. For example, they have not thought through and evaluated
key questions such as:

Q Which products/services are the most attractive financially? or

Q What would be the effect of an increase/decrease in sales? or

Q What would be the effect of a change in the mix of business? or

Q What would be the impact of increased competition and pressure
on selling prices?

This chapter will introduce a series of basic principles, which are funda-
mental to decision taking. The subsequent chapter Mastering option
appraisal will further develop these concepts in the context of strategy
evaluation.

The contribution approach
This chapter started by stating that we need to understand the finan-
cial characteristics of the business – how it will respond to change.
To develop this understanding we need to identify and separate:

• Variable costs – expenses which vary in direct proportion to
the volume of sales activity

• Fixed costs – expenses which tend to remain constant, irrespec-
tive of the level of activity (naturally within limits).
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MATERIALS
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SUB-CONTRACT WORK
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MAINTENANCE
ADMIN STAFF

OCCUPANCY COSTS
EQUIPMENT PROV'N
BUILDING PROV'N

VARIABLE
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Concept

This separation will enable us to identify the CONTRIBUTION – the
margin of sales value over the variable cost of the sales i.e. the contri-
bution which the activity, product or service makes to the fixed costs
of the business.

A well-run business will recognize the need to make the distinction
between cost types and reflect this approach in their management
reporting and future planning. The following is a simple illustration of
the way in which the information may be presented:

For example

Product X Product Y Total

Sales 4000 6000 10000

Variable costs
Materials 1200 1800 3000

Direct labour 1200 2400 3600

Total 2400 4200 6600

Contribution
margin 1600 1800 3400
Contribution
margin % 40% 30%

Fixed costs
Management & Admin 2000
Premises costs 800
Total 2800

Profit before interest 600
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The advantages of this approach are that:

• Variable costs are identified with the activity, product or
service

• Fixed costs remain unallocated – therefore not distorting 
the figures

• Contribution margin is the key focus – this emphasizes the
contribution to fixed costs made by each area of activity.

Application

The first step is naturally to establish the contribution margin perform-
ance of each area of the business. It is surprising how many even
sophisticated businesses lack a real understanding of the profit (contri-
bution) generated from their various activities, products and services.
Without this data, decision taking becomes less logic based and relies
on intuition, and luck!

Establishment of a database of contribution information enables three
important aspects of performance analysis to be undertaken:

PRODUCT/SERVICE CONTRIBUTION

• Identifying the achievement of each area of the business port-
folio.

SALES EXECUTIVE CONTRIBUTION

• Tracking contribution generated by each sales representative/
sales manager provides a superior management mechanism in
comparison to sales volume or value achievement.

CUSTOMER CONTRIBUTION

• Using the contribution database to evaluate the performance
of each customer/segment based on the range of products or
services consumed.

These three dimensions provide the foundation for performance review
and business planning.
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Product and service pricing
In this section we examine the likely financial impact of different pricing
decisions. This emphasizes the importance of understanding the effect
of pricing on the Real Income (Contribution Margin) and therefore overall
profitability of the business.

Concept

This approach illustrates the financial effects of different pricing strate-
gies. We will use as an example a manufacturing company producing
a small range of mechanical components for heating and ventilation equip-
ment. These are primarily used in the construction industry. There is
significant competition although the company has a good reputation.
The management is considering two alternative pricing strategies to
improve performance.

Reducing prices

Alternative one: REDUCE PRICES BY 10% – to attract increased sales
volume:

Existing performance Price less 10%

Sales 200,000 180,000
Variable costs 150,000 150,000

Contribution Margin
(Real Income) 50,000 30,000

Contribution Margin % 25% 16.7%

This analysis helps to identify that...

... real Income per £1 of sales falls from £0.25p to £0.167p

... without additional volume the Contribution Margin (i.e. the
contribution to the fixed costs or overheads of the business) falls
by £20,000. If Fixed Costs remain unchanged bottom line Profit
will also fall by £20,000

... to achieve the existing Contribution Margin of £50,000 sales of
£300,000 must be achieved. (This is determined by calculating
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how many contributions of £0.167p in the £1 must be produced
to generate £50,000 i.e. £50,000/0.167).

Sales volume must increase from £180,000 to £300,000 – a 67% rise
just to stand still!

For most companies to achieve this level of increase would require consid-
erable effort and probably the need to incur some additional costs. We
will assume that our manufacturing business requires an advertising/
promotional campaign (£5,000) and an additional member for the sales
team (£10,000) – what will be the effect:

Additional fixed costs £15,000

(and therefore Contribution Margin required)

Contribution Margin % 16.7%

Therefore further Sales required to cover costs £90,000

Sales volume must now increase from £180,000 to £390,000 –
an incredible 117% rise

Increasing prices

Alternative two: INCREASE PRICES BY 10%:

Existing performance Price less 10%

Sales 200,000 220,000
Variable Costs 150,000 150,000

Contribution Margin
(Real Income) 50,000 70,000

Contribution Margin % 25% 31.8%

With this alternative we can identify that...

... real Income per £1 of sales rises from £0.25p to £0.318p

... without loss of volume the Contribution Margin increases by
£20,000
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... to achieve the existing Contribution Margin of £50,000 sales of
£157,233 must be achieved (i.e. £50,000/0.318)

Sales volume could fall from £200,000 to £157,233 – a fall of 28%
before the company becomes worse off!

Working capital considerations

In examining both alternatives for our manufacturing company we have
concentrated on the cost – volume – profit implications. However, this
has ignored the potential impact on working capital. In practice it would
be necessary to also consider the following financial effects:

Prices less 10% Prices plus 10% 
effect may be effect may be

Product Volume – need to double – fall by one quarter

Raw Materials Stock – average holding, – average holding, and
Work–in–Progress and cash tied up, cash tied up, will fall
Finished Goods Stock will rise

Debtors – average – average outstanding
outstanding and and cash tied up, will
cash tied up, fall
will rise

Creditors – average liability – average liability
and finance used, and finance used,
will rise will fall

Here we are considering the potential additional cash tied–up (reducing
prices) or cash released (increasing prices). These changes affect the
cost of financing the business – the interest paid on borrowing – and
therefore increases or decreases the overheads which need to be covered
by the Contribution Margin.
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Application

Naturally for your own business you would be able to make more accurate
assessments of these working capital changes. However, even this simpli-
fied approach provides clear evidence that Profit and Cash effects cannot
be considered in isolation from each other. This additional, or reduced,
cash requirement changes again the sales target for each alternative.

From these illustrations we can see how important it is for business direc-
tors and managers to understand properly the financial characteristics
of the business. We have seen that this requires the identification of
Volume – Cost – Profit – AND Cash relationships.

The following two graphs illustrate the direct impact on volume of a
10% or 20% change in prices. The behaviour of this Volume – Price
linkage is dependent on the level of the Contribution Margin for the
particular business. Spend a short time studying these graphs to ensure
that you understand the principles – how do pricing changes affect
your business?
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The traditional ‘gut’ reaction to pressure to improve performance is to
endeavour to boost volume, often by reducing prices and increasing
sales effort. In some businesses this policy has been pursued to the extent
that the total contribution margin achievable, if 100% of capacity is used
and sold, is insufficient to meet the fixed costs of the business. A hopeless
situation!  Actual case histories include:

• An engineering company where company fixed costs were
greater than maximum production line throughput times
product contribution margin

• A printing business where company fixed costs were greater
than maximum press capacity times average job contribution
margin

• A ferry shipping operator where vessel fixed costs were greater
than total ‘certificated’ passenger capacity times average contri-
bution margin.
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In some circumstances reducing prices will be a valid approach – in other
conditions increasing prices will be the correct policy. In some it will
be appropriate to hold prices. Formal, but simple, evaluation of options
using the Contribution Approach will identify the Threats, and the
Opportunities.

Cost profiling
The business planning and budget setting processes used in many busi-
nesses tend to produce incremental changes in performance, often
particularly achieved by small adjustments to the level of costs incurred
– improving financial efficiency. This Cost Profiling analytical technique
seeks to identify potential opportunities for more radical changes to
the business cost base. It focuses on improving financial effectiveness
by examining the relationship between costs incurred and benefits to
the business.

Concept

There are two key preparatory stages in the cost profiling process.

Activity cost assessment

The on-going ‘activities’ of the organization are identified; for example
customer enquiry handling, preparation of weekly management reports,
production engineering etc. These activities may involve many depart-
ments/business units across the organization, thereby incurring cost in
each location. Using the budgets/management accounts data for each
‘cost centre’ (i.e. an organization unit where costs are incurred) an analysis
is prepared to identify the costs associated with each activity. Through
this process the entire costs of the business are analyzed by activity.
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Activity benefit assessment

The focus here is to identify the ‘value to the business’ of the activity.
The first step is to identify a set of criteria against which benefit can be
judged. These criteria are the organization’s Critical Success Factors
(CSFs) which derive from the strategic, market and organizational analysis
discussed elsewhere in this book. Critical Success Factors are those things
that the organization needs to do well if it is to be successful.

The activities and the CSFs are entered into a second matrix. Each activity
is then scored against each CSF to reflect its value to supporting that
CSF. A simple scoring system may be used, say ‘0’ ... of no value, to ‘10’
... fundamental to delivery of that CSF.  

This ranking is normally undertaken by groups of senior executives and
managers working in teams to agree the scores. The output from each
group is then correlated to identify an overall response.
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Application

The two sets of rankings described in the previous paragraphs –
Activity/Cost and Activity/Benefit – are then brought together in a Cost/
Benefit matrix. An illustrative example of this matrix is shown on the
following page.
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The objective of the Cost Profiling technique is to identify the Cost/Benefit
attributes of each activity within the organization. The Cost/Benefit ‘map’
highlights this relationship and draws particular attention to those activ-
ities which fall away from what is perhaps the ‘expected’ relationship
indicated by the diagonal line.

Where an activity is ‘low cost/high benefit’ it is appropriate to evaluate
the additional benefit that would occur if spending was increased.

When an activity is ‘high cost/low benefit’ it is appropriate to evaluate
the opportunities and effect of reduced spending.

The advantages of the approach include:

• The identification of current effective spending and ineffective
spending by requiring a complete review of resourcing and cost
levels

• Recognition of the specific relationship between activity and cost

• That it is challenging and establishes financial and operational
goals for performance improvement.

The potential disadvantage is that it can be time consuming to prepare
the data with the required level of accuracy.  However, as part of a strategic
review it is an important technique for examining the cost effectiveness
of spending within the organization.



CHAPTER FIVE

Mastering organizational analysis

‘Organizational flexibility is essential. Rates of change
have speeded up. The hierarchical organization is slow
to respond. Decisions taken at the centre are too far
away from the coal face. While the centre seeks local and
relevant understanding, delays in decision making result.

In today’s turbulent business environment speed of
decision making is critically important – decisions should
be pushed down the organization and as close to the
customers as possible.’

SIR JOHN HARVEY-JONES MBE, 
QUOTED IN THE RESPONSIVE ORGANIZATION, BIM
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Mastering organizational analysis

Overview – moving to a new level of success
Organizations can no longer afford to be static. The changing demands
of the business environment and competitor pressure dictate at the very
least regular adaption and in many cases fundamental shifts. Products
have a lifecycle involving revisions, re-positioning and replacement –
organizations have similar lifecycle changes but these are often far more
difficult to achieve.

Point A is the rising success of the business as the organization seeks
and achieves superiority over its competitors. Point B is the pinnacle
of success perhaps evidenced by strong market position and internal
stability. The challenge is to recognize when the organization is
approaching, or at, point B and predicting when the decline toward
point C will begin (and at what pace!). There are many ‘triggers’ which
may necessitate this fundamental re-birth of the organization, such as:

DEVELOPMENT
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economic boom or recession, a change in technology, new or intensi-
fied competition and so on.

The key issue for leaders is recognizing the need for fundamental change
whilst the organization is on the ascent rather than the descent – and
then taking action! When the organization is on the descent it is often
too busy fighting the ‘slide’ and too short of resources, particularly cash,
to implement the leap to the next curve. Death may come quickly or
slowly – ‘failure to take action until too late’ is the most common factor
evidenced by research into business failure.

‘A company is not a machine, but a living organism’

Arie de Geus

In this context it is fascinating to reflect that most companies desire to
survive, grow and prosper but the average life expectancy of a
company is less than twenty years. The evidence is that even those organ-
izations that achieve large multi-business/multi-national status rarely
survive beyond 40 years. Only a limited number of companies buck
this early to the grave trend. General Electric, Siemens, Philip Morris,
Proctor & Gamble, DuPont and Mitsui are world-renowned compa-
nies that have survived, grown and prospered for over 100 years.

Arie de Geus (The Living Company) and James Collins/Jerry Porras
(Built to Last) examine the traits that distinguish those longer-term
‘visionary’ companies from the ‘also rans’. The concept of re-birth is
evidenced as organizations are driven by visionary opportunities leading
to fundamental shifts in organizational focus. For example, American
Express which was founded in freight transportation and has re-birthed
as a financial services provider.

The renowned 3M leader William McKnight moulded the organization
to embrace creativity with the ‘soft’ belief:

‘build fences around people, and you’ll get sheep’

to this we should add the ‘hard’ fact

‘build walls around an organization, and you’ll get a coffin’
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Effective organizational leadership requires focus on both the ‘hard’ and
the ‘soft’ issues. Often it is the ‘soft’ aspects that present the most signif-
icant barriers to change.

Driving successful evolution

A major evolutionary leap requires a tangible, visible strategy supported
by clear corporate goals and a common sense of purpose. Success depends
on harnessing each aspect of the organization – the culture, the people
and the systems – and focusing attention in the same direction.

Surface Set 'Hard' Issues

TECHNOLOGY
FORMAL JOB TITLES
ORGANIZATIONAL STRUCTURE
JOB DESCRIPTIONS
PAY & REWARD STRUCTURES

PROCEDURES, PRODUCTS, SERVICES
FORMAL COMMUNICATION STRUCTURES
REPORTING RELATIONSHIPS
POLICIES & OBJECTIVES
AUTHORITIES & RESPONSIBILITIES

NORMS
BELIEFS & VALUES
PERSONAL ASPIRATIONS & GOALS
MANAGEMENT STYLE
POWER NETWORKS

INFORMAL RELATIONSHIPS
ATTITUDES
LOYALTIES
MOTIVATIONS & COMMITMENTS
PERCEIVED REWARDS

Deep Set 'Soft' Issues

'SEE – LEVEL'
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These concepts are expanded in more detail in the next section that
considers how to profile the organization using the McKinsey ‘7S’ model.

McKinsey ‘7S’ model
This concept which is often referred to as the McKinsey ‘7S’ model provides
a framework which is helpful to assess the readiness of the organiza-
tion for change. The original model, developed by R Pascale, and
highlighted by Peters and Waterman in the text ‘In Search of Excellence’
highlights shared values as at the heart of every organization. This leans
toward the ‘soft’ factors as the driving force. This is a logical but perhaps
somewhat biased view.  In practice we observe that strategy is (or should
be!) an equally potent driving force for the organization. We should there-
fore also recognize the central importance of strategy, which together
with shared values set the direction for the organization. The other five
further elements then need to be focused to support the integrated strategy
and shared values of the organization.

DEVELOPMENT

DISRUPTIVE

ORGANIZED

UNSTOPPABLE!

TIME
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Concept

The following paragraphs provide a definition of each ellipse and high-
light some typical features for success.

Strategy – This is the clear and communicated direction and goals for
the organization supported by a coherent set of actions aimed at gaining
a sustainable advantage over competition. The orientation of each other
factor must be evaluated and changes introduced to ensure compati-
bility with the strategy.

Shared values – The appropriate culture and beliefs that support the
needs and environment of the business. The ideas of what are right
and desirable.  For example:

• Quality and customer satisfaction (John Lewis)

• Entrepreneurialism (Virgin)

• Customer service (IBM)

• Innovative culture (HP/3M)

• Willingness to change.

STYLE

STAFFSKILLS

SYSTEM STRUCTURE

STRATEGY SHARED VALUES
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Skills – The capabilities possessed by the organization as a whole as
distinct from those of individuals. Some companies perform extraor-
dinary feats with ordinary people. For example:

• Strategic thinking ability

• Responsiveness to change

• Ability to analyze based on fact not opinion

• Ability to turn ideas into action

• Product development capability

• Entrepreneurial focus

• Marketing competence

• Production control.

Style – This also reflects aspects of culture.  It is linked to the manage-
ment paradigm –’the way we do things here’. For example:

• Autocratic vs democratic

• Concentration on consensus building to ensure commitment to
change

• Enthusiasm

• Focus on external achievement and continuous progress

• Integrity

• ‘Open’ culture.

Staff – The appropriate resources to meet the demands of the existing
business and future strategy. For example:

• Ability to recruit, develop and retain staff of sufficient quality

• Staff retention

• High fliers vs team players

• Quality of resources



MASTERING BUSINESS PLANNING AND STRATEGY82

• Old vs young

• Levels of competence

• Creative vs analytical.

Structure – The management and overall organizational structure to
match the future needs. For example:

• Responsibilities and accountabilities defined

• Clear, relevant and simple

• Provides for career development and motivation of staff

• Flexible and responsive to change

• Organizational hierarchy.

Systems – These are the techniques, working procedures, computer
systems, communication systems etc. They may be formal or informal
‘customary practices’. The processes through which things get done
on a day to day basis.  For example:

• Management information systems

• Customer information systems

• Authority levels

• Manpower planning.

Application 

The model should be regarded as a framework for change management.
It provides a checklist of areas that need to be carefully considered and
integrated to support successful strategy implementation.

The following questionnaire can be used to examine the effectiveness
of each element of the organization.

For your business you should consider each statement and indicate
how true these statements are in relation to your own organization.
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STRATEGY

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

1. Longer term
strategy and
plans are well
defined

1 2 3 4 5

2. Longer term
strategy and
plans are
effectively
communicated

1 2 3 4 5

3. There is clarity
throughout the
business
concerning the
business vision
and direction

1 2 3 4 5

4. The
management
team focuses on
the medium and
long term as
well as short
term issues

1 2 3 4 5
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STRUCTURE

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

5. Manpower is at
an optimum level

1 2 3 4 5

6. Resources are
organized
according to
business
priorities

1 2 3 4 5

7. There are the
minimum of
controls and
management
levels in the
organization

1 2 3 4 5

8. Responsibilities
and
accountabilities
are clear

1 2 3 4 5

9. Responsibility
and authority are
well matched

1 2 3 4 5

10. The organization
structure is
flexible and
responsive to
situations and
changing
customer needs

1 2 3 4 5

11. The organization
structure is
integrated, rather
than segregated
and operating in
isolated
departments

1 2 3 4 5
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STYLE

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

12. Delegation and
innovation are
encouraged

1 2 3 4 5

13. There is a
management
emphasis on
helping rather
than telling.

14. Individual and
group
achievements are
recognized and
rewarded.

15. Performance is
measured against
objective
standards

16. Performance
targets are
viewed as
demanding but
achievable
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SHARED
VALUES

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

17. There is a high
level of genuine
loyalty to the
business

1 2 3 4 5

18. There is positive
belief in the value
of the products
and services
offered

19. There is a real
belief in internal
co-operation at
all levels

20. People have a
real commitment
to continuous
improvement

STAFF

21. People are valued
as individuals
and treated with
respect

22. Peoples’ abilities
and potential are
well understood
and positively
exploited

23. Generally high
calibre people are
employed

24. People are used
for their strengths,
not penalized for
their weaknesses
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SKILLS

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

25. Skills are
adequate to
achieve business
objectives

1 2 3 4 5

26. Skill gaps are
identified and
addressed

27. Skills are refined,
improved and
developed to
meet changing
business needs

28. Skills are shared
and transferred
within the
organization

SYSTEMS

29. Planning and
forecasting
processes are
effective

30. Tight controls of
capital
expenditure are
present

31. Effective budget
management is a
priority

32. Stocks, debtors
and cash flow are
strictly controlled
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In practical application you will have circled a range of ‘Scores’ for each
question. To provide an overall summary it is helpful to total the score
for each of the ‘7S’ sections and transfer this into the matrix below.

SYSTEMS

Strongly

disagree

Disagree

agree nor

disagree

Neither Agree Strongly

agree

33. There are timely
and effective staff
communication
systems

1 2 3 4 5

34. Effective
procedures for
staff performance
appraisal exist

35. Business and
manpower plans
are linked and
integrated

36. There are
effective systems
for spotting and
developing talent.

Score given Total available % effectiveness

Strategy 20

Structure 35

Style 25

Shared values 20

Staff 20

Skills 20

Systems 40

Overall total 180
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This analysis provides a broad overview of the organizational effec-
tiveness of your business and focuses attention on areas where you
perceive particular areas of strength or weakness.

Summary

The following is a structure to summarize the key issues and action
themes arising from the ‘7S’ analysis.

Element Existing attributes Changes 
required

Implementation

+ve -ve Action
themes

Potential
barriers

Strategy

Structure

Style

Shared
values

Staff

Skills

Systems

Existing attributes – describes the identified strengths and weaknesses
that currently exist within the organization.

Changes required – describes the changes which will be necessary to
integrate each of the elements with the future strategy.

Implementation – describes the necessary actions/activities to effect
the change(s) required and identify the potential barriers which could
be encountered in implementation.



Blank



CHAPTER SIX

Mastering option appraisal

‘Before you meet a handsome prince 
you have to kiss a lot of toads.’
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Mastering option appraisal

Overview
Option appraisal is not a straightforward process of ‘running the
numbers’. A series of quantitative and qualitative factors are concerned.
Simplifying the process there are two key dimensions:

Attractiveness – concerned with aspects such as:

• Financial return

• Market presence

• Customer attraction.

Implementation difficulty – concerned with aspects such as :

• Commercial risk and sensitivity of figures

• Internal capabilities

• Stakeholder acceptance.

One of the essential foundations of effective Option Appraisal is to deal
with facts and reality. Too often the emotional desire to pursue an ‘attrac-
tive’ strategy outweighs logic. This is not to say that vision, entrepreneurial
drive and risk taking are wrong. These vital factors are necessary qual-
ities in any successful organization but they need to be supported by
rational analysis. This requires evaluation of the vision, quantification
of the risks and the identification of actions which can be taken to reduce
the seriousness/impact of these risks. This chapter provides a series of
approaches to support the structured evaluation of business develop-
ment options.
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Force-field analysis
This technique helps to identify those forces that support or restrict
the implementation of change. These are usually described as Driving
Forces and Restraining Forces.

Concept

In every change process there are Driving and Restraining forces. For
positive progress to take place it is vital that the overall Driving Forces
outweigh the Restraining Forces. A visual summary of the forces in
an actual situation can be illustrated in a similar format to the diagram
below.

To visualize the impact of each item it is helpful to draw the length of
each line to reflect the relative strengths of each force. When the forces
have been identified attention is directed to implementing actions which
will reduce the effect of Restraining Forces and enhance the impact of
Driving Forces.

COST AWARENESS

DR
IV

IN
G 

FO
RC

ES

NEW REPORTING
SYSTEMS

NEW PRODUCTION
MANAGER

OLD EQUIPMENT
UNSKILLED

LABOUR

SUPPLIER
QUALITY

COST REDUCTION
PROGRAMME
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ST
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IN
G 
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RC
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Force–field analysis
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Application

The Force-Field Analysis technique can be applied to many change situ-
ations, significant and small. In simple terms the process is applied as follows:

1. Describe the planned change – the objective

2. List the Driving Forces that support the planned change above
the centre line with vertical lines representing the probable
strength of the force.

3. List the Restraining Forces that oppose the change below the
centre line. Again use the vertical line to represent the probable
strength of the force.

4. Consider the Restraining Forces that pose the greatest threat
and agree actions to reduce/eliminate impact. Often breaking
down the barriers to change will prove more effective than
seeking to further promote the Driving Forces.

5. Consider the Driving Forces, which will provide the best
impetus for change and agree actions to enhance their impact.

Stakeholder analysis
Stakeholder Analysis is a helpful technique for considering the poten-
tial influence of various individuals or groups (‘stakeholders’) on the
successful implementation of a proposed change.

Concept

To examine the likely impact of each stakeholder it is necessary to consider
two aspects:

• Their Attitude – will they be supportive or unsupportive, resistant
or open etc to the proposed change?

• Their Influence – to what degree can they exert influence due
to their position/power on the change process? This influence
could be either supportive or constraining depending on their
attitude as described above.
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Application

Each circle on the grid represents an individual stakeholder or stake-
holder group. Assessing both attitude and influence draws the focus
of attention to those stakeholders that are most likely to be obstacles
to success. Consideration then needs to be given to how the attitude
of that individual/group can be improved, or how their influence can
be reduced. Where there is a stakeholder identified as being of ‘high’
influence and positively ‘for’ the change it is important to consider how
to harness this potential.

Stakeholder Analysis

For

Neutral

Against

INFLUENCE

AT
TI

TU
DE

Low                 Medium                 High
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Identifying financial sensitivity and 
evaluating risk exposure
In this section we will further develop some of the financial planning
principles introduced in the earlier chapter ‘Mastering the Volume –
Cost – Profit Relationship’. This identified the financial characteristics
of the business and the interaction between volume of sales achieved,
fixed and variable costs and profitability.

Concept

There is no single ‘right’ set of relationships. The pricing and contribu-
tion margin, fixed costs, sales volumes and working capital all need to
be appropriate to the operational and market conditions under which
the business is operating. The following pages provide some simple
approaches to analyzing what is appropriate (or not appropriate!) for
an individual business.

Identifying risk factors

Successful business owners and managers recognize business oppor-
tunities but balance the desire to pursue these with a realistic, and fully
evaluated, view of the risks involved. They will also respond quickly to
external pressures, which require that they re-assess the appropriate-
ness of the way in which they run their business.

A summary of the Risk Factors on which they will focus is provided
below.  Each of the points mentioned are essential areas for consider-
ation when business plans are prepared.  However they fall into two
categories:

External – Outside the direct influence of the management of the
business. For example: Performance of the Economy,
Stability of the Industry, Competitor Pricing, Interest Rates.

Internal – Can be directly influenced by the management of
the business. For example: Pricing, level of Variable
Costs, level of Fixed Costs.
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Business managers need to understand the external issues and appro-
priately plan for and control the internal aspects.

Q How thoroughly does your business understand and evaluate
in a structured way these external issues?

Q How well does your business reflect the external issues in your
internal plans?

Risk factor Area of focus

Performance of economy • Stability of the industry

Industry sales • Level of competition and market 
penetration

Market segment sales • Competition in segment

• Penetration in segment

Business sales • Pricing and competitor pricing

• Level of variable costs

• ‘Production’ efficiency and
capacity

Business contribution margin • Level of ‘fixed’ costs

Business trading profit • Gearing/borrowing

• Interest rates

• Level of debt repayment

• Working capital funding

• Capital spending

Business cash surplus or
cash requirement

Earlier in this book we considered the Price – Volume relationship and
the use of Contribution Margin. Another important focus is the Volume
– Cost  relationship and the effect of Fixed Costs.

For a particular business situation external issues and risk factors iden-
tified in the table will dictate how stable, or unstable, demand for a given
product (or service) is likely to be.
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If demand is generally stable – it may be sensible for a business to
carry relatively inflexible resources and therefore fixed costs – for example
an engineering company purchasing all the necessary machinery and
employing the labour etc, to enable all manufacturing, assembly and
packing operations to be undertaken in-house. The company is there-
fore able to reap all of the profit benefit from the products.

If demand is generally unstable – a company may deliberately sub-contract
certain volumes of work or part of the process. When demand falls their
own resources remain well utilized but the level of sub-contract work is
reduced. This means that a smaller proportion of total costs is fixed.

Many businesses fail because they get ‘locked-in’ with resources that
cannot be reduced or shed as demand changes. In simple terms they
do not recognize the need to link demand and resources as illustrated
in the following matrix.

How stable is demand for your products or services?

How flexible are your resources? (i.e. variable costs vs fixed costs).

FLEXIBILITY OF RESOURCES

IN
ST
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Y 
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EM
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D

HIGH

HIGH

LOW

Demand/Resource Matrix

UNSTABLE DEMAND
INFLEXIBLE RESOURCES

CRITICAL LIST

UNSTABLE DEMAND
FLEXIBLE RESOURCES

KEEPING FIT

STABLE DEMAND
INFLEXIBLE RESOURCES

JOGGING ALONG

STABLE DEMAND
FLEXIBLE RESOURCES

HYPERACTIVE
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Profit vs cash

The following diagram highlights the key differences between Profit (Profit
and Loss) and Cash (Funds Flow) analysis. The figures are illustrative
but powerfully demonstrate the fact that the profit performance and
cash performance of a business can be significantly different.
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SURPLUS/(DEFICIT) 

-300

PROFIT/(LOSS) 

NIL

VAT

525
SALES

3525

VAT

-263

VARIABLE COST OF 
SALES

1763

VAT 

262

CONTRIBUTION 

1762

VAT

-88

-88

GENERAL           588
SAL'S & WAGES    800

INTEREST            100
TOTAL               1488

VAT 

-18
CAPITAL PURCHASES 

118

VAT 

-35
WORKING CAPITAL 
INC/(DEC) 

235

VAT 

LOAN REPAYMENTS 

100

121

1000 UNITS  BREAKEVEN   1200 UNITS

SALES
(100 UNITS @ 
£3.00)            

VAT PAYMENT 

121

GENERAL           500
SAL'S & WAGES    800
DEPRECIATION    100
INTEREST            100
TOTAL               1500

CONTRIBUTION (REAL 
INCOME, I.E. £1.50 
UNIT)           

VARIABLE COST OF 
SALES

FIXED COSTS FIXED OUTGOINGS

The difference between Profit (Profit and Loss)
and Cash (Funds) flow analysis

3000

1500

1500
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• The left-hand column of the diagram deals with Profit analysis.
The elements are a summary of the figures that you will
normally be able to identify from business management
accounts, budgets or annual accounts. These sources of data
will provide VAT (Value Added Tax) exclusive figures.

• The right hand column deals with Cash analysis. These figures
will be available from a business cash flow summary or cash
plan. The figures in the white boxes are VAT inclusive with
the VAT effect shown in the shaded boxes.  The total of the
net VAT collected naturally ends up as a cash outpayment.

At the bottom of the diagram you will see the two Breakeven Points,
Profit based and Cash based. They key issue is that Cash Breakeven
requires a 20% higher sales achievement than Profit Breakeven. This is
not unusual and it is important to remember that profitability does not
guarantee solvency. This is a vital principle when considering strategy.
The evaluation of options must be based on the predicted future cash
flows – simple profitability does not necessarily indicate success. This
is further highlighted in the Proposal Evaluation section later in this
chapter.

Cash breakeven implications

The previous paragraphs emphasize that trading performance is only
one of the influences on the cash position of a business. There are three
major elements in cash flow analysis:

Trading cash flow – the Profit or Loss of the business (adjusted to elim-
inate non-cash items, most commonly depreciation)

Working capital cash flow – changes in the funding required prima-
rily for stocks and debtors adjusted by creditor finance used

Capital cash flow – requirements for asset purchases or repayment
of previous borrowings for purchase of assets.
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The following is a simplified illustration of the Cash Breakeven concept
to demonstrate the key considerations. This simple approach can be
applied to many business situations.

For example

Motofast is a small car servicing and repair business. The owner
has asked their bank for a 24 months loan, with repayments at
six monthly intervals, to purchase a ‘service tester’ for tuning
and fault diagnosis. The capital sum is £28000 and interest in Year
1 will be £2800.

The business charges customers based on labour hours taken,
plus parts on which there is a relatively small profit margin. In
the last 12 months Motofast has sold 3740 hours.

Using some basic facts about the Motofast business, and the
contribution approach that we have discussed earlier in the book
we can make an evaluation of the potential effect of the new
borrowing as shown below:

£

Retail labour rate per hour 45.00
Mechanics pay per hour 15.00

Contribution margin per labour hour 30.00 (66%)

Loan servicing in Year 1

– capital repayment 14000
– interest 2800

16800

Contribution margin per labour hour 30

Therefore additional sales of labour hours
necessary to service the loan 560 hrs

Actual labour hours sold in last 12 months 3740 hrs

Therefore increase in business required 15%
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This analysis would enable Motofast to highlight the following issues
that are important considerations for the success of the proposal.

Have the implications of servicing the loan been fully considered?
Can 25% extra hours be sold?

Will an extra mechanic be required?

Is the space/tooling available for an extra mechanic?

This Cash Breakeven concept requires a focus on two key aspects:

1. The level of ‘fixed outgoings’

These are the definite cash commitments of the business, which do not
vary directly with the level of business activity. Normally these will
comprise the following elements and the total of ‘fixed outgoings’ will
be calculated as shown.

‘Fixed Costs’ – these are the normal trading expenses which are not
variable.

Less Depreciation. (this is usually included as a fixed cost but is
not a cash item – it therefore needs to be taken out of the fixed
cost figure).

Add Working Capital increase/(decrease). This will reflect the
cash impact of changes in the levels of stocks, debtors and
creditors

Add Capital Purchases. This is required spending on new or
replacement assets such as land, buildings, machinery, equip-
ment etc.

Add Loan Repayments. The required repayment of ‘principal’
for borrowings, e.g. loans/leases.  (The interest will have
been included as a ‘fixed cost’ in the first calculation, above,
as a trading expense).

Equals Total fixed outgoings (fixed cash commitments)
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2. The cash margin of safety

Using the contribution margin (sales value less variable cost of sales)
the cash breakeven point can be calculated:

Total fixed outgoings
= Cash breakeven sales target

Contribution margin

The Cash Margin of Safety is the difference between planned (or actual)
Sales and the Breakeven Sales target calculated. This can be expressed
as a monetary figure or, more helpfully, as a percentage.

Application

The following is an example of the Cash Breakeven and Cash Margin
of Safety concepts.
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Example – cash breakeven

Company X is a small but rapidly expanding manufacturing
business. The range of products and the normal sales mix produces
a Contribution Margin of 20%.

Fixed outgoings have been forecast for the next twelve months
as follows:

£ £
Fixed costs

80000
Less depreciation 5000

75000

Working capital

– increase in finished goods stock 8000

– decrease in debtors (1000)

– increase in creditors (due to more (2000)

favourable supplier terms) 5000

Capital purchases

– new finishing machine 7000

– packing equipment 2000

9000
Loan repayments

– four quarterly repayments of principal
on previous borrowing at £2000 per qtr 8000

Total ‘fixed outgoings’ 97000

The level of sales necessary to achieve cash breakeven can be
calculated using the formula previously given i.e.

£97,000 = £485,000
0.20
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This means that sales of £485,000 will be required at an average 20%
contribution margin to achieve Cash Breakeven i.e. all cash commit-
ments could be met from cash generated by the business without the
need to take any further borrowings. If sales fall below £485,000 it will
be necessary to borrow monies to meet these commitments.

If the business is currently forecasting to achieve sales of £500,000 the
Cash Margin of Safety would be:

£500,000 – £485,000 x 100% = 3.0%
£500,000

This indicates that a fall in sales performance of greater than 3.0% would
necessitate further borrowing – a low Margin of Safety!

Profitability and cashflow risk responses

The following paragraphs concentrate on the three factors which we
have identified, that may leave a business vulnerable in terms of prof-
itability and cashflow. These are summarized as:

Low margin of safety

• The business will be vulnerable to a reduction in the level of sales
achieved or an increase in the level of costs and cash outgoings.

Low contribution ratio

• A small contribution per unit will be vulnerable to competitive
pricing action or customer price resistance.  Equally an increase
in variable costs or an unfavourable change in product mix will
significantly affect results.

High fixed costs (or in cash terms high ‘fixed’ outgoings)

• A reduction in sales volume or pressure on the contribution
margin is likely to leave fixed costs uncovered. The business will
also be vulnerable to inflation in fixed costs.
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Application

If performance deteriorates action must be taken to increase Real Income
(Contribution Margin), reduce Fixed Costs or reduce Cash Commitments
– preferably all three areas will be targeted for action. Some key points
of focus are highlighted below:

Increase real income

Increase Sales Value and Market Share

• Reduce prices

• Increase advertising/promotion

• Additional sales effort/resource

• Improvements to product/service to enhance differentiation

Increase contribution margin

• Increase prices

• Change product mix

• Reduce selling costs (e.g. commissions and distribution)

• Improve efficiency

• Reduce waste

• Re-negotiate supplier prices

• Reduce pay rates

• Eliminate overtime

• Review ‘product engineering’ (how the product is made or how
the service is provided)

• Improve ‘production’ systems
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Reduce fixed costs

Reduce level of costs

• Improve management/admin efficiency

• Eliminate management ‘perks’

• Identify lower cost alternatives

– premises

– services

– systems

• Reduce staffing

Turn fixed costs into variable costs

• Sub-contract activities rather than do ‘in-house’ and only use
when required

Reduce cash commitments

Review overdraft/debt/equity structure

• Introduce equity and reduce debt

• Re-finance ‘hardcore’ overdraft borrowing

• Investigate alternative sources of finance

Reduce working capital requirements

• Review debtor control, payment terms and policy for granting
credit

• Reduce any unnecessary stocks (including raw materials and
work-In-progress where relevant)

• Extend supplier credit and re-negotiate terms where possible
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Reduce capital expenditure

• Prioritize capital spending and restrict to ‘essential’ or ‘self-
financing’

• Research cheaper alternatives

– repair of existing

– other suppliers

– second-hand vs new

– rent/lease vs buy

– contract-out work rather than do ‘in-house’

Evaluating business development options
This section introduces the basic concepts for the financial appraisal
and comparison of alternative business development proposals.

Concept

The purpose of evaluating business development proposals is to
enable managers to:

• Identify the costs and benefits of options available

• Compare the differences between the individual alternatives
proposed

• Decide which option is most attractive and appropriate

The final decision as to which scheme(s) will be implemented will reflect
the advantages and disadvantages of each option. These advantages
and disadvantages will be quantified wherever possible, but in practice
there will also be many qualitative factors that may bear heavily on the
final decision.



SIX MASTERING OPTION APPRAISAL 109

A range of financial and non-financial information needs to be avail-
able for a balanced decision to be made on the implementation of
significant initiatives. These initiatives will often tie-up large sums of
money and set the future direction so it is important that costly
mistakes are avoided.

We need to be thorough in the approach to preparing investment
proposals and to identify all the relevant costs, consider the impact of
risk and uncertainty and be aware how the initiative will impact on other
areas of the business. The previous sections of this chapter have iden-
tified a series of approaches to option appraisal and risk assessment
that will help to evaluate the ‘confidence factor’, which underlies the
financial projections.

Principles of effective appraisal

Cash, or in particular, cash flow, is the focus when evaluating proposed
courses of action – whether we are examining a customer contract, an
asset replacement or a company acquisition.

For each project under consideration it is necessary to estimate what the
likely cashflows will be over the life of the project. These can be broken into
three elements.

Initial

• Comprising initial investment and any one-off set up costs

Life of scheme

• Expressed as net annual cash inflows (or outflows!) over the
duration of the project

Terminal

• May include costs of disposal, scrap value or operational close
down
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The option of doing nothing must be included when evaluating
proposals. This will help to establish the priority of different schemes
by considering the possible outcome of not going ahead. When capital
resources are scarce it is particularly important to consider this option.
The ‘do nothing’ option may be dismissed quickly, but it will also help
to identify scaled down ‘fall back’ options stemming from the current
situation.

The success of a project will be dependent on a number of factors. The
following are some that will be important to consider at the evaluation
stage:

• Clear understanding of business objectives

• Realistic financial projections

• Balanced evaluation of risks

• Clear areas of responsibility

• Effective project management

• Good team work

• Thorough planning

• Technical knowledge

• Commitment to make it work.

TIME

Project cash flows£

INFLOWS

0

OUTFLOWS

INITIAL COSTS PROJECT 'ACTIVE' LIFE TERMINAL COSTS
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Application

There are three primary techniques commonly used for project appraisal:

• Payback period

• Average rate of return

• Discounted cash flow

The following paragraphs examine each of these three in turn.

Payback period method

This approach compares schemes by calculating how long it would take
to payback the original investment from profits (positive cashflows)
earned. We can examine how this works by using a simple example:

Carest Ltd runs nursing homes for the elderly. The company is consid-
ering building a small extension on one of its three existing sites. The
life of the premises will be 40 years in each case, but with different site
conditions and local variations in staff pay and charging policies. The
projected net cashflows for the alternative schemes are shown in the
table.  The total of the net cash flows over the structural life, years 1-
40, is also shown:

Year Inview Lakeside Valley
£000 £000 £000

0 -200 -250 -150
1 50 50 25
2 50 100 50
3 50 100 75
4 50 100 75
5+ 50 100 75

Total 1-40 2000 3950 2925
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We can see that there is a net outflow of cash (shown as a minus figure)
where the initial investment is made.  Traditionally this initial invest-
ment period is referred to as ‘year 0’.  In years 1-5 the net inflow of cash,
or surplus, is shown.

In our example the payback period for each scheme is indicated in italic.
In the case of Inview it takes four years with an inflow of £50K per year
to recover the initial outlay of £200K. (Lakeside three years and Valley
three years).

Average rate of return method

The average (annual) Rate of Return Method evaluates projects by
comparing the return on the original sum invested. This is expressed
as a percentage.

Using the previous example, based on the assumed 40-year life, the results
would be as follows:

Year Inview Lakeside Valley

£000 £000 £000

Initial Investment -200 -250 -150

Cash Inflows over life 2000 3950 2925
years 1-40

Net Inflow 1800 3700 2775

Average Annual Inflow 45.0 92.5 69.4
(Net Inflow/40)

Average Rate of Return 22.5 37.0 46.3

(Average Inflow/Initial 
Investment (%))
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In our example we can now see that the average Rate of Return indicates
Valley as the most advantageous project. Lakeside, which had been equal
first under the payback period method, is significantly less attractive.

We can summarize the advantages and disadvantages of the two methods
we have now illustrated as:

Payback period Average rate of return

+ Simple + Simple

+ Indicates risk period + Indicates profitability

- Ignores profitability - Ignores timing of net benefits

One of the main disadvantages of both methods is that neither reflects
what is referred to as the time value of money i.e. when the money is
received. The following paragraphs examine the Discounted Cash Flow
method of evaluating schemes. This enables us to take into account the
time value of money.

Discounted cash flow

When we are dealing with cash, £1 received today is more valuable than
£1 received in one year’s time. For example, today’s £1 could be placed
on deposit and earn interest during the year. In fact £0.92 invested today
at 10% would be worth £1 in a year’s time. Therefore, the Present Value
of £1 received in a year’s time, assuming an interest rate of 10%, is £0.91.

This approach of examining cash flows and reflecting the ‘time value’
of money is called Discounted Cash Flow.

There are two ways in which this discounted cash flow concept is
commonly used.

Net present value method

• The present values for all future cash flows are evaluated at a
given rate (discount rate). The rate is normally the minimum
acceptable rate of return laid down as a policy guideline by the
company. The sum of all the positive and negative (usually initial
outlay) discounted values is the Net Present Value. If it is positive
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it has met the rate of return criteria (i.e. the rate of return exceeds
the discount rate which has been used to ‘test’ the proposal).

Yield method

• A slightly more refined approach using discounted cash flows
is to find the discount rate at which the sum of all the positive
and negative discounted values is zero. This rate is the Internal
Rate of Return produced by that proposal. This internal rate
of return is the compound interest rate at which the capital outlay
would need to be invested to yield the same return as provided
by the project being considered.

If the example of building a small extension for Carest Ltd is re-visited,
we can introduce the concept of comparing all the costs on a common
basis by recognizing the time value, and see what difference it makes.
For simplicity years 6-40 in each option are shown as one set of figures.
A required rate of return (‘test discount rate’) of 20% has been used.

Discounted cash flow summary

Year Inview Lakeside Valley

(£000) Discount
Factor
(20%)

Cash Present
Flow Value

Cash Present
Flow Value

Cash Present
Flow Value

0

1

2

3

4

5

6-40

1.00

0.83

0.69

0.57

0.48

0.40

1.86

-200 -200.0

50 41.5

50 34.5

50 28.5

50 24.0

50 20.0

50 93.0

-250 -250.0

50 41.5

100 69.0

100 57.0

100 48.0

100 40.0

100 186.0

-150 -150.0

25 20.8

50 34.5

75 42.8

75 36.0

75 30.0

75 139.5

Total (Net Present Value) 41.5 191.5 153.5
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The table shows that the choice has changed now we have taken into
account both the profitability of the schemes and the timing of the cash
flows.  The results of the three evaluation methods can be summarized
in the following ranking table.

Summary

The key principles of proposal financial evaluation are:

• Evaluate proposals and compare options based on cash flows

• Use Discounted Cash Flow (DCF) to take into account the time
value of money

• Aim to maximize the Internal Rate of Return (IRR)

• Recognize that the absolute minimum Internal Rate of Return
is the company’s cost of capital.

‘AID’ analysis
This summary analytical tool seeks to integrate the various approaches
introduced in this chapter Mastering Option Appraisal. It was initially
developed by Tony Grundy and makes the vital link between
Attractiveness and Implementation Difficulty (‘AID’)

Inview Lakeside Valley
Payback Period 3 1 1
Average Rate of Return 3 2 1
Discounted cash flow 3 1 2
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Concept

The Attractiveness/Implementation Difficulty matrix is drawn as illustrated:

Factors that influence Attractiveness will include:

• Profitability/return

• Market share

• Customer retention

• Integration with overall business

• Image/profile features.

Attractiveness therefore needs to be evaluated from a number of the
perspectives highlighted earlier in this book. Financial attractiveness
is obviously a primary consideration and this can be evaluated as
described in the previous sections covering Evaluating Business
Development Options and Financial Sensitivity and Risk Exposure.

High

Medium

Low

IMPLEMENTATION DIFFICULTY
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Factors that influence Implementation Difficulty will include:

• Availability of resources

• Level of resistance from staff/management

• Skill and competence levels

• Technical complexity

• Customer resistance.

The evaluation of Implementation Difficulty is particularly linked to the
Force-Field Analysis and Stakeholder Analysis techniques covered earlier
in this chapter.

Application

In many cases the most attractive business development options
present the greatest difficulty for successful implementation.  This model
seeks to emphasize that dilemma and therefore to heighten awareness
of the risks involved. A careful assessment of implementation difficulty
will lead to specific actions being taken to reduce the risk or, in certain
cases, discarding of the option perhaps in favour of a slightly less attrac-
tive proposal with a much greater chance of success.
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CHAPTER SEVEN

Mastering strategic leadership

‘The flame of competition has changed from smokey
yellow to intense white heat. For companies to survive
and prosper they will have to have a vision, a mission
and strategy. They will pursue the action arising from
that strategy with entrepeneurial skill and total
dedication and commitment to win.’

PETER B ELLWOOD, CHIEF EXECUTIVE FINANCIAL SERVICES
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Mastering strategic leadership

Overview
Quality of leadership is the distinguishing factor that unites high
performing businesses. It is the InSight (\’in – sit\n: the power or act of
seeing into a situation: understanding, penetrating; also intuition;
source: Merridion-Webster Dictionary), of these leaders that drives the
success of these organizations.

Leadership style undoubtedly varies – Richard Branson with Virgin, Bill
Gates with Microsoft, Bernd Pischetsrieder with BMW. Different styles,
different industries, constant success. However, experience and research
reveals that there are common factors that underpin successful execu-
tive leadership. The four key factors form a model of leadership
excellence.

Strategic
Perspective

Market
Focus

Results
Orientation

Harnessing
Potential

Leadership
Insight
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Strategic perspective

• The means through which the leader demonstrates visionary
leadership and defines the direction of the organization.

Market focus

• The means through which the leader shapes and drives the
superior positioning of the business versus its competitors, and
implements a total customer satisfaction ethos.

Results orientation

• The means through which the leader recognizes business long
term and short term objectives and focuses the management
team and individual effort on these key deliverables.

Harnessing potential

• The means through which the leader determines priorities and
directs personal and management team activities using inspi-
rational leadership and empowerment.

The concept of mission
Mission... Strategy... Vision three related words but often used very
loosely and quite differently by a range of corporations.  They are terms
that are found in many management textbooks. The objective here is
to provide a set of definitions that are helpful in clarifying this area of
Mission.
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Purpose

This defines why the organization exists. It describes the intended rela-
tionship between the corporate and the primary stakeholders (customers,
shareholders, employees, suppliers' etc).

• To improve our customers’ lives at home and at work by
providing innovative, attractive and easy-to-use products,
software and services

• To increase our shareholders’ value by meeting or exceeding
our profit and investment goals

• To make working at Philips an enjoyable, stimulating and
challenging experience

• To conduct our business ethically and with respect for our
customers, employees, shareholders, suppliers and the
communities in which we operate.

Philips

VALUES THAT LINK
WITH PURPOSE

STRATEGY

PURPOSE

VALUES

BEHAVIOURS

BEHAVIOURS THAT
ARE BASED ON

VALUES

STARATEGY THAT
ENABLES THE

PURPOSE TO BE
REALIZED

BEHAVIOURS THAT
SUPPORT STRATEGY
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Values

This defines the beliefs of the corporate and its leaders. These values
are the foundation of the organization ethics, its relationships (share-
holders/customers employees etc) and style.

• Grit and gumption are preferable to inertia and intellect. 

• Avoid the belief that dealing is preferable to working. 

• The Victorian work ethic is not an antique.

BBA Group

1. Delight customers

2. Value people as our greatest resource

3. Achieve quality and excellence in all actions

4. Achieve premium return on equity

5. Encourage entrepeneurial behaviour at all levels.

Philips

• To be the most respected and admired service organiza-
tion in the country.

BMW (GB)
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Behaviour

This defines standards or ‘norms’ that are expected of all involved with
the organization. These are practical principles that support the Purpose
and the Values of the corporate. They become a framework for accept-
ance or non – acceptance.

Strategy

This defines the context or arena in which the corporate wishes to operate.
It will often also provide a guideline on the basis on which the organi-
zation will compete.

‘Management by wandering around’

To have a well managed operation it is essential that the
managers/supervisors be aware of what is happening in their
areas – not just at their immediate level, but also at several levels
below that.

Our people are our most important resource and managers have
direct responsibility for their training, their performance, and
for their well-being. To do this, managers must get around to
find out how their people feel about their jobs and what they
feel will make their work more productive and more meaningful.

HP
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‘We shall concentrate on markets where:

• The products are in a state of maturity or decline (Sunset
Industries)

• The capital cost of market entry is high

• Fragmentation of ownership on the supply side facilitates
rapid earnings growth by acquisition of contribution flows.

‘Our tactic is to become dominant in our market niches by outpro-
ducing the competition, creating niches and buying competitors,
and to increase profit margins by drastic cost reduction.

‘We believe that the cheapest producer will win.’

BBA Group

‘Our strategy is to expand our core business globally by
creating marketing alliances where beneficial or, if there is a suffi-
cient return on capital, by investing in other airlines.’

‘Competition will increase in many markets and success will
depend on our ability to keep costs firmly under control.’

‘To maintain a pace of quality, innovation and service delivery
which keeps us ahead of the competition’.

British Airways
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Summary – the implications of mission
The four aspects of Mission fall into two categories:

‘Soft’ – the Values and Behaviour elements are those which should mould
the culture or shared values aspects of the organization.

‘Hard’ – the Purpose and Strategy elements are those which should
set the direction of the organization. These provide the deliverables
against which business plans and their results can be judged.

To promote continued progress and success the corporate must manage
both the ‘soft’ and the ‘hard’ aspects to ensure that the four elements
of Mission Purpose, Values, Behaviour and Strategy – are:

• Clearly defined

• Understood throughout the organization

• Used as a guideline for planning and decision taking

• Vigorously pursued.

Key questions

Q What is the Purpose of your organization?

Q What are the Values that are relevant to the Purpose?

Q What is the required Strategy to enable the Purpose to be realized?

Q What are the desired behaviours that:

– reflect the values of the organization?

– support the strategy being pursued?

Q Are these four areas of Mission clearly stated?
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Q Are they fully communicated and understood?

Q Do they provide a living framework for planning, review and
decision taking?

Leadership: situational responsiveness
This model of leadership is a useful framework for examining which
leadership styles to use in managing a team. It focuses on ideas that
were developed through Hersey and Blanchard’s Situational Leadership
Model. Implementing the actions resulting from a strategic review and
business planning process requires effective leadership. The practical
framework identified alternative approaches that can be adopted to
increase effectiveness in differing situations.

Concept

Hersey and Blanchard identify two major factors that affect an individual’s
response to your leadership :

• The emphasis you place on the task being carried out. The more
you stress the task the more directive your behaviour will be.
In other words the more likely you are to specify what you want,
when you want it done by, and the way in which it should be
completed.

• The emphasis you place on your relationship with staff. The more
you stress this factor, the more supportive your leadership behav-
iour will be. You will encourage and praise achievement and seek
to develop close relationships.
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The interaction between these two factors can be shown in the form of
a matrix comprising four different styles.

The following paragraphs describe the key leadership behaviours that
reflect each of these four styles.

– high task – low relationship

The leader who uses this style effectively controls the work of staff closely
and acts quickly to correct and redirect shortfalls in performance. They
make sure staff are clear about what they have to do. They will also empha-
size the use of standard procedures and stress the importance of targets
and deadlines.

– high task – high relationship

The leader who uses this style effectively shows concern for the task as
well as staff relationships. They spend time in friendly conversation, but
make sure staff are clear about their responsibilities and the required
standards of performance. They incorporate staff recommendations into
decisions they make, and will work with a team to solve problems, but
retain overall control.

– low task – high relationship

The leader who uses this style effectively lets staff organize and manage
their own work. They do not lead them in any particular direction but
allow individuals to set their own goals. They also encourage and support
positive contributions. They will be available for discussion and advice,
but will not push this involvement.

Participating style

Selling style

Telling style

Task Directive Behaviour
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– low task – low relationship

The leader who uses this style effectively lets staff define problems and
find solutions by themselves. They avoid conflict by leaving issues alone
and do not apply pressure. They do not intervene with subordinates,
and deliberately take no definite action.

Application

The approach of a leader is likely to reflect a mixture of the above styles.
However, individuals often have a preferred style(s) or ‘natural behav-
iour’. The key question is which style is best, not what style does a leader
use. In practice there is no such thing as ‘best’ style, only the ‘appro-
priate’ style in the situation.

The Situational Leadership model helps us to recognize that the effec-
tive leader changes style to reflect the member of staff and the task they
are working on.  In relation to the individual member of staff there are
two aspects to take into account:

• Ability – to what degree is the individual Able to do the work 

• Motivation – to what degree is the individual Willing and
Confident to do the work.

The effective leader automatically considers the member of staff as well
as the task in order to decide the most appropriate leadership style to
use.

Where individuals have low competence and low motivation an effec-
tive leader will provide close supervision. For example, with new staff
it is essential that close attention is paid to clarifying role, responsibil-
ities and limits of decision taking. Attempts to use participating or selling

Telling style

Delegating style
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styles are less effective because, whilst good relationships may be estab-
lished, staff need to have a clear indication of their tasks and what is
expected of them.

As staff competence increases the effective leader encourages this by
becoming more supportive. If they continue to be totally directive, staff
would become resentful and demoralized, and perhaps unwilling to
assume or take on responsibility.  Equally, the participating style could
fail because staff are not yet competent to make their own decisions.

As staff become increasingly competent and motivated, an effective leader
no longer needs to emphasize the importance of the task and can, instead,
concentrate on establishing close productive relationships. These rela-
tionships enable the leader to keep in touch with the work. A prime benefit
for the leader in moving into a participating or delegating style is that
they are far less personally time consuming. Thus they should release
the manager to do other work.

When a high level of staff competence and motivation is achieved the
effective leader can withdraw, thereby providing further motivation
by delegating responsibility.

Leadership style is a complex and difficult area. Few managers get
it right. The situational leadership approach provides a straight-
forward way of assessing individuals and situations and deciding
the style that is most likely to be successful. The description here has
described the concept in generic leadership terms. However, in practice,
it is the lack of proper leadership, applied to both the task and the people
requirements, that leads to ineffective implementation of the actions
arising from the strategic review and business planning processes. The
strategy is fine, it is the implementation that fails.

Delegating style

Participating style

Selling style
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Strategic leadership

If you are involved in leading strategic change, consider the following
approach.

For each of the key players involved in the change implementation, use
these steps to identify what is likely to be the most effective leadership
style.

1. Identify the most important managers or team members.

2. Identify the key strategy implementation tasks associated with
each individual.

3. Evaluate their competence on the four ‘ability’ and ‘motiva-
tion’ dimensions.

4. Consider the most relevant leadership style to adopt – and
use it!

Name:             Key Tasks

Role:

Score the individual for each key
task, on the four criteria below, using
the following scale:

Insufficient = 1

Reasonable = 2

Good = 3

Excellent = 4

Ability: Knowledge

Ability: Skills

Motivation: Confidence

Motivation: Willingness

Effective Style
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CHAPTER EIGHT

Mastering performance
measurement

‘One thing is clear. Even if you’re on the right
track you’ll get run over if you just sit there.’

SIR ALLAN SHEPPARD
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Mastering performance
measurement

Overview
There are many approaches to performance management. In this chapter
we will highlight some of the key principles which help to provide for
a structured and balanced approach. It will cover those concepts which
support the processes of management within the business as well as
certain aspects related to how those outside the corporate view overall
performance.

In addition the chapter covers two important external
views of the corporate.

ORGANIZATIONAL  KEY
PERFORMANCE

INDICATORS (OKPIs)

These are concerned with those factors,
which are the day to day operational

controls and concentrate on efficiency and
effectiveness.

CITY  KEY
PERFORMANCE

INDICATORS (CKPIs)

For quoted companies the 'city view' is vital
to understand. This section highlights and

explains a number of the most frequently used
analytical measures.

VALUE ADDED
The responsibility of corporate management
is to ensure that the organization is 'creating
value'. This section summarizes three core

approaches.

These are the broader commercial areas
of focus at the 'top' of the organization.

The primary drivers of the business
growth and commercial success.

STRATEGIC KEY
PERFORMANCE

INDICATORS (SKPIs)

These are the narrower financial areas of
focus at the 'top' of the organization.
They deal with the concepts of return,

stability and solvency.

FINANCIAL KEY
PERFORMANCE

INDICATORS (FKPI'S)

FINANCIAL KEY
PERFORMANCE

INDICATORS (FKPIs)
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Strategic Key Performance Indicators
(SKPIs)
This performance management technique highlights those factors that
are critical to maintaining the strategic direction of a business. They
are the foundations for ensuring a ‘culture’ of continuous performance
improvement and preparing the overall business for both the boom
and recessionary periods which typify the economic cycles in which
corporates operate.

Concept

The approach is derived from a concept called ‘Balanced Scorecard’,
which was developed by Robert Kaplan and David Norton. It reflects
the following core principles:

• No single measure can provide a clear performance target or
focus attention on all the critical areas of the business.

• The Balanced Scorecard seeks to minimize the common problem
of information overload on business leaders by limiting the
number of measures used.

• The approach is a way to clarify, simplify and then operationalize
the Mission (Purpose/Values/Behaviours/Strategy) at the top of
the organization.

The Balanced Scorecard is a measurement framework and concentrates
attention on the four primary perspectives of corporate performance.
Each perspective focuses on a particular question fundamental to the
future prosperity of the overall business.
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Application

The following sections highlight, for each of the four dimensions of
the Balanced Scorecard, a range of suggested business objectives and
related Strategic Key Performance Indicators (SKPI’s) i.e. the measures
which are used to track progress.

Business objective                SKPI

Financial perspective – how do we look to our owners?

Profitability Net Profit Margin (% )
Return on Total Funds (%)

Shareholder Income Dividend Level (£)
Dividend Cover (times)

Growth Sales Trend (year on year growth)

Stability Gearing (Debt: Equity) Ratio
Interest Cover (times)

Customer perspective – how do our customers see us?

Customer Care Customer Satisfaction

Quality Number of Complaints (No)
Goodwill Spend (£)

The Balanced Scorecard

INTERNAL PERSPECTIVE
...what must we excel at?

CUSTOMER PERSPECTIVE
...how do our customers
see us?

BUSINESS DEVELOPMENT
PERSPECTIVE
...how can we further
develop?

FINAL PERSPECTIVE
...how do we look
to our owners?
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Availability Product/Service lead time 
(No. of days/weeks)

Brand Values Management daily quality/
presentation audit (No. of failures)

Business development 
perspective – how can we further develop?

Innovation/Creativity Overall Sales per Head (£)
Unit Sales per Sales Executive
(Units)

Effectiveness Sales/Prospect ratio (%)
Market Penetration (%)
Customer Retention i.e. repeat
business (%)

Investment Capital Spend (£)
Profit Retained in Business 
(% of total Net Profit)

Internal perspective – what must we excel at?

Staff Retention Staff Turnover Rate (%pa)

Personal Development Training Days (No)

Performance Appraisal (performance 
improvement trend 
Assessment/Development Centre
Feedback

Commitment Sickness/Absence Levels (No. of
days)

Communication Full Staff Team meetings/work-
shops (No)

For each of the Business Objectives the Strategic Key Performance
Indicator (SKPI) represents the measurement tool. Related to each SKPI
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a stretching but achievable target level of performance should be set
and clearly communicated to all relevant staff. To achieve this target,
specific initiatives need to be identified, implemented and reviewed. This
link between objectives, SKPIs, targets and initiatives is illustrated below.

The Balanced Scorecard therefore drives performance throughout the
organization.  There is a direct line of integration between the Vision
of the organization and the Strategy that is being pursued. It also provides
the top level ‘scoring’ mechanism to ensure each aspect of the business
is ‘on-track’.

The Balanced Scorecard Approach

THE VISION
'to achieve sustainable
outstanding results

through a continuous
focus on brand values
and customer service'

STRATEGY
• deliver customer 

satisfaction
• continuous 

improvement
• develop quality 

people
• meet shareholder 

expectations

FINANCIAL
OBJECTIVES SKPI TARGETS INITIATIVES
'AAA' 'AAA' 'AAA' 'AAA'
'BBB' 'BBB' 'BBB' 'BBB'
'CCC' 'CCC' 'CCC' 'CCC'
'DDD' 'DDD' 'DDD' 'DDD'

BUSINESS DEVELOPMENT
OBJECTIVES SKPI TARGETS INITIATIVES
'AAA' 'AAA' 'AAA' 'AAA'
'BBB' 'BBB' 'BBB' 'BBB'
'CCC' 'CCC' 'CCC' 'CCC'
'DDD' 'DDD' 'DDD' 'DDD'

CUSTOMER
OBJECTIVES SKPI TARGETS INITIATIVES
'AAA' 'AAA' 'AAA' 'AAA'
'BBB' 'BBB' 'BBB' 'BBB'
'CCC' 'CCC' 'CCC' 'CCC'
'DDD' 'DDD' 'DDD' 'DDD'

INTERNAL
OBJECTIVES SKPI TARGETS INITIATIVES
'AAA' 'AAA' 'AAA' 'AAA'
'BBB' 'BBB' 'BBB' 'BBB'
'CCC' 'CCC' 'CCC' 'CCC'
'DDD' 'DDD' 'DDD' 'DDD'

SCORECARD PERSPECTIVES
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Financial Key Performance Indicators (FKPIs)

The CAP™ Approach

This technique of financial analysis is intended to provide an overview
of the financial performance of the corporate. The financial ratios can
be applied to the business to examine current achievement and trends.
They can also be applied to competitors to enable external ‘benchmarks’
of performance to be established.

There are many potential ratios available but these comprise those that
would be regarded as a ‘core set’ designed to provide an overall insight
into the business and the challenges facing management. They reflect
the typical approaches used by corporate management, business
analysts and bankers.

Concept

Financial performance profiling recognizes that there are three distinct
aspects of financial performance – Cash, Assets and Profit (the CAP™
Approach).  These are summarized visually as:

PROFIT

CASH

ASSETS

SALES

COST OF SALES

OVERHEADS

INTEREST

TAXATION

PROFIT RETAINED

LAND & BUILDINGS

PLANT & EQUIPMENT

STOCKS

WORK IN PROGRESS

DEBTORS

RESEARCH & DEV.

INVESTMENTS

SHARE ISSUES

PAST PROFITS

LOANS & LEASES

OVERDRAFT

CREDITORS
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In simple terms a business is a process of investing cash in assets which
in operational use make a profit.

• Cash – is the money injected into the business and may come
from past profits, bank loans, new shares issued to owners, etc.

• Assets – for the business may, depending on the type of oper-
ation, include premises, equipment, stocks, work-in-progress,
debtor’s etc.

• Profit – will come from sales of any of the range of business
offerings.

Application

To examine the performance of the business, and its competitors, the
assessment ratios highlighted in the following paragraphs are applied.
The narrative provides a definition of the ratio plus brief guidance notes
to support interpretation. The ratios are focused on three fundamental
questions:

Q Profit Generation – how good is the business at generating
profits? – margin and cost management

Q Cash Control – how well is the business able to meets its commit-
ments? – solvency and security

Q Asset Utilization – how well does the business utilize its assets?
– operational efficiency

Profit generation

Gross Profit Margin (%) Gross Profit x 100 (%)
Turnover (Sales)

• Shows the gross profit as a proportion of sales

• Indicates the average contribution that a sale makes to overhead
expenses

• Will be significantly affected by product mix/pricing changes
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• Gross profit is after charging the direct cost of sale but does not
normally include other sales related expenses such as selling
expenses, delivery etc.

• Can be related to break-even analysis – what level of gross profit
contribution is required to cover all ‘fixed’ overhead expenses. 

Net Profit Margin (%) Net Profit (before interest) x100 (%)    
Turnover (Sales)

• Shows net margin before financing charges (normally interest),
tax and non-trading expenses

• States average level of ‘Bottom Line’ profit achieved on sales

• Indicates degree to which overall profit levels can absorb
pressure on selling prices or cost inflation.

The level of Net Profit Margin will need to be sufficient to ensure that
borrowing can be serviced (interest and repayments of principal), re-
investment can take place for the development of the business and
equity shareholders can receive a satisfactory return. The level of Net
Profit margin (% will vary considerably between industries – for
example Net Margin may vary from as low as say 2-3% in construc-
tion to 25-30% with certain hi-tech products).

Return on Funds Net Profit (before interest) x 100 (%)
Employed ROFE (%)  Net Assets
(Return on Capital Employed)

• Shows the return on total financial resources employed in the
business

• Does not take into account the sources of finance (debt vs equity)
or the cost of servicing that borrowing (interest)



MASTERING BUSINESS PLANNING AND STRATEGY142

• Focus is on the performance of the management team in earning
profit from the effective utilization of the total capital tied up in
the company

• Indicates if an adequate return is being made in comparison to 

–  alternative opportunities

–  the business risk

The level of ROFE (also called ROCE) will need to be greater than
the cost of funds to the business. Different sectors will produce
different levels of ROFE performance depending on the attractive-
ness of the market and the capital intensity of the business.
Achievement will normally be judged by comparison to similar busi-
nesses in the same sector.

Return on Shareholders Net Profit (before tax) X 100 (%)
Funds ROSF (%) Shareholders Funds
(Return on Equity)

• The ratio is calculated based on Net Profit after interest but
normally before tax. (This is calculated after deduction of
interest because this is the ‘return’ to the lenders)

• Reveals the level of return achieved on the total money invested
by shareholders (shares paid and retained profits).

• Does not reflect the return on the realizable value of the shares
(the market price) or the actual price paid for the shares if
purchased on the stock market.

The level of ROSF (ROE) needs to offer an attractive margin above
a secure money investment to reflect the potential risk of investing
in that particular type of business.
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Cash control

Current Ratio Current Assets
Current Liabilities 

• Current Assets is the total of stocks + work-in-progress + debtors
+ cash

• Current Liabilities is the total of trade creditors + short term
borrowing + overdraft + taxation liability etc.

• Shows short term asset cover for short term liabilities

• Compares value of items expected to be turned into cash with
liabilities which are payable

• If ratio is < 1 business may have a cash flow deficiency problem

• A basic measure of likely ability to pay bills

• Assumes that stocks can be sold and that debtors are realizable.

This ratio should normally be > 1. However, it should not be too
high as this may indicate poor utilization of the working capital tied-
up in trading (i.e. Stocks, WIP and Debtors).

Liquid Ratio Debtors + Cash
(Acid or Quick Ratio) Current Liabilities

• Shows cash and near cash cover for current liabilities

• Indicates the level of liabilities that can be met out of funds which
should be securely available to the business i.e. cash and
invoices outstanding (debtors).

Often this ratio will be in the range of 0.5 to 0.8 but will be sector
dependent. The difference between the values of the current and
liquid ratios is stock.
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Interest Cover Net Profit (before Interest & Tax)
Interest

• Shows number of times interest payments are covered by the
level of profit achieved

• Indicates ability of business to meet interest payments

• If market conditions are unstable a low interest cover predicts
possibility of not being able to service loans.

If the interest is covered <1 times this indicates that the business
may need to borrow further monies simply to meet the interest
payments on past borrowings – bad news! A level of 3-4 times covered
would normally be considered relatively secure.

Debt : Equity Ratio Debt
(Gearing or Leverage) Equity 

• Debt is all interest bearing funds

• Equity is the total shareholders funds (the same as Net Worth)

• Establishes the relationship between borrowed monies and share-
holders funds

• Indicates how a business has been funded

• A high ratio of Debt (all loans and leases etc) indicates that: 

– lenders are bearing some of the company risk

– dividends to shareholders may be restricted due to need to
service the high level of debt interest repayment.

Note: Debt should take into account both long and short term borrowing
i.e. loans, finance leases, overdrafts and other finance facilities etc. PLUS
‘off balance sheet finance’ such as operating leases, rentals and hire purchase.

• The ratio is now more commonly expressed as a percentage.

Bankers and Investors will typically look for a 1:1 (100%) ratio not to
be exceeded i.e. they will lend £1 for every £1 of owners, money invested
in the business. When the general economy is strong a gearing of
2:1 or 3:1 may be considered acceptable for certain businesses. 
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Asset utilization

Stock Index Stocks x 365 (‘days’)
(Stock Turn) Cost of Goods Sold

• Shows the average number of days stock is held and therefore
how often stock is turned over in a year

• Indicates control and utilization of stocks

• Influenced by sales/stock level/stocking policies/market condi-
tions/stock availability requirements

• True value of stock may be significantly influenced by:

– suppliers ‘Reservation of Title’ clauses (where supplier has
legal title until full payment is made)

– obsolete stocks

– valuation and write-down policies.

This ratio will vary considerably between industries. The same
concept can be applied to work in progress (WIP) in manufacturing
or production industries.

Debtor Index Trade Debtors x 365 (‘days’)
(Debt Turn) Turnover (Sales)

• An indicator of the average number of days taken to collect
monies receivable

• Indicates actual terms of trade being achieved and credit
control effectiveness

• May raise concerns regarding the quality of debtors:

– included in accounts prior to work completion

– items in dispute

– solvency of the customers

– customer credit vetting practices

– effectiveness of contracting procedures.
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• When interpreting remember that business turnover will
include both cash sales and credit sales, this will influence the
overall average calculated.  

A useful indicator of overall trends which will be specifically moni-
tored internally by debtor category/customer.

Creditor Index Creditors X 365 (‘days’)
(Creditor Turn) Cost of Purchases 

• Shows average number of days taken to pay bills

• Focus is on company’s use (or abuse) of supplier finance

• Concerns may include –

– full inclusion of all liabilities

– continuity of supply

– supplier power/influence over the business

• Cost of Goods Sold is sometimes used as a substitute for Cost
of Purchases.  This significantly reduces the accuracy of the index
calculated.

A useful indicator of the average level of credit available to the business.

Sales/Net Assets Turnover (Sales)
(Asset Utilization or ‘Asset Sweat’) Net Assets 

• Indicates utilization of assets i.e. value of £s earned per £1 of
net asset in a trading period

• Can be significantly affected by the accuracy of the book valu-
ation of fixed assets, particularly land and buildings.

Measures the effectiveness with which the Net Assets invested in
the business are used to generate sales income. The trend of achieve-
ment should be monitored as well as comparison to other similar
businesses.
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Summary – building up the picture
The analytical ratios can individually be helpful in the review of past
performance, future projections or competitor comparison. In addition
there are several vital linkages that should be recognized to further
enhance understanding and insight.

• Return – the key drivers

As the achievement of return is one of the paramount goals the constituent
elements should be examined as: 

Margin (%) Utilization (£) Return (%)

Profit before interest x Sales = Profit before interest
Sales Net Assets Net Assets

Differing industry sectors will achieve an acceptable level of Return by
a significantly different balance between Margin and Utilization. An illus-
trative example from three leading companies would be:

Margin (%) X Utilization (£) = Return (%)

Construction 
Sector 3.1 X 5.63 = 17.4

Food 
Supermarkets 5.5 X 3.81 = 20.9

Engineering 9.3 X 1.90 = 17.7

The level of return is all in broadly the same range. The way in which
it has been achieved is quite different, reflecting the specific character-
istics of the three industry sectors. The capital-intensive engineering
business must achieve a strong margin to offset the low utilization.
Conversely the low margins available in the construction sector are neces-
sarily offset by a philosophy of low capital tie-up and ‘making the assets
work for you.

• Liquidity – ability to pay

Current Ratio Current Assets (say 1.4)
Current Liabilities
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Liquid Ratio Cash + Debtors (say 0.6)
Current Liabilities

The difference between the values of the Current and Liquid ratios is
stock i.e. the difference of 0.8 (1.4 – 0.6) is the proportion of stock to
current liabilities.  This means that of the current liabilities 0.6 (or 60%)
are covered by fairly secure cash inflow (debtors and cash). The
remaining 0.4 (or 40%) of liabilities are covered by stock. 

• Funding and security

Interest Cover (times)        Profit before Interest (say 7.0)
Interest

Gearing (%) Debt (say 160%)
Equity

Here the gearing in itself is high at 160%.  Gearing is a risk measure.
The higher the ratio the greater proportion of total finance in the business
has been taken from lenders rather than shareholders’ funds – i.e. equity
– either through retention of profits or new share issues.  

The risk consideration is that if the business hits a difficult trading period
(change in market/exchange rate fluctuation/economic recession etc)
repayment of outstanding principal and interest will still be required on
the debt (loans, leases, hire purchase etc). The advantage of equity is that
in the lean times dividend payments could cease. The higher the rela-
tionship of debt to equity the greater the underlying risk in the business.

A primary concern therefore is the ability to service the debt. Interest
cover indicates how many times the interest burden is covered by prof-
itability. The higher the ‘cover’ the greater the margin of safety if trading
becomes difficult.

The two ratios must be read together. A high gearing of 160% may be
a risk factor but when linked with a strong interest cover of 7.0 times
it becomes much more acceptable.

• Working capital – managing the operational ‘financing gap’
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This is examining the flow of money tied-up in the day to day opera-
tions of the business, commonly referred to as ‘working capital’. This
may be illustrated using our three example companies as:

Construction Food Engineering
Sector Supermarkets

Stock Index (days) 44(1) 11 26

Debtor Index (days) 89 2(2) 64

____ ____ ___

133 13 90

less

Creditor Index (days) 76 55 67

____ ____ ___
Financing Gap 57 (42) 23
(days) ____ ____ ___

(1) Work in progress  
(2) Effect of credit cards

The most attractive by far is the Food Supermarket where a favourable
gap of 42 days is evidenced i.e. the actual cash from sales is received
over one month before the supplier is paid. At the other end of the
spectrum is the construction business where the combined effect of cash
tied-up in work in progress (stock) and extended debtor collection cannot
be offset by the period taken to pay sub-contractors and suppliers. This
results in an unfavourable gap of 57 days during which the business is
required to finance the creditor payments.
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Operational Key Performance Indicators
(OKPIs)
This approach provides a framework for managing performance at oper-
ational level.

Concept

Throughout the organization there needs to be a focus on both external
performance (how the customer is satisfied) and internal performance.
Customers are generally concerned with three aspects:

From an internal perspective the primary driver of performance and
success is widely acknowledged to be the competence and commitment
of the workforce at all levels. Employees are generally concerned with
two aspects:

It is these five aspects of Quality, Cost, Delivery, Safety and Morale
(QCDSM) that are the key areas of attention for operational perform-
ance review. In any organization it is important to concentrate on
effectiveness throughout all areas. ‘Output’ effectiveness is the direct
result of effectiveness on each of the areas of ‘Input’ i.e. to achieve a
high level of customer needs satisfaction, the internal processes must
be focused on the concept of total (internal and external) customer satis-

SAFETY (PHYSICAL, JOB AND
EMOTIONAL SECURITY ETC)

MORALE

EMPLOYEE NEEDS
SATISFACTION

(CULTURE, INVOLVEMENT, RECOGNITION ETC)

QUALITY (TECHNOLOGY/PERFORMANCE/
RELIABILITY ETC)

DELIVERY

COST
CUSTOMER
NEEDS
SATISFACTION

(PRICE/OPERATING COST ETC)

(AVAILABILITY/LEAD TIME ETC)



EIGHT MASTERING PERFORMANCE MEASUREMENT 151

faction. This links with the internal customer concept where each team
takes full responsibility for their output being as near as possible to 100%
acceptable to the next team in the organizational process.

Although 95% Effectiveness appears in itself to be reasonable, the cumu-
lative effect of this across the organizational process is a wholly
unacceptable Impact of 77% achievement from a customer perspec-
tive. Concentration on performance management in each of the five
QCDSM aspects is therefore vital for each team.

The QCDSM approach reflects the operational interpretation of the
‘balanced scorecard’ concept introduced earlier in this chapter (Strategic
Key Performance Indicators, SKPIs). Each team should have a scorecard
reflecting these five areas of performance. Illustrative areas in which
team objectives/measures would be set, are shown in the table overleaf.

Effectiveness and impact

SALES

95%E

LOGISTICS

95%E

INVOICING

95%E

ORDER
PROCESSING

95%E

AFTERSALES
SUPPORT

95%E

EFFECTIVENESS = 95% X 95% X 95% X 95% X 95% = IMPACT 77%

99%E 99%E 99%E 99%E

EFFECTIVENESS = 99% X 99% X 99% X 99% X 99% = IMPACT 95%

99%E
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QCDSM Objective Measure

Sales and
Marketing

Quality Prospect: sales, ratio number of customer
claims, customer satisfaction survey results

Cost Marketing spend/enquiries rate, sales support,
spend and expense levels

Delivery Sales volume, market share, enquiry response
time, forecasting accuracy

Safety Number of accidents, number of safety suggestions

Morale Attendance, sickness, number of discipline
incidents, staff turnover, number of suggestions,
culture climate questionnaire results

Research and
Development

Quality Product reliability, manufacturability,
serviceability, return factor, number of
engineering changes, market acceptance

Cost Expense levels, new product development
time/cost

Delivery Number of new products, patents, forecasting
accuracy

Safety Number of accidents, number of safety suggestions

Morale Attendance, sickness, number of discipline
incidents, staff turnover, number of suggestions,
culture climate questionnaire results
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Operations

Quality Downtime, number of customer claims, defect rate,
rectification level

Cost Productivity, expenses, overtime

Delivery On time delivery, production lead time, inventory
level, availability

Safety Number of accidents, number of safety suggestions

Morale Attendance, sickness, number of discipline
incidents, staff turnover, number of suggestions,
culture climate questionnaire results

Finance

Quality Number of errors in billing, accuracy of financial
reporting, level of internal audit failures

Cost Productivity (throughput), cost levels

Delivery Report timeliness invoicing efficiency, creditors
index (days), debtor index (days)

Safety Number of accidents, number of safety suggestions

Morale Attendance, sickness, number of discipline
incidents, staff turnover, number of suggestions,
culture climate questionnaire results

Monitoring and controlling

In most organizations there are performance review processes regu-
larly applied (weekly sales team review/monthly management meetings
etc) – the real effectiveness of these varies, as many will have experi-
enced! However, the underlying performance management process is
the same.
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The period taken to go through the cycle varies according to the organ-
ization, the team and the task. Typically the cycle may be hourly, daily,
weekly, monthly, quarterly or even annually. Hourly may be for example,
toilet checking in a restaurant; yearly may be organizational culture survey.  

Frequently it is the Check and Act stages that fall down.

To be effective the PDCA cycle needs to be applied to the five aspects
of QCDSM. For each aspect the review cycle requires:

Example

Objectives A clear statement of what is desired Customer satisfaction

Measures Agreement of the measurement Satisfaction survey
mechanism score

Targets The ‘standard’ level of achievement
required 96% Target

The Check process then uses these clear statements as a basis for assess-
ment of results. Based on the achieved actuals, say a score of 91%, the
Act process means actually doing something to improve on-going
performance. In the example it could be tele-sales staff training in rela-
tionship handling.

The PDCA cycle is a vital performance management process – in many
organizations not well applied. The key questions are:

Q What are the primary PDCA cycles in our business?

Q Are these fully understood by all involved?

Q Is everyone committed to the disciplines of Check and Act?

The PDA Cycle

PLAN

DO

CHECK

ACT
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Q Do the PDCA cycles fully reflect the needs of the business, its
customers and its employees?

Q Is the review process based on clear and logical Objectives,
Measures and Targets?

Q Is PDCA applied to all the operational ‘balanced scorecard’ areas
of QCDSM?

City Key Performance Indicators (CKPIs)
This section summarizes some of the most common financial analysis
ratios that are used as a basis for describing company performance from
an ‘investor’ perspective.

Return on Equity

The ROE measure is calculated as :

ROE is Profit after Interest and Tax (PAIT) x 100%
Equity

this is made up of 

PAIT x Sales x Net Assets
Sales Net Assets Equity

which is Net Asset Financing

Margin x Utilization x Policy

• Identifies the achieved return on the shareholders investment
in the business

• Reveals return based on the shareholders actual investment made
(shares issued and retained profits) but does not reflect the current
realizable value of that investment i.e. the market value of the
shares.
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Market: Book ratio

This is calculated as:

Market Capitalization
Book Value (Net Worth)

• Compares the ‘market value’ of the business, based on the current
share price, to the net balance sheet value

• Market Capitalization is current share price x number of shares
issued

• Book Value is the net balance sheet value (Net Worth) calculated
as Fixed Assets + Current Assets – Current Liabilities – Long
Term liabilities.

Price/Earnings ratio

This is calculated as:

Market Price per Share
Earnings per Share

• The P/E Ratio is probably one of the most quoted ratios by finan-
cial markets and ‘city’ institutions

• Earnings Per Share is profit after tax divided by the number of
issued shares

• A high P/E Ratio may indicate market confidence in the company

• It is interesting to note that a P/E of say 15.0 indicates that price
is fifteen times earnings. This means that on the current price
the ‘return’ achieved is 1/15 (reverse the ratio) or about 6-7%.
Naturally this ‘return’ would be unattractive therefore the high
price reflects a market belief that future earnings will grow.
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Earnings Per Share

The Earnings Per Share (EPS) is quoted by each company in their Annual
Accounts. It is calculated as:

Profit after Tax (before extraordinary items)
Number of Ordinary Shares

• Reveals the profit, derived from normal business operations,
attributable to each ordinary share

• Normally used to examine the trend of individual company
performance or to compare with other similar businesses

• Does not reveal the level of dividend actually paid but indicates
the profit available for either dividend payment, or re-invest-
ment into the business. The re-investment of retained profits
should in theory improve the future value of the company and
consequently the share value. The shareholder therefore receives
a return in two ways – dividends received and growth in share
value.

Dividend Yield

This is calculated as:

Dividend per Share x 100/75
Market Price per Share

• Indicates the level of direct dividend return on shareholder invest-
ment using the existing market value of the share

• The 100/75 calculation would be used to ‘gross-up’ the dividend
assuming a tax credit at a 25% standard tax rate. This calcula-
tion is adjusted to reflect changes in tax rate.
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Dividend Cover

This is calculated as :

Earnings per Share
Dividend per Share

• Shows the number of times that the dividend declared could
have been paid out of the current year’s earnings (profits)

• Also indicates the relative proportion of profit retained in the
business to finance investment

• The dividend can be greater than the earnings (profits) in the
year leading to a cover of less than one. This is because divi-
dends can be paid out of prior years retained profits.

• May indicate the degree to which either satisfying shareholder
expectations or meeting the investment needs of the business
are the key priority for management.

Value added
This section provides a brief overview of three commonly used concepts
of ‘Value Added’. Each of these focuses on the primary business goal
of creating value.
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Economic Value Added (EVA)

‘THE measure of total factor productivity’ Peter Drucker

This is a management tool that seeks to link all decisions with the aim
of maximizing shareholder wealth. It integrates the four ways in which
wealth can be created in a business:

• Cutting costs

• Investing in value adding initiatives

• Releasing capital from under-performing areas of activity

• Reducing the cost of capital.

EVA = Net after tax Income – Cost of Capital

Net after tax Income is Profit before Interest minus taxation

Cost of Capital is the average debt and equity rate applied to the average
capital employed. The average capital employed is calculated as:

Total Assets (excl. investments and intangibles)

less Current Liabilities (excluding all overdrafts, short-term loans,
leases etc)

• A positive EVA indicates that the business has created value in
the year, and therefore proactively increased shareholder wealth

• A negative EVA indicates that the business has destroyed wealth

• EVA performance should be evaluated by comparing

– the year on year trend of the company

– industry sector performance with company performance.



MASTERING BUSINESS PLANNING AND STRATEGY160

Market Value Added (MVA)

This concept is commonly used in conjunction with EVA previously
discussed.  It tracks the year on year growth in the value of the business
to investors. The focus is again on identifying whether the company
has created or destroyed value for its shareholders.

The basic calculation is:

MVA = Market Valuation of Company 
– Total Investment in Company

Market Valuation is the total of the current value of the company
shares plus the value of all debts outstanding

Total Investment is the total of all funds raised by the business
which is the sum of: money raised through share issues, plus

retained earnings, plus total borrowings.

The calculation identifies the total market value added (wealth created)
since the business was formed.

• A positive MVA indicates that the company has created value
over its lifetime

• A negative MVA indicates wealth destruction

• MVA performance should be evaluated by examining the year
on year trend of MVA valuations.

EVA and MVA – linking the concepts

Both EVA and MVA are useful individually for current and trend perform-
ance appraisal. Used together the two viewpoints are complementary:

• EVA concentrates on OPERATIONAL WEALTH CREATION
in the year

• MVA concentrates on the LONG-TERM WEALTH creation
in the market (city).
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Employee Value Added (EVA)

This focuses on the value created for the business by employees, a further
concept called value added.

Employee Value 
Added is = Total Added Value generated by Business

Total Cost of Employees

Where Added Value is Sales less Cost of Purchases

• Reveals the Added Value created for each £1 of employee pay

• Should be compared to similar businesses operating in the same
sector or trend within the business

• Particularly relevant for ‘labour intensive’ businesses.

(Note: Cost of Purchases can be estimated as total costs, excluding interest
and tax, less employee costs and depreciation. Where the concept is applied
as an internal performance measure Cost of Purchases is more accu-
rately defined as the direct ‘inputs’ to the products of services or the
business i.e. purchased materials, components, sub-contract services etc).
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CHAPTER NINE

Mastering new business
development

‘Wherever anything meaningful is being
done, it’s being done by a monomaniac
with a mission.’

PETER DRUCKER
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Mastering new business
development

Key stages in business development
This section will examine the process of development of a new business
or a new business unit within a corporate. The framework identifies the
typical challenges and features of different stages in business develop-
ment. It is important to recognize and prepare for these stages before
initiating a new enterprise.  It is also helpful in diagnosing where an
already established business is in the process of development.

Concept

The framework identifies six key stages in the development of a business.
These are:

• Pre-start-up

• Existence

• Survival

• Success

• Take-off

• Maturity.

They are shown diagrammatically on the next page.

Although the framework illustrates the development process it is not
true that all ventures will progress through all six stages. Some of course
will fail!  However, many others may, for a long period of time, ‘stick’
at a stage before moving on or, in some cases, regressing to the previous
stage.



NINE MASTERING NEW BUSINESS DEVELOPMENT 165

Whichever stage of development the business has reached, one impor-
tant driver of success will be the enthusiasm and commitment of the
business leaders. There are certain qualities that are recognized as char-
acteristics of a successful business leader there are:

• Initiative – being a self-starter and able to take decisions

• Determination and persistence

• Resilience – able to cope with setbacks and to work at resolving
them

• Responsiveness – able to see the business from the outside and
to adapt the product or service, if necessary, to meet the existing
and changing needs of the customer

• Influencing skills – to gain the commitment of others.

SalesPRE-START UP

PLANNING
THE BUSINESS

Possibly looking
for finance

Preparing
business plan

Preparing cashflow
forecast

Organizing business
start-up

EXISTENCE

GETTING
THROUGH
START-UP

Attracting
customers

Resolving
operational
problems

Coping with the
administration

Getting the
priorities right

SURVIVAL

MAKING SURE
ENOUGH CASH
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Stage 1: Pre-start-up

This is the period of planning and the identification of sources of finance.
It requires a thorough assessment of the viability of the proposal.
Particularly important are cash flow projections and ‘what-if’ analysis
to examine the sensitivity/risk of the business.

Key areas to be considered will include:

Q How will the business attract and retain customers?

Q How long will the business have to wait for payment from
customers?

Q How will appropriate suppliers be identified?

Q What credit terms can be established with suppliers?

Q Who are the primary competitors?

Q How intense is the competition?

Q How easily can customers be enticed away from competitors?
What is the level of customer/company loyalty?

Q Is the market growing? (this makes it easier to win customers)

Q What capital investment/set up costs will be incurred?

Q What sales will be generated and what operating costs will be
incurred (profitability)?

Q What receipts and payments will occur (cash flow)?

Q What would be the effect of changes in circumstances (sales
volume, price, costs etc)?

Stage 2: Existence

This stage involves a great deal of hard work. The business leader(s)
may have to cope with the various managerial and commercial aspects
of running the business themselves.  Issues prominent at this stage often
include the following:

Q Starting the work

Q Ensuring the prompt delivery of materials sub-assemblies or
contracted in services from suppliers
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Q Maintaining schedules

Q Meeting promised customer deadlines

Q Achieving administration effectiveness

Q Recruiting, training and managing staff

Q Setting priorities for the effective use of time.

At this stage the business is likely to be cash flow vulnerable. Payment
to suppliers may be required prior to delivery, and goods or services
provided by the business may not be paid for until 30, 60, or 90 days
after delivery. In addition many suppliers will not be willing to provide
credit facilities to new start-up businesses. This puts a strain on cashflow,
which can be further affected if, as is likely, things do not go to plan.
The business may not necessarily be in trouble but the cash flow forecast
and business plan will need to be updated to reflect changes.

Stage 3: Survival

The business has now demonstrated that it is a practical enterprise. It
has attracted customers and, at least to some degree, satisfied them with
its products/services. This is when the business is generally short of cash
and may not yet be showing a consistent strong profit. There are many
reasons for this situation including:

• Late or delayed payment by customers. Frequently businesses
do not give sufficient consideration to the payment details when
negotiating contracts and find that customers do not pay when
expected.

• Difficulty in getting new customers. There may be a compet-
itive reaction from other businesses or there might be
unwillingness by potential customers to try the new business.

• Greater outgoings than expected in relation to incomings.
This can be the result of promises to buy from the business not
being kept or the business being slower than expected to achieve
its anticipated volume of sales/orders.
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The key problem for the business at this stage is:

• To achieve a sufficient volume of business to reach the break-
even point, that is, to cover the fixed outgoings of running
the business.

Often this takes longer to achieve than planned and, therefore, puts
pressure on the cash resources of the business. Again it is vital that the
business plan and cashflow forecast are regularly updated so that progress
can be monitored. Many businesses remain at the Survival stage for
some considerable time as they struggle to achieve success and secure
viability.

Stage 4: Success

This is what all new business ventures aim to achieve and is normally
reached after much hard work and sometimes periods of concern over
survival.

To reach this stage of development, the business will have:

• Established a loyal customer base. This ensures that the
business is able to cover its regular costs and to utilize resources
well.

• Established basic systems for handling orders, production,
and delivery, thereby providing the service efficiently.

• Dealt with initial problems associated with the product or
service. These could have been production, product or service
orientated difficulties, such as teething problems with technology,
encountered in the beginning. The business will now be able to
provide a consistent level of quality of service or product.

• Reached the stage of being sure of a regular income to meet
outgoings and, probably, to have a cash surplus.

At this stage there are several new questions to be addressed:

Q How can the momentum of the business be maintained?

Q How can surplus profits/cash flow be most effectively re-invested?
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Q Should the business be continued at the established relatively
small size?

Q Is there leadership ambition and market potential to drive the
business through the next ‘Take-off’ stage?

Stage 5: Take-off

The challenges at this stage are how to achieve rapid growth and how
to finance it. The decision as to whether or not to enter this stage and
pursue rapid growth may be influenced by the business leader wanting
to make more money, desiring to lead a large business or perhaps for
the status. Alternatively it could be driven by the demands of the
customers who may want to put more trade with the business and who
might take their trade elsewhere if the business cannot respond.

The decision to expand involves the acceptance of some risk and the
need to face up to a number of issues:

• The availability of resources and good staff

• The delegation of responsibility to a wider team of managers

• The development of more specialist management skills

• The reduced day to day direct influence of the leader

• The possibility of taking on too much work as the business grows

• The danger that existing suppliers may not be able to keep up
with the demands of the business.

As the business begins to expand, the typical characteristics of this stage
are that the business is profitable, but it is short of cash as a result of
the financing demands of the expansion (stock and debtor finance, capital
investments, promotional costs, research and development etc).

Cost control will be an essential focus as detailed control often suffers
due to the pace of growth and attention being diverted by operational
‘crises’.
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Stage 6: Maturity

A mature business will often display the characteristics of a healthy profit
and spare cash.  As the enterprise moves into this stage it will be impor-
tant to consolidate and control the financial surpluses achieved.

The major issues a business is likely to encounter at this stage are:

• Retaining the advantages that were evident when the business
was smaller, in particular close working relationships, flexibility
and entrepreneurial enthusiasm

• Avoidance of large ‘corporate overhead’ being established as
a result of the business formalizing and ‘professionalizing’ its
management systems

• Avoidance of stagnation due to lack of innovation, complacency
or even arrogance, and becoming risk averse

• Identification of new opportunities and threats:

– Growing new market segments/niches

– Changing customer requirements

– New competition

– Related diversification.

Individual businesses will take different lengths of time to reach and to
go through each of these six stages of development. In practice it is possible
for a business to revert to one of the previous stages of development.

Application

For a new business initiative it is essential to recognize the develop-
ment stages through which the enterprise is likely to pass, and prepare
for the issues and challenges which will be faced.

For an established business it is helpful to identify the stage of devel-
opment that the business has reached and recognize that it is a point
in the development process. Decisions can then be taken to remain at
that stage (if relevant) or seek to move on.
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For a business unit within a corporate it is important to recognize that
the same development process applies – often with the same challenges!
However, these challenges are sometimes eased by the protection of
an established corporate parent able to soften the impact of negative
cash flow and poor profitability at the relevant stages.

The following paragraphs summarize a series of key questions which need
to be addressed by the leader/owner at the outset of new business devel-
opment. Whilst these are focused on a new stand-alone enterprise many
are equally relevant to a new start-up business unit within a corporate.

Managerial issues

Issues relating to management of the business might include:

Q What business experience do you have?

• What background experience do you have relevant to this
particular business?  

– How will decisions be made on a day-to-day basis? To
what extent will the business rely upon your abilities?

Q How do you intend to organize the business?

Q What are your long-term goals and ambitions for the business?

Q What plans will you make for your eventual move out of the
business?

GENERAL ADMINISTRATION

Issues relating to the general administration of the business might
include:

Q How do you plan to deal with all the administration involved in
running your business?

Q How are you going to prioritize the tasks involved in running
the business?
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PERSONAL FREEDOM

Issues relating to personal freedom might include:

Q How do you think the business will affect the use of your own
time?

TAKING ON EMPLOYEES

Issues relating to taking on employees might include:

Q What are you looking for in your employees?

– What labour does the business need? How skilled or
unskilled does the labour need to be? How easily will you
be able to find suitable labour locally? How many employees
do you think you will need?

Q How well will you be able to manage your (extra) employees?

Q How will the business cope with additional labour costs?

Q How are you going to attract/retain the labour?

Q To what extent have you examined the responsibilities you will
have towards employees, such as National Insurance Contri-
butions, Health and Safety etc?

LEGAL AND REGULATORY REQUIREMENTS

Issues relating to legal and regulatory requirements might include:

Q What legal requirements affect the running of your business?

Q To what extent have you looked at the legal requirements of
running a business from home or from business premises?

Q To what extent have you considered your legal position regarding
liability for business debt?

Q How will Government regulations affect your particular business?

– What do you understand about the Health and Safety at Work
Act? What measures do you take/are you taking to comply
with the Health  and Safety at Work Act? What do you under-
stand about your responsibilities towards employees?

Q What do you understand by product or service liability?

Q What insurance cover have you taken out to protect yourself
against public/product/employer liability?
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TAXATION

Issues relating to taxation might include:

Q What are the tax implications of running your own business?

Q To what extent do you understand the different taxes that relate
to your business?

Q What do you understand about the taxation differences between
the different types of business?

Q What consideration have you given to business expenses and
VAT?

CASH MANAGEMENT

Issues relating to cash management might include:

Q What are the assumptions behind your business plan and cash
flow forecast?

Q What level of bad debts do you expect?

Q How long have you assumed your customers will take to pay
you?

Q How have you arrived at your assessment of the amount of
finance required?

Q How have you worked out the level of sales you will need to
achieve in order to break even?

Commercial issues

CUSTOMERS

Issues relating to customers might include:

Q Who are your customers?

Q Where is your market?

– What are the features of your market? What entry barriers
exist for other businesses?



MASTERING BUSINESS PLANNING AND STRATEGY174

Q How do you plan to attract and retain your customers?

– What is your marketing plan?  How are you going to sell
your product/service?  

– How are you going to advertise the product/service?

Q To what extent are your prices set by you or by your customers?

– Who holds the power in the market – is it a ‘buyers’ or ‘sellers’
market?

Q How do you check whether your customer’s expectations have
been met?

Q How long do you have to wait for payment from your customers?

Q What credit terms are available to customers?

Q What are the opportunities for growth?

SUPPLIERS

Issues relating to suppliers might include:

Q How are you going to set about finding the right suppliers?

Q Who are the main suppliers to your business?

Q What credit terms are you negotiating with suppliers?

Q To what extent are the materials you need readily available, or are
special orders necessary which take time to be prepared/delivered?

Q How will a delay in supplies or an increase in prices affect your
business?

– How dependent upon them are you? How dependent upon
you are your suppliers for business?

COMPETITORS

Issues relating to competitors might include:

Q Who are your main competitors?

Q What customer loyalty do you have?

Q How easily can customers be enticed away from the competition?

Q What marketing approach do your competitors use?

Q What is the level of competition and how close is it?
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Q How do their products or services compare with yours?

Q How do/will customers differentiate between your business and
your competitors?

PRODUCT OR SERVICE

Issues relating to the product(s) or service(s) might include:

Q What knowledge of the product/service do you have?

Q What product(s) or service(s) do you/are you going to produce?

– How appropriate are they to this market?/How are you going
to cost the product(s) or service(s)?/What price will you sell
at?/What will your product mix be?/Which product will
provide the majority of your profit?

Q How are the products produced? Do you make them to order
or produce them first and then market them?

Q How unique a product/service will it be?

– To what extent will the demand for the product/service be
seasonal?

– To what extent will it be a luxury or necessity item?

Q What guarantees will be associated with the product / service?

Q What is the shelf-life of your product?

Q How often do you review competitors’ products or services?

OPERATIONAL PLANNING

Issues relating to operational factors might include:

Q How critical is the effective use of time to the business?

Q What technology do you use/intend to use?

– What is the condition of equipment? How does it compare
with your competitors’ equipment? How appropriate is the
technology to your business?

Q How able are you to meet an increase or decrease in demand
for your product/service?

Q How will a day’s lost production due to sickness or technical failure
affect output, deadlines and cashflow?
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Q How have you worked out your initial capital outlay on technology?

– What is the working life of the equipment?

Q To what extent is the product/service labour intensive?

Q What emphasis are you placing on the quality of your product/
service?
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