Functional Strategies:

4 Basic functional strategies, viz., 

a. Marketing strategies, 
b. Financial Strategies,  
c. R & D and Production Management strategies.

d. Human Resource Strategy

1. Marketing strategy matrix (4Ps)
	Component of Strategy
	Sub-strategy
	Typical Approaches

	a. Product strategy
	-Product modification

-New product development

-Product elimination
	-Market\product modification

-Penetration, growth, harvesting

-Trimming, run out

	b. Channel of Distribution strategy
	- Multiple channel

- Channel change
	- Channel expansion

- Partial adjustment

	c. Sales promotion strategy
	- Sales strategy
-Communication

-Media
	- Personal selling, negotiation, closing
- Theme selection

- Selection, scheduling

	d. Pricing strategy
	- Price setting

- Price change

- Promotional Pricing
	- Penetration

- Initiation, responding

- Skimming, promotional


2. Financial Strategy

Issues:  

4 strategic issues to be considered while making financial strategy:

i. Proper use of Ratio analysis;

ii. Determination of financial capacity;

iii. Dynamic process of financial management;

iv. The importance of strategy upon finance.

i. Proper use of Ratio analysis;

* Who use the ratio analysis most?
External institutions, banks and stockholders.

* Purposes?

To assess funding situation of a firm.

Business firms use it for internal analysis and control. 

It predicts future trends.

* How reliable the Ratio Analysis?

Ratio Analysis could be misleading if not done – with judicious interpretation and comparative analysis.

· How many types of Ratios are there? 
4 Types
a. Liquidity Ratios: i. Current ratio




   ii. Quick ratio = Measures the firm’s ability to meet the short  

Term obligations.

b. Leverage Ratios: iii. Debt to Total assets ratio




    iv. Times-Interest-Earned ratio




     v. Fixed Charge Coverage ratio = Measures the extent to    

                                                           which the firm has been financed by debt.

c. Activity Ratios: vi. Inventory turn over




   vii. Average collection period




   viii. Fixed assets turn over




    ix. Total assets turn over = To measure how effectively the 
  firm is using its resources.
d. Profitability Ratios: x. Profit margin on sales / Return on Sales (Net income / Sales)




xi. Return on Total assets (Net Profit after tax / total assets)




xii. Return on Equity/ Net worth (Net profit after tax / Net worth)
xiii. Rate of Recovery or Net profit margin (Net profit after tax 
/ Sales)
 = To measure management’s overall effectiveness.

All ratios not necessarily be analyzed all the time, rather should it be need based.
Contd. Fin. Ratios.

II. Determination of Financial capacity;

Refers to Present + Future capacity for funding = a) its size, b) sources.
An analysis of financial capacity that establishes: 

· size & availability of internal source of fund, i.e., Cash, depreciation & convertible cash.

III. Dynamic process of financial management;

Refers to Active participation + Capacity to manage change

Sensitive to – Business cycle, inflation, and Industrial change.

Financial decision making = Strategic game.

AQM requires to simulate = Judgmental thinking to select the courses of actions.

Financial decisions = Long range significance, e.g., 
· Cash generation program = Time to implement

· Large loan request = Time to be developed, negotiated, concluded.

Financial Management = 

f (managing changes + strategy + programs for long-term importance)

iv.The Importance of strategy upon finance.

Refers to: - Investment decision


      - funding.
 Adding to the above Decisions on 4 areas to be reached:

1. Capitalization structure strategy

2. Debt strategy

3. Dividend strategy
4. Assets management.

1. Capitalization structure strategy:

Long term financing of debt, preferred stocks and common stockholders’ equity.

+

Variables to be considered = Company’s basic philosophy of borrowing, income tax savings, cost of capital and leverage ratio.

3 Basic rules:

* Simplicity = Minimum number of sources and instruments

* Safety = Conservative structure for a stable earnings + prevents from disastrous effects.

* Flexibility = Contractual relationship between a corporation and its security holders.

2. Debt strategy: 

Situations : - Capital scarcity



   - Economic uncertainty.

Why Debt strategy:

a. Future solvency

b. Growth

c. Profitability

Debt capacity determined by:

a. Current ratio = Short term solvency = more than or equal 2.

b. Times interest earned ratio = Company’s capacity to pay interest = more than or equal to 4 times.

c. Debt to Equity ratio = 0.9 – 1.

Related to 3 Components:
a. Capitalization structure

b. Dividend

c. Assets management

Do you support high leveraged company?

Highly leveraged (High debt) company’s anticipate = High Earnings

So, when earnings down, cash is down = Partial solvency = Danger ahead.

Leverage = Double edged sword, as it provides funds + invites disasters.  

So, Strategic decision = Growth vs. solvency. (AQM simulation can help)

3. Dividend Strategy:

Influencing factors:

· Profitability

· Growth rate

· Stability of earnings

· Dividends

· Market price of stock

· Desired retained earnings.

In the Dividend Strategy 5 options are open.

· Regular cash dividends only (US Cos.)

· Regular  + extra cash dividends

· Cash + Stock

· Stocks dividends + Adjust capitalization structure

· No dividends (Aggressive + Young growing cos.)
4. Assets Management:
· Cash management (Solvency + Strategic solutions)

· Long term assets management (Capital budgeting) = Investment decision.

Prime concern = Increase the market value of the firm.

Finance fin.

e. R & D and Production Management strategies.

R &D / Features:
· Relatively new functions

· Difficult to perform

· Requires sizable investment 

· Uncertain returns

 What about Production strategy?
Crucial by virtue of- 

-investment size (Major portion of fixed and current assets)
-Large employee size

R & D and Production Management strategies.

Big business / budget

1975 US spent = $ 35 billion.

Companies selling $ 50 million P.A. spent >1million.

Highest R&D = GM (‘70s)
R &D is the vital means of forcing management to clarify objective, develop courses of actions, and respond to environmental changes in business and technology.
Unique nature of R&D Functions:
-its relatively new so, theories are limited in numbers (due to few past experience)
-The Chief R&D officer advises and consults with the CEO on Technological matters, i.e., strategies related to new product, diversification and other activities where technology is a vital part.

-inherently it contradicts functionally with management:

-an activity of innovation and individual achievement

-relatively free and non-regimented working environment, i.e., creativity and ingenuity is the basis.

-Business firm is regimented, i.e., continuously seeing results and placing strict restrictions on time, cost and scheduled accomplishments.

If the R&D is performing within an organization-
2 assignments:

-externally keeping abreast of the technological world (viz., universities, labs, competitors, etc.)
-internally serving as an active member of the management team.

Insights:

-highly successful R&D companies are targets of Acquisition

-Hiring tech experts from small community. 

Challenge:

-Technical minded and innovative oriented R&D vs. the rest of the corporation both at the top and operating management levels.

Q. How could you do the R&D Strategies?
3 Strategic issues:
1. Technological forecasting and planning 
(Input to Strategic planning)

How to do?

-Analysis: forecasting (Macro & Micro changes)
-Planning / Budgeting: Role of R&D in the Organization + Resource allocation, i.e., tech-depending or not. e.g., IT 4.9% & Pharma 5.9%. For others <1% on sales spend.  
-Aggressive or defensive (Budget): depends on: like to lead in technology + ROI.  
2. The R&D mix 
(Determining size and composition of the program)
How to do?

-Operational structure of R&D Program (Short& Long term)
-Blending- Research+Development and how to implement strategy.
Research vs. development : basis of 
Research
vs. 

Development
*time (3-5 yrs)

vs. development (1-3yrs), + improvement
*rates of development
vs. Fractional 
*technical contents
vs. hardware oriented (beyond the stage of material, process or devices)
*Management centralized
vs. scattered 
So, optimal blending = business objectives reflection.
Q. company pursuing aggressive objective and facing severe competition, what to do?

- Do the optimal blending favoring research (Relatively speaking)
3. R&D Management 
(Centralization vs. decentralization)
How to do? 
Most challenging; 3 basic issues:
i.Centralization (e.g., Bell telephone Lab) vs. decentralization (Du Pont)
or Mixed modes
ii.Selecting Projects:

Based on R&D Mix Projects are selected using QM tools.
Elements to be considered/ careful about:

-best use of skills and facilities available in the labs
-good balance of prime and supporting projects to achieve self sufficiency

-desired mix of project completion date to speed up R&D = minimize sudden + intense use of resources and uncalled for ‘fire-fighting’
-conservative portfolio structure to achieve stability and continuity = avoiding drastic changes.
So, that mature technology can be transferred to use = vertical and lateral integration strategy.

iii.Project planning and controlling.

Deserves special treatment.
Elements to be considered:

-R&D means uncertainty (technology, budget, structural, competition etc.) technology forecasting is overly optimistic, rapid scientific progress is forecasted but frequently postponed; early commercialization may have been projected but slow in developing.
-Long term investment (Long Payback period). Total capitalization be done, cost of test, evaluation, pilot production and marketing expenses is high.

So, what should be done?

-define projects by specifying performance goals, cost limitation and project time span
-detail work/cost breakdowns and milestone events

-control and evaluate by establishing information flow, periodical reviews and evaluation criteria be set up.
Q. How could you formulate R&D Strategy?
3 Basic components:

I. the Basic strategy (Offensive, Defensive or mixed)

*Defensive Strategy= follower and anticipate change
How to do it?

2 ways:

-Undertaking technical development to bolster the product life cycle.  (Product modification, improvements and new production techniques = life cycle enhanced)

-Select technology to achieve short-long term competitive advantages. (Reducing cost of production) Sort of TQM
*Offensive Strategy = Pursue new and advanced technology = market expansion and diversification. 

Suitable = Growing young companies; why? Weak in marketing + production capacities.

Large corporations = Offensive strategy is an extension of Defensive strategy. (Defense is the best offense) Sort of CPR
Growth = Long term objectives. 

To be remembered:

*technology = high risk + high payoff. 
It requires skills + identify emerging opportunities + competency to quickly (QR) translate into commercial products = either by own discoveries or by acquisition.
*Mixed mode strategy

Suitable = companies have technology leadership= use both strategies aggressively.

IBM= PC, TI =Semiconductor industry, GM=Auto industry, GE=Electrical industry, Dow Chemical=Chemical industry.
ii.Penetration Strategy (Employing new technology)

Conditions:
-When a new technology is discovered, or

-When technology is considered as a key to implementing corporate strategy in penetrating new market


Case: HP. = innovative, advanced product = premium price. No low price. 

R&D $125mill. 1974= effective + rigid.  
Timing = key . Recession time 1973-74 = invest heavily. Why? 

Coordination between marketing and R&D= Vital

Case: TI. = exploits new technology with low cost + volume = competitive advantage. 
Distribution channel. Widely marketed low cost PC.
2 Other penetration strategies:

a. the interstitial strategy : a challenger selects the leader’s technological weak spot as a wedge for penetration.  E.g, Control Data Corporation. Leads the Scientific computer area, where IBM is weak. 

b. Maverick strategy: The market leader reluctant to apply the new technology once discovered because the impact may do harm to its already established market. E.g., Gillet’s reluctance, allowed Wilkinson Sword Ltd. to enter into the razor blade market with the introduction of stainless steel blade.
iii.The Response strategy (counteract technology threat)

Depends:
-The nature and urgency of threat

-Type of industry 

-Well defined objectives

-resource, risk and legal limitations.
2 options:

a.Passive response:

do nothing or investing a little in improving the old technology

Symptoms of  PR followers:

-do nothing

-monitor new development

-remain flexible to respond at a later date

-hold back the new threat by fighting it through public relations and legal action

-avoid the threat through decreasing dependency on the most threatened submarkets

-expand work to improve existing technology

-attempt to maintain sales through actions not related to technology, promotion or price cut.

b.Aggressive response: 
Improving old technology + major investment to new technology. 

Symptoms of AR followers:

-major commitments to the new technology

-accelerate development

-consider timing and means of entry through internal development

-acquisition or joint venture

Production Strategy
-Least focused than other Functional departments.
-Yet, contributes greatly to firm’s profitability.
3 important aspects / topics are related to Production strategy are:

1. The modern production functions (Emphasizing its positive role in corporate strategy making)
2. Strategy Issues (Concerning planning, productivity, human factors, and government impact)
3. Production Component Strategies (Centering on the basic production strategy, product engineering strategy, and plant location strategy).
1. The modern production functions 
(Emphasizing its positive role in corporate strategy making):

Defining production:
-An economic activity revolving around the input-output equation

-A process of converting input e.g., R/M, Supplies, people, and machine, into output. 
Purpose:

Maximization of the created value. 
How?
By Using total efficiency of management and the full application of economics (microeconomics, managerial economics, and QM) 

Although methods of production evolved slowly – production management has occasionally experienced dramatic changes due to environmental change. 
So, it required intelligent  and timely response to these changes. They may include high cost of capital, technology, sporadic material shortage, rising labor cost, government regulation, and HR related problems.
Cross functional communication on the progress of production and its various factors are to be done by production managers; in order to achieve the corporate objectives. 
The job of production manager is to :
Review constant reviews of proper balance of capital investment (Plant, equipment, and inventory), personnel commitment, the efficient operation of the production system (Product mix, raw material, QC), the planning and control of inventory, material handling, and facilities planning, and the institution of innovative methods for managing people. 
2. Strategy Issues (Concerning planning, productivity, human factors, and government impact)

4 Strategic issues:
i. Planning and control (whose integration with corporate strategic planning is deemed essential); ii. Productivity improvement,(a central determinant of economic decisions and a perennial goal of production operations); iii. Human factors (to increase job satisfaction and performance), iv. Government impact (regarding health, safety, pollution and HRD) 
i. Planning and control (whose integration with corporate strategic planning is deemed essential):

Its domain: Internal production planning and control. Long range strategic production planning is not widely practiced. In Corporate strategic it has a passive role. Rather it put its annual capital budget, personnel plans, and facilities plans and participates in new product development and divestiture planning. Its participation is carried out in a routine fashion. However, it is highly desirable that the production department vigorously pursue the following activities:
-Submit for management consideration –production trend and requirements, (including production technology, assets replacement and modernization, competitive assessment, union negotiation, and Gov. Policies and regulations.)
-Analyze the company’s present operations; i.e., assets used vs. productivity and capacity change and products.
-Matching the production functions with the corporate objectives and strategy.
-Coordinate with marketing, R&D, and finance. For feasibilities.
ii. Productivity improvement,(a central determinant of economic decisions and a perennial goal of production operations):

Productivity =output per person, per hour, per dollar of investment, or as a measurement of production efficiency according to the input-output equation. 
Efficient production operation = Strives for continuous productivity improvement, i.e., increase in output > increase in investment input. 
Productivity improvements can be followed in two approaches:

a.the management approach, and b.the program approach.

a. The management approach aimed at improving the total effectiveness of the production department; e.g., fundamental methods of improving organizational structure to consolidate all related productivity functions, or for making economic use of computer services and automation. 
b.the program approach refers to various programs for improving productivity such as, inventory reduction program, cost reduction program, job enrichment program, etc.
iii. Human factors (to increase job satisfaction and performance)
Refers to various issues like- Job satisfaction, job enlargement etc.
iv. Government impact (regarding health, safety, pollution and HRD) 

Production actions are regulated by the government in 3 areas: viz., a. pollution control, b. safety and health, and c. personnel practices.
a. pollution control: EPA : Environmental pollution Agency set up in 1970.
b. safety and health: OSHA: Organizational Safety and Health Administration set up in 1971.
c. personnel practices: EEOC: Equal Employment Opportunity Commission in 1972
OFCC: Office of Federal Contract Compliance under Department of Labor in 1964
ERA: Equal Rights Act for women in 1972 which made it illegal to discriminate.

So, this is important to have thorough knowledge of both productivity and HR issues by a Production manager in order to save the company from unnecessary losses. 
3. Production Component Strategies (Centering on three basic production strategy, product engineering strategy, and plant location strategy).

a. Basic Production Strategy: Considering the Corporate Business mix first, viz., nature of –

-production system i.e., job shop vs. continuous flow, labor intensive vs. capital intensive. 
-Mode of operation i.e., flexibility to meet schedule fluctuation, degree of automation, and QC.
= Substance is Optimal balancing between plant investment and production output.
Plant investment = technology + production process + inventory level.
Production output = based on trade offs between direct labor and support labor + Long-run production vs. short-run variations to meet customer requirements.
Basic Production strategy conforms two elements:
i. Investment input decisions: 

Refers to planning of production process, machinery requirements, and the quality of operation, ie. Designing a series of operations to transform inputs to desired outputs. It includes details of product design, process design, selection of machinery and basic mode of operations. Issues = capacity, cost vs. product mix decisions. 
You can run lowest unit cost if capacity employed full time.

So, desired full capacity utilization = good planning and control + accurate forecasting of production needs, delivery schedule, personnel needs, material needs and inventory level.
Production decisions depend on quantitative analyses like Decision tree and Program Evaluation and Review Technique (PERT). 
ii. Production planning strategies:

3 Strategic options are available as suggested by Richard Tellier to organize resources for matching long-range, overall demand. They are:
-Demand Matching: often demand is seasonal – in one month minimum and on other peak. So, planning is done to exactly match the demand. In this case minimum inventory is maintained, but operational cost is high. 
-Operations smoothing: Produce averagely, so, inventory high when demand is slack, and drawing from inventory when demand is peak to avoid the rush in peak.
-Sub-contracting: Production at a minimum level and leaving the high production to subcontractors. 
So, which one to take?

Depends on:
-changes in resource costs such as- cost of equipments, hiring/firing, overtime, inventory, and subcontracting.
b. Product Engineering Strategy: Refers: Demands, specifications, and manufacturing drawings for current and new products.
b. Product engineering strategy:

It provides-designs, specifications and manufacturing drawings for products. 
Product engineering department could be with or without production department. Well designed product = customer valued + Safe as per law + low cost and operations. 
It consults with Marketing + Engineering deptt. 
C. Plant Location Strategy:

Investment decision + Long term significance. 
Requires: intensive study of economy + socio political situations. 
Must consider- market trend + geographical distribution + material and labor supply + social climate of the community.
Feasibility of plant investment + decision alternatives can be done = conventional capital budgeting + simulation models. 






Low dividend  = Higher growth





Internal financing is more desirable for a good dividend strategy.





Yet -


-a critical instrument of corporate strategy


-Influencing the long term strategic posture


-greatly affecting the respective competitive position in marketing & Production. 





Effective management of Production means:


-Reduce the cost of production


-Enhance the return on Assets (Net Profit after tax / total assets)


-Improve human relations
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