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'The first part covers the most essential theoretical concepts and frameworks
used in many daily business functions. On the one hand, these concepts
provide the foundation for the understanding of the effective strategic and
financial levers within a firm. On the other hand, many frameworks will aid
you when required to structure a complex problem.

Naturally, our compilation of concepts is not exhaustive. We therefore re-
commend you consider additional materials and resources for your training
and research.

Keep in mind, strategy development is about being innovative and resource-
ful. Having a large pool of theoretical and practical resources will give you a

leading edge against your competitors.
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demand framework
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1.1 STRATEGIC CONCEPTS

1.1 SUPPLY AND DEMAND FRAMEWORK

'The supply and demand framework is probably the most basic framework
in economics. It can be used as a starting point for many business case ana-
lyses, such as pricing analysis, supply shifts, demand shifts et cetera. In the
following the standard linear supply and demand framework is depicted.
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It shows, that if prices increase, more suppliers are willing to produce a
certain good while fewer consumers are demanding a certain good, and
vice versa.

At the point where demand and supply intersect, we will find the theo-
retical price and quantity equilibrium, also known as market price and

quantity.

1.2 STEP ANALYSIS

The STEP framework is a strategic tool to evaluate a firm’s macro envi-
ronmental factors. STEP stands for Social, Technological, Economic, and
Political. As a top-down approach, it can prove to be useful as a structured
starting point in many case interviews. Each of the four elements can be
further broken down for a more in-depth analysis of each factor (Huff,
Floyd, Sherman & Terjesen, 2009).



Social

Social factors include population growth rate, age distribution, religion,
ethnicity et cetera.

In case interviews, one might want to conclude that an aging population
requires certain adjustments to a firms product line, or that an aging popu-

lation implies an increase in healthcare cost.

Technological

Technological factors include things such as R&D activities, production
standards, and innovation ability.

Technological factors might also be relevant in a market entry case, where
those factors can also be seen as entry barriers. Moreover, technological

factors might effect the outsourcing decision of a firm.

Economic
Economic factors include interest rates, growth rates, and exchange rates.
Those factors might strongly influence a firm’s cost of capital, but also its

outsourcing and expansion plans.

Political
Political factors include things such as tax rates, government interference,
labor laws, but also infrastructure and education issues. Again those fac-

tors might be relevant in a market entry and/or expansion decision case.

1.3 SWOT ANALYSIS

By combining the internal (strengths and weaknesses) and the external
view (opportunities and threats) of a company the SWOT model repre-
sents an integrative analysis tool. Opportunities and threats are always fac-
tors which are dictated by the environment. Strengths and weaknesses, on
the other hand, depend on internal determinants. Following we will give
you some examples for opportunities and threats as well as for strengths

and weaknesses.

Opportunities: Growing markets in Asia offering new potentials to the
company.

Threats: Increasing political pressure (consider your company being ac-
tive in the field of upstream oil exploration. An increasing environmental

awareness within a society will lead to higher political pressure on your
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FIGURE 2:
SWOT analysis
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company to act in an environmental friendly manner).

Strengths: Unique processes which provide the company with a cost advan-
tage over its competitors.

Weaknesses: Low innovativeness and empty product pipelines.

The model differentiates between four types of strategies:

Opportunities Threats

Strengths S0-Strategies ST-Strategies

Weaknesses WO0-Strategies WT-Strategies

= SO strategies use the existing strengths within a company to take
advantage of the chances existing in its environment.

= ST strategies use existing strengths to neutralize or at least mediate
threats (an example would be to use a good network to reduce political
pressure).

= WO strategies try to take advantage of an opportunity in order to
eliminate an existing weakness.

= WT strategies are targeted to the reduction of internal weaknesses to

mediate threats in the environment.

WT strategies represent a very unfavorable constellation for a company.
Therefore management should pay close attention to these type of strate-
gies and give them a high priority on the management agenda (Muller-
Stewens & Lechner, 2005).

It is important to consider the macro environment of a company as a source
of both competitive advantage (opportunities) and threats.

'The following figure indicates the relationship between the SWOT analysis
and the STEP analysis. You should always keep in mind that firm specific

strengths can only be defined within a specific environment.



Macro Environment

1.4 MARKETING MIX, 4Ps

Probably the most famous marketing framework involves the 4Ps of marke-
ting. “Price”, “product”, “place” and “promotion” are the four main drivers
when confronted with a market positioning case. Each of the 4Ps can be
actively controlled by the marketing manager and therefore are essential

marketing levers.

= Retail price = Name

= Price flexibility = Styling

= Price discrimination = Functions
= Seasonal pricing = Quality

= Discounts = Packaging

Place Promotion

= Distribution channels = Advertising

= Distribution centers = Sales promotions
= Transportation = Marketing budget
= Market coverage = Public relations

= Order processing
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(Huff et al., 2009)

TABLE 1:
Marketing mix
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1.5 4Cs-ANALYSIS

» o« ” «

The 4Cs stand for “customer”, “competition”, “cost” and “capabilities”. In
case interviews, the 4Cs-Analysis is a useful framework for any product
introduction case and its market analysis.

Each C should be considered in the context of several questions, which

provide a more in-depth analysis of the problem.

Customer
= Based on which criteria does a customer purchase our product?

= How is the market segmented?

Competition
= Who is our competition?
= What is our market share?

= What is our strategy towards our competition and vice versa?

Cost

= How are our costs composed (proportion fixed to variable cost)?
= What does our learning curve look like?

= What are our opportunities to realize any economies of scale?

Capabilities
= What is our core competence?
= What resources are available?

= What does the organizational structure look like?

1.6 STAKEHOLDER ANALYSIS

Stakeholders can be defined as groups that are affected and influenced by
the objectives of certain organizations (Freeman, 1994).

Usually one distinguishes between internal and external stakeholders, or
primary and secondary stakeholders. Primary stakeholders are absolutely
necessary for a firm to maintain the status quo. Secondary stakeholders are
defined as groups that are not crucial for the existence of a firm in the cur-

rent form but have a potential to impact business in the future.

Being knowledgeable about their stakeholders is essential for firms because



without knowing the specific interests and needs of each stakeholder, an effec-

tive coordination and classification of their objectives would not be possible.

'The following graphic includes all general stakeholders of a firm.

Internal Stakeholders External Stakeholders

= Management = Customers
= Employees = Suppliers
= Shareholders = Community

= Government

= Public
= Creditors
= Unions

1.7 PORTERS FIVE FORCES (INDUSTRY ANALYSIS)

Bargainig
power of
suppliers

l

The
Threat of intensity of Threat of
new entrants competitive substitutes
rivalry

T

Bargainig
power of
customers

Porter’s Five Forces is a frequently used tool to assess the attractiveness
of an industry. According to Huff et al. (2009), all actors who participate

in an industry compete for the profits which are available from providing
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customers with goods and services (these profits are the so called industry
profits). For a company a setting of different actors is especially attractive
when these forces have relatively little power to capture the available in-
dustry profits. Where one of the actors (or forces) is powerful, it will be
the role of the strategy to mitigate or reduce that power (Huff et al., 2009).
However, one should be conscious not to fall prey to the assumption that
a certain industry is per se attractive or unattractive, respectively. The fol-
lowing part will shortly present these five forces and indicate factors which
have an impact on the extent of each force.

Bargaining power of suppliers

The supplier power refers to the ability of the suppliers to dictate prices. In
other words, it represents the negotiation power of the suppliers. Examples
for factors which influence this force:

= Number of suppliers (concentration ratio)

= Degree of specialization

= Size of the buyer relative to the other buyers

= Switching costs for the buyer

= Ability to vertically integrate forward

Bargaining power of customers (buyers)

This force represents the ability of buyers to set the company under pres-

sure, which is often reflected in the ability to influence the selling price of

a good. Examples for factors which influence bargaining power:

= Buyer’s size (perhaps the buyers are organized and bundle their demand)

= Number of buyers (buyer concentration will increase bargaining power
because the supplier heavily depends on you)

= Low switching costs (low switching cost will increase power)

= Ability to vertically integrate backward

Threat of substitutes

Substitutes are different goods which are able to satisfy a given set of cus-
tomer needs. The impact of such goods on profitability is especially high
when they offer a solution to the same set of needs at a significantly lower
price. Firms that offer substitutes come from outside the competitive en-
vironment that is being analyzed and are therefore especially difficult to
identify (Huff et al., 2009). Examples for factors which influence this force:

= Buyer’s willingness to switch



= Ease of substitution

= Relative price performance

The threat of new entrants

Industries that promise a high return will lure new entrants. These en-

trants will most likely reduce the profits for incumbent companies in the

market, especially when the market is not growing at high rates. Examples

for factors which influence the threat of new entrants:

= Barriers to entry (such as patents, technological requirements or
political restrictions)

= Capital requirements

= Economies of scale

u Access to resources

The intensity of competitive rivalry

The intensity of rivalry depends mainly on the above mentioned forces. There-

fore it is situated in the center of the figure. Besides these four forces the

intensity of rivalry is among others also influenced by the following factors:

= Market growth (in a stagnating market competitors will steal market
shares from each other, which leads to fierce competition)

= Potential for product differentiation

= Barriers to exit

1.8 VALUE CHAIN

Looking at a business as a whole often makes it difficult to spot poten-
tial for competitive advantage. Porter’s Value Chain concept therefore sug-
gests splitting the business up in its strategic important parts. In a second
step these parts are then analyzed based on their value adding potential. The
business will realize a positive margin when it manages to achieve a price
higher than the costs. When either the price decreases or the costs increa-
se the margin becomes lower (Miller-Stewens & Lechner, 2005). A sys-
tematic value chain analysis makes it possible to identify potential com-
petitive advantages and disadvantages. In addition, it will help to identify
areas where the business is comparably cheaper or has a higher quality in

providing a certain activity within the value chain, than its competitors
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FIGURE 5:

Value Chain (ac-
cording to Porter,
1995)

FIGURE 6:
Constant
economics of
scale
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(Muller-Stewens & Lechner,2005). When a company identifies areas where

it has a competitive disadvantage it can either try to improve in this area or

outsource this activity. In turn, when a company identifies an area in which

itis able to realize a competitive advantage it may be possible to leverage this

activityin other businesses and to capitalize on this advantage.

Supporting
Activities

Firm Infrastructure

Human Resource Management

Technology Development
Procurement
Inbound Opera- | Outbound | Marke- After
Logistics tions Logistics | ting and Sales
Sales Service

Primary Activities

Margin

1.9 LEARNING CURVE AND ECONOMIES OF SCALE

Economies of scale refer to the cost advantages a firm can realize per unit

due to an increase in output. Usually one differentiates between three ty-

pes of economies of scale (Cabral, 2000).

= Constant economies of scale

When costs increase linear to produced output. Thus, constant econo-

mies of scale exist if increasing outputs by some proportion requires

increasing input by the same proportion.

Input

Output
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= Positive economics of scale
When costs increase proportionally less than the output does, when
production is increased. In other words, positive economies of scale
exist if an additional unit of output can be produced for less than the

average of all previous units.

FIGURE 7:
Positive

Input

economics of
scale

Output

= Negative economics of scale
When costs increase proportionally more than output does. Thus, nega-
tive economies of scale exist if an additional unit of output can only be
produced at costs higher than the average of all previous units. Hence,

it is not, from a cost perspective, advisable to increase output.

FIGURE 8:
Negative

Input

economics of

scale

Output

In case-interviews regarding mergers & acquisitions (M&A) it is often
useful to remember the concept of economies of scale because scale advan-
tages are usually one of the major reasons an M&A deal is implemented.



FIGURE 9:
Product lifecycle
(according to
Miiller-Stewens &
Lechner, 2005)
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'The concept of learning curves describes the positive effects a firm/emplo-
yee gains from doing a certain task several times. In the beginning more
errors are made and hence production is less efficient as compared to a
later point in time (Cabral, 2000).

This concept might be useful to explain why a firm increased its efficiency
without changing anything in the production process. For instance, in pro-
duction facilities with assembly lines, one often recognizes an efficiency
increase within the first months after a certain product is introduced be-
cause the assembly line employee gets more familiar with the production
process and therefore the assembly line speed can be increased, resulting
in more output per time period.

1.10 PRODUCT LIFECYCLE

Products, as well as markets, follow a certain lifecycle. Although it is im-
portant to recognize this fact, it is often very difficult for a firm to iden-
tify the exact position of a product in this lifecycle. The following figure
indicates a generic lifecycle with its typical phases (introduction, growth,
maturity, and decline). Each of these phases has different characteristics
which demand specific behavior of the company. For example it is impor-
tant to use high earnings from a product which is in a phase of growing
sales, to develop new products (or launch new products).

Profit
Sales
------ >
Product Profit
development

Introduction Growth Maturity Decline Time
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One should be aware that a product does not necessarily go through these
phases in a sequenced way. Furthermore, it is not possible to predict the
duration of a phase in advance. Sometimes it might be possible to prolong

a certain phase by marketing measures.

During development the company has to invest heavily into the product,
therefore profits will be negative for this period. By launching the product
this phase will end. The following table will give you a short overview on
some characteristics of the different phases. Please keep in mind that this
represents only a simplified reality. Furthermore, it is not always possible
to adapt the given generic strategies to the real situation. It will, for ex-

ample, also depend on your chosen product and overall strategy.

Introduction  Growth Maturity Decline TABLES:
Characteristics of
Fopade | None of Some emula- | Many rivals Few in num- lifecycle phases
tion importance tors competing bers with a :;::l:’:g”\?ut:peh’
for the same | rapid shake 1976)
piece of the out of weak
pie members
(oligopolistic
market)
Either high to | High pri- High pressure | Prices will
recover some | ces to take on prices further
of the exces- | advantage of | due to high decrease due
sive costs of | increasing competition to declining
launching or | demand demand
low in order
to gain high
market penet-
ration
Profits Negligible Reaches peak | Increasing Decline in vo-
due to high due to high competition lumes pushes
production demand, high | cuts into the costs
and marke- prices and profit margins | up, which
ting costs decreasing and into total | cuts profits
costs (econo- | profits until they are
mies of scale completely
and learning eliminated
effects)




FIGURE 10:
BCG — Matrix
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Overall Market es- Market Defense of Preparation
Strategy tablishment; | penetration; | brand (pro- for removal
persuade persuade duct) position

early adop-
ters to try the

mass market
to prefer the

product brand (pro-
duct)

The idea behind the concept is that the companies should actively man-
age their lifecycles and aim at having already new products in place when
others begin to decline in sales. This also indicates the importance of a well
managed product pipeline. In how far a company is capable of launching

new products depends on its innovative power.

1.11 PORTFOLIO ANALYSIS (BCG MATRIX)

The framework most commonly used to analyze the product or business
portfolio of a company is a two by two matrix developed by The Boston
Consulting Group, that is based both on the product lifecycle and the eco-
nomies of scale / learning curve concept. According to the two axes (relative
market share and market growth rate) of the matrix the businesses will be
grouped into four categories (for each of these categories the framework

offers generic strategies).

Relative Market Share
(Cash Generation)

Low High

=

=2
<) I
& — Question Marks

3]

;S (=]
E
=
o o
s @
<5}
e Poor Dogs Cash Cows
= =

o

)

Poor Dogs: Companies have little market share and the market is not
expected to grow in the future. Poor dogs tie up money which could be



better used in other businesses (or products). Therefore it makes sense to

divest these businesses (often seen as pure cash burners).

Cash Cows: High market share and low growth rate. Companies should
try to at least hold their respective share in this market and to absorb pro-
fits as long as possible. Cash cows provide the cash which is needed to turn

question marks into potential future stars.

Question Marks: Have a high market growth rate but the company still
has to build its market share (position). Therefore investments are needed
and the company has to selectively decide in which question marks to

invest. By doing so the company hopes to create a future star.

Stars: High market share and high market growth rates. These businesses
normally produce the same amount of cash as they consume (in order to

grow further).

'The goal of this analysis is to get an overview of your corporate portfolio.
Ideally a company disposes of a well balanced portfolio. Balanced meaning
that a company should have enough cash cows delivering cash to invest
into question marks, in order to finance their development to become a
future star. The BCG Matrix is partially based on the concept of product
and business lifecycles, respectively.

1.12 INNOVATOR'S DILEMMA

Dominant competitors in the market are often targeting the most sophis-
ticated customers. With ongoing innovations these market players add
more and more features to their products and charge increasing prices.
'The majority of customers will never use these additional features and are
therefore not willing to pay for them. This phenomenon is depicted in the
graph below as overshooting the market. Thus, established market players
will create an ideal environment for the entrance of new market players,
which enter the market with disruptive technologies. In the beginning,
these technologies seem to be inferior to the existing solutions. Therefore
the incumbent market players discredit these new technologies and do
not perceive them as a real threat. Trapped in their mindset (of ongoing
innovation and of producing even more sophisticated solutions), estab-

lished players will then be forced out of the market when the disruptive
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FIGURE 11:

Innovator’s dilem-
ma (Christensen,
1997)

1.1 STRATEGIC CONCEPTS

technologies pass the performance demand at the low end of the market and

therefore, fit with the features expected by the consumers at a lower price.
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1.13 DIFFERENT KINDS OF INNOVATION

We can differentiate between three basic groups of innovation. “Product-7,

“process-" and “business model-innovation” represent these basic categories.

Product innovation: This category of innovation is probably the most
common and easiest to spot. Take for example Samsung, a company that
produces not only cell phones but also televisions, computers, and many
other products. In 2010 Samsung registered 4,551 patents and thereby
ranked second just behind IBM™.

Process innovation: Take for example just in time or lean manufacturing.
Both represent ways to manufacture differently and to increase efficiency

within a company.

Business model innovation: An often cited example for business model

innovation is Dell. Dell started to sell computers which were assembled

1 http://www.theregister.co.uk/2011/02/09/samsung_ibm_patent_deal/



only after payment was received from the customer. Before, computer ma-
nufacturers produced a certain supply, which, subject to quickly chang-
ing technology, quickly became outdated and therefore had to be sold on
discount (that naturally was not in the interest of the producers). To un-
derstand what business model innovation implies one has first to under-
stand what a business model is. According to Lindgardt, Reeves, Stalk,
& Deimler (2009) a business model consists of two elements - the value
proposition and the operating model. Each of them consists of three sub

elements.

The value proposition answers the basic question: What are we offering
to whom? To answer this question, choices for the following three sub

categories are needed:

Target segments: Which customers and which needs of these customers

do we seek to serve?

Product/service offering: What are we offering to these customers in order
to satisfy their unsatisfied needs?

Revenue model: How is our product or service offering compensated by

our customers?

The operating model instead answers the question on how the company
will profitably deliver the offering to the customer. Again, it encompasses

decisions on three areas:

Value Chain: How is the company configured to deliver its offering?
What is done in house and what is bought from a supplier (make or buy)?

Cost Model: How are assets and costs configured in order to deliver the

offerings profitably?

Organization: How are the people of the company deployed and developed
to sustain the competitive advantage?

CONSULTING CLUB
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FIGURE 12:

Six business
model components
(Lindgardt et al.,
2009)
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Value Proposition

Target Product/ Revenue

segments service offering

model

|

Value chain Cost model Organization

Operating Model

Often it is not clear, to which of these three categories an innovation
belongs to. With its Nespresso system, Nestlé serves as a sample case for
both product and business model innovation. The product innovation in
this case represents the low maintenance of the coffee machines as well
as the single dose coffee system. The club concept as well as the premium
strategy and the retailer network can be seen as business model innova-

tions.

Most of the innovations still occur in the category of product innovation.
What is remarkable though is that the innovations with the highest poten-
tial to add value are not product, but rather business model innovations.
Business model innovators were able to earn a premium that was four
times higher than that earned by process or product innovators (Lindgardt
et al., 2009).

1.14 PRODUCT / MARKET MATRIX (ANSOFF MATRIX)

The Ansoff matrix helps companies to think about their growth strate-
gies. A company can either venture into new markets (with old or new

products) or grow by launching new products (into new or old markets).



Taking these two dimensions, Ansoff’s Matrix reveals four generic ways

on how to grow your company.

=
z
Market Market/Product
Development Diversification
w
= (b
25
‘E‘E @ Market Product
(&) g
Penetration Development
=l
IS}

Old Products New

Market Penetration: Increase sales of present products in existing markets.
This implies that you either increase sales to current customers or that you
acquire new customers. It is a very promising strategy for strongly growing
markets. If you apply the market penetration strategy in matured markets
(which grow at small number or even shrink) it will always impact the
market share of your competitors and will most probably lead to fierce

competition.

Market Development: Enter new markets with existing products.

The company has three possibilities to grow this way (Miller-Stewens

& Lechner, 2005):

= Adapt products to serve new customer segments

= Venture into geographically new markets

= Adapt products to other customer needs (e.g. the GPS system was
initially used for military services, but today one can find it in almost

every commercial car)

Product Development: It can be as simple as adapting or improving an
existing product or as complex as a new product innovation. One should
never forget that many new product innovations do not live up to their
expectations and therefore will not break even (Miller-Stewens & Lechner,

2005).

Market/Product Diversification: This topic will be discussed in the follow-

ing section.
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FIGURE 13 :
Product / market
matrix (Ansoff
matrix)
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1.15 DIVERSIFICATION STRATEGIES
(RELATED VS. UNRELATED)

To measure the degree of diversification one can use the specialization ratio
(share of total revenue generated by the largest product) and relatedness
ratio (share of total revenues by businesses related to the core business).

FIGURE 14:
Levels of diversi- 0
fication (Zimmer-
mann, 2010)
Unrelated °
Diversification s
oc
(%]
"
[eb]
e
=]
2
©
©
oc
Single Dominant Related
Business Business Diversification :
1 Specialization Ratio 0
Another useful differentiation between different forms of diversification is
done by Huff et al. (2009). It shows a similar relationship as the figure above
but rearranged in a four by four matrix. This matrix sometimes makes it
easier to think about the different sources of relatedness (related linked as
well as related constrained).
FIGURE 15 :

Diversification

strategies (Huff et
al., 2009) 8 5
Related-Linked Dominant

Diversification Businesses

Unrelated Related-Constrained
Conglomerates Diversification

Corporate-Related
Diversification

Low Operations-Related High
Diversification
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These four types of diversification which were identified based on relatedness
are outlined below (for example by vertical integration) (Huff et al., 2009):

Dominant Businesses: Most or all of the revenues come from one industry.

Related-Constrained Diversifiers: Corporations that compete in a set of
industries where they can leverage a common pool of competencies.

Related-Linked Diversifiers: Corporations that compete in industries

that are somehow linked to one another (often along the value chain).

Unrelated Diversifiers (or Conglomerates): Corporations which have
businesses in different industries, that are neither related by a common set

of competencies nor along a value chain.

1.16 GENERIC STRATEGIES (DIFFERENTIATION VS.
COST LEADERSHIP)

When a company defines its strategy it is important to make a two dimen-
sional choice. Porter’s generic strategies framework suggests, that a com-
pany should be clear about its strategic scope and its strategic strength.
Taking these two dimensions into account a company can follow three
generic strategies: Differentiation, Cost Leadership and Focus strategy.
'The strategic scope defines whether a company targets a whole industry or
a selected segment within this industry. Strategic strength defines whether
the focus lies on differentiation or overall Cost Leadership.

STRATEGIC ADVANTAGE

Uniqueness Perceived by
the Customer Low-Cost Position

Overall Cost
Leadership

Differentiation

STRATEGIC TARGET
Industry
wide

Particular
Segment
Only
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FIGURE 16:
Michael Porter’s
generic strategies
framework (Porter,
1980 cited in Huff
et al., 2009)
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Differentiation

The goal is to create an offer with unique features or characteristics which
the customer values and is willing to pay a price premium for. Sources of
differentiation include: Brand image, technology features, customer service,

dealer networks (Huff et al., 2009).

The differentiation strategy is also well suited for offerings with high
complexity, and therefore not easy to standardize. Take for example the
consulting industry where companies offering similar services try to posi-
tion themselves differently. Accenture for example concentrates on com-
bining strategy with information technology whereas The Boston Consul-

ting Group strongly focuses on its capability to creatively develop strategies
(Miiller-Stewens & Lechner, 2005).

Cost Leadership

With the cost leadership strategy, a firm attempts to achieve a cost advantage
relative to its competitors. A successful cost leader is aware that he must be
more productive and efficient than his competitors in order to be able to offer
a product to its customer with (at least) the same benefit they get from the
competitor’s product but at lower cost (this sometimes requires more spend-
ing in some areas) (Huff et al., 2009). Easy Jet for example does not buy used
airplanes (although the initial investment would be lower), instead it operates
a fleet of new airplanes which are all of the same type. This decision leads to
the fact that the company can realize a high volume when purchasing new

planes, lower the maintenance costs, lower costs for pilot training, etc.

Focus

A focus strategy narrows the strategic scope. The firm concentrates its ef-
forts to serve a unique segment of the overall market. These segments ideally
represent customer groups with distinct needs which are not sufficiently
served by the market. Focusing only for the sake of limitation of your market
does not represent a viable strategy. The firm needs to create a unique value
(either by differentiation or cost leadership) for the chosen segment.

Although Porter corroborates the importance of these choices for a company
to avoid being stuck in the middle, there is also a possibility to successfully
follow a hybrid form (differentiation and cost leadership). Nonetheless, litera-
ture suggests to not follow these strategies simultaneously (otherwise you
would be inconsistent) but rather to take a sequenced approach. This kind of
strategy is the so called outpacing strategy (see below).



Outpacing

The outpacing strategy represents a hybrid form of strategy. The company
either starts with a cost leader or differentiation strategy (depending on
the capabilities and the industrial environment of the company) to achieve
a competitive advantage. As soon as the competitive environment changes,
the company switches to the other strategy to outpace its competitors. In
order to make such a switch of strategies possible it is crucial to invest
early into the formation of new capabilities which are necessary to adopt
the new strategy. Miiller-Stewens et al. (2005) give the example of the
Japanese automotive industry. During the 1980s, manufacturers such as
Toyota and Honda took advantage of low wages and adopted a low cost
leadership strategy. However, they started to invest in the development of
highly sophisticated engines early on. Nowadays, these engines give them
an interesting differentiation advantage, for which they can charge a price

premium (for example Toyota Hybrid cars).

1.17 DIFFERENT MARKET ENTRY MODES

When companies try to get a foothold in new geographic areas, they have
to consider at least the following questions:

= Where to enter (which markets are attractive)?

= When to enter (first mover vs. follower)?

= How to enter these markets (different market entry modes)?

= How to organize the international activities (what kind of internatio-

nalization strategy the company should choose)?

A company can basically choose among five different entry modes (these
are just five stereotypes; in reality companies often use combinations of
these types). To reach a decision concerning the “ideal” entry mode a com-
pany has to be aware of advantages and disadvantages of each mode. The
following shall give you a short summary of some of these advantages (in
terms of potential for returns and level of control) and disadvantages (in

terms of level of risk and required investment) respectively.

Exporting: Companies can start their international endeavor by selling
their products into neighboring countries. This entry mode allows the com-
pany to learn more about a potential market before committing additional
resources. Low investment and low risk are among the advantages whereas

low control and low potential return represent potential disadvantages.
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Licensing and franchising: An agreement where the licensor grants the
right to intangible rights to a licensee in exchange for royalties. This mode
allows for fast expansion at low cost, low investment and low risk, but also

yields a low return. One of the most famous licensors is Mc Donald’s.

Joint Venture: A joint venture is a firm owned by two or more partners.
'The founding firms share ownership (can be equally as well as unequally)
and contribute resources, such as knowledge, managerial resources, etc.
'The advantages of a joint venture are based on this shared ownership. It re-
duces risk (because of limited investment) and it allows taking advantage
of your partner’s skills. Despite these advantages companies engaging in
joint ventures also face several disadvantages. Ironically the disadvantages
also stem from shared ownership. It can be very challenging to integrate
different business strategies, management styles, and cultures represented
within the partner companies. It is also, for example, possible that your
partner will act opportunistically and use his learning and his insights
from shared knowledge to compete against your company (which would

create a new competitor).

Wholly owned subsidiary (Greenfield or Acquisition): In the case of a
wholly owned market entry mode, the parent company owns 100 percent of
the subsidiary. The parent can either acquire an existing firm (Acquisition)
or build a new firm from scratch (Greenfield) in the targeted country. The
Greenfield approach requires a larger amount of investment in terms of
money and time than acquiring existing operations. However, it also allows
for a higher degree of freedom to design the operations (Huff et al., 2009).

As you can see it is very important to weigh advantages and disadvantages

of each single entry mode, before deciding which one to choose.
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2.1 COST ACCOUNTING

In case interviews it is often required to alter the product portfolio of a
company, in order to maximize the profitability of the company as a whole.
Hence, you should be able to evaluate the profitability of individual prod-
ucts, which basically results from the selling price of a product and the
costs associated with it. Let’s start by defining the most important types
of costs.

2.1.1 TYPES OF COSTS

While there are many different types of costs, the following two terms are

the most commonly used and should therefore be well understood.

= Variable costs: Those costs that are directly associated with the product
and hence with the production volume. Examples are material costs
and energy costs. In a case interview it is often important to remember
that for a short term decision only variable costs should be considered,
because only they are flexible on a short term basis.

= Fixed costs: Such costs that occur on a regular basis, for instance, rent,
administrative costs, depreciation, etc. Fixed costs are independent of
the production volume and would even occur if the production volume

would be zero. In the long run all fixed costs will become variable costs.

For a case interview, it is important to keep in mind that companies with
a high proportion of fixed costs are more vulnerable to sales declines than
other firms because they cannot reduce fixed costs as revenues decline. This

means falling sales will produce major profit declines in businesses with

high fixed costs.

2.1.2. PROFIT FUNCTION

Making a profit (or breaking even for nonprofit organizations) is the
most general and common goal of a company. Hence, the following profit
framework will be the single most important framework in most business
cases. It is the starting point for many more advanced frameworks and

therefore an essential concept in every interview.



Profit = Revenue - Cost
Whereas Revenue = Price * Quantity
And Cost = Fixed Cost + Variable Cost
And Variable Cost = Unit Cost * Units
This can be summarized as
Profit
|
| |
Revenue - Cost
| | | |
Price * Quantity Fixed + Variahle

2.1.3 COST-VOLUME-PROFIT-ANALYSIS

The Cost-Volume-Profit-Analysis (CVP) examines the effects that changes
in the variables selling price, units sold, variable cost or fixed cost have on
total revenues, total costs and operating income. The following table shows

an example of how these variables are connected (based on Horngren et al.,
2009):

Contribution Income Statement (Exemplary)

Contribution margin

Operating income

$ 4 per unit
$2,4 per unit 0 24 12 60 96
$1,6 per unit 0 1,6 8 40 64
$40 40 40 40 40 40
(40) | (38,4) | (32) 0 24
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FIGURE 17:
Profit function
(own graph)

TABLE 4:
Contribution Income
Statement
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= Revenues: Revenues are calculated by multiplying the price per unit
by the number of units sold.

= Variable Costs: Variable costs are calculated by multiplying the variable
costs per unit by the number of units sold.

= Contribution Margin: The term “contribution margin” is new. As it
is a useful measure in various cost-related calculations, we will briefly

discuss it. The unit contribution margin is defined as follows:

Unit Revenue (Price)
— Unit Variable Cost
Unit Contribution Margin
* Number of Units Sold

Unit Contribution Margin

Total Contribution

'The Contribution Margin Ratio is the percentage of contribution over total
revenue. It is calculated by dividing the unit contribution margin by the

unit price, respectively by dividing the total contribution by total revenue.

Unit Contribution Margin

Contribution Margin Ratio = -
Price

Total Contribution Margin

Total Revenue

In our case that is 1,6 $/4 $ = 0,4 = 40 percent.

'The contribution margin is the fraction of sales that contributes to the
offset of fixed costs and — if fixed costs are covered — to generate profits.
Having determined the contribution margin per unit, it is very easy to
find the break even point of a product (that is, the number of units sold at
which costs and revenue are equal and therefore, the minimum number to

be sold in order to make the product profitable).

Total Fixed Costs
Contribution Margin per Unit

Break Even Point =

In our case that is 40 $/1,6 $ = 25 units.

Beyond the break even point, the marginal profit (the profit of a further

unit sold) equals the unit contribution margin.

= Fixed Costs: As fixed costs are independent of the production volume,
they are the same for every number of units sold (within the relevant
range of production).

= Operating Income: Calculated by subtracting total variable costs
(= variable costs per unit * number of units sold) and fixed costs from

total revenue (= price per unit * number of units sold).
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Total Revenues
— (Total Variable Costs + Total
Fixed Costs)
Total Contribution
— Fixed Costs

Operating Income

Graphically, the connection can be depicted in the following way (based

on Horngren et al., 2009):
FIGURE 18:
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* SLOPE OF THE TOTAL COSTS LINE IS THE VARIABLE COST PER UNIT = § 2.4
** SLOPE OF THE TOTAL REVENUES LINE IS THE SELLING POINT = $ 4

The total costs line is the sum of fixed costs and variable costs. Fixed costs
are $ 40 at all quantities of units sold. The total revenues line can be derived
by multiplying the number of units sold with the unit price.

Profit or loss at any quantity of units sold can be determined via the ver-
tical distance between the two lines at that number. For quantities fewer
than 25 units sold, the company makes operating losses. At 25 units sold,
total revenues equal total costs. For quantities greater than 25 units sold,

the company generates operating income.
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2.1.4 PROFIT MAXIMIZATION

Of course the goal in doing business is not merely to break even, but rather
to maximize profits. In case of a fixed sales price per unit (given by the
market), the connection between total revenues and number of units sold
is linear. Given a linear cost function with a slope smaller than the slope
of the total revenues line, maximizing profits means to sell as many units
as you can. You can see from Figure 18 that, due to decreasing fixed costs
per unit sold, the profit (vertical distance between total revenues and total

costs lines) increases with the number of units sold.

However, the correlation of total revenues and number of units sold is only
linear in a perfectly competitive market, that is, if a single company has
no influence on the market price (no oligopolistic or monopolistic power)
and therefore, acts as a price taker. Setting a price above the market price
leads to a demand equal to zero. Theoretically, it would be possible for
a company to set a price below the market price. However, every other
company immediately would do the same until the market price equals the
marginal unit costs for every company (if cost structures of all companies
are equal) or the company with the most advantageous cost structure has
squeezed out all other companies. Note that, in the long run no profits can
be made in perfectly competitive market with equal cost structures in all

companies.

In reality, companies often have monopolistic or oligopolistic power and
therefore, some freedom to increase or decrease the price of a product’.
In this case, the number of goods sold correlates negatively with the unit

price.

1 Note that this is not only the case when a company is the only one to supply a product. Pricing power
also arises when customers prefer the product of a specific company over the same product provided by
another company (e.g. due to a strong brand).
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The total revenues line can be derived by multiplying the price per unit
line by the number of units sold:
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FIGURE 21:
Profit maximiza-
tion in imperfect
markets 3

FIGURE 22:
Profit maximiza-
tion in imperfect
markets 4
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Adding the total costs line to the figure above we get the following:

Price, Revenues, Costs

Units sold

Just like in the case of perfectly competitive markets, profits are maximized
by maximizing the vertical distance between the total revenues- and total
costs line. In order to determine the profit maximizing number of units
sold just shift up the total costs line until it tangents the total revenues
graph and draw a vertical line through that point. The corresponding unit
price can be determined from the intersection of the vertical line and the
price per unit line.

PROFIT MAX|MIZING
NUMBER OF UN|TS SOLD

Price, Revenues, Costs

PRAFIT MAXIMIZING PRICE

5
m
R
m
>
<
=
S
3
~
=
=

Units sold




Contrary to the scenario with perfect competition, in the case of imperfect
markets there is a finite number of units sold that maximizes profits. This
optimum can also be derived from the intersection point of the marginal
costs- and marginal revenue function. Hence, profits are maximized when

marginal costs equal marginal revenues:

NUMBER OF UN{TS SOLD

PROFIT MAX{MIZING

Price, Revenues, Costs

PRI
13
PRAFIT MAXINNZING PRICE PeR iy,
Y, e
A6,

U WaRGINAL COSTS
b
7

~

5 Units sold

2.2 ACCOUNTING AND FINANCE

'This chapter briefly discusses the three basic financial statements you will
find in any annual report of any large company: The balance sheet, the
income statement and, lastly, the cash flow statement. As there are many
different accounting standards and it is not necessary to know how to ac-
count for every single activity of a company in order to succeed in a case
interview, the purpose of this chapter is to help you understand how a

company generally functions in financial terms.

2.2.1 BALANCE SHEET

"The balance sheet is the most basic financial statement of a company. It lists
all assets a company owns and accounts for the sources of their funding.
‘Therefore, the balance sheet is divided in two separate parts.
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TABLE 5:

Balance Sheet As
of Dec. 31, 20xx
(TCHF)

TABLE 6:
Balance Sheet as
of Dec. 31, 20xx
(TCHF)
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Assets Liabilities and Owner’s
Equity

Cash and Equivalents
Accounts Receivable 12.820

Accounts Payable
Short Term and Current
Portion of Long Term Debt

Long Term Debt 26.948

Common Stock 33.983
Retained Earnings 10.284

Total Assets Total Liabilities and 87.543

Inventory 14.368

Property, Plant & Equipment | 56.492
Intangible Assets 8.641
Accumulated Depreciation | (11.345)

Owner’s Equity

In order to facilitate a comparison to previous periods and to maintain clarity,
even when the balance sheet is extensive, in official annual financial state-
ments of companies the balance sheet often is depicted in the following way:

Assets 20xx 20xx-1
Cash and Equivalents 6.567 9.756
Accounts Receivable 12.820 1.787
Inventory 14.368 19.874

Property, Plant & Equipment
Intangible Assets
Accumulated Depreciation

Total Assets

Liabilities and Owner’s Equity

Accounts Payable

Short Term and Current Portion of

Long Term Debt

Long Term Debt

Retained Earnings

Total Liabilities and Owner’s Equity

56.492
8.641
(11.345)

87.543

50.924
8.294
(8.843)

87.792
20xx-1

5.453
9.938

26.948 29.349

33.983 33.983
10.284 9.069

87.792



As you can see from the tables above, the balance sheet is divided into two
separate parts — “Assets” and “Liabilities and Owner’s Equity”. In the fol-

lowing we will briefly discuss the most important items of these parts.

Assets

= Cash and Equivalents: Assets that are cash or readily convertible into
cash (e.g. bank accounts or marketable securities).

= Accounts Receivable: Money owed by customers to the company for
products or services that have been delivered or used but not yet paid for.

= Inventory: A company’s assets that are ready or will be ready for sale
(raw materials, work-in-process goods and completely finished goods).

= Property, Plant & Equipment (PP&E): Assets of a company that
cannot easily be liquidated and usually stay within the company for a
longer time (e.g. buildings, machinery and office equipment).

= Intangible Assets: Non-monetary, identifiable assets without physi-
cal substance that are able to generate economic benefits to the com-
pany (e.g. goodwill, knowhow, customer lists, licenses, patents). Note
that it is in general not allowed to activate self-generated intangibles
in the balance sheet. Hence, the balance sheet only lists purchased
intangible assets. As the expenses of generating an intangible asset are
not capitalized but expensed out in the profit and loss account (and
therefore reduce profit), a company might prefer to buy intangibles to
generating them by itself.

= Accumulated Depreciation: Longest-term (fixed) assets usually
stay within the company for more than one period. In order to de-
pict a true and fair view of profits rather than just cash flows (see

Cash Flow Statement), their costs are allocated over their useful life.

Example: A company purchases a machine for 100.000 §, that will stay
within the company for the next 5 years. In order not to distort this year’s
profits, the company capitalizes the 100.000 § in the balance sheet rather
than expensing them out in the income statement. The income statement only
is affected by the depreciation over the next 5 years (100.000 $/5=20.000 §
each year). The value of the machine in the balance sheet declines by 20.000 §
each year. That is, after two years the machine is worth 60.000 § and accu-
mulated depreciation is 40.000 §.

As you might have realized, assets in the balance sheet are sorted by their
liquidity. Current assets are usually held for sale or consumption within

one accounting period and typically can be converted to cash very quickly.
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Fixed assets are held for more than one accounting period. It usually takes

longer to convert them to cash.

Liabilities and Owner’s Equity

= Accounts Payable: As counterpart to accounts receivable, they arise
when a company receives a product or a service before it pays for it.

= Short Term and Current Portion of Long Term Debt: Liabilities
representing the payments on a company’s loans that are due within
one period.

= LongTerm Debt: Loans and financial obligations, which have maturi-
ties greater than one period.

= Common Stock: The equity ownership of a company. Holders of com-
mon stock “own” the company and exercise their control by electing the
board of directors and voting on corporate policy.

= Retained Earnings: Sum of the shares of previous net incomes (see
income statement) that have not been distributed to the company’s
shareholders. Retained earnings can be used to reinvest in the company
or to pay off debt.

'The “Liabilities and Owner’s Equity” is divided into a debt- and an equity-
section and is sorted by date of maturity. It depicts the capital structure (com-
position of debt and equity) that is used to fund the assets on the balance sheet.

Capital Structure

You should note that borrowing money in itself is not necessarily a sign of
financial weakness. From the company’s perspective, debt is less expensive
than equity. Why is that?

In case of liquidation, common shareholders have rights to a company’s
assets only after debt holders, who have a so-called senior claim, have been
paid out full. Hence, shareholders are subject to a significantly higher risk
than debt holders and consequently require a higher return on their capital
to compensate for this risk.

Furthermore, interest paid is tax deductible (i.e. interest expenses lower
taxable income), whereas dividends to shareholders are considered after
tax and a lower tax bill means more profit for the company.

The fixed nature of returns to debt holders has yet another implication: the
more a company is funded by debt, the smaller the base of equity holders
that profits (and losses) have to be shared with. Hence, returns are pro-
portionally larger as compared to a company with greater share of equity

financing. This constellation is referred to as the “leverage effect”.



Example: Consider a company that has no debt and total assets of 10. If it earns
an annual profit of 1, the return on equity (ROE) therefore is 10%. If the company
borrows 10 (interest rate 5%) and invests the capital in a way that brings an
additional 1 in profit, the company can increase its ROE to 15% ((original profit
(1) + profit from investment (1) — interest expenses ( 0,05*10=0,5))/ equity (10))
Note: Increasing the debt ratio of a company leads to an increase in ROE, only
as long as the return on assets (ROA) is higher than the interest rate. Therefore,
as interest rates could increase or refurn on assets could decrease over time, higher
return on equity always goes hand in hand with a higher risk.

Example: Think about what happens, if the company has the same characteristics
but an annual profit of only 0,4. The ROE therefore is 4%. In this case, borrowing
an additional 10 in capital leads to a decline in ROE ((original profit (0,4) + profit
from investment (0,4) — interest expenses ( 0,05*10=0,5))/ equity (10))=0,03=3%

Contrary to the income statement, the balance sheet is a depiction of a
company’s financial situation at a particular moment in time.

2.2.2 INCOME STATEMENT

The income statement depicts the financial performance of a company
over a specific period of time and allows investors to analyze the company’s

profitability by identifying the components and sources of net earnings.

Income Statement as of Dec. 31st 20xx 20xx-1
Revenues 120.847 101.942
Gross Profit 69.930 59.105
Selling, General & Administrative (SG&A) 45.937 39.001
Research & Development (R&D) 11.543 9.182

Earnings Before Interest, Taxes, Depreciation  12.450 10.922
& Amortization (EBITDA)

Depreciation & Amortization 2.502 2.091

Earnings Before Interest & Taxes (EBIT) 9.948 8.831
Interest Expense 3.249 3.182
Income Tax Expense 1.356 1.012

Net Income 5.343 4.637
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Net Revenues: Income that a company receives from the sale of goods
or services to customers.
Costs of Goods Sold (COGS): Direct (i.e. attributable to a specific
product) costs of the manufacturing of goods that a company has sold
during the depicted period of time. It includes the costs of the mate-
rials used, as well as the direct labor costs arisen to produce the sold
goods or services. However, it does not include indirect costs such as
SG&A and R&D costs. Note that costs of goods produced but not
yet sold are capitalized in the account “Inventory” of the balance sheet.
Gross Profit: Profit before deducting costs that cannot immediately
be associated with the sold products or services as well as taxation and
interest payments.
Selling, General & Administrative: Operating costs that cannot di-
rectly be attributed to the production of products and services, such as
indirect labour costs, travel, advertising and marketing expenses.
Research & Development: Any costs associated with the research and
development of a company’s goods or services. Note that development,
as opposed to research, under some circumstances can be capitalized as
an intangible asset in the balance sheet. Why would a company even
want to capitalize such expenses? We will return to this later.
Earnings Before Interest, Taxes, Depreciation & Amortization
(EBITDA): Measure, that reverses out interest payments, tax, depre-
ciation and amortization from the net income. As it depicts operating
profit before deducting non-cash-effective depreciation and amortiza-
tion expenses, EBITDA often comes close to the operating cash flow
of a company (see Cash Flow Statement). Furthermore, it cancels out
tax-jurisdictional effects and abstracts from the capital structure of a
company (interest to be paid for lending is not considered). Hence,
EBITDA is a good tool to compare companies that operate in the
same business, but have different capital structure and/or are located
in different countries with different tax laws.
Depreciation & Amortization: We already discussed depreciation
and amortization in the balance sheet section. Note that in the income
statement only the depreciation/amortization of the current reporting
period is depicted, whereas the balance sheet shows the accumulated
deprecation of all periods the assets have been within the company.
Earnings Before Interest & Taxes (EBIT):

EBIT = EBITDA — (Depreciation + Amortization)
Just like EBITDA, it cancels out tax-jurisdictional effects and ab-
stracts from the capital structure of a company.



= Interest Expense: Expenses for borrowed money. It is calculated as a
percentage of the amount of debt for each period of time.

= Interest Income: Revenues from interest-bearing assets (e.g. bonds).

= Income Tax Expense: Tax levied on the income of a company. It is
calculated by multiplying the income before tax number by the ap-
propriate tax rate.

= Net Income: Residual income of a company after subtracting all ex-
penses of the reporting period from revenues. It can be distributed
among shareholders as a dividend or retained by the company as an
addition to the account “Retained Earnings” in the balance sheet.
Note that an increase in retained earnings also means an increase in

the equity base of the company.

2.2.3 STATEMENT OF CASH FLOWS

Due to the accrual basis of accounting in the income statement?, net profit
does not necessarily equal the cash increase/decrease of a period. Revenues
or expenses reported in the income statement may not have caused an in- or
outflow of cash (e.g. depreciation) and cash flows may have occurred wit-
hout being reported on the income statement (e.g. investments). Contrary
to the income statement, the statement of cash flows depicts the cash actu-
ally generated and used during the reporting period and therefore is useful

to evaluate the liquidity of a company. Why is this important?

Example: Imagine a situation, in which a company is highly profitable according
to its income statement (lets assume net profits of § 10 mn with a revenue of § 60
mmn), but made investments in Property, Plant & Equipment much higher than
the depreciation depicted in the income statement (lets say § 100 mn). Remember
that investments in machinery are not being expensed out in the income state-
ment, but capitalized in the balance sheet and depreciated over time (lets assume
a useful live of 20 years). Hence, in the reporting period the investment only in-
Jluences the income statement through its depreciation (= § 100 mn/20= § 5 mn),
although the 8 100 mn cash have been paid in full. In terms of cash, the company
did not make a profit of § 10 mn, but rather a loss of § 85 mn (assuming that
apart from depreciation and investments no other non-cash-affective expenses are

reported and no other cash payments occurred, that are not expensed out in the

2 Accrual basis accounting reports income when earned and expenses when incurred, whereas cash basis
accounting reports income when received and expenses when paid
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TABLE 8:
Cash Flow State-
ment
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income statement). Whether this is a problem or not depends on the cash situation
of the company. Imagine the company has cash of § 85 mn at the beginning of the
reporting period. In this case, the company is illiquid at the end of the reporting
period, although it is highly profitable according to the income statement.

The depiction of profits in the income statement is based on accounting
principles that may differ among jurisdictions and industries and are sub-
jects to change over time. Furthermore, accounting principles often leave
freedom for the account of a company’s financial performance. For example,
some accounting standards allow companies to choose accelerated instead
of linear depreciation in order to lower taxable income or choose linear over
accelerated depreciation in order to impress investors with higher profits.
Another example is the right to choose either to capitalize certain ex-
penses in the balance sheet (to increase profits) or to expense them out in
the income statement (to lower taxes).

In- and outgoing cash flows, on the other hand, are non-interpretable facts.
Hence, the depiction of cash flows does not depend on the intentions of the
company’s management and is less susceptible to distortion or manipulation.
It is for this very reason that investors often use cash flow statements rather
than income statements to analyze the financial performance of a company.

We now know that a cash flow is a revenue or expense stream that changes
a cash account over a given time. In the following we will briefly discuss
the structure of a cash flow statement and how it is derived.

Cash in- or outflows usually occur as a result of one of the following three
activities: Operations, investing or financing. Hence, a statement of cash

flows contains three categories and is arranged in the following manner:

Cash Flow from Operating Activities

+/- Cash Flow from Investment Activities

+/- Cash Flow from Financing Activities

= Cash Flow from Operating Activities: Cash flows arising from core
business activities. Measures how much cash is generated from a com-
panies products or services. The cash flow from operating activities is
usually positive.

= CashFlowfrom Investment Activities: Arises from changes in equipment,
assets or investments. As a profitable company will usually invest rather than

divest, cash flow from investment activities will usually be negative.



Cash Flow from Financing Activities: Flows of cash between the
company and its investors (equity and debt holders). They arise from
changes in loans, the sale of new stock or the payment of dividends.
Note that the payment of interest is included in cash flow from oper-
ating activities. Cash flow from financing activities can be positive (if
the company issues new stock or borrows new money) or negative (if

the company services its debt or pays out dividends).

Netincrease/decrease in cash: Is reflected by the change in the “Cash

and Equivalents” account of the balance sheet.

'The cash flow statement can be derived by adjusting the net income for
all expenses that have not caused an outflow of cash and for all cash flows,
that haven't been considered as expenses in the income statement (indirect
method). The following example uses the numbers of the income state-
ment and balance sheet in the preceding chapters.

Cash Flow from Operating Activities

Net Income 5.343

+ Depreciation 2.502

- Increase/+ Decrease in Accounts Receivable | (5.033)

- Increase/+ Decrease in Inventory 5.506

+ Increase/- Decrease in Accounts Payable 129

Cash in- or outflow from Operating Activties 8.447

Cash Flow from Investment Activities

- Increase/+ Decrease of Property, Plant & (5915)
Equipment and Intangible Assets®
Cash in- or outflow from Investment Activities (5915)

Cash Flows from Financing Activities

+ Increase /- Decrease in Short Term and (1593)
Long Term Debt
+ Increase/- Decrease in Common Stock 0
- Dividends paid out (4128)
Cash in- or outflow from Financing Activities (5721)

Increase / Decrease in Cash

3 Do not forget to adjust for depreciation of the reporting period to calculate change in Property, Plant &
Equipment and Intangible Assets
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1.2 FINANCIAL CONCEPTS

2.2.4 FINANCIAL RATIOS

Financial ratios are a tool to evaluate the performance of a company and
to understand the different levers a manager has in controlling the firm. In
many case interviews, one will come across financial ratios, either having
to calculate, to interpret or to explain them.

Typically, one distinguishes between five categories of financial ratios

= Profitability ratios

= Liquidity ratios

= Efficiency ratios

= Leverage ratios

= Market ratios

In the following we will focus on the most important financial ratios. For

a more in-depth discussion of financial ratios we recommend Higgins

(2009).

2.2.4.1 PROFITABILITY RATIOS

Return on Equity (ROE)
The ROE is one of the most commonly referred to ratios and measures the
efficiency with which a company employs its owner’s resources, hence the

percentage return to owners on their investment.

EBIT

ROE = Shareholder’s equity

It can also be written as:

ROE - EBIT . Sales . Assets
Sales Assets Shareholder’s equity
Leading to:
ROE = Profit margin = Asset turnover * Financial leverage

This is important because now it becomes obvious that ROE is influenced

by exactly three levers (profit margin, asset turnover, financial leverage).

Return on Assets (ROA)
The ROA measures the efficiency with which a firm allocates and manages
its resources. Unlike the ROE, it measures profit as a percentage of the



money provided by owners and creditors as opposed to only by owners.

It is calculated as:

Net Income

ROA- = Assets

This can also be written as:
ROA = Profit margin = Asset turnover

Gross margin
The gross margin indicates how much of a dollar in sales is available to pay
for fixed costs and to contribute to profits after incurring the direct costs

associated with the goods sold (COGS). It is calculated as:

(Sales - Cost of goods sold)
Sales

Gross margin =

Example: Gross Profit (Sales - COGS) is CHF 1.200 and Sales are CHF
2.700, then

Gross margin = 1.200/2.700 = 0.44 = 44%

This means 44% of sales can be used to pay off fixed costs and also to contribute
to profits.

2.2.4.2 LIQUIDITY RATIOS

Current Ratio (Working Capital Ratio)

'The current ratio compares the assets that will convert into cash within a
year and the liabilities that will (must) be paid off within the same time
frame. Hence, it measures the ability of a firm to meet its short-term obli-

gations. It is calculated as:

Current Assets
Current Liabilities

Current Ratio

Quick ratio (Acid test)

The quick ratio also compares the assets that will be converted into cash
within a year and the liabilities that must be paid off within a year, however
it is a more conservative ratio as compared to the current ratio because it

does not include inventory. This is because inventory is often considered
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1.2 FINANCIAL CONCEPTS

to be illiquid and usually pays less than the book value. Hence, the quick
ratio is calculated as:

(Current Assets — Inventory)
Current Liabilities

Quick Ratio =

2.2.4.3 EFFICIENCY RATIOS

Inventory Turnover
The inventory turnover ratio measures how many times per period (usually
one year) the inventory is turned around, meaning sold or otherwise used.

It is calculated as:

Cost of goods sold

Inventory Turnover -
y Ending Inventory

Example: Cost of goods sold is CHF 1.870, average ending inventory is CHF 280
Inventory turnover = 1870/ 280 = 6.7 time

Hence, the inventory is turned over 6.7 times per year. Or else, one could say that

every item needs on average 365/ 6.7 = 54.5 days before being sold.

Collection Period

Another important efficiency ratio is the collection period because it is
one major lever to influence the cash flow and frequently used in case
interviews. It simply measures the average number of days a firm needs

after the sale until actual cash is received.

(Average Accounts Receivable * 365)
Credit Sales

Average Collection Period =

Instead of “total sales” only “credit sales” are used, since one can assume
that the difference between the two will be sales that were paid cash.

Payables Period
This ratio basically does the same as the collection period, it measures the
average number of days a firm needs between receiving a good/service and

actually paying for it.

(Average Accounts Payable * 365)
Credit Purchases

Average Payable Period =
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2.2.4.4 LEVERAGE RATIOS

Debt to Assets
The debt to assets ratio is the most common ratio to measure financial
leverage. It measures how much money (in percentage terms) came from

creditors when a firm purchased its assets.

Total Liabilities

Debt to Assets Ratio
Total Assets

Debt to Equity
The debt to equity ratio measures how many CHF (or any other currency)
are supplied by creditors for every CHF supplied by shareholders.

Total Liabilities
Shareholders’ Equity

Debt to Equity Ratio

2.2.4.5 MARKET RATIOS

Earnings per share

Earnings per share is an indicator of a firm’s profitability and measures
the proportion of a firm’s profits allocated to each share outstanding. Fre-
quently, people use average number of shares outstanding in the denomi-
nator to calculate earnings per share because the number of shares out-
standing during the period of a year might change.

Net Income

Earnings per share -
&5 P Outstanding shares

P/E ratio

The P/E ratio measures how many CHF someone is willing to pay for
one CHF of a firms earnings. Hence, it does not indicate much about the
current performance of a firm, but rather tells you what investors believe

future earnings will be.

Price per share

P/E ratio =

Earnings per share



1.2 FINANCIAL CONCEPTS

2.3 NET PRESENT VALUE

The Net Present Value Method is a very important tool to evaluate and
compare different investment opportunities to one another, especially
when they have different payback periods. What is most important about
the method is that it accounts for the time value of money. This means that
a Dollar today is worth more than a Dollar tomorrow. There are at least
three reasons why a future Dollar is worth less: Inflation will reduce the
purchasing power of the future Dollar, risk surrounding the receipt of the
Dollar and the investment’s opportunity cost which is equal to the return

one could earn on the next best alternative investment.

To account for the before mentioned time value of money and to make
future cash flows resulting from different investments comparable, the
model uses the idea of compounding and discounting.

Compounding describes the process of determining the future value of
money. Suppose you have a deposit of 10 $ in a bank account with an
annual interest rate of 10%. After a year your deposit will be worth 11 §.
These eleven Dollars represent the future value of your ten Dollars, which
you have today.

The method of discounting is similar to compounding but in the opposite
direction. You start with a future value and end with the present value.

Suppose you would receive 10 $ in one year. Now you ask yourself: What
is the value of these 10 $ today? Of course it is not 10 $. Let’s assume you

have a bank account that pays you 10% interest then the present value of

these 10 $ is 9.09 §.

Now we come to the arithmetics underlying such present value calcula-

tions. To derive the formula to calculate the present value of a future cash

flow we once again consider the method of compounding.

= K, = present value

= K = future value in n periods

= r = interest rate (or discount rate). This rate is very critical for the
outcome of the present value calculation and equals the cost of capital
of a company.

= n = number of periods



'The formula to calculate the future value of money (compounding) would

therefore be:
Kn = K() (1 +1)"

'This formula can now be rearranged in order to derive the formula for

calculating the present value (discounting):

K
KO — n
(1 +1)m
If we want to calculate the present value of a payment stream which lasts
for more than one year, we simply need to discount the future value of each
payment and then sum up all resulting present values.
K K K

K = 1 + 2 + ... + —0
0 (1+1)! (1 +1)? 1 +1)"

To calculate the net present value (NPV) of an investment one needs to
deduct the present value of cash outflows (for example the initial invest-

ment) from the net present value of cash inflows.
NPV = Present value cash inflows — Present value cash outflows

Another important term to remember is the so called internal rate of re-
turn (IRR).The IRR represents the discount rate at which the investment’s
NPV is equal to zero. The IRR can often be very helpful because of the
difficulties to derive the “correct” discount rate.

Sometimes investments do not have a maturity date (for example govern-
ment bonds) and therefore pay the promised interest rate every year until
eternity. These payments which last forever are so called perpetuities. To
calculate the present value of such a perpetuity one has to use the fol-

lowing formula:

= PV = present value
= A =annual payment

= 1= discount rate

13%

»—x";b
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1.2 FINANCIAL CONCEPTS

For company valuation (e.g. in M&A transactions), one often discounts
the cash flow for the first five years and assumes that the cash flow of the
sixth year will last forever (estimate that the sixth cash flow represents a
perpetuity and calculate its present value which will then be discounted

and added to the present value of the other five cash flows).
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The second part contains actual case studies and teaching solutions by
courtesy of our partners, Bain & Company, The Boston Consulting Group,
McKinsey & Company, Roland Berger Strategy Consultants, Accenture,
EY and Horvith & Partners. Hence, You are the privileged to get an in-
sight into what these firms expect and value in an interviewee’s response.
From shoes to ships, from an orchestra to a bank, you will be confronted
with complex situations that can but be abstracted to a degree where the

previously covered theories can be applied for a comprehensible solution.
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BAIN & COMPANY:

Bainies machen den Unterschied. Wir reden Klartext. Und sind konse-
quent ergebnisorientiert. Der Erfolg gibt uns Recht: als eine der drei welt-
weit fithrenden Managementberatungen mit Gber 8000 Mitarbeitern in
57 Niederlassungen und 36 Lindern gewinnt Bain & Company seit Jah-
ren kontinuierlich Marktanteile. Was fiir uns zihlt, ist der messbare Erfolg
fur unsere Klienten. Dafiir tun wir alles. In einem Team herausragender
Képfe, die nicht tiber einen Kamm zu scheren sind. Gemeinsam mit dem
Topmanagement unserer Klienten arbeiten wir konsequent fiir ein Ergeb-
nis: klare Wettbewerbsvorteile fiir unsere Kunden und eine nachhaltige
Steigerung des Unternehmenswerts. Dariiber hinaus ist Bain in Europa
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nicolas.greull@bain.com
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Location:
Weltweit 57 Niederlassungen in 36 Lindern; In der Schweiz und
Deutschland: Zirich, Miinchen, Diisseldorf, Frankfurt und Berlin.

Homepage:

www.joinbain.ch



ENGINECO

Situation
Our client is EngineCo, an engine manufacturer. They have multiple busi-
ness units. Among other things, they produce starter motors and genera-

tors, which are critical components of traditional car engines.

Complication

Management is considering selling oft the starter motor and generator
business, since the market may not be very attractive in the future. How-
ever, they still believe their current position in the market is very strong,

driven by their high customer satisfaction.

Key questions

* How quickly is the market for starter motors and generators likely to
peak, given the underlying trends in the industry?

* What challenges could they encounter in attempting to sell the busi-
ness? What kind of buyer may be most interested?

* How could they maximize profit if they choose not to sell?

Potential Solution and Teaching Guidelines

The following is one way of analyzing the problem and arriving at a solution.
We describe the rationale and the key insights. Teaching notes are written in
italics. These notes are to be used by the interviewer to guide the interview and

accommodate different solutions by the interviewee.

One key skill tested in this case is the ability to effectively identify required key
pieces of information and goal-oriented questioning. Thus, the introduction will
be very brief and many pieces of information will only be revealed as the candi-
date progresses through the case.

In order to understand how quickly the market is likely to peak, we first
need to understand the key drivers of the starter motor and generator
market. In a next step, we have to consider which trends influence these
drivers and finally think about how these trends are likely to evolve over
the next 5 years.
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FIGURE 1
Drivers of the starter motors
and generator market
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111 ENGINECO

Drivers of the starter motor and generator market are

» Vehicle demand: Number of vehicles sold

* Fitment rate: Proportion of vehicles with generators and/or starter
motors

¢ Product mix: Proportion of higher vs. lower value components in
fitment

¢ Like for like price: Price development for the same component

* # of vehicles

Market size starter

T Fitment rate
motors & generators

Product mix

— Average price

Like for like price

Before moving on fo trends, ensure the candidate has identified all dimensions
of Figure 2. When talking about fitment rates, the interviewee should notice
that she' needs to take into account that the market consists of different (and
differently priced) products. If she does not suggest herself to split average price
into product mix and like for like price, suggest that she thinks about how we

can better understand the evolution of the average price over time.

'The automotive market is currently facing change from multiple directions
— technological, regulatory and also cultural. Not all trends are however
equally relevant for a supplier of engines. The most relevant trends include:

* Car sharing, Uber (impact on vehicle demand)

* Environmental regulations (impact on vehicle demand)

* Increasing wealth in China/ emerging markets (impact on vehicle
demand)

* Electric vehicles (impact on fitment rates)

* Development of higher tech components (impact on product mix)

1 Throughout this case we use the female form to refer to both genders: «she» refers
to «he or she», «<her» refers to «his or her» etc.



There is no right or wrong answer for this question. What you should look out
Jfor here is that the candidate demonstrates business judgement and has a ration-
ale why a certain trend may be relevant for the client. For example, self-driving
cars is a major trend but probably less immediately relevant for a supplier of

Starter engines and generators.

You should then guide the conversation to how the market will evolve over the

next 5 years.

In order to assess the evolution of the drivers over this timeframe and to deduce
how fast the market will peak, the interviewee will require more information
about EngineCo and the market environment in general. The key point to watch
out for is a structured and focused approach to identifying the most critical piec-
es of information and effective questioning. Requests should be specific, e.g. “I
would like to understand in which segments EngineCo is active to see whether
a rise of electric vehicles will be a threat or rather an opportunity’. If an inter-

viewee makes a general request, ask her to clarify and probe further.

Good candidates will have a hypothesis of the direction of the impact per driver
early on and use their questions fo confirm or refute their hypothesis and gain an

understanding of the order of magnitude of these effects.

Background on EngineCo for assessing the relevance of the different

trends

* Geography: EngineCo has a global footprint but is strongest in the US
market. They have only a minimal presence in China, via a partnership
Interviewee should use the simplifying assumption of a single global growth
rate

* Segments: The client mainly produces basic starter motors and gener-
ators as well as start/stop systems. The product portfolio does not in-
clude many components for fully electric vehicles but some for hybrid
cars. In general, fully electric is a difficult segment to enter, as it requires
very different products and many players come from the tech rather
than the automotive side

* End-customers: The products are mostly used in small to mid-sized
vehicles

* Innovation and customer orientation: EngineCo has high expendi-
ture on R&D and customer service. Customer satisfaction is high due
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FIGURE 2
Annual growth rates
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1 ENGINECO

to the quality of the engineering team. Support is very important and
hence the client often has imbedded teams at key customers.

Market background
* Margins: Very tight margins (+/- 1% is significant)
* Growth: Personal vehicle market growing fast now but expected to

slow and eventually decline over the coming years

Again, for the next part there is no right or wrong answer. The interviewee
should, based on the collected information and business judgement, come up with
a reasonable estimate of how each of the drivers will develop over the next 5
years and then add these to arrive at net growth figures. Ask for a rationale of
the numbers that she should link to the discussion about trends as well as gener-
al industry knowledge and business judgement. If estimates are off; try to iden-
tify the source of the over-/ underestimation and either correct directly (if based
on lack of industry knowledge) or challenge the candidate to think about what
you discussed with her before/ whether this makes sense. For example, the infor-
mation that this is a very thin margin industry should give the candidate a hint
regarding the order of magnitude of price effects.

Vehicle demand will continue to grow but growth is progressively weak-
ening, while fitment rates drop, driven by the rise of electric and hybrid
cars, from about 60% today to about 45% in 5 years’ time. Due to techno-
logical innovation, the product mix will continuously shift to higher value
products. On the other hand, like for like prices will fall, due to commod-
itization and as production efficiency increases with greater experience.
'The net effect is that the market will already reach its peak in two years.

Year 1 Year 2 Year 3 Year 4 Year 5
Demand 5% 4% 3% 2% 1%
Fitment -5% annually
rate (equates roughly to a drop from 60% to 45%)
Product mix 3% annually
Like for like -2% -2% -2% -1% -1%

price
Net growth 1% 0% 1% 1% -2%




The interviewee should proactively use this information to draw conclusions
and discuss the implications what this means for EngineCo. If she does not, ask
her what she would tell the CEQ if she met him in the elevator and turn this
into a small role play.

Given that the market will peak very soon, EngineCo should definitely
consider selling the business if they can find a buyer who is willing to pay
an attractive price. An attractive price would be the Net Present Value? of
the business to EngineCo minus any complexity costs incurred by keeping
the business — a sale would reduce complexity and allow EngineCo to fo-

cus on future growth businesses.

However, finding a buyer might be difficult as a standalone business is
potentially worth less than it is as part of EngineCo because as such it
benefits e.g. from the brand in customer relationships and synergies in
R&D. Hence, a likely buyer could be a competitor who could combine the
business with its own and leverage own synergies. Another type of buyer
for whom the business could be worth more than it is for EngineCo, is a
player that is strong in similar products for electric vehicles and would
benefit from the customer relationships with the main car manufacturers

that are also increasingly active in the electric vehicle space.

You might have to prompt the candidate to discuss what an attractive price
would be and whether a standalone business is worth more or less. This is also a

good place to discuss which types of buyers might be most interested.

If they cannot find a suitable buyer, the recommended course of action is

to harvest the business for cash, i.e. maximize profits.

Mowve the case along by asking the candidate how EngineCo could maximize
profits. S