University of Mississippi
eGrove

Touche Ross Publications Deloitte Collection

1966

Formal business planning

Donald A. Curtis

James M. Edgar

Follow this and additional works at: https://egrove.olemiss.edu/dl tr

b Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
Quarterly, Vol. 12, no. 1 (1966, March), p. 16-21

This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for inclusion in Touche Ross

Publications by an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.


https://egrove.olemiss.edu?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/dl_tr?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/deloitte?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/dl_tr?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/625?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/643?utm_source=egrove.olemiss.edu%2Fdl_tr%2F372&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:egrove@olemiss.edu

FORMAL |

BUSINESS |

PLANNING

by Donald A. Curtis and James M. Edgar |

5
LFFECTIVE STRATEGIC ALANNING MUST IDENTIFY

THE UNDERLYING CAUSES OF CHANGE .
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FORMAL BUSINESS PLANNING

Some businessmen remember the “Great Depression.”
Most businessmen remember the last “recession.” All
businessmen think about tomorrow. As they think about
tomorrow their reference points are, of a necessity, today
or yesterday but mostly “yesterday.” Those whose yester-
days are a little older—a little longer ago, are able to
reflect more accurately upon the great and magnificent
changes that are taking place now. On a comparative
basis they can see more clearly that change is taking
place at an accelerating rate. Increasingly, therefore, the
job of company management is the management of
change. This job may involve anticipating and reacting
to changes caused by others outside the company or it
may involve identifying and implementing those changes
which the company can profitably cause itself. No matter
what the job invalves, however, it requires formal plan-
ning to be most effective.

Company objectives and company strategies are the
principle subjects in any discussion of a formalized ap-
proach to planning.

¢ Company objectives are those targets which the

top management group sets for its company. These
objectives include everything of major concern to
the top management group.

* Company strategy describes in broad terms how
the top management group expects to utilize com-
pany resources in achieving company objectives. It
is the core idea behind company action.

Taken together, company objectives and strategy define a
framework for company planning and action.

COMPANY OBJECTIVES

Company objectives direct or limit company activities.
They should be written and quantified {(where possible)
both for understanding and control. At the discretion of
Management, objectives may be set on a variety of sub-
jects such as the following:

. E.amings
* Dividends
* Cash flow
Growth rate
* Dollar sales
* Market share

Return on investment
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* Degree of market coverage

* Capital structure

* Degree of integration

* Degree of diversification

* Nature of management group

* Nature of ownership

Discussions of business planning place considerable em-

phasis on the setting of attainable company objectives.
Objectives are important but this emphasis on setting
objectives is misleading. All that is needed is a statement
of desirable company objectives. Whether these objectives
are attainable will become clear later in the planning
process. as specific alternative strategies are evaluated.

COMPANY STRATEGY

How management achieves company objectives is a
matter ol strategy. Strategy is action oriented. It is strat-
egy which should receive major emphasis in the planning
process.

Management must deal with strategy in three ways in
the planning process: First, alternative strategies must be
developed ; second, alternative strategies must be evalu-
ated and the best selected ; and, third, the selected strate-
gies must be implemented.

DEVELOPING ALTERNATIVE STRATEGIES

To develop alternative strategies, management must
work to perceive change. In particular, it must under-
stand these external factors:

* Trends and shifts affecting the economy
¢ Technical developments affecting company prod-
ucts and processes.
* Changing competitive activity affecting the mar-
ket share of the company
* Changing customer demands affecting the mar-
kets of the company
An accurate understanding of these factors leads to an
identification of the opportunities and the threats con-
fronting the company. These opportunities and threats,
in turn, provide the stimuli for developing alternative
strategics. To exploit opportunities, a company needs
offensive strategies; to combat threats, defensive strate-
gies. Moreover, the company on the defensive must con-
sider how to shift from defensive strategies to offensive
strategies.
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INTRODUCE NEW PRODUCT

CUT PRICE

Fig. 1.

In attempting to perceive change, management must
have, and usually does have, adequate information re-
garding the internal operations of its company. However,
it frequently does not have sufficiently sound data regard-
ing the major external factors which effect changes in
those operations. Information on competitors is a typical
example, for seldom is it studied systematically. Yet, if
carefully reviewed, trade publications, newspapers, mag-
azines, advertisements, financial statements, and credit
reports can provide considerable insight into competitive
activities. Additional ‘information can be obtained from
salesmen and customers as well as from market research.
Some of the competitive data which may become impor-
tant in planning are:

* Changes in market share

* New products

* Price changes

* Credit policy revisions

* Discount modifications

* New outlets or facilities

* New advertising campaigns
* Manufacturing innovations
* Recent acquisitions

¢ New financial backings

* Major personnel changes
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The importance of systematically developed information
on all external factors cannot be overemphasized. The
foundation of business planning is the information upon
which it is based.

The development of alternative sirategies is the crea-
tive step in the planning process. At this point, the plan-
ning process is much like the top of a funnel. It is in the
company’s best interest to make the diameter of that fun-
nel as large as possible by considering all of the alterna-
tive strategies that the company might undertake

Frequently, management identifies only a few of the:
strategies available to it.

For example, if a competitor were to introduce a new
product in a profitable company market, some of the
alternative strategies would be:

* Do nothing

* Increase company advertising

* Decrease price on company product )
* Reduce manufacturing cost

* Increase field sales force

* Increase level of customer service

* Improve quality of existing product
¢ Drop existing product

¢ Introduce new product

* Buy out competitor

THE QUARTERLY |
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¢ Diversify into new fields or markets
* Sell out company

Several key points can be developed from this example.
First, each of these possible strategies could be a reason-
able response to the threat that has been identified. The
appropriateness of some may be more obvious than others,
For instance, reducing manulacturing cost may be a valid
strategy for a company trying to remain profitable at a
lower volume caused by the competitive product. All too
often a management considers only a few of the possible
strategies with no assurance at all that the strategies being
considered are the best available.

Second, the selection of the best strategy from the
alternatives is usually not obvious at all. Often, however,
management will seize upon one which attracts its inter-
est without any real knowledge of whether it is best from
the standpoint of its objectives. Management probably
feels better doing something when doing nothing could
be the most profitable strategy of all.

Third, many of the alternative strategies could be
combined. Benefits derived from a skillful combination of
two or more alternatives may produce benefits greater
than the sum of those which would have resulted individ-
ually. Unless management has first identified the alterna-
tives, it cannot explore ways of combining them.
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EVALUATING ALTERNATIVE STRATEGIES

Each alternative strategy must be analyzed systemati-
cally to determine the probable gains which will result
from its adoption, the corporate resources which are
required and the risk to be encountered. When each
alternative has been analyzed, it can be compared with
the other strategies and with the company objectives. The
actual selection process is straightforward, but not neces-
sarily easy.

Probable Gains The frst step in analyzing each strategy
usually involves forecasting the incremental revenues
which would be likely if that strategy were implemented.
The revenue forecast is based on the anticipated reactions
of customers, competitors, employees, or government, as
appropriate. Different strategies have different impacts
over time as shown in Figure I. Some strategies, such as
price cutting, may produce immediate results. Others,
such as increasing the sales force or introducing a new
product, may require lead times of various lengths before
results are produced.

A skillful combination of strategies with near term,
intermediate term, and long-term payout is essential for
effective planning. As a practical matter, a distinction
between long-range and short-range planning may be
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unnecessary or even harmful, for two reasons:

* First, at any point in time, a company has a wide
range of alternative strategies available to it, each
with a different lead time and flow of benefits.
Selection from among these alternatives involves
some sort of balance between near term and long-
term benefits. Action taken near term precludes
certain longer term actions for a company with
limited resources, e.g., a massive advertising cam-
paign now or a new plant three years from now.
Therefore, the short-term or long-term nature of
the strategy often cannot be distinguished in the
selection process, particularly for a small or medi-
um-sized company.

* Second, both short-range and long-range strategies
usually require action in the short range. Indeed,
a major purpose of formal planning is to make
sure that all the required short-range action will
take place, not just that portion necessary for
short-range results. Companies often encounter
difficulty because the first action steps in imple-
menting a long-range strategy arc never taken.

Resource Gaps The second step in analyzing each strat-
egy is an identification of those resources that would be
needed in the implementation. For some strategies, those
resources will already be available within the company.
In other cases, they will not. When they are not, a
resource gap has been identified. The size of the resource
gap and the method used to plan it away largely deter-
mine the cost and investment required to implement the
strategy.

Consider, for example, the resource gaps which might
be associated with an increase in company sales force, as
shown in Figure 1I. In the organizational area one sales
manager and 15 salesmen might be needed now. In the
facilities area, a 40% increase in manufacturing capacity
might be required in the fifth year because of incremental
sales expected from the expanded sales force. In the
financial area, 2.5 million dollars might be necessary in
the third year to finance increases in manufacturing ca-
pacity, receivables and inventories. In the product area,
three additional products might be needed in the third
year to provide a broader product line for the expanded
sales force. Finally, in the systems area, an incentive com-
pensation plan might be deemed necessary by manage-
ment to reward salesmen on the basis of the profitable
sales which they generate.

The size of these resource gaps and the method by
which each is planned away largely determines the cost
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and investment associated with this increase in sales force.
The fact that manufacturing capacity must be increased
by 40%, not by 1009, has an obvious effect on cost and
investment. The method by which manufacturing capac-
ity is increased is also important. Consider the likely
impact on cost and investment of these possibilities:

* Expand existing plant

‘e Build new plant

* Contract manufacture

* Acquire company

¢ Launch joint venture

* Increase price (this, avoiding the problem entirely,

perhaps)

Risk The third step in the analysis of each strategy is a
review of its inherent risk. This is admittedly the most
qualitative step in the analysis but it is one which can be
performed systematically, Several elements affect risk.

First, risk is affected by the sensitivity of the forecast
to events which are not expected. The more sensitive a
forecast is to unanticipated results, the more risk will be
involved. Profitability of a new product, for example,
may be predicated upon a research and development
effort remaining completely secret from competitors until
commercialization. Of course, competitors may learn
about company research efforts and begin to react to
them before the actual product launch. The effect of this
possibility should be evaluated.

This sensitivity analysis identifies those key factors
which, if they do not occur according to forecast, will
drastically affect the results of the strategy. Intelligent
management recognizes the importance of such factors
and watches them closely during the implementation of
the strategy.

Flexibility is the second element affecting risk. The
more flexible a strategy can be made, the less risky it will
be. Flexibility is important because the strategy may be
unsuccessful or the opportunity—or threat—may change,
thus making the original strategy obsolete.

The third element affecting risk is the degree to which
a company must commit its base of power in order to
implement the strategy. The smaller the commitment, the
smaller the risk of the strategy. Every company has a
base of power made up of its various resources, including
finances, facilities, organization, products, markets, tech-
nical knowhow, and even image. Implementing alpar-
ticular strategy requires some commitment of these
company resources and, therefore, a part of the company
base of power. If the size of the commitment is high, a
company may be faced with dangerous exposure should
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the strategy not produce the expected results. For exam-
ple, a company utilizing all of its available capital to
build a plant may jeopardize its very existence if that
product is not successful or if the plant itsell cannot be
sold or modified.

The implementation of any strategy should be under-
taken as a creeping commitment in order to minimize
risk. During the early stages of implementation, the com-
mitment of the company base of power should be as small
as possible. Additional commitments should be made only
as the likelihood of success increases. Thus, a company
requiring additional manufacturing capacity for a new
product might contract out some manufacturing until the
long-term success of that product is more certain.

The fourth element affecting risk is the uniqueness
inherent in the strategy. Uniqueness in this sense means
competitive advantage or unique selling proposition. It is
that aspect of the strategy which is different from the
present or likely offerings of competitors. A Corvair car
would be an excellent example of such uniqueness. This
car, like the Falcon, Comet, or American, was a compact
car. It differed from all others, however, in having its
motor in the rear. This difference alone insured an ele-
ment of uniqueness for the Corvair which still has not
been duplicated.

The impact of uniqueness on risk is difficult to assess.
Greater uniqueness does not automatically mean either
greater or less risk,

SELECTION PROCESS

From this analysis of revenues, cost, investment, and
risk, each strategy can be compared with the alternatives
and with company objectives. If company objectives are
unattainable, that fact becomes apparent at this point in
the planning process.

Selecting the best strategies from the alternatives, how-
ever, is not easy even after careful analysis. It is difficult
for two reasons:

1. Company objectives themselves may conflict, not in

obvious ways but in subtle ways which become obvi-
ous only after the analysis of specific strategies. A
profit objective, for example, may be unattainable
if a diversification objective is achieved.

2. Risk is extremely difficult to balance against ex-

pected benefits. How does one really compare a high
risk venture with large potential benefits and a
much less risky venture promising much smaller
benefits?

Resolution of these two dilemmas is the essence of
Management. It is management’s responsibility to estab-
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lish priority among company objectives and to determine
the degree of risk to be undertaken hy the company.

IMPLEMENTING THE SELECTED STRATEGIES
Strategies are translated into working plans which con-
sist of goals and the appropriate programs of action, each
assigned to specific individuals within the company. These
plans become the basis for both action and control.

In a large company the specific goals and programs of
action would probably not be developed by the top man-
agement group. This group would state company objec-
tives and strategy for key operating executives who would
be responsible for developing goals and appropriate pro-
grams of action within their own organizations.

Top management or its planning stafl would review
the working plans for completeness, consistency, and real-
istic relationships between the planned actions and the
anticipated results. The degree of planning detail would
depend primarily upon the size of the company and the
complexity of the strategies selected for implementation.

The planning process provides management with a
much broadened basis for control since it deals with both
the results and the actions causing those results. It plans
both profits and actions. The profit plan provides a
standard by which actual results are evaluated ; the action
plan provides a similar basis for assessing actions. The
profit plan deals with what is to be accomplished; the
action plan with how it is to be accomplished. Action
planning is particularly important as a control device
when the lead time is long between action and results.

SUMMARY

The Management Information System has the con-
tinuing job of translating economic shifts and trends,
technical developments, customer demands, competitor
actions and results of company operations into descrip-
tion of opportunities and threats. These opportunities and
threats should be reviewed at appropriate intervals by
management while it considers four key questions:

¢ Are new company objectives needed?

* Are new strategies needed?

e Are new plans needed?

* Are planned actions actually taking place?

The answers to these questions determine whether
management must develop new objectives or strategies or
plans, whether it must take corrective action because
plans are not being complied with, or whether it should
let company activities continue as planned. In short, the
answers to these questions determine the need for addi-
tional formal planning at any point in time.
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