This week we start looking at the Internal Analysis of the company that leads us to appraise the appropriateness of Long Range Plans and Grand Strategies.

In the face of an objective SWOT analysis management picks a Grand Strategy which is often times viewed as EGO driven. This classical dilemma has tripped up many businesses. The Grand Strategy a company selects can be at considerable odds with the company’s internal strengths and weaknesses. And when the company fails- it is poor management.  But when the company succeeds, we chalk it up to the CEO’s grand vision and mandate for the company. 

A much publicized example of this vision and change is the General Electric Company and Chairman Jack Welsh. In the book, "Built to Last" the authors Collins and Porras talk about General Electric and other companies that have "Big Harry Audacious Goals". These are companies like Boeing, IBM, Disney, and Sony, among others mentioned, that dare to stir things up and force the company to change. Their message is so powerful and their leadership so persuasive that they can effectively martial the resources of the company for success. 

In contrast to these dramatic examples are thousands of companies of all sizes who survive and prosper without such forceful change of direction. 3M Company comes to mind. This company is highly successful by most standards and to the outside world appears very stable. Internally however there is considerable energy being spent and the output is success and industry leadership. In the same book referenced above are a list of quotes from the early visionary of the company, William McKnight, which are still echoed in the halls of 3M today. They give you an idea of how a company can go about this business of Strategic Direction by nurturing internal strengths that match a Grand Strategy:

"Listen to anyone with an original idea, no matter how absurd it might sound at first."
"Encourage; don’t nit-pick. Let people run with an idea."
"Hire good people, and leave them alone."
"If you put fences around people, you get sheep. Give people the room they need."
"Encourage experimental doodling."
"Give it a try – and quick!"
3M Company is a proven innovator and you can see how these very short statements support the company’s grand strategy. Of the three "generic" strategies listed in the e-Text, Chapter 6, Page 160 (Formulating Long-Term Objectives and Grand Strategies), which one best applies to 3M Company based on your reading of the founder’s quotes above? Discussion Question 1 will ask you to give your answer and reasons. By the way, sometimes it is effective to ask what is not said rather than concentrating on what is said. 

This week we are also concerned with the Internal Analysis of the company. Financial analysis is a part of this internal analysis. If you need some help on this part of your strategic plan please let me know. This Internal Analysis of a company and must be the check and balance for any SWOT analysis and the appraisal for how the Grand Strategy is working. As I said above, sometimes the ego of the CEO causes the Grand Strategy to be a conflict with reality. Some can make this work and some can’t. 

Let me give you an example from my working with early stage and growth companies. In 1987 my partner and I were asked by the president of a Colorado company for advice and consideration of funding. The company assembled PCs customized for the users (large multi-PC users) and provided instillation and service. This company was run by an fellow Rotarian at our DenverTechCenter chapter. We had known Michael for many years. He had sold his business several years earlier and then had to re-enter after the buyer defaulted on the purchase terms. Michael had couched this meeting in 1987 on the basis he had an expansion opportunity and needed working capital funding.

We listened to Michael’s story intently. He explained that a year ago he had hired a new sales manager who had good contacts with several universities in Utah. Through bid and negotiation Michael’s firm became the supplier of PCs to these universities. This was a very tough fight won only with rock bottom pricing and service benefits tossed in. All went well with large orders and increasing sales. In fact, sales had increased 40% since the previous year. Only one small problem – no working capital to pay bills. "I need about $500,000 to make things run smoothly", Michael stated in our meeting. 

You may recall from your finance course that working capital is essential for growth. Accounts receivable and inventory absorb most of the cash. You may also remember a story in the finance course text called "Going Broke While Making a Profit." Michael should have read this story. Essentially the message is the same. Increasing sales absorbed all the company’s cash. What to do? The first reaction is to borrow money or increase equity investment. Second, the ideas start to question the management of accounts receivable, early payment incentives, factoring, and Inventory management. All of these miss the fundamental issue – the company has taken on marginal business. Remember this: "There is no good substitute for a great gross profit." You can quote me on this!
We explained to Michael that the solution was not to borrow more money or raise more equity. Yes – squeeze accounts receivable if you can but don’t factor accounts receivables or offer customers early payment discounts. They are some of the most costly means to gain a marginal amount of cash. Deal with the fundamental problem – marginal business. 

Prior to taking on the university business things ran relatively smoothly. Smoothly that is with a 25% Gross Profit business. This already marginal gross profit caused Michael to periodically delay payments to creditors and even loan the business some of his own money to make ends meet. Now with the university business he had compromised this already slim margin to about 18%. His Break Even Point had dramatically increased so that there was no room for any delays in payments or dips in sales. 

I finally ended the meeting telling Michael that we would help him if he would do one thing – cut the new marginal business. Give it to some other company and live with the 25% gross profit base he had built up and we would help improve this and look for even better margins. Well, you can imagine what the reaction was. We were deflating his ego. Who ever heard of going back to the past? Giving up the 40% sales increase was unthinkable to Michael. I remember telling him that if he borrowed the money and continued with the university business he would be out of business in 6 months. 

Michael did borrow the money from three local "hard money" lenders. This is a term for money at very high interest rates and strong take over provisions. In about 6 months Michael was out as President of the company he founded and was in California selling real estate. He had patched the cash flow drain temporally but had not solved the fundament issue of marginal gross profits. Eventually a down turn in sales put the company in default on the loans and the investors took over and slashed costs (Michael included) to try to salvage their investment.

So what are the lessons for us in this story? I think the point is that to be successful a company’s strategy must be compatible with a company’s internal strengths and weaknesses as illustrated by a SWOT analysis. On page 214 in the e-Text, the author talks about the three basic generic strategies being; low cost leadership, meeting unique customer needs, and focusing on cost or differentiation concerns. Michael, with out knowing this, had bits and pieces of all three generic strategies. He could never be the low cost provider but had taken on that very role with the low margin university business. He also had certain elements of the focus strategy but as demand decreased the low cost provider strategy quickly turned on the company’s fragile cash flow.
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